  
    
        
      
        
          
            
   
            
  FusionPDF

          

          

          
          
          
        

      
      
       
      
        
            
        

          Menu

          	Home
	DMCA
	Privacy Policy
	Contacto


      
 
      
         Menu

      

    

    

    
    
      
                 
          
            
              215 The Case For EMU The Difficulties Of Defending

			    

            

          

        

      

    

     

      
    
      
                  
          
            
         
               

         
              21.5 the case for emu the difficulties of defending a pegged system and of preventing exchange rate volatility have prompted the member sta

             
                21.5 The Case for EMU
   The difficulties of defending a pegged system and of preventing
   exchange rate volatility have prompted the member states of the
   European Union to adopt a radical alternative. Rather than floating
   their currencies, these countries are pushing towards the most
   irrevocably fixed regime of all - a single currency.
   The European Monetary System
   Various forms of exchange rate co-operation have been attempted
   between the countries of the present European Union since the demise
   of the Bretton Woods system. The Werner Report of 1972 identified the
   establishment of a monetary union as the long-term objective, with a
   target date of 1980. While this objective has yet to be achieved, the
   report resulted in the institution of a scheme to reduce exchange rate
   fluctuations between the currencies of the EU members. This scheme
   required that the six members of the EU (Belgium, France, Italy,
   Luxembourg, the Netherlands, West Germany) keep their currencies tied
   closely together (originally +/- 1.125, later +/- 2.25 per cent from
   specified values), but allowed wider variations against other
   currencies.1 This arrangement became known as the 'snake', because of
   the wavelike movements of the six EU currencies against other
   currencies. The 'snake' had limited success during its lifetime -
   France and Italy participated only intermittently and there were
   frequent realignments. Concern about excessive exchange rate
   volatility during the 1970s and its possible adverse effects on the
   process of European integration prompted its replacement by the
   European Monetary System in 1979. The EMS has two key features: the
   Exchange Rate Mechanism (ERM) and the European Currency Unit (ECU).
   The ERM has the following key operational features:
   · Fixed bands around central exchange rates
   · Provision for realignment
   · Intervention backed by cooperative financial arrangements.
   Like the 'snake' arrangement and the Bretton Woods system which
   preceeded it, the ERM is an adjustable peg system. EMS members
   participating in the ERM fix central exchange rates for each currency
   vis-a-vis all other participating currencies, and a band around these
   central rates within which the exchange rates can fluctuate freely.
   This band was set at +/- 2.25 per cent for most countries (Belgium,
   Denmark, France, Germany, Ireland and the Netherlands). A wider band
   of 6 per cent was set for Italy, and for the two newcomers to the
   system - Spain, which joined the ERM in 1989, and the UK, which
   eventually joined in 1990. The UK and Italy were forced to abandon the
   ERM in September 1992. In August 1993, the bands were widened to 15
   per cent.
   When a currency reaches the limits of its band, the central banks must
   intervene in the foreign exchange market to keep the exchange rate
   within the band. If the EU central banks decide by mutual agreement
   that a particular parity cannot be defended, realignments of the
   central rates are permitted. Twelve such realignments took place prior
   to the currency turmoil of 1992/93. Of these, seven took place in the
   first four years of the system. The last general realignment took
   place in 1987. Thus the period from 1987 to 1992 was a period of
   unprecedented stability for the ERM. In retrospect, this is viewed as
   a downfall of the system. It resulted in overrigid parities and
   misalignments1 which contributed to the effective break-up of the ERM
   in 1993.
   The founding of the EMS called for the central banks concerned to
   deposit 20 per cent of their gold and foreign exchange reserves with
   the European Monetary Co-operation Fund (EMCF) in exchange for ECUs.
   From this central fund, various credit facilities were made available,
   the most important of which is the very short-term financing facility
   (VSTF). The VSTF is a facility for financing obligatory foreign
   exchange market intervention at the margin. It provides for the
   unlimited extension of credit from one central bank to another,
   repayable over a term initially of 45 days. Under the terms of the
   Basle-Nyborg agreement of 1987, the term of repayment was extended to
   60 days and, more important, intervention within the limits could
   henceforth be financed by the VSTF. Prior to this, intra-marginal
   interventions were subject to the agreement of the partner central
   bank and they had to be financed from a country's reserve holdings of
   the partner currency or through bilateral credits outside VSTF. As a
   result, dollars were widely used, since this eliminated the need to
   consult the partner central bank. Because of the success of the VSTF,
   and the relative ease with which funds can be obtained from the BIS
   and from interest markets, the EMS's other financing facilities -
   short-term monetary support and medium-term financial assistance -
   have not been used. However, France (1983) and Greece (1985) have
   received funds from the EU loan mechanism.
   The establishment of the EMS was accompanied by the creation of the
