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the experiment never been attempted at. all

B

An examination of the poclitical economy of the European Monetary

_ System-must necessarily take account of its potential implications
. for the future of the iaternational monetary System. .wili Europe'a
'attempt to create a "zone of monetary stability" enhance or diminish
‘ prDSpecta for stabilization of global monetary relations? "My own

,answer to-this,question, develoPed at length below, may be summarized

as follows'

(1) 1f successfully implemented the EMS could make a significant

contribution to global monetary stabilization. o

(ii)r Prospects for successful imglementatibn, however,'are not.

-“good.

_(iii) The most likely outcome, therefore, is an‘increase-rather'

than a decrease .of policy conflict in.internatibnalhmonetary~relatioas;ﬁ

In short however much we might favor the idea of European monetary

union in principle in practice we wuuld probably be better off had

hv A

1.
The starting point of my analysis is the familiar "n - li.principle"‘,j
of iInternational monetary theory, also known as the "redundancy problem." -

 The problem may be readily described. In a world of n sovereign states.

and currencies, there are only n ~ 1 exchange rates. Therefore, only

L]

n - 1 balance-of-payments policies (be they expressed fu terms of

exchange-rate targets in a floating world or in terms of reserve targets:

in a pegged-rate world) can be independently determined. One country .
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(the nth country)iie redundant. If all g_c0untries try to set their
. policies independentiy, these policies will elmost certainly be
-inconsistent (technically, the system will be overdetermined), and, as
'alresult, the stabiiity of the system itself will be threatened..
To preserVe monetaty'étability, some means must be found — some
organizing principle —— that will ensure consistency among national
policies and reduce the risk of policy conflict. The histoty of
international monetary reldtions is written in the succeseion of
attempts by the international community to find such an organizing
principle.3,
"In'theory, four alternative.organizing principles:are-possibie;
:These are: | ]
(1) Automaticlty -— a self discipllnary regime of rules and

conventions binding for all nations (e. g.; a gold standard
or pure floating exchange rates).

(2) Supranationalitg_u— a regime founded on coilectiﬁe adhetence
to the decisions of some autonomous international organization
(e.g., a world central bank)...

‘,(3) Hegemony — a regime organized around a eingie country with
acknowledged respon51bilit1es (and privileges) as leader.

: : (4) Negotiation — a regime of shared responsibility and decisionf
' making. ‘

' 'In practice, only one of'these four has ever actually succeeded
for any length of tlme in preserv1ng international monetary stability.
That one is the principle of hegemony, which underlay operation of

,both the classicnl gold standard in the last decades.before World War. X
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: S. and ?he'Bretton_Wbods system in the first decades after World wa; iI.
VIn each case the monetary system was effectivel&lorganized around a.:
"singie hegemonic leader —— Great Britain in the earlier period, the
United States in the later. In both cases, the comparative lack of
policy conflict was directly attributable to the stabilizing influence
of the dominant national power.' o o
| Recent‘historical analysi54/ has amply.demonstrated that the
. classical gold standard far from being the politically symmetrical
system of conventionalnteatbook models, was in fact distinctly
hierarchical, dominated at the‘toP by GreatrBritain, the,supreme:
economic power of the day., Stability in the gold standard was ensured
through a trio of roles that only ;ritain at. the time had the resources
t0‘p1ay.' (1) maintaining a relatively open market for the exports
‘of countries in balancewof-payments diffieulties, (2) providing
.contracyclical foreign. long~term lending; and.(3) actingiasﬁlendet‘_
of-lastlresortinftimes of exchangewerisis; fﬁese-were-not;roIES_that:J'
the British deliberatélyrsought-or_even particularly'weltomed.-_Asl‘
far as the Bank of Engiand nas:conoerned;_its monetary'policiesfwere

-~ dictated solely by the need to protect its narrow reserves and the gold

R — convE“_:T“jtf?“UT‘tﬁE‘pUﬂﬂd‘“fhr1thrﬁﬁﬁfregard Ttself as responsible for -

~ global monetary stabilization. Yet this.is prec1se1y the'responsibilrty'

that was tﬁrust upon it in practice — acquired, like the British-
. Empire itself, more or less in a fit of absence of mind. This was.'
. o truly a hegenonic regime, in the sense that Britain not only dominated .

the system but also. gave monetary relations whatever degree of inherent

. stability they posseased.
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A parailel role was'played by the United States after World-war
II. Aé dominant then as Britain had Been in'the.nineteenth céntury,
: Ame;ica rapldly assumed the same t?io of manaééfial roles —— in
effect, - taking o'ver‘ as money mar;ager of }:he world..' ‘ Since‘ interﬁai;ional-
monetary reserves'ﬁere_everywhere in short supply, the Uniﬁed States
itself‘becéme ;he‘residual $durce éfrglobél liquidity thréugh'fts
baiance—of~pafments‘deficits. Aﬁ‘war's end,_America 6ﬁned"almost
'thfee-quéxters of the world's éxisting monetary_éold; and.prosﬁécts‘
‘for.new gold produétioﬁ were obviouslyrlimited by gherphysical con;
stréiﬁts of.nature.‘ The reét of the world, théréforé,.was more:than
williqg'to*eCOQOmize on this scarce-gold.supply'ﬁy aqcumulatlng“dpllafs- -
_inétead.' The United Stateé was Accorded the unique p?i;ilége of
1iabilitY‘fin39¢iﬁé:its deficits;;thgcdolla:‘ﬁecame-enshriqed‘ﬁot |
onlyras the principal "vehicle currenc&" for;internatioﬁél trade and
.investment\ﬁdt‘alsoAas the. principal ;gservé.asset for;éentral bdﬁﬁs;
In the earxy-postéér'years, Americaibt&eficits;beﬁamé.ﬁhenuniversal‘
rsﬁlvent‘to kéép the machinery-of Bretton Woods running; The Bretton

WbodS'systeﬁ bécame'synonymous:withaa-hegemunic regime centered on

. the hollar.

, In effect,-thé-United'Statesrbecémé the world?s.g;h,cohntfy;
abjuring any balance-of-payments target of its own. Othér countries
set independen:‘paymentsrtargets; consistency in global monetary

relations was: ensured by the  fact that:America. could. be counted upon

to play a passive role in the intemnational a&justment process.
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American poliey was freed to concentrate largely on demestic
stqbilization objectives. Its only exprese international monetaxy

) objectiee was to maihtaie che'fixed deller_price of gold — although,
implicitly, the United States also had an obiigatien to manage~itsir
domestic policies w1th the needs of the rest of the world in mind.l

= leen Amerlca s weight in the global economy, condltions inslde the
United States 1nev1tab1y had a considerable influence pn the pace of'
‘economic developments elseﬁhere ae'well. Americaﬁwas the balanee ’
wheel ofifhe world eeonomy. tThe onlylreeourse other countries had to
adjust to movements.of the baiaﬁce~wheelzwas eitherito modify tﬁeir ,
balance—of;pafments targeﬁ 6r'e1ee to alter the éer value ef their
currency against the dollar and gold.) Keeplng the balance wheel
moving stably was what the responsibility of belng world money managexr j
was all about.

Like Britain in the nineteenehfceetefy, Ameriea did not deliﬁerately‘__-t
seek this responéibility.' 0n the oehe; han&, once iﬁrﬁed‘the - . | |
'_;esponsibility, Washiagton sedn came,to we1come iﬁ; forlreasons.that
,cleaily weee_not unrelated to self-ineefest;lrﬁeing ﬁoney'managef oé

- . - . .-

the world fit in well with'Americe's nevfound leadership role in the

Western Alliance. .The cold war had begun, and the United States_

‘pefceiﬁed the need to-promote the economlc tecovery of potential allies
in Europe and Japan, as well as to maintain a 51zab1e and potent.
mllitary establishment oversees- All. of this cost: money. the: privilege
of 11abil1ty—financing deflcits meant that America was effectlvely | _"'

freed from all-balance-of—paYments=cons;raints'to spendiasnireely as o
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it thought necessary to promote objectives believed to be in the

national interest. The United States could issue the world's principal

vehicle and reserve curremcy in amounts presumed to be'conSistent

with its own policy priorities —_— and not necessarily those of foreign

~dollar holders. TForeign dollar holders conceded this policy autonomy

to the United_States because it also contributed dxrectly to their own

T

economic rehabilitation. - Amexica's pursuit of self-interest was

seen as being in their interest as well..

In effect, en implicit bargain was struck. Washington'S'allies

~ .acquiesced 1n.a hegemonic system that accorded the United States

special privileges to act unilaterally to promote American interests.

The United‘Statee, in turn, condoned its allies' use of the system -

to piomote their‘ewn‘economic;prosperity,-even if this-happenedlto-

.come occaslonally at the short—term expense of the United States.

- American.policy wad demonstrably natlonalistic (in. the sense: that'
it.nas clearly motivated by self—interest) — but.it was a nationalismt-

" that coul& credibly be describee aerbenign.rather ﬁhan malign. -

(Halign nationalism seeks national goals: relentlessly, even at the

expense of others, benign nationallsm, by contrast, is prepared to
c0mpromlse national policy prlorlties where necessary to accommodate.
the interests ef_others. ‘The difference between the two lies in ‘the
willingness‘of a country to identifyrits own natidnal-interest with anl
interest[in theistnbility Qf the overall system.) The situvation was'
characterized best by a phrase that beceme:fashieneble near the end '

of the Breotton Woods era: ﬁbenign.neglect;"“ The United: States

',\ﬁ
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States has not suddenly become a roguenbull 1n‘the international.

-conflict over the benefits and cests .of the.system.. Today, neither -

Y ‘ ' . : . e

acknonledged the connection between ite ovn interest and the stability
of the overall system —- and acted accordingly.sj

Since the breakdown of the Bretton Woods syetem, the United States
has continued to act in a denonstrably-natidnalistie fashion.. The

key objective of Aneriean policy has always been to minimize any

balanee—of—payments constraint on the government's decision—making

capacity, in ordet to maximize the country s self interested freedom .

.of action. in dOmestie and foreign affairs. That has not changed since:

1971. Why submit to more external discipllne than necessary’ For

the most part, howeVer, Amerlcan nationalxsm has continued to- be benign

—rather than malign. American pollcy—makers have not needed reminding

of the country s pivotal role in world economic affairs. The United

monetery china.enop.
. What then has changed9 What‘has:ehanged-isnthe-systen itself'-i-

mcre specifically, the conditlons required to organize and malntain

a hegemonlc monetary system like Bretton Wbods. Two)condltions.are

eesential., First, hegemoniclleadership must‘inkface be "reeﬁonsible“‘_.

that:ie; the economic poiicy'of the_norld's moneyAmanaéer must truly .

be stabilizing;-innarting neither ihfie;ionary_nnfedeflatienary impulses. -

to the rest of the world. And second, hegemonlc leadership must be

:eger&ed as "legitimate," generating nelther resentment nor policy

,. of these conditions nay-be said to obtain.
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.Consider tﬁe first condition. What assurance 1srthere chae‘the
United States will in fact always act "responsiblf"? The answer
is — no assurance at all. Amefica'sepoliey-maﬁers may indeed be-
cognizant of.the country's pivotal role In the world eeonomy; the}
may be fully aware of the obligatlon of the world s money manager

to provide a stable standard of econonic performance (espec1ally prlce

performance) around which other countries can organize their own policy

priorities. But there is still no certainty that such an obligation
will actually be honored —— precisely because, by deflnltlon, in a

hegemonlc reglme there is little effective external diSC1p11ne an

the leader. leen the absence of any formal deterrent, the possiblllty :

always exists that, sooner or later, accidentally or deliberately, the

leader will take advantage of its special_position to initiate 7
polieies thae destabilize the world economy. | |
In the‘caSeref the_United States; phatris indeea ptecieely what |
did happen following escaiatioa of military hostilities in Vietnam
after 1965. Before 1965, America clearly had tﬁe-best 1ong-term
record of price stability ef any industriai-eountiy;'the United States
could aot be jeetly aCCuaed of,"expor;ing" inflatrion, howevep much
'_sqmeeéovernments ﬁere-complaiaing abeuﬁ a dollar glut. .But then
President Johnson made a decisiqn te fight a war in Vietnam and a Warri
on Poverty simultaneously. As a fesult America's‘eeonOmy quickly-
began to overheat. The virus of inflation began to spread, and

ultimately the whole world was infected,Asettiﬁg the stage for the

dramatic eﬁents of 1971, when the Bretton Woods system was brought down

gy
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-'by President Nixon's decision'to'suspend the gold convertibility :
:-of the dollar. American policy-makers dld net fully antic1pate the.
disruptive consequences of their own actlons and in the years since

bave needed lirtle encouraoement to try to act more responsibly in

-V.finternational monetary affairs.' But now the genle 15 out of the )
bottle.. American leadershlp has proved 1t could be destab11121ng, and
‘as a result foreign distrust of American policy has grown to endemic
:. proportilions, partlcularly since the Carter Admlnistration came into
- , ', offlce. Many foreigners are now firmly convinced that the Unlted
'States is no 1on°er ible or- willing to follow a stable monetary pollcy.
- In any event,rAmerican hegemony is no longer regarded as legitimate.
, Objective circumstanoes heve changed too mudh since the yaa;;
immediately‘after World War 115 when the foundatione of the,Bretton
‘ Wbods,syeteﬁ,we:e iaid.  In thoseidays;the.uniﬁed Stetes bestrode the |
woridfeoohoﬁy 1ike afcolossue;i Otherfcouotxies maf haﬁe‘had reseroatipos
eaboutrﬁoerica'e“ieadefehip role;,weakeneo'as they wete'by'war and
destructlon, however, they were hardly in a posxtlon to question it.
o Today, by contrast, the polltical and economio conditions that originally
_‘ - made Amerlcau hegemony acceptable - or at any rate, tolerable 44 ’
| no lqnger‘exist. Amerlca s relatlve positlou in the 1nternationa1
hierarehy'has decllned_oeno:mously. Forelgn economies are no'longer'
- so weak aodruncompetiﬁiﬁe as they were imhediately efter the war, aod
foreian governments (1n Europe, Japan, OPEC and elsewhere) are no
longer satisf1ed to accept a polltlcal role subordinate to that of

- the United States. America,s leadexship role has come,under increasing

o : o B e e




challenge. The United States is.still ackonowledged as primus inter,pares. :
in the world economy. But it is By no means still universally

accepted as primus motor.

