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N »Pleasejfind;heréwiéh a bape;-which'contains a personal -
. agsessmant of theﬁWo:king of the EMS, iihis}papgr is conceived as a.

" contribution to oﬁr.fprthcoﬁing diécussions;
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The existence of an extensive body of background me.ter:.el rele-
tinq to - the  functioning and performance of the EMS. :.ncluding academic

research as well as reviews conducted by: off:.c:.al momm:.ttees, makes it

poss:.ble for this paper to- limit :.tself to . what I conaxder to be the main a

elements of -an asseesment.. I have aimed at a balanced Judgemenb 3 howaver.

the vxews ‘here expressed, wlule hopefuny accepteble by many fellow Gover-
nors, are mine only. L ' v

' ‘Before . 'deal'ing' kith' the actuali pe’rfa'tma'nci:e' of ’t:h'e - System, a
brxef overv1ew of the BMS features and developments will be ‘presented..

Sect:.on I will therefore address Ezve topics. eovenng the technxcal

challenges ahead in these ‘domains. Sectuon II w:.-ll then  discuss the

performance of the Syst.em under a, number of espects. No attempt. to draw -

overall conclusions was me.de as these would :mvolve policy preferences and

personsl Judgements ’

‘A £inal remark is t.hat. t,he terms EMS and ERM (Exchange Rate

Meeham.em) are -used intermittently in tlus paper as one and the same “thing, . ®

unlees spec:.f:.ed otherwise ..
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'SECTION I : ASSESSMENT OF THE TECHNICAL FUNCTIONING OF THE EMS

In the present section the basic charactenstlcs of the EMS \ull_

':be recalled, viz. an exchange rate mechan:.sm. based on a reglme of f:.xed,

: though ad;usteble' exchange rates,' supplemented by credit facil:.t:.es and
:destined to :.nvolve the patticipation of all the Community member states. :
 91v1ng Europe a d15t1nct place on the internat;onal monetary scene. More"
in part:.cular. attention will bhe pald as to how these features have evolved

“over time since the inception of the EMS and what may be t.he challenges'-

. aheado

When looking back on nearly 1.0 years of EMS e'xperience,:' ".one

cannot but conclude that the skepticism ‘and conceras voiced init}.ally

' as to the durability of the System were not foex’xded. Eﬁrpectatiphs- that .

it would develop into a reQime of unduly freguent crawling-peq type of
ezchange rate adjustments have not materialised. Neither has the

system qenerated an  excessive r:.g;dxty of exchange rates yielqu

mlsalxgnments of real exchange rates.

In the an.nex to the conclusions of the Pres;dency of the Euro—

pean Counc;l in Bremen, it was stated’ ‘that in terms of exchange rate;-
'management. t.he EMS would be at least as strict as the "Snake", Wxth :
the benef;t of hindsight one can dlscern a number’ of deﬂnite .i.mprove- o

ments in comparisor; w:.th the "Snake" concernlng the J.ssue of teal:.gn- e

ments.

Firstly., changes in central rates have’ becorne truly: mult;lateral.'-

'd@»;ons. Secondly, their frequency as well as their magn:.tude have -

. L .
been‘.markedly ‘reduced after the initial learning period, i.e, 1979 to

- - 1983,
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.'.l‘hiirdlyv, as a result, adjustments in market exchange rates_have'
Been smaller, making speculative capital movements less rewarding.

' Fourthly, realignments have been accompanied most of the time by domes-

tic éolicy adjustments,‘ granting cr’e’dibiiity to the newly established
centrél rates. And, finally, the merits of exchange rate stabl.llty and

discipline have been better recognized.