   ECU. The ECU consists of a basket of EMS member currencies and its
   value is determined as a weighted average of these. Technically, the
   ECU is a means of defining the central parities for the ERM, from
   which all bilateral rates can be computed. The creation of the ECU was
   intended as a step towards the creation of a single European currency.
   At present, the ECU does not have the functions of a true currency. It
   does not circulate among the public. It merely serves as the unit of
   account for recording transactions among EMS central banks. It was
   also hoped that the ECU would become a major international reserve
   asset as an alternative to the US dollar. This has not happened;
   rather this function has been taken over by the DM. However, the ECU
   has had some limited success on private financial markets. Bonds
   denominated in ECUs have become familiar in international capital
   markets.
   The EMS operated fairly successfully for twelve years. There is
   evidence to suggest that both nominal and real exchange rate
   variability were reduced - relative to the period before the ERM and
   to non-ERM countries.2 Also, inflation rates have converged to those
   of low inflation members, notably Germany.3
   The demise of the ERM may be attributed to a number of factors. First,
   there were problems within the system itself. Infrequent realignments
   during the latter years of the system gave rise to misaligned
   parities. Thus central banks were obliged to maintain parities which
   the market considered unsustainable. With the liberalisation of
   capital controls, the volume of speculative capital flows was greatly
   increased. It was this increased speculative power which enabled the
   market to crack the system.
   Next came an extraordinary external shock to the system. With the
   collapse of communism and the subsequent reunification of Germany, the
   economy which had anchored the ERM became its main source of
   instability. German borrowing to finance the reunification process
   caused a huge surge in demand. To keep inflation in check, the
   Bundesbank raised interest rates. The other ERM participants had to
   raise their interest rates too, in order to prevent their currencies
   depreciating against the Deutsche mark. Thus high interest rates were
   forced on the rest of Europe in a period of deep recession and high
   unemployment. Market expectations that other ERM currencies were
   overvalued relative to the DM were fulfilled, as one-by-one the weaker
   currencies succumbed to speculative pressure and, ultimately, the
   bands were widened to +/-15 per cent. However, as a result of a
   bilateral agreement, the former narrow band of +/- 2.25 per cent
   continue to apply to the Dutch guilder and the DM.
   The lessons to be derived from the 1992/93 crisis are subject to a
   number of interpretations. On the one hand, Eurosceptics, notably the
   British, would like to view the widening of the bands to allow
   variation of 30 per cent as evidence that fixed exchange rates do not
   work for Europe. They therefore advocate a return to flexibility. On
   the other hand, there remains a core of loyal support for EMU, who
   argue that, once exchange rates are irrevocably fixed, the scenario of
   1992/93 will never again be possible. Thus the events of 1992/93 have
   not diminished the overall enthusiasm for EMU, but have reinforced the
   determination of the Maastricht programme.
   The Road to EMU
   The Delors Committee Report1, issued in 1989, proposed EMU as a
   logical next step for countries which were becoming increasingly
   interdependent, both economically and politically. The blueprint for
   moving towards monetary union was formalised in the Maastricht Treaty
   in 1991. The Maastricht Treaty maps out the route to EMU in three
   distinct stages.
   Stage 1 (which began on 1 July 1990) concerns the completion of the
   single European market. Stage 2 started on 1 January 1994, with the
   creation of the European Monetary Institute. It will operate only
   during this second stage and is the precursor of the European Central
   Bank. As such, its functions are geared towards strengthening monetary
   co-operation between the central banks of the various member states.
   Stage 2 also concerns the convergence of economic policies in
   preparation for stage 3 - monetary union itself. At the start of this
   final stage, exchange rates between the national currencies will be
   irrevocably fixed, and the ECB will commence operations. The ECB will
   issue the European currency.
   Eligibility for EMU will be judged on the basis of a number of
   convergence criteria. The country's level of inflation, interest
   rates, budget deficit/GDP and debt/GDP ratios must meet specified
   targets, and it must not have experienced a devaluation within the ERM
   within the two years prior to accession. If the majority of EMS
   countries satisfy these conditions, stage 3 could begin as early as
   1996. If not, as is more likely the case, the third stage has to begin
   at the latest on 1 January 1999, with the participation of only those
   countries which meet the eligibility criteria. Thus the Maastricht
   Treaty embodies two fundamental criteria: that the process of EMU
   should be clearly signalled and that not all EU countries have to join
   at the same time.
   The widening of the ERM may, paradoxically, be more helpful to the
   transition to monetary union than the former narrow band system. The
   reason is simple. As the date for final monetary union approaches,
   many countries might be tempted to have one last devaluation, thereby
   reducing the burden of government debt which will henceforth be
   denominated in ECUs. It is likely that there will be an enormous
   build-up of speculative pressure in anticipation of such last