Proof of theseVChanged.attitudes and=perceptions could be seen |
s &1 the'heated debate in'1976~77 between the United'States-and,its major-
'~'allies over the so—called "locomotive approach to recovery from the

"Great Recession” of 1974—75. As always America 5 own monetary

'policy —_ generally expansionary at the time — was being guided
essentially by domest1c consideratlons- 'But751nce expansion at hone"
could credibly be argued to ald recovery abroad as well the United
‘ States also was urglng other "locomotive economies like Germany and
_HJapan to follow America s 1ead stimulatincr thelr owvn growth Tates 7
: too, in hopes that‘this would help to-pull weaker- economies;out.of the.
' 'general stagnation.that had persisted since 1975.7 Once .America’s n:'
leadershlp 1n thls regard might have been heeded i In the changed
;circumstances of the 19703 however it ‘was fesisted. The result was _
‘ frustration and deadlock. JGermany and Japan argued that stagnation
-elseehere ﬁas not. their oroblem.“ Further expansion of their economies;h"
. fhey argued, would be ne1ther d°51rab1e (because of the inflationary
. pressures that might be generated) nor even p0551b1e (because of -
domestlc polltical and institutional constraints on’ policy); and that |

in any event the stimulative impact on weaker economies would probably .

be_comparatively small. Instead they criticized the United States

for allowing its own balance of payments to get-out of control and
its curreacy to depreciate sharply in the exchange markets. In some

quarters, America was even accused of- trying to use dollar
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- 'among national polidies and reduce the risk'of policy'conflict; If -

" accurately, where it could(come in;.ifusuccessfglly implemegted.

depreciation to gain an unfalr competitive adv&n;ége —— malign
'nationalism-at 1ts worst.

More recently, much of the heat has ‘gone ‘out of the "locomotxve
6/ :

débate. But the underlylno ten31ons between the United States ‘and

- its-allies in Europe ‘and Japan remain, symptomatic of a far deeper

malaise in international monetary relations — the glbbal.redundanéy :
problen, ‘which still calls out for resolution.- Conditions are no
rlonger propitious for an Amerlcan hegemouy, yet the European and

Japanese have so far r251sted Amarlca s blandishments to Share '

explicitly in the responsibility fo;vglobal mopnetary stabilizatibn.*"r

Some organizing principle_rehain5~necessary to ensure consistency

'the community of mations is unwilling to submlt to the rigors ‘of.
rautomatic rules or a world central bank then, in cufrent circumstances,
the solutlon must_be foqnd_injg reglme.of.shared'resp0331b111ty‘a;d 
decision-making. p ' ‘ |

The lessoﬁ'of.thEr"locomotive" debate is-;hat.theu

means for establishing éuch-aTgooperative.regime_have yet to be

 fmmd.

' That 1s where the European Monetary System comes in — more
- Until

' NOW, é fundamental problem for -the Eﬁfopeans in international monetary -

B ' " - . . ) : .-
- relations has been their inmability to negotlate with the United

States on a basis of parity. Divided as they are by their'separate
currencies and independent policies, they camnot address the United’

States as an equal. Among European nations, dnly Germany on its‘oﬁn '
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"improved as a result.

enjoys amything like America's international monetary Influence.
The.test 1ndividually lack ‘effective means to challenge America's

still leading role in‘monetary affairs. They may resent Americafs

.pre—eminence; but in thelr presehtly—ftagmented eondition there is

rathet little they can actually do about it. Any regime of shared

- responsibility construeted on such terms would only perpetuate the

political subordlnation of-thelEuropeans ~ and this; in turn, wauld'
‘mo doubt only.ensure that ioternational decisiOn—making-woula be
characterlzed more by dlscord than by harmony; |

| The great advantaoe of EMS. in -this respect is that once fully

effective, it would enable'the Europeans to speak w1th one voice,

~ and thus'greatly enhanee their‘eyerail bargaining strength in Inter=

: national monetary discussions. cféétéf'ﬁonetérjfiﬁ&éﬁéﬁ&éﬁce,ié“”“""” R

‘ clearly one of the main motivatioﬁs for EMS -~ to be'able. at.last;

to approaeh the United States on a b351s of genulne parity. One
potential consequence is that a regime of shared respon31bility could
then be established which, because it would not threaten to perpetuate

EurOpe s political subordination, would have a better ehance of

producing concord instead of conflict From -the perspective of the

monetary system as a whole, thls could only be eounted as a Good Thing.
In place'of an obsolescent (or obsolete) hegemony, a new orgeni21ng
principle of cooperatlve management would flnally be w1thin reach.

ProsPects for international monetaty stabillty would certainly be
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From the perspective of the United States,‘of course, there would

be some disadvan;age insofar as Europe‘s_enhanced bargaining strength

_ were gained at the expense of America’s traditional freedom of action ]

in monetary affains: Europe's gain; in this limited eense, wouId

necessarily be America's loss. But 1nternatlonal monetary relations

are hardly a zeroesum game. Qulte the contrary, in fact. . As 1 have '

already emph331zed there is a close connection between Amerlca s

own interest and‘the stablllty,of the monetary'system as a whole.

it shonld be clear that-to,the extent EMS encourages the Europeans

T to share expllcitly in the respon51b111ty for. global monetary

stabillzatlon, America too would beneflt from the eonsequently reduced

-rlsk of 1nternational policy confllct. As the "1ocomotive" debate

~ made abundantly clear U.S. policy 1eadership today 1s as 11kely to be,

resisted as heeded. The United States surely loses more from such
acrimonlous deadlock than it could possibly gain.by 1nsist1ng on the
prerogatives of a failing (ox falled).hegemonyL

In any event America s tradltlonal freedom of action is -

goaroely what it used to be. Policy autonomy, in reality, has already '

been seriously eroded by the recent changes of the system in sPite of —

one—mlght,even say‘beeause of'—- coutinued¢1nternatlonal use of the

dollar._ To be sure, insofar asfforeignersrcontinue to.acquire dollaref :-V

for vehicle or reserve purposes, the Unlted States is able to continue

11ability~financing_deficits, just as it always has. Butjthe dollar's

. international roles have now become a two-edged sword, owing to the

sheer‘magnitude of fofeign accumulations over the jeafs,‘ The dollar -

overhang now numbers. in the hundreds. of billions, and sales out of
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of these huge stocks (to say nothino of sales of dollars for foreign

' currency by domestic U. S re51dents) obv1ou51y tend to cut the other

way, reducing America s traditlonal freedom of actlon 1n monetary

affairs. It is a moot point whether, on balance, external disciplineA

on U.S..policy today 1s greater or less rhan.it eould be iIn tne:absence;
of an 1nternarlonal dollar.l'what is clear is that wnen confidence inmd
U.S.‘policy wanes, as-it manifestly hae.in recent,years;'and dollar
holders decide to pursue diver51ficat10n of their portfollos into
available foreign currencles, portfolio stock adgustments quickly come

to domlnate current payments flows, ‘with consequent 1mpacts on’

:WashlngtOn's abrlity to pursue its objectlves without regard for the

balance of payments;- The prolonged deprec1aions of the dollar in

1977—78 and again.in 1979 certainly were no accident: they reflected

dlrectly the widespread distrust of Amerlcan polrcy thet has developed

around the world It is also-no accident that U.S. monetary pollcy now
is determined more by external considerations than by domestlc -
stabilization‘obJectlves. | -

- Im reaccion,-ﬁ.s. policy-nakere heve:now-beéun-to:relax fneir-
rradltlonaldreeietance to reform propoeals.inrended.ro,reducerthe

reserve role of the dollar. At ‘the latest annual eéeting of the

: Internatlonal Monetary - Fund the United States even agreed "in
' principle" to establishment of‘a 'substitution account" at the Fund

to allow countries holding "excess" dollare to exchange them for newly"‘

created.SDRédenominated assersp The. problem h0wever, is that -- pending

such a reform — no sultable alternative to the dollar presently ekists.:
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Not many other national currencies'are'all that attractive to

1nternational investors and central banks and of those few that are,

‘even fewer are avallable on a scale sufficient to satrsfy even a
‘ fraction of potential demand. In practice, only the Deutsche mark

: (the dollar a51de) has come to play any significant international -

role — and even that has been over the determined Opp031tion of the ‘

'German monetary authorlties (who do not wish to £ind themselves one

L

o day in the same- sort of positlon that the American authorities do -

now). Another way of stating the great advantage of EMS is that, in-

creating the ECU (the European Currency Unlt), it would offer Community

' pembers (and perhaps eventually other countries) an,attractive

thus‘reducing their historical dependence on the dollar. One often

" hearxs remarks to the effect that the ECU would "help to take off the

dollar some of the strain.of being, still, the world's main reserve.
7/ ' :

curreacy.”  In fact, it is mot at all clear what is meant by such

., remarks; unless it islprecisely the improved prospect'for cooperative

- - .

-global manaoement that ﬁould ensue from greater.monetary'independence"

- for Europe. Successful creation of its own common asset is. the sine gqua

non for. Europe to be able to address the Tnited States ‘on a basis of

parity. And that in turn, 1 have suggested is the sine g non for

successful resolution of the global redundancy problem in today's "

circumstances.

" alternative asset for reserve (and perhaps_eventually vehiclef purposes,'"""'"
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IX.

A1l of this begs the questibn of iﬁplemeotation. If it is-

. successfully implemented EMS could make a 31gn1f1cant contributlon to .

_ global monetary stabilization. But will it be suceessfully 1mplemented?

In my view, the answer is. No. The more probable outcome is that like

its predecessor of the early 19?03 - the so—celled snake 1n_the

itunnell“ - EMS Will s1mp1y fall.

It is instructlve to. recall that earlier attempt at European

8/

‘monetary union. 7 Agreed in 1971 but then delayed until 1972 by the

disturbances set off by President Nixon's suspension of dollar

convertibility, the snake exper;ment alwost immedietely ran Into

. trouble. Five of the Community's nioe‘memoerslw— Btitaiu@'Ffenoe,7

Denmark, Ireland, andrltalj —-— were -forced. by: econonic difficulties to

withdraw from the -group float (though Denmark later re;oined while ’

- France trled and falled), and the tunnel itself (the margin of
‘permissible fluctuations vls—a—vis non—member currencies) was lost in

11972 vhen the-Bretton‘Wbods par—value_:egime collapsed. _By-the middle{'

of the 1970s it was cleerfthat‘the'experiment"had failed. ‘Monetary
tnification in the Community had mot been promote&; "A1L thatlremained;
"

in effect was a European "Deutsche mark zone," as. a speclal study

~ group appointed by the European Community (the Marjolin Committee)

_noted in 1975:

The efforts undertaken since 1969 add up to a fallure.
" The "snake'" had exploded and the "narrowing of the margins of
- fluctuations" no longer exists except between those currencies
which are more or less closely linked with the Deutsche mark.2
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Why did the snake experiment fail? Originally, it had two
motivations, one 1nternal to the Communlty and ope external. The

internal motivation was to take another step on the road toward full

. economic and political union in Europe. - The external motlvation was

to lessen dependence on the dollar and enhance the‘Community’s-own
_monetary‘indenendence. 'It-had‘lqng been evident that lacking a commmon .

currency of their'own, the European countries were obligeditq rely
10/

_ on the dollar 1nstead to achleve a degree of monetary 1ntegration.
‘Since this also meant dependence on the monetary policy of United
‘States it implled a partial loss of monetary‘sovereignty. Formal -

currency unlflcatlon was viewed as the necessary condition for

”elimlnatlon of doIlar hegemony ‘ In.addltlonskaJcommon currency,.which '

'would undoubtedly become attractlve to others for vehlcle and reserve

purposes might also enhance Europe s bargalning strengﬁh in inter—
.national monetary discussions..

. The experiment falled, in the words of the Margolin Committee,r

':for-three principal reasonss. 'unfavourable- events, a 1ack of polltical

I/

" The T unfavonrable events"

included inflation and the'energy‘crisis; the "insufficient un&erstandrng""

~ referred to a total lack of prior analysis, at.either,rhe.national or

the Community level, of the conditions necessary for making a common

currency operational. But the most critical of the three'reasons was

- clearly the "1ackrof political will." At a lower- level, mational

administrative hierarchies zesisted all encroachments on their bureaurratic

-

power and privileges; central bankers, in particular, were unwilling to
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become submerged in a European "Federal Reserve System. And at a
higher level, natlonal political leaderships resisted all encroachments_
-on their trad1t10nal decision—maklng author:ty; governments-were
_unwilllng to transfer any significant portion of their formal
sovereignty to Communlty institutions. Nelther the internal nor the .
external motivation was sufflcient to overcome these crucial political
obstacles. As the late Fred Hirsch wrote in 1972: |
| In this sense one can conclude~that Europeau;monetary
Integration is not a serious issue. It belong to that category
- of commitments that are endorsed by national authorities at the
‘highest level, but are. ln fact ranked low in their prloritles
when it comes to the. test. 17/
Regrettably, Hirsch's. judgﬁent still seems vaiid With EMS
. the Community s memhers have once,agaln.endorsed.the idea of.monetary
unification at‘the-hiOhest.poiiticaI Ievel-;but they have=still not -
shown much evidence of ranking it hlgh among their practical policy
fpriorities. None of the major oovernments has yet to demonstrate the&
“feiitieal will" that the Harjolln.Commlttee spoke of. In short they 7

: still do nat appear to treat EMS as a truly serlous issue. An_

'obJectlve observer is therefore entltled to & con51derab1e degree:

-

of skepticism about the eventual outcome.