- Nonetheless, some problems remain. The tmung of raahgnmente

 and their magnitude are still ‘influenced by comments and debates of. a
"politicel" nature. Moreover, the policy option of small and infre-

‘ . quent realignments geared to combat speculative capital 'mov.ements in a

technical way may give the impression that _exchange rate 'chenge's are.
| simply an - adjunct to monetary policies. Their capacity to contribute

to the correction of fundamental economic divergences has been less-

‘clearly put in evadence.: Realignments should not simply be a perioqic

L ‘ o _
S ‘; . adjustment to inflation rate differentials. . These differentials should
- Z\»«"”’\ :2 not be fully corrected so as to retain an element of exchange rate'
. o~ g . .
Ceu “;’,..w‘) ' constraznt.
2. Rxchax rate ma ment. within
- . o E Over the. years, views regarding the management of currencies

- . within their fluctuatiom margins in the EMS band have shifted rather

‘marhedly. At the outset flexible' use of the band width was regarded as " -
a cushion which could absorb or dampen some external shocks - w.lt:.hout"
necessitating 1mmed1ate exchange rate interventions or monetary and -

\
’ ; , other economic policy measures. Only if and when a currency was out of
\

line wzth the averaqe of all other participants, should this entail a
- presumption of action by the authoritles concerned. To ascertain that
‘this rule would apply symmetrically in the case of both weak and strong

currency posn;lons, a divergence .mdicator was constructed. -
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e : dive ergence. indicator and delaying intervention until it became obhga-

-tory, 1. e. at the margxns. at ‘times resulted in a market perceptmn»
that . the authontms were no 1onger commnted t:o defend the ex;stmgg' :

/ parity grid, fuelling speculative Apressure and necessitating ‘more.

.intervention than initially warranted.

This led the authontzes to belxeve that a strategy of keepmg

theu' exchange rates well w:.th:n the band and l:l.m:.t:.ng movements

‘ o .aga;nst key currencies of the EMS t:o a minimum would be more rewardlng'
both in terms of 1nf1uenc1ng market sentiment and in terms “of domestic.

.monetary stab:tl:xty. 'J.‘h:.s new strategy did entail an increased recourae'

to intramarginal intervent;ons relative to marginal onea as we;._l as a
Amore~t‘ime.1y use of interest rate policy, especially for weaker currency

c¢ountries.

- With ‘the prograsa31ve 1nteqratlon of flnanmal markets and thh
t:he objective of ‘the abolition - of the remaining capltal restrictlons,
‘ o o in 1line with the goal of complet:.ng the mternal market in 1992, the

exchange rate mechanism of the EMS might have to. face the prospect of
_1ncreased or new strains call;ng for some reinforcement-of “the System.

. . . -~ The result was the so-called Basle/Nyborg agreement providing for a

more active and flexibl'e:use of all the instruments availabl'e to

central banks for meet.ing short-term exchange rate pressures and for ]

better coordination of such action among the ERM partlclpants.'

w;thout return1ng to the orlgxnal s:.l:uat.lon of lettlnq currencies 4rift

to the limits., This in turn Justxf:.ed the prov:.s:.on of very . short-—term

f;nancing of . intramarginal z.nterventmns under certa.m conditions, It

also made more cooperat1on on monetary pohcy measures 1mperat1ve. To

promote .a more effective use of the instruments avaxlable, a strenqthea

ned monltoz‘lnq pzfocedure was put in place,

4- _Experience showed that this strategy entailed some :‘ disadvanta- -

ges : the ECU did_not prove very helpful for the operaé’ion‘ ‘of the .

'.rhizs. a more flexible use of the EMS band w:.dth was callad for, :
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Although"_it iz 8till somewhat early to assess .the','wo‘rkvin:g of the

‘Basle/Nyborg agreement, ezperience gained up till now is ehoouragi.ng.-
This doesn't exclude, however. that further measures be considered.!

. .'essentlally in order to qradually replace the system of ex-post: concer--

tation by one of ex-ante coordination of monetary pol;c;es.