   realignments. As the currency crisis of 1992/93 demonstrated, the
   former narrow band regime was unable to withstand intense speculative
   pressure. However, in a wide band system, market expectations of a
   last realignment are reflected in market exchange rates, speculative
   pressure is not allowed to build up to crisis level and the transition
   process is smoother.)))
   The Case for EMU
   Efficiency Gains
   Economic and monetary union offers a number of well-documented
   efficiency gains to the countries of the European Union.1 First, the
   establishment of a monetary union with a single currency eliminates
   the transactions costs of exchanging one EU currency into another.2
   The European Commission estimates transactions costs at about 1/2 per
   cent of GDP (ECU 13 to 19 billion per year) for the EU as a whole.3
   Transactions costs are particularly high (about 1 per cent of GDP) for
   member states with small and open economies, or with weak currencies
   that are little used internationally. There is also evidence to
   suggest that transactions costs are higher for small and medium-sized
   enterprises engaged in intra-EU trade than for large, multinational
   companies. The European Commission estimates transactions costs at 15
   per cent of profits for the average company, but up to twice this
   level for smaller companies.
   In addition to eliminating straightforward foreign exchange costs, a
   single currency will substantially reduce other expenses (bank charges
   and commission) and delays associated with cross-border bank payments.
   It will also permit a major simplification of banks' treasury
   management, accounting and reporting operations. Together with the
   effects of the completion of the European financial market under the
   1992 programme, EMU should make cross-border payments almost as simple
   as domestic payments.
   A second major efficiency gain from EMU is the reduction in exchange
   rate uncertainty which fixed rates (and a single currency) will
   provide. From a company's point of view, uncertainty about future
   exchange rate movements introduces uncertainty about the future
   revenue of the company. A risk averse company will hedge against this
   risk via various hedging mechanisms as detailed in Chapter 20. Since
   the elimination of exchange rate uncertainty eliminates the need for
   such hedging mechanisms, the company saves on hedging costs as well as
   on transactions costs.
   By the same reasoning, uncertainty about future exchange rate changes
   may discourage a company from actively seeking to engage in
   transactions outside the area of its national currency. Business
   surveys suggest that exchange rate uncertainty is still a major
   obstacle to trade. This is especially true for small companies. EMU,
   by providing a greater degree of certainty for business, should
   stimulate intra-EU trade in goods and services.
   Exchange rate variability affects not only international trade in
   goods and services, but also international capital movements. The
   elimination of exchange rate uncertainty is a necessary next step for
   the completion of the internal capital market. It should result in the
   complete equalisation of interest rates. Hence, capital allocation
   will be more efficient. There is also evidence to suggest that direct
   foreign investment responds positively to exchange rate stability.
   Dynamic Impacts - Investment and Growth
   There are also dynamic gains associated with EMU. In particular, EMU
   should reduce the overall uncertainty that affects the level of
   investment in the EU. Investment is affected not only by
   straightforward exchange rate uncertainty, but also by uncertainty
   about monetary and fiscal policy. Economic union implies coordinated
   monetary and fiscal policy, thus eliminating this uncertainty. If EMU
   reduces the 'riskiness' of investment in the EU, the rate of
   investment should rise, carrying with it the rate of economic growth.
   Investment and growth are also affected by business expectations. If
   EMU leads to more optimistic business expectations, it could initiate
   a cycle of increased investment and lower unemployment.1 The theory is
   based on the idea that, due to economies of scale in manufacturing,
   investment is driven either at a very high or a very low level. Thus a
   high rate of investment increases productivity over time and makes
   additional investment more profitable, leading to permanently higher
   growth path and lower unemployment. Expectations are an important
   determinant of whether an economy experiences high investment growth
   or low investment growth. Studies indicate that business expectations
   as to the effects of EMU are largely positive. It is therefore
   possible that EMU will bring a significant growth bonus to the EU.
   Price Stability
   EMU offers the countries of the EU the opportunity to build a
   reputation based on the monetary stability of the least-inflation
   member states. Autonomy over monetary policy will be transferred to
   the European Central Bank. An independent ECB with a statutory mandate
   to guarantee price stability will enjoy greater credibility in its
   monetary policy than its national counterparts. This idea stems from
   the time inconsistency literature which suggests that, if the public
   expects the monetary authorities to create surprise inflation in order
   to achieve higher short-term growth and employment, then expectations
   of higher inflation will be fulfilled. However, an autonomous central
   bank has no interest in exploiting the output/inflation trade-off and
   can therefore credibly commit to a low rate of inflation. This is
   borne out by empirical evidence which suggests that there is a strong
   link between central bank independence and inflation in the long run