‘Theastated‘purpose of 'EMS is torereateia fzone\ef eoeerarj
srahility" in Europe ;micertainly a worthy. objective. ABur eQndiriens
at the time of its debut last March were not realiy-auepicious'for
linking:rhe-Community'securrencies :oéether euaany.kied'ef*a sustatned.
basis. inflation-rates in Europe remain higﬁiy_drvergent,‘(ereu

‘more‘divergent than vhen the first snake: was launched in 1972),

R Gt e v e A VO AL SR o S OO
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ranging from a low of 5 percent in Germany currenfiy to more'than

15'pEICEnt in'Italy. The system, consequently, was bound to come

' under strain unless the macroeconomic policies of member—countries

' could be moTe closely coordinated than they had been previOusly.- '

However, Chancellor Schmidt, vhose country was potentlally the largest ,

" exeditor in_fhe Community, was obliged tc:promise a tight rein on

eredit transfers to deficit members in order to placate his own

domestic critics (who had no.wish to-finance the presume& inflationary
excesses of others). Coordination in practice, therefore, clearly

imnliedfalignment dewnwafdttbwardererneny‘s‘infletion.;ete (as it

' did in the old snake), and this in turn fmplied a strong deflationary
f~biaskin.theusysﬁem;thet,was,bound_toeprodnce.grave_strains.anengmche"'

membars.

‘These $trains were not long in coming. Less than three weeks

,after‘EMS waslformally'inaugurated che-Deutsche'BnndeSBank

tightened monetary policy signlficantly 1n an effort to reverse an

: accelerating domestic inflatlon rate. As a result, capital began

L-flowing into Germany on a large scale, despite competing Increases of ‘

interest rates,elsewhere in'the Communi;y.(Table 1). By the end of

'nMay, both.the-Belgian frenc and. the Danish krnneﬂweferdriven,to,the-

,.flcorfof'the EMS parity grid,.neli‘past their ECU divergence limits

(which-are supposed to signal to members when to modify their‘policies); .

Yet in June and July Germany c0nt1nued to tlghten monetary policy,

-despite complalnts from the weaker members. According to the Germans,

responsibility for'adjnstment lay with therBelgians.andSDaneSs whose-

TR rye e e e e e e en T avews U e e
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Table 1
Official Diécount Rate Changes in the Europeén Monetary
' System, March-September 1979
. Date Country - Previous rdate (%) _Neﬁ Ratre (Z)
. : j March 13 - - EMS inaugurated L S . .
T - 30 ' Gexrmany?/ . 3.000 .00 .
:April . Ino éh;nges]
May 2 . Belglum 600 . 7.00
- .30 Belgium ' - 7.00 g L - 8.00
. 3¢ .. Netherlands 6.50 .00 -
June 13 . Balgium . . 8.00 7 9.00
15 . Denmark | 8.00 L 9.00
.22 : Ireland © 0 11.85. T . 13.70
29 . Belgium = $.00  ° ST 11000
July 6 Netherlands . .  7.00 T 7.50
o 13 - Netherlands =~ 7.50 - o - - 8.00
i ~ August 7 '[no changes].
September 17  Denmark ' 9,00 o — - 311.00

24  Exchange rates realigned (DM revalued 2% against all
other currencies except the:Danish krone, which is
devalued-an-additional 3% agaiunst all other currencles)

‘Source: Wbrld Financ1al Markets vafious issues..

a;f'In addltion to its discount-rate changes An March and July, Germany
also raised its Lombard rate in March (from 4.00 to 5.00 percent).

. and in June (from 5.00 to 5.50 percent). (The Lombard rate is _

' " the rate at which the Bundesbank lends to commerc1al banks against -
the collateral of securities ) : : '

P
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currescies were below tﬁeir divergenee iimits. 'Aceording to the.

> latter, however, it was.rhe Germans who ought to be acting to relax
monetary policy. That the Deutsche mark had not exceeded Its
divergence linﬁt wes merely‘e stetistieal fluke owing roré‘coneurrent '

rise of the pound sterllng and Italian lira that was making the
13/
mark look artiflcially weak. . . The Germans, it was argued were

_ giving priority to their fight against inflation, even at the expense
. 14/ ,
of their partners in EMS. - Thelr partners the Germans replied

‘ ‘ - . 157
Vwould simply have to learn more "dlsc1pline.

" In September the dispute was resolved — at least temporarily —_—
16/
by a moderate. realignment of EMS parities. But rECurrence-of such

-

tensions is unlikely to. ‘be.ayoided for.long. Given present,gavernmental__.r

attitudes and. priorities, attempts to. coordinate members p011c1es

' are not likely to reduce inflation dlfferentials suffic1ent1y, or

else some of the weaker members may’ prove ‘unable to.bear up under
the joint deflatlonary discipline Either,way, strqu;centriﬁugal_
_ forces will be set in mntion.to_puli';he joinﬁ'float'apsrr,'and
speeﬁlators ﬁiilrhase a field daf."Hember-governmeseS}wili;then be
rfseed ﬁi;htthe‘ﬂobsos's_cheice of either‘aitering their exchenge rates
frequently in order to avoid speculative;build—sés, er else defendisg'.
thelr linked rates futilely withupr01qnéed end;cosrly istervenrion.“
'Either course.weula make a mocker} of their avowed‘goai‘ofia "2one of
mnnerary srability" in Esroseu'

| In the face of such s;raiﬁs, some‘partieipasts might just decide
'thet the game is not ‘worth the candle end‘withdraw'frpm,the.arrangemsnt

altogether. That is what happened te the first snake experiment.
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‘VVThere is little‘inrthe present EMS‘desigu to suggeat'that history
might“not repeat lteelf. The siéns are not‘promising. Governmeuts
have-still not demonetrated the "politlcal will” to-make‘the~necessary .
sacriflces of sovereignty or commltments to mutually consistent
p011c1es.17f The uost probable outcome, therefore, is that EMS,

_'llke its’ predecessor, simply will fail -Sooner or later, some weaker
‘members will agaln be foreed 0 abandon,thetjoint.float- while ther
rest strugale ont the preserve a truncated zone of stablllty around

-uthe.Deutsche mark. Monetary fragmentation withln the Communlty will

- become more,pronouuced than ever., - "' - B .

[ & = ST
In and of itself, failure of EHS would mot mecessarily have any =~
éerioue-destabiliziue impaet onrlnternational monetarylrelations;
Dlssectlou of the earlier snake, after all was managed in a relatively
harmonious fashlon. But given the. hiah hopes that ‘have: been attaehed
‘to this latest experlment it is dlfficult to imagine all residues 3

ofwacrlmony andudlscord belng‘avolded., Fore likely, ‘the result would

Ed
.

'be-formalization of'the-Community'S'monetary‘fraomentation - w1th-
non—partlcipants relegated to secondrclass status wv-and-even greater
difflculty 1n achleving soma international regime of‘shared respon31b111tf L'
for global monetary stabilization. | i

Even if EMS does not fail outrlght impacts on. 1nternationa1

monetary relations generally, and on the United States and the dollar

specifically, are likely to prove more unfavorable than favorable.
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Certainiy% eﬁchange marketo are likely to remain unsettled so long

as EMS par;icipan?s are COnstanoly under pressure to‘ontguess.or ocutgun
'speculators in‘ofder to maintain their‘joint:float. th'ooly does ‘
thls make a mookery of the Communlty s goal of a Yzone of monetary
stability.f From the ‘U.S. point of view, an additional complication
arises owing fo the'ereditional intervention toie,oflthe doliar. In

| prinoiple,.EMS participants ere‘supposeo'to mainteih their joint floati :
by btying and selling each other's correncies iather then“the dollar;
thié was the rule in the old snake toc. But in the oid'snake,'io_
praceice, interveotion was often in'doileIS' and iﬁ Eﬁs too this ié:

' becomlng common prectlce owing to the complicated nature of the
formal 1ntervention mechanlsm embodled in the new arrangemﬂnt.lal
Ta addltlon to the tradltiOnal parity grid pmenbers are supposad to

 use their ECU rates as a "divergencn indlcator" to signal when polloy
actlons-are,requlredg including intervention in the:exohenge,mafket,

‘to forestail any S}étematic:&evietibnrof‘onehofitheirtcurrenciesifrOmg
the average of all the others. The oroblem is thdt im such a case
it 15 not clear what currency should be ‘used. for intervantion
_purposes. When parltyﬂgrid 11mits are reached the choice is clear:

: one need only 1dentify which market cross~rates among partner—'
currencies heve‘reached their limits. But when ECU divergence limits'
,afe‘reached, it is not at all clear what‘currency to use unless one

- uses a ﬁon—EMSfcurreﬁcy, such ée the dollar; 'Ih tﬁe.old snake, akt.
times of‘sﬁrain;-dollar 1n£ervention‘waé often poorly coordinatee if

not openly at cross-purposes.. .Similarly‘uncoordiﬂated dollar Inter-

de AR ———
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vention iﬁ the new arrangement adds greatly to volatility in exchange
markets, and complicatee even further America's attempts to stabilize
tﬁe external value of its curreﬂcy.' |

In fact, the. relationship between EMS and the dollar is a highly

unstable one, in which developments on either side may produce serious

" repercusslons in the other._ Even before EMS was formally inaugurated,

it was well understood that maintenance of a joint-fleat in Europe
woeld be made more difficult by a weak dol;ar. Since aoilaf holdere
anxiou; to'diﬁersify their portfolios would be attracted to stfqng
currencies like the Deutsche ﬁark or Dutch guilder (or Japanese yen or

Swiss franc), rather than to such moneys as the Itallan lira.or French

_franc, renewed dollar sales would inevitably mean addi;ional'upward

pressufe on the strongerAcurreecies relative to their weaker partners,
and consequently even greater strajns in managing the Joint float.
What was not so well understood was that dlfficulties might also be
created by a strong dollar, as happened for example this past spring.
What sparked off the tightenino of German monetary pollcy in Mhrch

%t 1s now clear, was the temporary fall of the mark against the dollar
(in which many of Germany's imports, including especially oil imports,
are priced). 'In the words of one observer: "Germany gave priority

to fighting inflation. By keeplng the rise of the dollar in check, it

19/
kept down the price [it pays] for oil and other imports." What

resulted, as we know, was tension and acrimony inside EMS — and also,

_ 20/
it might be added poorly coordinated intervention in dollars.




Whna 1

Sk

Pl o e

e L i e NI it s R N o T —
A e R bt o T T T P S VUL . a L it oo e i v

* ~25~

The influence can also run the other way. A weak and troubled

EMS, I have sald, poses risks for the dollar in the form of uncoordinated

. intervention in the exchange markets. A strong and confident EMS also

poses risks, by broadening considerably the array of currencies
available to dollaxr holders eager to diversify their portfolioé.
Suppose that EMS beats the odds, not only maunaging to stay together

but even to reduce inflation differentials and effectiﬁely coordinate

_ national policies. This could'prove to be particularly threatening

to the dollar insofar as it makes Community currencies_attracﬁive as
alt;rﬁative inﬁestment media. And for the dollar the problem wouidr

be further-exacerbated if and when the ECU,-which-for now is intended
solely for use by central banks within the Community, becomes available

to non—member central banks or to private investors. Sales of dollars

then could turn into a flood, making the dollar's recent depreciations

-
P

'appea; modest by comparison.

Ultimately, prospects for the relétionshiplbetween EMS and
the doliar, and by extension for internationél monetary relations
generally, dépend on the Europeans themselves --specifically, on what
motivates them to be trying yet agéin_fof'monetary unification. Greatér
monetary independence is manifestly one of their prime motivationms.

But monetary independence for what purpose? Are the Europeans trying

to place themselves in a position to share explicitly with the United

 States in responsibillty for global monetary stabilizatlon7 Or are

they simply trying to shield themselves as much as possible from a

hegemonic leadership that they no longer regard as '"responsible"?
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Put differently, are they animated by a sense of confidence in their

relations with the United States, or by a sense of distrust? Here is

" the real issue of EMS for the dollar and the future of the intermational

monetary system.

-~ An EMS motiva;ed'by a sense of mutual confidence would pose few
difficulties for inéérnational monetary-relatioﬁé. The prqblém,
however, 1s that cooperation with the ﬁnited States doés not‘realiy .

seem to be what the European have in mind. Much more erucial to their

thinking is the element of distrust of American policy that has beconme

so endemic in recent years, symbolized by the system's stated purpose

to create a 'zone of monetary stability" in Europe (presumably to be

distinguished from the zone of dollar ins;ability). The long decline

of. the dollar in 19i7—78 wreaked havoc in European financial markets.

A principal attraction of EMS for Community‘members is that it would .
help to insulate ﬁhem from similaf ins;abiiities iﬁ the future. furope's
leaders, with Chancellor Schmidt and F%ance's_Valery Giscard d'Estaing

in the vanguard, have made no secret of their goal to create a

common front to protect them from what they regard as American economic

21/
irresponsibility. Isolation from the United States, not cooperation,

seems more the point of the exercise.
This clearly poses difficulties for international monetary

relations. In the first place, it means that even if EMS were to be

".successfully implemented, it probably would not lead to a regime of

shared responsibility for global monetary management. More likely,
the Europeans would choose to distance themselves from the perceived

threat of "malign' American nationalisu, concentrating instead on the
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' pursult of their own policy prlorities mainly within the framework of
‘;heir reglonal Community.  This certalnly would not reduce the potential
for policy conflict ;q global monetary relations. It would also notr
. reduce the danger of further preséures on the dollar thrdﬁghlcontinued
- diversification of poftfolios into European currencies (or;iuto the
Ecu, if ahd when it becomes available).
Worse, Europe's "isolatlonlst motivation suggests that EMS

will probaﬁly never bé implemented successfully ét 5113 To succeed,
EMS must be a "serious issue;" Preoccupation with outside instabilities
is not enéugh. As the first snake expériment ampiy demonstrated,

theré must also be sufficient "political will™ —- and-this, as I have
said, we have yet to see. The prospect, ﬁhérefore, i3 for renewed
-policy conflict on monetary issues, not just across the Atlantic but
within Europe as weli. In-this sense, EMS is not the probiem at all.

The problem is the continued inability of the nations of the West to
find a basis of mutual trust for the cooperative manaoement of their

monetary affairs.