Contrary to early fears by creditor countries that 'thelE‘MS would-
open the door for more inflatiomary financing, - in view of the increase
in volume of availsble credit facilities and the creation of tha BCU as
‘& means of settlement, the ev;dence turns out to be much more. ‘balanced.
‘;No permanent net ECU poe:.t::.ons have developed, VSTF arrangements have
"never .bean abused and the STMS ‘faeility has even rema;.ned unused.f,

Instead, member states have preferred market related balance of

payments financing and the use of . foreign currency reserves to settle

interventions.

The shift in intervention strategy pointed at earlier has - :
‘contributed to’ the-D‘eutsche Mark becoming the prominen't:‘ ini:erve-nt.ion:' ‘
currency to the d'etriment: of ‘the US dollar. This evolution carried
with 1t both advantages and dlsadvantaqas. The  former oonshieting‘"of;
'open:.ng up the possibility of intramarginal interventions aga:.nst the
traditionally strongest currency without influencing the Germa:mv moneta.-'
ry base '(so-called ae.ymetrically sterilised ,interventionsv). 'Theb'
'latter pertaan:r.ng to the fact that only one EMS currency, . Giz. the
strongest one, was being sought. after to this end by the weaker curren- - -

' ey central banks. -

The role of the ECU has thus remained limited, far from attai-

ning 2 posit‘ion‘ at the centre ‘of the System as origina.l-lyl eﬁvisaéed.

:'Notwithstanding its remarkable development as 2 financial "ii:strum'ent,f

the effective impact of the private ECU use on the opera&ti.onf' of the EMS

is still marginal.
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It is undeniable that the greater degree of - convergence in -
" monetary perfcrmance and policies of the EMS countries since 1983 under -
Ithe leadersh:.p of the Bundesbank (see also Sectxon II) has reduced ‘the /
EMS exposure to outside shocks in general, us ‘dollar 1nstab111ty in
pertlcular. As long as convergence remains incomplete though, preven—
ting EMS currencies from becoman close substltutes, the international_f
environment will remain- a potential source of 1nstab111ty for the’

, exchange rate mechanism.

IWi'th' the D-Mark as the nominal anchor in the  EMS, the pchcy.‘;'
choice of the ERM participants to accept whatever exchange rate tarqet ‘
(or _absence of target) the German monetary author:.ta.es had chosen forg
the D-Mark was understandable. As such the D-Mark came to serve equal- '

‘ly as the 11nchp1n between the EMS and the :.nternet.tonel monetaryﬁ

‘ system .

The 'EMS' has fe11ed to become a repreaentatzve homogeneoua ;

| monetary entity on the :.nternet:.onal level. . This was demonstrated for K

instance by the fact that the Plaza anc‘l Louvre agreements have incorpo-
rated more than one EMS member on an ind;v:dual basis, whlle for their

'1mp1ementetmn a coordinated 1ntervex{1tmnapp_roach by: all E;MS members

was solicited. It has to be said Vthovl.zgh, that the EMS has c'ome:_.to '

. receive greater recognition over the years as a specific part of the

i.nternational monetary system,

‘currencxes whereas only 7 out of 12 fully part:.c:.pate in the exchange

z-ate mechanism has so far caused no major difﬂcultzes for the. work:.ng

The fact that the: EMS in its wider sense encompasses ‘all EEC '
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 of tihe system, perhape even saved it from encounter:.ng more frequent,; :
ten_sions. However, ERM part:.c:.pation of aterl:.ng m.ght have facilita-. ;
v' ted ;ekchange rate management for specific countries such as Ireland. |
.Besices, apart from genei-ating greater instability for the ECU, the
»prolénged noxt-‘pa_r't:icipatiion of -t;.he UR has sustained 'doubte about the
metif:e and the potential development of the System. especially in. those

eircles where natural scepticism was already prevailing. ‘

To be able to assess the perfomance of the EMS, it is necessary

1to beer' in mind its objectives. For this it suffices to recall the follo-
..wing passage in the -conclusions of the Prea:._dency.of :f;he-European Counc;l

in Brussels in December 1978 '+ "The purpose 'of the EMS is to establish a

greater measure 'of-monetary stability in the? Community. It should be seen

as a fundamental component of a more comprehensive strategy aimed at lastind
.growth with stablhty, a progress:.ve return te full employment, - the harmo—:
:, nisation of 11v:.ng standards and the lessening of regional dlspanties in
't:he Commum.ty. The System will facilitate the convergence of economxc_'