   (see Chapter 12). Thus the process of inflationary convergence,
   already observed in the EMS, is likely to be strengthened under EMU.
   If, however, the ECB should fail to establish this reputation, current
   low-inflators such as Germany and the Netherlands would see higher
   inflation under EMU.
   International Monetary System
   The role of the EU in international monetary system will be enhanced
   through EMU. The ECU, as the single currency of the EU, will compete
   with the dollar and the yen as a major international currency. The ECU
   will be increasingly used for trade and invoicing, bringing further
   transactions savings to European business. Moreover, the ECU has the
   potential to become a major international reserve asset. Member states
   will be able to economise on their holdings of external reserves, and
   the increased holding of ECU reserves by non-members will bring
   segniorage gains to the EU as a whole. In addition, EMU will allow
   Europe to speak with a single voice in international monetary
   discussions. This will assist co-operation between Europe, the USA and
   Japan, perhaps even bringing about more stable exchange rates
   internationally and a more balanced tri-polar monetary regime.
   Adjustment without Exchange Rates
   Arguments against EMU highlight the loss of autonomy in economic
   policy for individual member states. In particular, there is
   considerable concern that individual countries will have greater
   difficulty in adjusting to asymmetric shocks. EMU obviously precludes
   the possibility of using the nominal exchange rate as an instrument of
   economic adjustment at national level. Thus some alternative means of
   adjustment is necessary. The theory of optimum currency areas tells us
   that labour and capital will move in response to asymmetric shocks in
   a monetary union. At present, capital flows freely between the
   countries of the EU, but labour mobility is limited. EU structural
   funds go some way towards redressing the regional imbalances arising
   from asymmetric shocks, but the burden of adjustment generally falls
   on domestic prices and wages. Thus national policies aimed at
   increased flexibility and competitiveness, combined with larger and
   more effective structural funds, will be the main instruments of
   adjustment in the absence of the nominal exchange rate instrument.
   However, as the integration process deepens, the incidence of
   country-specific shocks should be significantly reduced.
   Conclusion
   Since the widening of the ERM bands in 1993, EMU has become the
   subject of intense public debate. On the negative side, some member
   states greatly fear the loss of political and economic sovereignty
   which EMU will necessarily entail. Against this, there are numerous
   economic arguments why EMU should go ahead. The principal gains from
   an EMU with a single currency are a reduction in foreign exchange
   transactions costs and in foreign exchange uncertainty, contributing
   to positive business expectations and therefore (hopefully) to
   increased trade, investment and growth. In addition, an autonomous
   European Central Bank is likely to have greater success in achieving
   lower inflation for all participating countries. Furthermore, the
   strengthened EU will play an enhanced role in the global economy, and
   could contribute to the evolution of a more stable international
   monetary system.
   In assessing the implications of moving towards a single currency, it
   might be helpful to look at the process in reverse i.e. from the point
   of view of a group of states which already have a single currency in
   place. Take, for example, the experience of the United States. Would
   some or all of the fifty states which constitute the US be better-off
   with individual state currencies than with the dollar? Given the
   absence of debate on this issue, it might be safe to assume that they
   would not.
   1 However, the 2.25 per cent variation was also maintained against the
   dollar.
   1 Misalignment is defined as the 'long term movements of exchange
   rates away from an underlying exchange rate that would establish
   external balance in general equilibrium' (Ungerer, H., Hauvonen, J.,
   Lopex Claros, A., and Mayer T., The European Monetary System:
   Developments and Perspectives, IMF Occasional Paper No. 73, Washington
   DC, November 1990 p.20)
   2 See Artis M.J. and Taylor M.P. , 'The Achievements of the European
   Monetary System', Economic and Social Review, January 1989.
   3 Lower inflation has been achieved in the lifetime of the ERM, but
   lower inflation has also been attained by countries outside the ERM.
   For this reason, empirical studies on the inflationary consequences of
   the ERM are generally inconclusive.
   1 Delors, J., Report on Economic and Monetary Union, report to
   European Council by Committee chaired by J. Delors, European
   Commission, Brussels, 1989.
   1 For a comprehensive assessment of the benefits and costs of EMU, see
   De Grauwe, P., The Economics of Monetary Integration, 2nd revised
   edition, Oxford University Press, Oxford 1994.
   2A well-known British MP took it upon himself to travel across all the
   borders of the EU, taking with him £100, which he converted as he
   crossed each border. Upon his return to the UK, he found himself with
   only £50. Thus his transactions costs were 50%.
   3 See European Commission, European Economy NO. 44: One Market, One
   Money - An Evaluation of the Potential Benefits and Costs of Forming
   an Economic and Monetary Union, Brussels, October 1990.
   1 See Baldwin R. and R. Lyons, 'External Economies and European
   Integation: the Potential for Self-Fulfilling Expectations', in
   European Economy - 'The Economics of EMU', special issue, 1990.
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