‘.,_"_-‘au- G
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The political and diplomatic origins of the European

Monetary system, July 1977-March 1979

The purpose of this paper is to gnalyse thepolitics of the
European Monetary Systém; it is not, it should be stressed,
to discuss in what respects if any the system marks an ad-
vance on previous schemes for monetary integration, still
less to say whether its prospects for survival are good,
bad or indifferen%. Technical questions are of course con-~
sidered, and an attempt has been made both in'thentext and
in the appendix that accompanies it to_indicate the more
significant movements in the foreign. exchange markets dur?
ing the period under consideration, since disputes about
what policies ought to be adopted against a background of
sluggish growth and a falling dollar-were at the heart of

* . many of the political and dipIOmatic exchanges that preced-

ed the formation of the system.. The principal focus is none-
theless on the political and diplomatic exchanges themselves_

and the questions that the paper attempts to answer are

. political and historical'in character. Why were plans for
monetary integration revived in the second half of 1977 and
‘the first three months of 19782 What condltlons favoured

their 1mplementatlon? What llghtadoes the episode throw on
the political structure and balance of power in the European
and North Atlantic Communities? How did the principal

actors in the story define their national interests and -
envisage the future of the international community? . |

The paper is divided into: three sections, correéponding'to

the three main phases in the story :
1. The background, until December 1977

2. The evolution of the Schmidt plan from January/
February 1978 until the Franco-German summit at
Aachen in September ,

3. The completion of the System, from Aachen untll

| the Italian and Irlsh de01510ns to JOln in mid- -
December 1978.
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The coda, necessitated by the French decision to block the
inauguration of the system until their objeetions-to MCAs
had been-accepted, though in its owﬁ Way immensely reveal-
ing, is dea;t with only cursorily at the end of the paper-
because it had little to do with the monetary system itself.

- Given the need toVCOmpress the history of extremely compli-

cated multilateral negotiations into relatively few pages,

--the-arqgufient . is focussed on developments within and between

the four larger member states of the Community, France,

Germany, Italy and the UnitedeKingdom and the European Commission
in Brussels. Representatives of the smaller countries figure
occasionally, but space‘does not allow an extended discussion

of the debate that went on within these states and the in-
fluence of their'goverments beyond their frontiers was only
rarely felt. The attitude of the United States, which was in

several respects of criticai importance in the emergence of

" the system, is alluded to at various points, but no attempt

has been made to provide a systematic discussion of the
question, since it is being dealt w1th in another paper for
the conference.

There were needless to say many dlfferent 1evels of contact
and confllct between the five major gctors, and alignments

- at one level did not necessarily correspond to those at another.

The distinction between the heads of-government"on the one-

hand and ministers and officials in the economic and finan-

ce departments'or-the central banks on the other:.is fundamental .

to the whole story. The nreoccuoations and ' persnectives of the first

- group were only partly shared or understood by the other, and lines

of communication between the two levels were not always clear or
efficient. It would however be an oversimplification to 1nterpret
the division in terms of a straightforward Cleavage between

politicians and technocrats.. Technical problems were dicussed

at the hlghest level: four of the leaders involved, Herr Schmidt,

M. Giscard d'Estaing, Mr Jenkins and Mr Callaghan were after all fon

oS
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ministers of finence, and each of them drew heavily on the
advice of expert.advisers who were by no means alwaysin
accord w1th their fellow—experts in goverment departments

or centr al banks. Conversely, amongst the 'technocrats’

there were those who were political heavyweights in their
own right: Dr. Emminger and Mr. Healey are two examples that
come readlly to mind. When all due allowances are made,
however, the Chancello;, the pPresidents and the Prime Mini-

- sters formed_éiclub apart, with its own hiererchy,'its own

~evolving conventions and its own special powers. The politics

~of this exclusive society are gt the heart of the politics

of the emergent monetary system. |

Beneath the heads of goverment was a complex network of inter-
govérmentalcommittees. For the pufposes of this paper, thiee
were-particularly important: the‘Finance Council, composed

of the finance and economics ministers of‘the Community; the

Monetary Committee, attended by officials and bankers, and the

. Committee of Central Bank Governors, which was itself serviced

by several extremely active sub-committees.A’ fourth committee,
the Economic Policy Committee, which was-instkucted‘in'July
1378 to carry out 'concurrent' studies on the‘transfer of
resoﬁrcesfin the Coﬁmunity-pleyed no more than a minor role
in the proceedings. The formal.committéé»structure*as a whole.
was however frequently bypassed in bilaterel meetings between

“experts and in ad-hoc multilateral sessions, such as a meeting

of senior officials in Frankfurt a few days befOre;the European -

Council session of December 1978.

- The role of professional diplomats is somewhat harder to

assess, but it was at certain moments: and in certain capitals

quite'significant. In Italy, Signor Andreotti seems to have

- drawn heavily on the advice of the diplomaﬁiclconsellor-in

the Prlme Mlnlster s office and used him as an emmissary to
Bonn in December 1978 In Brussels, Mr. Jenklns used Herr
Slcrlst “, the German Permanent Representative in his first
approach to the German Chancellor on the monetary 1ssue,‘
while 1n.London, the Foreign Office, alded and abetted by
heads of mission such as Sir Nicholas‘Henderson in Paris
and Sir Donald Maitland in Brussels, mounted a determined
reerguard action in November' 1978 to draw attention to and

mitigate the dangers of Britishfisolation.Nhnfgovernmental

actors,“though important within individual countries,
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seem to have played only minor roles at Community level. There were
contacts between bdth Communists and Socialists in Italy and differen
groups in the Labour Party, and an Italian Social Démocrat was in-
volved in the last minute talks with the Germans that preceded. the
Italian decision to join the system in December 1978 . These trans-
national activities by natlonal uollt1C1ans were however exceptional
and marginal, while the contributions of Euro-MPs, though sometimes
lengthy, would not appear to have been any more 51gn1f1cant Else—'

where,some of the more active non-political pressure groups rushed

- to make their views known from time to time, but again:it would be

~~The décision to authorise the preparation of proposals for~

difficult to argue that they had any real impact on the. proceedings,i
which were dominated from beginning to end by the heads of govern-
ment and the President of the Commission.

$

a European Monetary System was first taken-bylthe leaders;,'
of the nine Community government asra'group at their meeting
in'Copenhagen in April 1%978. This meetiﬁg and’ the events that
'immediately preceded it will Be*discusséd'in detail in the
second section of the pabér. Before moving on to 1978 however
it is important to give a brief sketch of the géneral back-
ground to the debate about monetary integratibn in the. Européan
Communlty and of the fresh impetus that was glVen +to this de-
bate by the. dec151on of Roy Jenklns, the President of the
European CommiSSLOn to make monetary lntegratlon the central

' theme of his presidency.

Monetary union had been a recurrent feature of the debate
about'the-futureiof the European Community -since the earliest-
years of its existence and a central one since 1969. There_'
"'is no need here to retell a stOry that has recently béén
reconstructed in the excellent book by Dr. Loukas Tsoukaiié%
It will be enough simply to draw attention‘tb three points
which emerge from the work of Dr. Tscukalis and othérS'and
‘which are particularly relevant to the events of 1977~ 79

The first is the longstandlng interest of M. Giscard
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-d'Estaing—in the problen, the second the persistent scepti-

" phoenix from the.ashes when all around presumed that it was

cism: of the German financial establishment since the early

1970s about the feasibility of linking the currencies of
countries whose governments had such widely divergent economic '
priorities as the four larger Community states and a eorrespond~
ing emphasis on the need to maintain the smaller experiment

in monetary cooperation, the Snake, at all costs, and the
'third; the tendency of the idea of EMU to revive like some

dead and buried. The first two points will be taken Dp again
in the second section of the paper: the third reyuires some

amplificatlon. It can be 1llustrated by events: between 1974

and 1977 . At theiz meeting in Parig in December 197 ¢, the
Community heads of government had guietly shelved the
ambitious commitment to Eoonomic and Monetary Union by 1980.
Despite this, schemes for monetary integration, some modest,
some far- reachlng, kept on being produced, In 1975 the

Marjolin Report discussed the matter; so too did’ the Tinde-__

mans Report and more specifically still, the Foucarde plan.

These were followed in due coutrse by the proposals of Dr. Duisenberc
while in 1977 M, Giscard d'Estaing made at least two calls
in January and February for renewed efforts to achieve greater

‘monetary stabilitysand the Belgian Finance Minister, Gaston

Geens, came up with fresh proposals in June which though
undoubtely 'a diluted version of earlier suggestions for

. - ' ) 6
greater economic¢ and monetary integration' gave yet another
" proof that the aspiration was still alive. Various explanations

could be given for the recurrence of the theme,including the
fact that despite the setbacks that had destroyed the more
farreaching plans, there had been real, if unspectacular

improvements in the machinery for monetary cooperation

-between the member states, which though still irrelevant in

major currency crises such as those that befell the Lira

and sterling in 1976 had achieved results that were useful and
might in time be important; It_is in fact arguable that the
EMS negotiatione which are the subject of this study can

only be properly understcod if they are seen within the
context of a long~term trend towards the emergence of a
European monetary bloc.,
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Be that as it may, there is 11ttle doubt that in 1977
ltself desplte the statements by the French President earller in
the year and the 1n1t1at1ve by Mr Geens in June,.the call for a-
new debate about monetary integration by Mr Jenkins,the President
of the CommlsSLOn came as a considerable surprlse, and that the
majority of his colleagues and well-informed observers of Communlty _
politics regarded his decision to place the questlon in the fore-
front of his work as Pres;dent as quXOtIC and lll—judged When all
allowances are made for the earliex developments, therefore, Mr
Jenkins' initiative marked a new beglnnlng in the search for EMU and
it is the natural point of departure for a detalled account ‘of the
events that led up to the formation of the EMS.

Mr Jenkins' best known statementcf the.case for'Europeaﬁ‘
monetary union was of course his Monnet lecture at the European
University Institute ‘on 27 October 1977 and 1t is an lndlspensable
source for an analysis of his mot1ves§ It is not however the only
source and in asse551ng both the timing and the political objectives
of the 1n1t1at1ve it is necessary to take account of the remarks

that he made to a small group of advisers at his English country

home at East Hendred in July 1977 anddhis actions on,returning to
Brussels in September? As far as the economic arguments are con-
cerned, however, the Fiorence-speech gives by_far the fullest state-
ment. They were essentially five in number: monetary union would
favour a more efficient and developed rationalisation of industry:

it would provide the Community with the adVantages that accrue to
-the "issuer of a world currency"”, which in the light of the "current

problems of the dollar" would be no small. gain: properly implemented
and administered it would contribute to the battle'against inflation:
it ‘would help to reduce unemployment and finally it would reinforce
policies designed to even out regional imbalances within the Community
These arguments were rehearsed and embellished in speech after speech
throughout the autumn and winter of 1977/78, and there seems. little |

doubt that whatever many, though by no means all professional economf

ists may have said about them, Mr Jenkins himself attached considerabl

weight to them. There is even less doubt however that they were less
important in determining the timing and manner of his initiative
than a number of political calculations.
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- without much hope of recovering momentum

As the winter wore on and the dollar crisis worsened,

“the second of the economic arguments assumed greater prominence,

but the initial inspiration for the call for monetary union stemmed
not so much from the problems of the United States as from Mr Jen-

kins' essessment of the poiitical situation in the European Community
itself in the middle of 1977 and of the opportunities and limitations
of his own office as President & the_CoﬁmissiQn. Stated ip‘the sim-- -

plest possible terms, Mr Jenkins' aimsin pressing for monetary inte-

' gration would seem to have been to restore political momentum in

the Community, to bolster up the morale of a Commission that seemed
to many observers as well as its new Pre51dent to be profoundly de--
moralised and to create a new and dlstlnctlve role for the President hi

self in a Community in which the chances of any fresh accumulation of

_supranatiohal‘powers were ‘limited or non-existent. The call for

monetary union was intended in the first instance to serve these highly
politicel ends. It was not the only stratagem that was considered.
One at least of those present at the East Hendred meeting 4in July 1977

where Mr Jenkins first explained his ideas, Signor Ruggero, urged that

the President should make industrigi policy the central theme of his.
endeavours over the coming months. Mr Jenkins himself_however,was
firmly committed to the monetary theme: this, he argued, was the most

likely to further the political objectives that they had in mind. Why?

There would appear to have been two related, but distinct groups of

-‘arguments.

The flrst was based on a.general and not partlcularly
cheerful aDpralsal of the atate of the Communlty in 1977. Traces of
this appralsal can be found in the Florence lecture. Increasing econ-

omic dlvergence and dWLndllng political enthUSiasm for the European

ideal had created a situation in which the prospects for further ad-

‘vances towards‘European unity seemed extremely glOomy; "The last few

years", Mr Jenkins noted, "have seen a retreat rather than an advance"1

Enlargement seemed likely to pose still more threats. "The prospect
of‘enlargement will face us with-the clear choice either of a streng—
thening of the sinews of the Community or of tacit acceptance of a

‘loose Custom Union, far removed from the hopes of its founders, and

"lzThe need for an "advent-

7_111'01.15 idea" was ‘im;_:-aer'ai:ive: the prOspects of flndlng one that was.

Y 2
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power to the centre of the Community without however creatlng

- 'national, regional or cther hanfs.fThe public finance fun-

remotely-realistic-in such an unpropitious political clmate_were

however very‘slender. The strength.of netional-self—consciousness
.all over'the Community excluded the solutions or approaches of an

earlier generation. Any proposal that appeared-to involve "the

creation of a new and cumbersome bureaucracy in Brussels was out of
- the guestion. "We must}gulld Europe upon the bases of our late 20th
. century nation states”. By emphasising industrial policy - Slgnor.