;development and give fresh impetus to t;he process of European Umon"

. In the following subsections the attainment of the above~-mentio-

‘ped goals will be asse‘ssed under three headings B 'the EMS as a zone of

monetary :stability,‘ as’ a determinlng factor -0f economic perfo:-mance and

convergence, and as an mstrument of increased (monetary) cooperation.
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. Monetary stability comprises an internal as well as an external

aspect @ ':I,'ow, inflation and exchange ‘rate stability. Although no prio- -

rit;y between these t;wo'wes established at the outset, it gradually

became accepted that monetary policies should be geared to make: natio-

nal inflation rates converge onm price stability and that this in turn .

‘would lay the g?cund‘for lasting exchange rate stability,

Nevertheless, even in the absence of convergence on price stabz- -

lzty, the EMS has already made a definite contribution to the: real.lsa-

" tion of the objective of ezchange rate stability. Indeed, as numerous -

‘studies using different methodologies have shown, the variability of

exchange rates of ERM participants ~ whether' in nominal or in real

terms - decrea:sed markedly not ouly in comparison with the "Snake" -
period but also over time, when comparing the first half of the nine
years of EMS experience with the second half, Moreover, the EMS.

‘rasults compare favourably with those of non-ERM participance inside |

“and outside Eurcpe .

cepital controls or Ainterest rates acting  as shock absorbers. In

not show a clear tendency towards rising instability.

Ccncerninqv internal rrionetary stability, the same. three types of -

comparlson as presented above can be made. COmpa-red w:‘.th the "Snake"

‘pursued more effectively. Of course, one cannot brush aslde the

favourable external monetary environmment in assessing the relatwe ;

mer.:'.t:s ‘of the EMS. Only it ie extremely difficult -!;d‘ quanti'frt;xis '

effecﬁ in iselatipn‘.

Jore important still is.that this outcome did not result from

effect, capital controls have gradually been diminishing while the

observation of interest rate variability before and after the EMS does -

" the EMS 4id not lay the ground for looser monetary polmles but rather '

-provided a framework in which ant; —-inflationary policies could ba'3

- .
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As to the question ‘whether the EMS provided a better framework ..

than. other national experience.s, where one haz also wj.tnes_sed a remar-

xable -deceleration of inflation, the debate has so far been inconclusi-

ve. What should be borne in mind in this respect is that these other .
. . . e \_——

countrj.eé» in bringing down their inflation rates fréquently rg;gz,ted*to

 an.increase in the short-term variability of exchange rates or even

accepted the occurence of mxsal:.gnments, elements which are 1ncompat1-

 ble with the overall monetary stability objective of the EMS.

- Last but not least, the more recent evidence and projectiona on

monetary and credit policies and performances is 1ndlcat1ng a cleat'.
- trend towards convergence of money growt:h and inflation performance -

- among the ERM partz,clpants at low levels as compared wit:h the other .

Community inembers. This seems to imply that the EMS is flnally paying

off in terms of ctedlbxlln.ty with regard to its anti-inflationary ‘stance.

One should warn, h0we\}er, against. too . relaxed an . attitude in

these matters. ' Internal monetary convergence on price stability 13 not

" fully achieved yet, wmth the measure of dispersion in :.nflat;on still-

having to reach the low level attained in the sizties on average.

Monetary and exchange rate policies shou‘ld thgrefore proceed along the

" lines followed in the past to preserve- the acquired stability Afifmly.]