Ruggero's preference - or regional policy - to whichrthe

British, including Mr. Jenkins himself had attached.such

high - importance at the time of the United Kingdoﬁ‘s entry . o
into the Communlty and the subsequent referendum compalgn -

the Comm1551on would .be almost certain to provoke outcries

- against Brussels dirigisme or complaints from the Germans .

that ‘they could not be expected to contribute ever larger

‘sums of money to- subsidise their 1neff1c1ent partners. Mo--

netary integration by contrast promised a real transfer of' o

'a monolitic concentratlon of political and economlc power’
The two halves of the proposition were spelled out in the

to the' MacDougall report“%as OBV1ous and was ackncwledged

|

\

ed out o

'sixth and seventh points in the Florence lecture{’The debt ' i
|

|

\

It prov1ded Mr. Jenkins clalmed 'a new and realistic model
for a highly decentrallsed type of monetary union in which the
public, procurement of goods and services is primanly in - . o

" ction of such . a Community would be Stripped down to a few

high-powereéd types of finamcial transfer, fulfilling specific -
tasks in sectors of particular Community concern, and assur-
ing the flow of resources necessary to sustain monetary

union. These characteristics also make for a quite small
central bureaucracy, which I thlnk we would all consider

an advantage.'

The second set of . arguments which would seem to have
influenced Mr. Jenkins' choice of the monetary theme related
to the pOllthS of the Commission itself and his own role

“as-its President. The malaise that afflicted the Commission

when Mr. Jenkins tock office was profound and longstanding.

Its causes were multlple, but by far the most lmportant and

A ST g e n
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all-pervasive was the fajlure of successive

Commissions to deflne their tasks in a Europe which, as

- Mr. Jenkins noted at Florence, could only be built 'on

the basis of our later twentieth century nation states'

Mr. Jenkins' predecessor, M. Ortoli, who continued to serve

as a vice-president in the‘new Commission had seen his own

and his colleagues' role as essentially tﬁat of very senior,
but' nonetheless non-political international civil sesVants,‘
respohsible for'édmiﬂistering and where possible improving

the complex arrangements devised by thelr polltlcal mastersw"
or more political predecessors to further the cause of
BEuropean integration. Not all M, Ortoli's colleagues had
shared his views, and in some respecﬁiat-least the Ortoli
Commission had been less,independent_of exteﬁ%el political
pressure than several that had gone before it, but M. Ortoli's
approach was the dominant one and set the tone for the Commission
as & whole. 'The concept of gradualism’ Mr. Jenkins observed,

‘has come to supnlant more ambitious schemes’

Asvice-president, M. Ort011 continued to adopt the same
appLQaCh%m%lthﬁ;h&msam&mmxﬁ&@ -.abjectives in-minde Dordngs.
the first six months of 1977, for example, when Mr. Jenkins
himself seemed to many observers to be floﬁndering; M. Ortoli,
who had assumed responsibility for financial and monetary
gquestions in the new Commission, set about creating a |
position for himself in the Céntral Bank Governors Committee,
where previously the'Commissioner'holding this portfolic had

‘only attended when invited. It was typical of the Ortoli

strategy, a strategy of small steps, which precisely because
it was unambitious, was frequently successful. The Brussels

;correspondent of the Neue Zﬂrcher'Zeitung, who'appears‘to

have had a particular admiration for M. Ortoli, wrote regularly
and enthusiastically in the summer and autumn of 1977 aboﬁt

the quiet way‘in which the latter had brought order into his
section of -the Commission, (formerly the domain of Herr

Haferkamo), and about the general air of wordly wise pragma-

‘tism that he conveyed. His bellef in the efficgcy of the small

step, the Neue Zilrcher Zeitung noted, waiarooted in long .
experience of Brussels and the Community.

T b e e e ST o
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The new President had neither the temperament'nor the

. experience to fit him to the kind of role preferred by his. -

predecessor. He was a professional politician : M. Ortoli

was a fonctlonnalre. The focal point of most of his worklng

life had been the British Parliament and his reputatlon as
'good European' had been made not so much in office, as

on publlc platforms. =~  Europe was a cause, not a-complicat*

ed network of administrative arrangements. Above all, however,

rEurope was an amalgamof nation states in which power to the

extent that it was exercised at all in a Community setting,
had passed decisively to the European Council composed of the
heads of government. It-was at that level that the President

“of the Commission had to make his mark, if in the end he was
"to make his mark at all, and it was 1n terms of that constl—

tuency, where the priorities and conventlons were Very dlfferent

from those that obtained even in the Councils of mlnlsters
that the President had to choose his themes and define his

policies.

"For all his ambltlons, however, Mr Jenklns flrst six months

in office had been singularly unhappy 9He had been .obliged
by the obduracy of certain member governments to accept
colleagues in the Comm1551on in whom. nelther he nor the
governments concerned had any confldence He headed a bureau—_x
cracy _ which functioned quite differently from_the Civil
Service to which he had grown‘accustomedrafter ten years as
a minister in London and his attempt to coax the Secretary-
General into. assuming somethingrlike-the‘role of a Permanent
Secretary had been conspiceosly unsuccészul.‘Instea& he had
had to rely on a Cabinet which was young,'English,and with
one or two exceptions as lnexperlenced as he was in Brussels
affairs. Not surprisingly perhaps his grasp over the adm1n1~
stration seemed clumsy and unsure. What made matters still

worse however was that his local problems within the Commission
had not been offset by any notable successes outside.

.M. Ortoli's strategy may have been an inadequate response to
. a decisive shift in‘the‘power structure of the Commuaity, but

in its own, qu1et way and in terms of its limited objectives,
it had at least been reasonably effective. Mr Jenkins' poli-

_tical instincts may have been right : his fortunes were not.

/.

b o U L et i, e




i

- 11 -

The worst moment had probably been at London in May at the meeting

of the heads of government of the .'Seven'. President Carter had
treeted him civilly enough: so too had Herr'Schmidt But M. Giscard-
d' Estalng had boycotted a worklng dinner for heads of government
-alone, because Mr Jenkins was present, and his former Labour Party
colleagues,?@?ﬂ@[émﬁxﬁﬁgii:i;it,would seem by at least some of

their officials, went out of their way to show that he did not
belong. At the final,press conference,rfor eXample, seats Were re-
served for all the delegations_except Commission cofficials accompany-

ing Mr Jenkins.

When he invited his closest advisers to his country.
home in July, therefore, the Commission over which he presided badly

needed an idea, while he himself was looking for a programme that.

would enable him to establish his claims to be treated as an equal

of the heads of government who were becomlng the domlnant force in
Community politics. There is a considerable amount of ev1dence to
suggest that the choice of the monetary theme was related to these
two political requirements, and particularly. to the latter. It was
a gamble,'but less perhaps of a gamble than it seemed to many ob-

‘servers at the time if, as Mr Jenkins' actlons after he had made

the choice suggest he was, one was interested malnly ot even exclu51ve1

in the reactions of the European Conncil. . ' -

_ Outside and below the European Courncil, however, Mr Jenkins
proposalé:ve;y quickly ran into difficulties. His troubles began in
the Commission itsdf. His closest advisers, most of them English,

‘accepted his political judgement loyally enough, and one of them in

particular, Mr Michael Emerson, dayed an important part in drafting
the President's statements on EMU during the early months of the

- campaign., Mr Jenkins' colkagues on the Commission,however, were a

good deal more sceptical. He would seem to have briefed them as a grou

for the first tlme durlng a weekend conference at a hotel in the

2
Ardennes in the middle of September 1977. OHe spoke at some length and
provided them w1th a flfteen page text developlng his ideas. Of those

present only one, his Brltlsh colleague, Chrlstopher Tugendhat, would:
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seem to have endorsed. his initiative wholeheartedly. Tugeodhat was
however Byffar the youngest_of-the Commissioners, and his views did
not carry any great weight. Much more important was the evident
scepticism of a small group of senior Commissioners,'led by M. Ortoli.

M, Ortoll s ob]ectlons to the Jenklns proposals were
essentlally two: they were pelitically unrealistic and they threaten~
ed to damage the more modest, but nonetheless significant initiatives
that he himself had taken or was taking in the monetary,field._M. Or-—
toli's general philosophy has been alluded‘to already. His detailed
proposals were entirely consistent with it. Before Mr Jenkins' in-
tervention his plansuseem, to have been piecemeal. In June, for
example, he urged the Finance Ministers to approve the creation of
a new Community loan mechanism worth 1 billion unlts of accoung In

September a paper was prepared under his direction which called for

measures to promote economic growth 1n the stronger countrles w1thout

~raising costs.ZIn October and November, partly it Would seem.in

response to the Jenkins initiative, M. Ortoli developed a more com-

" prehensive, five year plan, but the epproach was still gradualist

237¢ constituted an action programme for 1978/82, which

and low key
was tOJbe reviewed each year but which was -aimed in general terms at E
encouraging a lasting convergence betweenrthe_natlonal economlcs_of_'
the nine, at fostering, through tax harmohiSation and the liberalis-
ation of the movement of goods, services and capital a single market H
and ati'structural'rpolicies in industries, especially in depressed
sectors such as'ﬁeXtiles, steel and shipbuilding and in 'growth'

areas such as energy, telecommunioations and aerospace. His proposals

were intended to prepare the way for EMU, not to inaugurate it.

. Wheo M. Ortoli's paperiwes eventually presented to the
Finance Ministers at their meeting-of November 21st, it appeared as
part of a larger document sponsored. by both Mr Jenkins-and“himself
and containing an introductory chapter‘whiCh-incorporated-some'of
Mr Jeﬁkins' arguments for a more_radical.approach%4but this and other
attemptsrto paper over the gap that existed between the President and
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his deputy were scarcely conﬁincing in the,light of M. Ortol's

open criticism of the'Jenkins approach in other settings Presenting
the annual report of the CommlsSLOn at a press conference on October
20th, M. Ortoll was alleged by one newspaper to have described

Mr Jenkins' ideas as' polltlcally absurd"; and even those who missed =
this particular remark agreed that he had given hls Presmdent a
surprlslngly publlc rebuf% The Commission document in November was

in fact widely seen not as a genuine compromise, but as a serious
defeat for Mr Jenkins_by M. Ortoli and the majority of the Commission,
Mr Jenkins' wild ideas were given token endorsement, but the heart

of the document was. the 'more realistic' Ortoli plan. The identity

of M. Ortoli's allies in the Commission was never preeisely establishec
in the press, but the Brussels correspondent of the Neue Ziircher
Zeitung, who was, as has alreadyrbeen suggested above, particularly
well informed about the feelings of M. Ortoli. and his adVisers,
claimed in the middle of November that Mr Jenkins' hold over the
Commission had been weakened still further by the dispute over the’

monetary plan and that Commission affairs were now vittually dlct~

ated by a ggoup composed of MM. Ortoli, Davignon, Gundelach, Cheysson
and Natali. ' ' '

Mr Jenkins' difficulties did not end with the Commission.

His'pr0posals'were dismissed too by most of the officials on
the two key expert committees, the Central Bank Governors Commitiee
and the Monetary Commitee, and still more publicly by the Finance
Ministers. The German representatives on the Finance Council were
particularly scathing. Herr Apel, the minister of Finance described
the proposal as 'Quatsch', while his colleague Count. Lambsdorff

| told journalists at- the November meeting‘of the Council that the -
_European Community was not ready for such a radical venture at
present, because economic conditions were unsuitable and because'

of lack of 'political will' amongst.governmentsz.7

Irritating though these setbacks and criticisms undoubted-
ly were however, the evidence suggests that Mr Jenkins hlmself was
chiefly preoccupied Wlth developments’ elsewhere, and that he did not
see his problems with M. Ortoli or with Herr Apel as a fundamental
threat to his" strategy. From the very beglnnlng in fact, Mr Jenkins
appears to have played a game on two' tables. Although as we have seen,

en/eie
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he did not ignore his colleagues on the Commission, it is nonetheless
significant that before he brieféd thém at their weekend conference
in the Ardenheé, he took the cpportunity offéred‘by a meeting with

M. Tindemans, who as Bélgian ?rime'Minister was due to chair the

European Council meeting in Brussels three months later, to secure the

“latter's agreement that further steps towards monetary union should be

taken at the December summit 'irrespective of present difficulties'%8

‘It was only the first of a series of moves related to the
Council. Given the lack of adequate -documentation, it is clearly im-
possible.to piece together evéry development in this diplomatic cam-
paign at the highest level. The gamé that was played .at the lower
table-was'widely repofted: the othér game which went on at the same
time by contrast remained largely unknown. Some idea of the different
atmosphere £hat‘prevailed can however be obtained if we compare the

 reports by Heinz Stadlmann, the Frankfurter Allgemeine Zeituhg corres-

pondent in Brussels, ﬁho.almost alone it would seem, amongst his

"~ colleagues in BruSsels, sensed the significance of Mr Jenkins' con-

T Tt npkgmis tn s

versations with the German Permanent Representative, Herr Sigrist in
October and with Herr Schmidt himself in November, and most if not all
the other press reports emanating from Brussels in October and Novem-
ber. In his first report of October 12t§?‘8tadlmann was somewhat scept-
ical about the content of Mr Jenkins' ideas: the plan would cost
money and that could only mean German money. But unlike many other
cbservers, he was not prepared to believe that Mr Jenkins had taken

leave of his senses. The President, he observed,_was a "gewiegte Tak-

_tiker" who knew first that he could almost certainly count on the

support of M. Giscard d'Estaing who had made a pointed intervention

on the monetary guestion at the 1és£ Franco-German summit in February
1977, and secondly that if he was to achieve any success for his plan,
he would have td concentrate abové all on persﬁading Herr Schmidt of

its advantages. With this object in mind,_Stadlmann noted, Mr Jenkins

had already had a lengthy discussion of the issue with Ambassador Si-
grist, the German Permanent Representative, in the previous week,

and had indicated his desire to see Mr Schmidt;

The contrast between Herr Stadlmann's reports and those of
most of his colleagues Eecomgs éven more striking in November. Thus
on the day when‘oné of ~his British colleagues announced that Mr
Jénkins had "lost the battle over EEC cufréncy"B%nd Ml Ortoli's ad-
Mirer in the Neue Ziircher Zeitung spoke of Mr Jenkins’ fastonishing

:;3/..;_
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clumsiness as a political tactician" Herr Stadlmann . wrote an article

. 3 :
entitled, "Mr Jenkins' great leap". While his colleagues had their

eyes fixed on the forthcoming Finance Ministers"meeting, Herr Stadlmanq

alluded to a two-hour conversation in Bonn between Mr Jenkins and
the FPederal Chancellor during the previous week. He did not profess §
to kndw how Herr Schmidt had reacted to the ideas "of his old friend
Mr Jenkins" but he himself was now prépared‘to accept'thaﬁ against |
the background of world and community probléms,'it might after all

‘be wise for the Germans to consider whether the price of a monetary 1

union would not in the long run prove less expensive than the situation

-

that might develop if nothing was done.

Herr Stadlmann.though clearly very wéll informed, did not.
of course speak for Herr Schmidt and theré is evidence to suggest
that the German Chancellor himself was still disinclined to take
any'néw initiativé'on the quéstion‘When he saw Mr Jénkins in November
and when the heads of government discussed'thé problém-at the European
Council meeting in December. But at the véry least he did not come:
out against the idéa. Shdrtly-beforé they both went in to thé Brussels
Council meeting'on December S5th, Mf‘Jenkins is alleged to have said
to the German Chancellor:-“¥ou may not be very keen on the idea,
Helmut, but at least do not kill it". Herr Schmidt gavé.him the assuran

- he wanted and kept his word. Furthermore when he returned home, he .

~gave a surprisingly positive assessment of the summit which had in.

many respects been dominated by the dlscus51ons of money to his Cablnet‘
‘colleagues%30ther heads of government were more forthcoming at the ‘
Brussels meeting 1tself%4M. Giscard d'Estaing was clearlypotgxepmxﬁ.ho_
-become invelved in any new European iﬁitiativé'until.thé Frénbh‘elect-
ions had taken place in the following March, but he was nonethéless
ready to give his approwl in principle. With the exception of Mr
~Callaghan, all the other leaders présent; and. particularly the Danish,
Irish, and'Belgian Prime Ministers were reported to have been even
more positive. Even Mr Callaghan, who claimed that he was "not con-—

v1nced“ did not rule out the pOSSlblllty on. pr1n01ple.‘

~All in all therefore Mr Jenkins' original calculation
that, whatever the lesser playerszmight think, the game.was-still.
worth playing at thé higher table; would seem to havé been vindicated
by December 1977. The Commission’'s proposals, he noted in the press
conference follOW1ng the Council meetlng% had received. a fair wind,

and although there were still many who believed that.the wind would '
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blow itseif odt, he had some cause for satisfaction at the end of ,
the first year of his preeidency. There were hints of a change in the
Commission too. Towards the end of December, Mr Jenkins appointed |
the first nen-Englishman to his Cabinet, M. van ‘den Aabeele%6The

significance of this appointment was not'simply that M. van den.

- Aabeele was not English, nor that he was almonetary expert, but

still more that he had been until then a senior member of M. Ortoli's

cabinet. The relations between Mr Jenkins and his vice-president in

1978 were to provide a useful cbnfirmation of Mr Jenkins"Florence
axiom, that "the idea of an antithesis between gradual evolutlon and

37
dramatlc advance 1s mlsconcelved"

Some time in either January or Febwuary 1278, the German

Chancellor decided that a new lnltlatlve on European monetary in-

tegration was opportune after all. His decision which seems to have
been entirely his own, and was kept secret from all but his closest

advisers in Bonn, was communicated to Mr Jenkins at a meeting in.

. the German capital on February 28th and either then or shortly after-

wards to M. Giscard d'Estaing. On April 2nd, the French electidns.
now safely out of the way, Mr Schmidt met the French president at
Rambouillet and gave him a fuller account of his views. A day later

Mr Jenkins, who had himself seen Mr Callaghan on April 1lst, wrote

to all the heads of government proposing that at thelr forthcoming

meetlng in Copenhagen, they should move beyond a general dlscu531on-of'

prlnc1ples of the kind they had had in Brussels in December, to a
more définite plan of action.

The discussion of the_monetafy issue at CoPenhagen took -
place at a special evening session in Marienborg Castle38The occasion
was an informal one end~apart‘from.Signer'Andreottifs interpreter,
nobeody else but the‘heads of government and Mr Jenkins was present.
It was described afterwards by one of those who had been present as
the first European Czbinet meeting. Mr Jenkins opened the convers-
ation, followed by Herr Schmidt, who was followed in turn by M. Gis-

card d'Estaing and Mr Callaghan. The most imporﬁant contribution by.
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far was the'étatement by Herr Schmidt. Having emphasised the global
context in which their policies had tc be formulated, and in particular
the serious problems posed by the dollar crisis and the need for
European solidarity-iﬁ the face of it, the'Chancéllor.explained why

he felt that a new monetary initiativé was the most promising course
that they coull follow, and what the principal features of this system
should be. The key elements, he suggestéd,_should be a new European
Monetary Fund, which would "swallow up the existing Snake"” and to
which each member state would contribute 15 to 20% of ifs reserves.
and the transformation of thé European Unit of Account into a parallel
reserve currency for use in stabilization operations between central
banks. There was also a strong hint that the Germans and the other
strong currency members would be prepared to ﬁip'the states with weaker
currencies, though‘tﬁéfways in which hélp might be available do not
appear to have ‘been spelled out; and emphaSLS was also laid on ‘the

need to preserve the discipline of the Snake in any new system. Herr
Schmidt is reported to have.complalned before the previous meeting of
the: European Council in Erussels in December 1977 that Council sessions

were being'bogged down by officialdom and paperé#aﬂiscstatement at

Copenhagen reflected his conception of what the summit meetings should

try to dg and what not. It was a contribution to the formulation of

-grand strateqy, not a discussion of tactics and logistics. There was

- quite enough however to show that the German Chancellor: intended to

AT e T

give his full backing to the creation of a new monetary' system: too.
much indeed for Mr Callaghan whose:contributions at thé session itself
mirrored his surprise at. the scope of Herr Schmidt's ideas and vhose
late- nlght brleflng of - key members of his staff, including Mr Couzens

conveyed his anxlety

From. Aprll 1978 onwards, Mr Schmidt's personal comm1tment to

a new EuroPean ‘Monetary System was the single most important ‘element

in the negotiations. It created a ‘totally novel political balance
as far as the monetary problem was'concérnéd; The events that had pre-
ceded the German Chancllor's change of'mind‘are none: the less still
important in any analysis of the political significance of thc EMS

‘negotiations. Mr Jenkins' campaign for a new European monetary initiati

was only one- and probably not by any means the most important of

- several influences that "converted"” Herr Schmidt to the idea. The
Chancellor had good reasons of his own for acting as he .did. Mr Jenkin

was therefore like any good politician in certain senses. lucky that
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+ events. appeared to point in the same direction as his own arguments.

Viewed in another perspective, however, Mr Schmidt's decision was

the clearest possiblevindication of the political strategy that Mr
Jenkins had pursued since he became President of the Commissioh and
more particularly since his meeting with his advisers at East Hendred
in July 1977. In a Community of nation states, it was 1nev1table that
the crucial decisions would be taken by the heads of national govern-
ments and more particularly by the heads of the most powerful ones.
For ‘a President of the Comm1551on, the best hope of playing a useful
and distinctive role was to be present at their table and either by
anticipating or reinforecing their arguments to establish himself as

a trusted and indispenséble colleague. Either through good luck or
good judgement or a combination of the two, Mr Jenkins' adoption of
the monetary theme ih'iQ??rsecured him a place in the higher direction

- of the'Community, which though in no way comparable to the position

occupied by Herr Schmidt or M. Giscerd'd‘Estaing, was nonetheless

a majof.advance on.anything achievedlby his predecessors, including
Herr Hallstein who had after all to cope with General'de Gaulle from
the beginning. Mr Schmidt was perhaps doing little more than observ-
ing the common courtesies to. an old friend‘when he. told Mr Jenkins

on February 28th that he hadAcome round to his point of view on the’
monetary question, but Mr Jenkins"role in the subseguent negotiations
at the highest level was inferior'oﬁly.to those of Herr Schmidt him-
self, M. Giscard d'Estaing, and in a qﬁite different way, Mr Callaghan..
He was not only present at the creation", but contributed significant-

ly to the process itself.

' That said, the new phase in the history of the movement
towards monetary integration which began secretly with Mr Schmidt's

change ‘of mind and formally at the Copenhagen European Council meetihg

was dominated by the German Chancellor Even he could not have carried‘
the negotlatlons through to a successful conclusion however, had he
not been able to count on the unreserved support of the French Pre51den1

Indeed, the essential unity of the phase between Aprll and September

| 1978 iSjprovided by their agreement, worked out &t Ramboullet on

April 2nd, misinterpreted and misunderstood by Both critics and eub—
or&inateé thereafter, but dramatically and in the eyes of some brut-
ally confirmed at Aachen on September  14th. Their motives and the nature
of ther consensus must therefore be andysed before a detailed account

of the negotlatlons




Mr Schmidt's motives for his change of frént between
February 1978 have been‘variously explained, Common to almost every
explaﬁation,'h0wever, is his profound disillusionment with American
leadership of the Western alliance. Signs of a divergence between
Bonﬂ and Washington had been evident from thé beginning,of President
Carter's assumption of the Ameriéan‘présidency; indéed during the
election campaign itself Mr Schmidt had come as near as any forelgn
leader could to 1nd1cat1nq a preference for- Mr Carter s opponent,
President Ford. The grounds of thls_dlvergence were complicated and
extended far beyond the monetary field. In parﬁ‘théy reflécted a |
straightforward failure by two men to undérstand Oor appreciate one
another: in part they stemmed from a profounder conflict of interests
betwéen the two countres over, for example, the nuclear issue: in
part they mirrored a significant ground-swell of opinion in many

sections of German society against American leadership and culture.

- It was however the dollar crisis of November-December 1977 that brought

matters to a head. The ourse of this crisis is plotted in Appéndix A
to this paper: the emotions that it aroused can be seen in German

newspapers of the time which reflectéd'a curious amalgﬁnof fear for -
the future of the internatimal economy and theréfbre of German pros--

perity and pride that thé Germans at least knew how to run their own

‘affairs. Mr Schmidt's contribution to the discussions at the Copenhagen

‘summit in April 1978 showed that he was stfongly affected by these .

developments'and shared the feelings. of many of his fellow-countrfmen-

. It would be a mistake however to see Mr Schmidt's advocacy -

‘of a European monetary system simply in terms of anti-Americanism.

There was at least one other recurrent theme in hig contributions to
the exchanges'about the European economy throughout 1978 that needs

‘to be noted if the course of the negeotiations is to be understood and .

that was his rejection of both the Mocomotive” and "convoy" solutions
to the lack éf‘growth in the economies of Western Eurcpe and the OECD

- area as a whole. In a recent interview with the Economist, Herr Schmldt

'spokerof "this ridiculous little locomotive theory " 4 “The- passage of

time has permitted him to-speak-with,contempt of an idea - which in
1977 fo 1978 he cléarly-régarded'with real anxiety. Calls to the
strong to reflate in the interests of all had become commonplace'ih
exchanges-about the internationalléconomy, and élthougﬁ by 1978, there

were signs that the locomotive had given way to a convoy - a co-ordin-

- ated approach to growth in which each government made the:contribution
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that best it coold - Herr Schmidt and his colleagues still helieved '
that the Germans would be expected to take special responsibilities
and therefore rejected the strategy out of hand Signs of their
dlsapproval were to be found not only at succeﬁflve meetings of
the EEC Finance Council and related committees, where despite at
times a majority of eight to omne. against them, German representatlves
lstood-out against this type of polloy co-ordination, Wthh.%3 Ortoli
placed high on the list of priorities for his five year plan, but
algo, sfill more significantly, in Mr Schmidt's personal contribution
- to and comments about his disoussions with.MrfCallaghaa in Bonn in
March 1978. Mr Callaghan s views will be discussed'later. Suffice it
to say at present that it was, accordlng to one well-placed observer,
‘a "dialogque of the deaf". The monetary plan would seem therefore to-
" have been at one and the same time a defence agafnst calls from Hr
Gllaghan and anybody else for German reflation and an alternatLVe

strategy.

Thls second motlve in Mr Schmldt s adoptlon of a programme for

T monetary lntegratlon is in some respects even more important than

|
the first for understandlng thelntr&European negotlatlons. It was - |

indeed it still is ~ often alleged that Herr Schmidt, the "non- economist
started off on the monetarv negotiations wrth a grand design which
went far beyond thé scope of the Snake and that his generous impulses:
were gradually undermined by a conservatlve coalltlon of domestic
uforces, headed by Dr. Emminger President of the: Bundesbank A
refinement of this thesis is that President Giscard accepted Herr
Schmidt's plan at face value in April 1978 ‘and that it was only because
he had committsd himself so irrevocably to a new monetary'system that
he had to "capitulate” to the German standpoint against his better -
ljudgement at the Aachen summit in.September.rAThese interpretations,
~ though in certain respects'enderstandable, are nonetheless based on
_'eerious misconceptions of'at.least.three'aspects of the oolitics of
Aoril—September 1978: the nature and extent of Herr Schmidt's differf
ences with Dr. Emminger, the agreement reached between Herr Schmidt
~and M. Giscard d 'Estaing and the srgnlflcance of the expert discusgions
in which French officials seemed frequently to take sides with the
British and the Italians against the German position.
The flrst of these. p01nts will be discugsed later in the paper.