.Thus, exchange rate realignments will remain unavoidable for the

time being, which raises ‘the difficult issues é_:f.' their timiang and theit

Jbeing accompanied by the necessary adjustment measures so as not to
- rekindle the -vicious circle which nearly :made: the System .collapse in

1981-83.
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Three issues will be addressed in thxs Subsection :Afirstlyo a

sketchy descrlptxon of the degree of convergence in economio performan-

ces and policles ln the EMS ; secondly, the questlon whether ~the causes
for the less sat:sfectory reSults can be ettrlbuted to the System

proper ; and, thxrdly, what will be their consequences for the workxng

- of the EMS. It 1s obv10us that these ere complex and even controver~~

s;al matters which the _present peper can only describe in a general way.

2.1. gcgnmj,c_pgxfomsnges and comvergence

It can ‘be said that the prame goal of the EMS is the creatlon of -
- a sound besis for 1nterna1 and - external stebxlxty as a precondition for
the achlevemenh of the broader ecouomic objectives set out by the Euro-7..'
pean Council in. Decsmber 1978. To attain this goal,'s fe;r degree of -

'convergence "in econom;c performances must be ach;eved especielly o£d~

course in the fxeld of. costs and prices.f

If d:.fferences in economic varznbles such as real GDP growth.' '
current account " and fxscal balances must no longer endanger exchange :h‘

rate stabxlxty, a reasonable degree ‘of convergence needs to be schleved

in these areas too. One cannot deny that results obtalned s0 far have

fallen short of what was desirable or necessary.

Real GDP growt.h may have been converging sl;.ghtly, but at & low

level 1nstaad of at the higher figure arrived at elsewhere in Burope.
" Recent developments of growth performances show more eneouragxng signs.

It remains to be seen though, if this Qdoes announce e reversal of the .. -

long-term trend of sluggish growth in the EMS. Current eccount imba~

lances have . not dzsappeared, with Shrlnklng deficits for some member

states only belng replaced by 1ncreasing surpluses for. others. F;scal.
disequ:lzbrla have remained large. with public’ debt. levels cousequently‘.»:

still on the rise in a number of countries.
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2.2, Is _the EMS to blame ?

The question has to be asked whether the ,situation as described

above was caused by the EMS. Or, phrased otherwise, would the situa-.

tion have evolved more favourably without the existence of the System ?-

(hmplé,te answers are not -available. Statistical analysis cannot

provide decisive evidence on all counts if only because several - .
standards of reference may be put forward to assess the p.er'formancenofi .

the EMS.

- In a broader time perspectivé one must not overlook the fact

that at the start of the eighties the curreat account and/or fiscal

balances of most of the ERM participants were not. very satisfactory,

being-quite often worse off than in othér_non-EMs ‘countries in Europe.

The adjustments imposed on some EMS members led them to policy measures .

conducive to dampening dofnestic demand, leading in ¢turn to slower
growth in the EMS compared with growth performances outside.

The -necessary a&justments could surely not have been delayed in

' the absence oOf the EMS. _‘ On the contrary, the existence of the EMS

provided the weaker currency members with a . credible commitment to

strengthen their public finances in a non-inflationary way. Their

willingness to resist infldtionéry'.pressures arising out of the devg;

luations of their currencies in order to improve their current account

situations, .howevex", gave rise to realignments that most of ‘the_-time

aia not totally wipe out differences in their real éxchange rate:move‘—

: men;._g/,zj._s;:'ayﬂ\zi.émthéwD—Mank*inﬂ.mpa;tsic>ulai‘. A.s" mentioned above this.

~limit placed on realignmentﬁs has the merit of maintaining some "foreign

exchange constraint” in the weaker economies.