The second and third, and particularly the second are however of such

fundamental 1mportance,for an understanding of events in the summer of
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~ 1978 that they must be looked at now. ' The hard line taken at the
Aachen summit in September on the more contentious issues that had

| arisen during the monetary discussions of the previous months took
many commentators by surprise and there was a widespread.feéing that
M. Giscard d'Estaing had conceded a great,deal'of ground to the German i
position. A closer examination of the evidence however suggests that '
the conservative consensus at,Aaij.had in fact been foreshadowed in
the talks that the two leaders had had in April. Mr. Schmidt was
in other words already more orthodox than was widely believed; while |
M._Giscara d'Estainngr‘reasons.of'his own was much readier to accept i
'the"hard" German line than manj of his subordinates. The key to the
Giscard-Schmidt agreement is probably to be found in a remark'made

by the French President at the Copenhagen summit. After echoing .i
Herr Schmidt's strictures on American policy,'he.announced that Europe%
was at the crossroads and that if Britain and others we:e not‘preparedﬁ
~to go along with the Schmidt plan, France would rejoin the Snake-ahd '

the Community would be irrevocably split. There is little evidence to
suggest that M. Giscard was bluffing: on the contrary the-rematk'is |
entirely in keeping with his actions throughout.this second phase of
the monetary story, culminating in the &&mmanﬂﬁ:atAaﬂmn.' However
rash many of his subordinates and ‘domestic critics may have found

his policy, he consistently put stability at the heart of his programme
throughout the period under consideration; in the short term, the

EMS proposal was designed to provide an international buttress to the
domestic programe associated with his Prime Minister M. Barre:in a ‘
somewhat longer perspective, it formed part of a strategy the ultimate
object of which was to make France the equal of Germany.-

The general characteristics of M. Barre's policies are too

familiar to require repetition.  The Prime Minister‘s-own role in the
monetary negotiations themselves was not comparable to the President's
own or M. Clappier's, but it was widely reported that M. Barre .
shared M. Giscard d'Estaing's v1ew that the monetary plan would prOVlde
an invaluable support to his own domestic. programe. M. Barre s im-
‘portance 1In the ‘history of the monetary negotlatlons was. not however
confined to a gquiet supporting role in Paris. His presence in the
French government seems to have been a major factor in persuading
Herr Schinidt that whatever the British or the Italians might decide,



' As for the President, his preoccupation with monetary union was of

- objectives of French economic policy should be to enable France

‘the franc and a Eliropean "monetary structure”. By these means,
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the French atleast could be relied upon to put stability first.

.long ‘standing. As French Finance minister from 1962 onwards his name

had already been assoc1ated with calls for monetary union in the

middle . 19605.44. When France left the Snake for the second

time, he is alleged to have told some of his officials,who were
dismayed at the news, that it was his firm intention to restore the
French franc to the system as sobn as poSsible. In April 1979, he
had an exceptional opportunity to implement his wishes. Those

who spoke to him in February, at abkout the timelthat ger;.Schmidt was §

formulating his own priorities, reported that he was Eiano, unable
to think of much besides the forthcoming French- electlons. With =
‘the elections safely behind‘him, however, he embarkedron a few months
of almost unparalléléﬁ political peace, free to suppert M. Barre and
to indulge openly and with remarkable candour his dreams of a France
‘that . could bargain'with Germany on a basis of equality. The .
clearest statement of his v1ews is to be found in a television
interview that he gave in the autumn45 Although strictly speaking

it belongs to the third section of this pape;,_it casts such a strong
light on the underlying aspirations df the President during the EMS
negotiations that it is legitimate to examlne it here. ' '

The key passages in the lnterV1ew dwelled on France s
relatlons with her two larger European partners, Germany and
Brltaln. of Brltaln, the President said that when he became Flnance
Minister din the early 1960s he felt that one of the pr1nc1pa1

to overtake Britain. By 1967 this -had been achieved. There remain- -
ed however the German problem. _ ' _
"If we do what ls‘necessary.we‘can attain the same economic &evelop-
ment and the same power as West Germany inside fifteen Yearse...". '
"What was needed" included economic policies broadly comparable- |

to those that the Germans themselves had adopted and a link between

France could become Gerrany's equal and the stability of the "Europ-
ean Confederation” which the President apvarently favoured,-would

be increased, "Why do I talk so much about Germany? Because it

would not be a godd idea for Europe to be dominated by'one'coqntry.
What I want France to achieve is to make sure that there are in |

Europe at least two countries of comparable influence ... Germany
and France." '
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France's hopes of prosperity'and<power-seemed therefore to the
French President to lie in collaboration with Germany even if it
meant that at times France and her representatives might appear as
"tools" of German policy. The EMS was presented to the world as a
Franco—Germaﬁ plan. In fact it was a German idea which the French‘
presidenf accepted because he considered it to be in France's long
term interests to emulate Germany. The evidence of M. Giscard's
public statements was corraborated by his behaviour in and contribution
to the European Council meetings at Copenhagen and Bremen , not to

~mention Aachen itself in September., The records of these meetings
give the clearest possible indications of why the German'dhancellor,

unlike his compatriots in the Bundesbank or the Ministry of Finance, .
-who dealt only with senior French officials, felt that France could
be relied upon to support Germany‘e insistence on stability as - the
absolute priority of moneﬁary and economic policy. There was simply
no guestion of a realignment at this level, with M. Giecard_joininq
forces with Mr, Callaghan and Sig. Andreotti against the German
chancellor. There was of course an Achilles~heel in this relation-
ship, but it was not the power of Dr. Emminger in the Federal
Republic, so much as the political_vulnerability”of the French Presi-.
dent once the effects.of his March'election'victories began to wear
off. The fraglllty of his political base became apparent before the
end of 1978, and deprived the final moments oftheformatlon of the EMS C
the "glory" with which the French President might, otherwxse have
wished to invest them. But in April , euphoria was the order of the
day, and with the presidential elections of 1281 the next major
electoral battle involving a French institution, M. Giscard d'Estaing
had a better chance than ever to set about advancing some of' his more
ambitious plans.

| The third paéint referred to above is already famlllar from the
 first section of this paperIn ‘interpreting the events of the summer

of 1978, no - less than the politics and diplomacy of 1977-78, it is
vital to-grasp the fact that the gaﬁe procéibd at two tables of

which one, the higher one, was lncomparably more lmportant than the
_other. The contrast between the two levels will become apparent as th
seCtiohtnxceeis. At this point.it is necessary only to correct a
misconception about the chronology of the technical discussions whlch
would seem to have arlsen46 These detailed discussions at the lower

table did not, as is sometimes - asserted, begin.only after the
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Bremen summit. -On the contrary, the Finance ministefs asked both

-the Monetary Committee and the Central Bank Governors Committee
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- to examine options for monetary integration in May, and by June,

well before. the Bremen summit, as a result of these studies and

of the Finance Ministers' own discussions, the main technical issues
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had been identified and the more important cleavages of oplnlon

brought out into the open48

As far as these latter are concerned,
the most important feature is the clear alignment of the French

with the Italians and the British on most of the points at issue.
The discrepancy between what French officials and ministers were

saying at one level and what the. French Ereeident and M. Clappier

were saying at another was to be a constant source of misunderstanding

T o ey

for ﬁuch of_the second phase. It seems not unlikely that it was one
of the factors contributing to the miscaloulations  made by
Mr. Couzgns, the British negotiator, who for a brief time at any
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rate operated at both levels,
The central focus of any account. of the origins of the EMS

in this period must however rest on developments at heads‘of govern-—
~ment level. The major set pieces were the summit meetings of the

niné at-Copenhagen in April and at Bremen in July and of the French

and German leaders atpazhen in September. These public events

were however linked by a séries of more informal and on occasion
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secret meetings between the heads of government themselves or between
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their aides. Examples of the lesser. summits in the period before -

nm.,
e

‘-September include the meetings between Herr Schmidt and Sig. Andreotti

on June = 17th, between Mr. Jenkins and the French president on ﬁ
June = - 22nd and between Herr Schmidt and M. Giscard d‘Esmlng(nl %
June ' 23rd. Their closest advisers were also active for much of }

*

the time on secret or semisecret exchanges. The best known example
of these top level negotlatlons between offlc1als speclally selected
by the heads of government is  of course the meetlngs of the three

w1se men, Dr. Schulmann, M. Clappier and Mr. Couzens. - There are -
however other instances too. M. Clappier for example was sent‘on a.
mission around several European capitals at the end of June in order
to prepare the ground for the Bremen summit, ‘ ‘ while‘Mr Jenkins’
was kept informed of developments in the Couzens- Clap01er—8chulmann
talks partly at least‘through the’ contact betweer his own chef de
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. dlvergence between the German and the French heads of government on

- proved insuperable in their own right, but the situation was made

London. 1In dlSCUSSlng the differences that arose over interest and

'Qf Anglo~German disagreement about whether full employment or:
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-, _
cabinet and Dr.Schulmann in. Bonn.

Between the Copenhagen and Bfemen European Council meetings, E

the Drlnc1pa1 theme of these high level discussions was the growing

the one hand and the British Prime Minister on the other. Mr,. _
Callagharn's discomfort at the Copenhagen summit has already been
commented on: in the weeks that followed the gap separating him from
his colleagueS'widened still further. The most dramatic sign of
this process was the breakdown of the negotiations between Dr.
Schulmann, Economic AdVi%gr;B%ndeskanzleramt, M. Clappier,Governor of.tg,
Bank of France and Mr. Couzens, .'Second Pérmanent Secretary in the .
British TreaSuryt Their talks, which seem to have started at the
beginning of May, were kept secret at the time andrtheir course is

still obscure. What is quite obvious however is that the effort

~ . to formulate a tripartite position had failed by the middle of

June if not earlier‘and that the manner in which it failed left and

still leaves traces of bitterness on both sides, Mr. Couzens

e o

played no part in the final preparations of the Bremen paper and al-
though one or two phrases from his original draft may have survived
in the- document, the latter was to all intents and purposes a Franco-
German proposal. -
The origins of this breakdown, which was to cast its shadow .
over reletions-between Britain and her two major European‘partners
throughout the remaindér of the EMS'negotiations, wefe needless. to
say ¢ extremely compleéx. It stemed partly from a conflict of _
interest between the United Kingdom and her partnerslahd partly E
from a different assessment of the economﬁE?financial.policies |
appropriate to the time. These difficulties might in the end héVe‘:

much more complicated by political'miscalculations and fumbling in

policy, it is important to .cut through much of the rhetoric which
very qulckly clouded the issues on both sides of the channel.

It would for example be quite mistaken to assume, as wasjqften done
at the tlme, that the differences Which arose between the British

and the Germans were 51mply another chapter in -the long hlstory

stability should have priority in economic and financial policies.
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It is true that some of the more sensational predictions.of the

ill effects that membership of the new system would have on the

British eeonomy_placed great stress on the rise in unemployment

that would almost certainly resulﬁ%g It is also true that in successive
meetings of the Finance ministers throughout the first half of 1979,
Mr. Heale& , the British Chancellor of the Exchequer was the most
conspieuous advocate of'a coordinated commitment to growth policies, .
and that he undoubtedly irritated'his'German ColieagueS‘because of

the position that he took. But thouyh the most promlnent ‘Mr. Healey

was by'no means the only advocate of reflatlon At the level of the

Finance Council at least, it was the Germans and not MrHealey who

. found themselves in the minority of 8 to 1, or 9 to 1 if one reckons

M. Ortoll's vote as Commissioner as an independent onel Mr. Healey

and his senior colleagues in the Labour government had in fact moved

a long-way since 1974 and although they were understandably anxious

about the possible consequences of . non-growth their antiinflationary

‘policies were at least as fierce and in many ways more effectiveg}han'
_ _ , 1

those which were currently being implemented by M. Barre in France.

It is in fact arquable that in 1978, hardly lese than now, one of

the more important underlying ebjections,to lIinking the pound to |

the new system amongst British monetary experts was precisely that

it would put their hard won control over monetary policy in jeopardy.
As Paul Fabbra of Le Monde noted, the aghievements of the British
authorities in reestablishing control over money supplg‘had been one of
the more consplcuous success stories of recent months.

In the conversatlomsbetween Mr. Couzens and his two partners

- however monetarls%éarguments seem to have been less important than

four other points:

J. The proper way to set about devising a solution to the
‘crisis in the international system was through the IMF
and in cooperation with the United States.

2. Whatever regional arrangements were made in Europe, they
must represent a substantial advance on the Snake.

3. In particular, there would have to be a symmetry of oh- .
ligations, with an onus on the strong as well as the weak
to take corrective measures if their currencies deviated
from the norm.

4, Steps must be taken through and in conjunction with the mon-
etary changes to facilitate a transfer of resources from
‘the richer countries to the pcorer in the Community.
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British insistence on the first of these points was semewhat
weakened when, as a result'of the Franco-German démarche, the American
administration indicated its approval of the scheme in principle% .
it could not however totally eliminate the preoccupations that under-
pinned it. The pattern of British overseas trade was still significantl:
different from that of all her Community partners and her vulnerability
to movements 1n the dollar was con51derably greater The second, third
.and fourth p01nts were. however . in this context even more important
and on the gecond in partieular, there was a straightforward disagree-
ment.To Dr. Schulmann and M. Jappiex the_Snake was the starting point:
to Mr.Couzens it seemed an irrelevant and dangerous obstacle to any
serious reconstruction of the European Monetary System.

The conflict over interest and pollcy whlch emerged in the course
of their talks, was a ma]or factor in the breakdum1of the Couzens-~Schul-
-,mann—Clappler conversations. The situation was however made much
worse by political miscalculations . on the part of Mr. Couzens
himself and still more. of his Prime Minister. ‘Neither heinoryMr.
"'Callaghan would in fact appear‘to have understood the strength and
significance of Herr Schmidt's political commitment to developing a
new system. Not for'the first time‘in recent British history the
Treasury's entirely legitimate preeccupation with ensuring that a system
- would work prevented its offlcials from‘seeing_the larger pelitical
1mpllcatlons of their concern for detail.