But one may. ask whether the tendency to a relative undervalua-

tion of the D-Mark might not have enhanced German competitiveneés and -
-added external st:;mulus_ tb Germany's growth rate. This would have .

alleviated the need for Germany to give further stimulus to domestic .

demand.
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rit‘appears'extremely difficult, if not lmpossibug, to identify.

the relétive importance of the various factors that account for the ‘pe-

rsistenﬁ-divergenceé in the area of'fiscal policy and .curremt account

developments. With regard to the latter wh;ch are 1ncreasingly mentio-l
_ ned as a possxble threat to EMS stab:llty, the analytlcal work done so'
far does not offer a satisfactory explanation of the petsxstent dzver—j
gences hy raferr1ng to the relatzve cyelical pos:t;onw and cost/pr:cef

developments only. It seems that other more structural!factors naed to -

be take# into consideration equally.
2.3. Consequences_for.the EMS

Irrespective of the causes of disappointing growth performances,

currentE account dlseQuilibria and fiscal ‘policy divérgendés,‘ the -
pernlstanca of these phenomena w;ll clearly have an unfavourable impact‘

" on the funct:onlng of the System.

As yet two major consequences can be perceived. ‘The first one

is a credibility problem insofar as references to a possible deflatio-

nary bms of the System and to the risk of a bu1ldup of funda.mental o

balance ‘of payments disequilibria do cast some doubt on the ;ntrznsic

._stability_of the SYStem and on its potential development. Secondly. 1tn1

is undeﬁiable that fiscal policy and current account dfvergences imply

the pers;stenee of interest rate d;fferentxals which themselves cOuld

'delay or compllcate the progression’ of convergence.

Ihe System has to defend itself against the bbjéction that it is

a low growth area. It has also to defend itsel£ against the objec;ien‘

that it is an "asymmetrical” system, To avoid misunderstanding, the

- whole qdestioh‘of asymmetry deserves deeper analysis ahdiresearch._

C12,-
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" areas of ;Comunity‘pol:.cy. A lpt of t;he credit for this achievement is -
" due to the fl’e_xibility of the System, Pragmatic' arrangements were

. The  EMS monet:ary cooperation has now reachéd a content that

1argely outwe.tghs ‘the degree of cooperation achieved in most other

often preferred' to strict or ‘explicit. rules. This pragmatism has

permitted the evolutzonary change - as evidenced in the ECU package of
July 1985 -and most v.ts:.bly in the Basle/ﬂyborg agreement ‘of September

1987..

It niay‘ be recalled that,“the "flexib_le cooperation aﬁproaeh" ‘was

~ at the outset conceived as a transitory arrangement 6n1y. According to

" the Brussels Resolut:.on, an 1nstxtutxona1 phase had to be rea.ched not - .

- later ‘than' two years after ‘the mceptlon of the System. However. in-
' December 1980, ‘the European Council decided to postpone such a step .
“*gine die". Frankly speaking, there is not much hope that this insti-

tutional step will be taken nor much insistence that it should be.

" One ‘can therefore say ‘that in the perenniall ‘debate on "rdles. S

" versus discretion" tha partzclpants to' the System have la:.d great

“weight on discretion.

I am gquite sure i:hst this pragmatic approach is still capable of
bringing fﬁrrher progress. Yet one cannot avoid the fact that, in

- order to cope w:l.th the: challengea ahead, viz. preserving monetary and

. exchange rate stabilit:y in an environment of . free capital movement

while contrlbutmg to the completion of the internal market, -one should

em&t a continuous move towards collective declsion-rnakan on even the

S e —— e

L.
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most vital parts of - national monetary policy. Although the prese‘nt'

strateqy of voluntary policy coordinat:.cn undoubtedly still leaves room

for ample: improvement, the question arises th long »such a stance can

continue. meeting the increasing requirements of joint mometary policy-"
! T

’ \ making and can remain a satisfactory answer to. the expectations of
L —— . . . :
market operators, of public opinion and of the political sphere. -

We thetefore ‘have to ask ourselves whether a new Basle/Nyborg
package can be put together and made publm or what institutional step

can be taken despxte our obvious preference for the pragmatic approach.

To paraphrase the English expression about justiée "aot oaly A must

L

_ progress be made, it must be seen to be made".