Mr. Couzens frustration and anger-at the way in. whlch.matters
had turned out and his underlying approach to the negotlatlons were
 revealed in the most striking manner in a briefing which he gave
. to journalists immediately after the'Bremen.summit. A Times corre-
‘spondent.reported it as follows: "While'still accepting the goal of
-greater monetary stability, the Treasury remalns scaptlcal to the
point of contempt of most of the detalled content of the Franco-German
schéme for currencies presented at the Bremen summlt..,(lt) fails to
answer most of the'important.questions.which_have to be answered (and)

if anYthing workable is to bé achieved.;; there will have to be major
changes and considerable clarification” Mr €ouzens himself later
regretﬂaithe tone. of his outburst and referred to it rather charmlngly

as the outpouring of "a suspicious and elderly Treasury mind".
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. It is also true that later in the summer and autumn, despite the
reservations they felt, poth he. and his ceolleague, Mr. Jordan-Moss,
played a conspiculously corstructive role in the technical discussions
that preceded the setting up of the system, ‘so much so that the
'French went out of their way on several occasions to draw attentlon
to the factEY?Mr. Couzens was not therefore in any way like his
Treasury predecessor, Mr, Waley, whoseISCeDticism "to the point of
‘contempt" about French proposals 'for Anglo-French monetary union

in 1939-40 provoked =  Keynes to complain to Churchllls8 Nor,
however, was he a Keynes and although it is in many ways unfalr

it is nevertheless instructive to compare his behavior with that of
Keynes in the still more famous negotiations that preceded the

setting up of the Bretton WoodsVSystaég

Like Mr. Couzens, Keynes
was negotiating from a position of weakness. It is also obvious
that Keynes frequently felt about the Americans as Mr..Couzens felt

| ~about the German government when'herreferred in his Eriefing to

i' o his "considerable pesehtment at what is seen as the success of the -

( _ German government in presenting its national interest as being a

|_ move for the greater good of Europe”. The essential difference
‘ between Keynes and Mr. Couzens however was that Keynes , though
} able to argue better than anybody at the lower table, understood
‘ both the balance of power and the pe:spectives of the top. table.
The principal problemlabout Mr. Couzens during these negotiations
was in fact that he was no more and no less than an extremely. com-
petent Treasury official. | | o

The ultimate blame for the polltlcal breakdown in which Mr.

‘Couzens was involved, lies no%§w1%ﬁ him but with his Prlme Mlnlster'
who after all had experience of affairs at the top table but who
ﬁoﬁefheless misread the signs from both Paris and Bonn. _For every—
thlng there is a season, but the season between Aprll and July 1978.
‘was not for a Treasury official however capable he might be,
(Nor .for that matter, as Herr Schmidt recognlzed, was it a seasoa
for the President of the Bundesbank .) _ Quite -why Mr. Callachan
selected Mr. Couzens as his wise man is still not clear. There is
strong evidence to suggest that the German Chancellor himself
_ hoped that his British colleague would nominate Harold Lever, who

was a personal friend, a member of Mr. Callaghan 8. cablnet and also

its chief link with the City. Later in the year Herr Schmidt
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actually sent Dr. Schulmann to London on a‘speeial mission to Mr.
Lever and much to the annoyance of both Mr. Healeyand his Treasury
officials, the German visitor did not call on the Treasury. Specu-
lation about who would have been a more suitable personal representative
however is of less interest .than the light which the mistake itself
throws : on Mr.Callaghan's outlook during this phase. It is one of
several'indicatiens that throughout. the early and as it proved
decisiverexchanges about Furopean Monetary System, the British Prime
Minister could not decide where his goverhment's interests lay.

One British official who was much involved throughout the negotiations
and who had also worked with Mr. Callaghan in earller international
talks, commented that durlng this episode, as dlStlnCt from others,
the more important civil servants involved were never once called
round to Number 10 Downing‘Street for a general discussion of stra- _
tegy. Like Mr. Healey, whose moods swung from enthusiasm to hostility
and back again with bewildering speed_and remarkable frequency, the

Prime Minister seemed .to several close observers to be incapable

of formulating a consistent policy. He clearly‘saw the potential

dangers of isoclation at the European ton table and, as will be noted in
the next section, he took active steps at the very end of the nego-
tiations to salvage what he could of his position there, but in the
spring, summer and autumn he seemed more strongly influenced by '

other considerations and priorities. One factor was his deeply felt

rAtleﬁticism,rwhich made him mistrust  what he saw as a threat to the:

- dollar and another a long standing preference for a global approach

fo the international currency crisis through the IMF. Rightly or wrong-
ly Mr Callaghan regarded himself as the creator- of the SDRs and his
experience as Chancellor of the Exchequer during the 1960s profoundly
affected his thinking on monetary_problems. More important still how-
ever was the fact that unlike the Ffendh‘Presidenf, he was not polit-
ically free. His elections were imminent, (they were widely expected -
to take place in the autumn of 1978} and he, no more than M. Giscard
d'Estaing in the winter of 1977-78, could not risk a major split amongst

his supporters over Europe.

With the disappearance of Mr_Coﬁzens from the tripartiﬁe
talks, it was left to M. Clappief‘and Dr. Schulmann to draft what
became in due course, with very few modifications, the Bremen plah;

It was still stronger on strategy than on tactics or logistics, but it

neévertheless represented a considerable advance on Herr Schmidt's in-
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formal speech at Copenhacen and gave as clear an indication as could
have been expected that the EMS, for all its novel trappings, was
to take the Snake as its point of ‘departure. This question was dealt
with in the first of the five pointsrlater puBlished ag the "Bremen
Annex".TThe new-system,‘the document claimed, would be at least as A
strict as the Snake. To overcome the obvioué proElems that this dis-
cipline might entail for certain‘countries,‘wider fluctuation limits
might be arranged for a transitional period but the majority of
members would be subject to constraints as strong if not stronger
than those which operated in the Snake. The explicitness of this flrst
point in the Schulmann-Clappier docdment is and was easily forgotten.
It is however only egeinst_this background that the subsequent and
more'novellproposals,in the Bremen programme can bé properly apprec-
iated:  the trahsformation‘of the EUA into an ECU, the pooling of
reserves, the coorxrdination of policies in relation to non-EMS curren-
- cies and the proposal to establish an EMF no later than two yeare

- after the inaugurationof the system.

A The Schulmann-Clappier paper was ready not later than
- June 23rd, when the French President and the German Chancellor
met in Hamburg?lEven before that meeting,'however,hﬁﬁ.the French and
 the Germans had begun an intensive round of diplomatic consultations,
-aimed not simply at explaining the propesal, but more basically still
at allaying. some of the disquiet that had obvioﬁsly been aroused in
other Community capitals, first by the disclosure that unknown to all
" but the three governments concerned, three officials had been-meeting
in secret, and secondly by the debacle of the Couzens affair. Thus a
week before M. Giscard d'Estaing went to Hamburg;'the German Chancelbr
received Signor Andreott?? On June 22nd the French President consulted
+in Paris with Mr Jenk1ns§3After the Hamburg meetlng, the consultations
continued. M. Clappler was sent on a tour of European capitals, be-
'glnnlng in Romé%iwhlle on July 3rd, Mr Jenkins saw Mr Callaghan in.
London. The number of people who were Erought in to the secret remainec
even so remarkably small and there'were complaints at the Foreign
Ministers meeting on the 28th of June by severai senior officials that
they had no inkling of what was to be proposed at BremeS. But at the




very top at least, all those who were to attend the Bremen meeting

had been briefed before it .took place on July 6th and 7th.

For the majorlty of the heads of government who assembled
for the meeting of the European Council Whatever reservations they
may have had were concerned more with style than w1th substance.
Their currencies belonged to the Snake and they remained commltted
to the idea of an area of currency stablllty..Once.therr pride had
been satisfied therefore the prime ministers of the smaller countries
seem to have had no difficulty anut endorsing the Bremen document-‘
" The positions of Sigt Andreotti, Mr Lynch, the-Irish pPrime Miniater,
.and Mr Callaghan were-hOWever different. At Copenhagen, the Italian
Prime Mlnister had apparently said virtually nothing, perhaps because.
he was the-only person present at the party who spoke no English,
Subsequently, when the existence of the Schulmann—Clappier—Couzens
working party became known, there was considerable resentment in sectior
of Italian public opinion that the Italians had been excluded The -
Corriere della Sera headlined its report of June 7th on the activities of
" this group: "Tre sagal (Italia esclusa) studiano il futuro assetto delle
monete CEF'. There is reason to believe that the Italian government
shared these feelings. As almost throughout the history-of these :
negotiations however Sig. Andrectti and his closest advisers, partic-—
ularly the diplOmatie advisers in the Prime Minlster's office, remain-
ed convinced that the most fruitful policy would be to give maximum
proocf of their government's good will towards any proposal for further
steps towards European integration, whatever reservations they might
have about the manner in which the plan had been prepared and its
‘substance. This point was underlined in the briefings that preceded and
followed the Prime Minister's wvisit to Hamburg on June 17th, since
although it,was in one respect 'a routine meeting in the 6-monthly
'schedule thathad now become an established feature of the bilateral
relationship beétween the two countries, the political situation in
Italy, where President Leone had just re31gqed was far from being
routine. Sig. Andreotti's decision to leave Rome nonetheless was there—
fore represented as a sign of the 1moortance that he attached to good:
relations with Germany in particular and the rest. of the Community in

generaf The fears felt by almost all Italian economic experts akout
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yet'another attempt at joining a Snakeflike system, after the.
disastrous and very costly experience earlier in the decade, could

not however be concealed and Sig, Pandolfi, Sig. Baffi and their

-advisers had élready Begun well Before‘the Bremen meeting to canvass

various looserarrangements for the lira. Some at least of these speC1al

options would seem to have Been discussed at the meeting. of _,WA“5
Sig. Andreotti, Sig. Pandolfi and Sig. Baffi with M. Clappier on June

30th in Rome?BThere was therefore evidence of profound misgivings in

- Rome about any new monetary system, but the overwhelming impression

that emerges from theAdiscussions within”Italy and between Italian
representatives andlﬁhéir_Community partners durng thé pre-Bremen
weeks is that although they recognized the dangers, they were still
convinced of thé profound politicél advantages that might accrué to
Italy if she joined and the évén gréatér dangérs-that might result
if she did not. Monetary intégration might from an expert's pant of

: - e : 69
view seem impossible, but teo the politically minded it was necessary.

When Sig. Andreotti spoke at Bremen therefore he made no secret of

the problems'that might face Italy if shé were to ‘adhere to these

new arrangements, but his attitude was ba51cally constructive and
positive. So too was that of Mr Lynch the Irish Prime Einisteri The
difficulties that would confront his government if the British dEClded
to. stay out of the new system while they themselves opted to join -

"could not of course be dismissed lightly, but Mr Lynch added some

cheerful flourishes to the final version of the Bremen document at a

~late night drafting committee and it is no coincidence that shortly
after the meeting, both the Irish and British press began to speculate

about the possibility of a break between the two currenCiegq All of
which left Mr Callaghan very much alone. He secured a’ promise that
"concurrentf studies of the transfer of resources problem would be’
initiated but the indecision that had characterized his handling of
the monetary issue since Copenhagen was still very much in evidence
and unlike Slg. Andreotti whose fears must have been in some respects
even greater, he found himself politically 1solated71

The Bremen summit was represented by many observers at the
tlme as a turning point in the negotiations and even in some. cases

as the beginning of them. In retrospect however it seems no more than
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a particularly important moment in a phase which stretched from the
beginning of 1978 to the Aachen meeting 5etween P;esident Giscard
d'Estaing and Chancellor Schmidt in September. The principal themes
of this phaSe; the development_of a_joint'German—French'position'

on monetary integration and the determination of Herr Schhidt.and

M. Giscard d'Estaing to”proceed in their way regardless of the ob-
jections of the British, the experts or indeed anybody else, had
already been announced well before Bremen. What the Bremen meetlng
did was to make publlc what had hitherto remalned largely secret:

and to brlng some order into a polltlcal sitvation which was 1n some
respects rather ragged The- expertS'were now given a firm time-table
to whlch to work and the Brltlsﬁ a sharp remlnder of their.isolatiOn
at the top table, but there was nothing particularly new about either
"0f these developments. The experts had begun to work on the-various'-
options six weeks before the meeting of the Eufopean Cogngil, and

had already sketched cut the more important poesibilities, including
incidentally what later became kﬁown’as,thei"ﬁelgian compromise™, .
which was mentioned in at ieast one newspaper as early as June StQ? '
As far as the Britiéﬁ were concerned, though still more often than

not amongst the majority at lower levels of the European decision-makin
machinery, theif isolation at the very top had already,heen evident

at Copenhagen and had been underlined By the Couzens episode.

Events between the Bfemen.European Council meeting and

- the Aachen summit confirm this impression'of continuity.rThe/Finance

Council met at Brussels at July 24th, amidst loud trumpetings . in
several quarters - by no means all British - that now at:last the

'experts, who according to one report, "had become,acutely aware of

the ambiguity and vagueness- of the Bremen document in key parts”

could turn what was still only an aspitration into a plaﬁ?aThe'ministers

themselves remitted the task to their advisers and throughout the latter

part of July and the whole of August, officials on the Monetary Committ
and the Central Banks Governors Committee worked at preparing

detailed recommendations for their political masters. The pre-Brussels

options reappeared and were disputed, refined and codified in reports
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one of which at least was alleged to have run to 70 pages?4

Even

the alignments amongst the officials followed pre-Bremen patterns,
though according to some reports French officials who had openly
admitted their misgivings'about the'SchmidteGiseard proposals - or
what was known about them - before‘Bremen, tended in this new round
of official-talks to hide behind the'Bremen text as if it was some
tablet of stdne handed down from above. Outside the formal meetings
However where there were no'minutes taken they were apparently as
-‘forthcomlng as ever. Officials. from the cther sceptlcal countrles

Were less lnhlblted but also: - a point repeatedly stressed by those
who were present, whatever thelr p051t10n on the main issue - extremely
constructive., The contrlbutlons of Rainer Masera of the Banca 4'I-
talla, of Mr MacMahon of the Bank of England of Mf Jordan-Moss of

the British Treasury and of course of M. van Ypefselle of Belgium

are frequently singled out Dr praise In the final analysls however
there is something: rather melancholy about all this industry by
officials, some of whom missed their summer ‘holidays as a result.e
They failed to reach any agreed position and they failed still.morer
-significantly to exercise any serious influence on the calculatioﬁsr
of their masters. When the‘Central Bank Governors met on September
12th- at Basel, M. Clappier was allegedly even more inscrutable than
usual. He had good reason-to be: a document which hé, Dr. Schulmann,
and two other colleagues were to draft in a couple of hours at Aachen
two days later while their-leadefs listened to‘gramophone records
and talked about Europeah history was to -have more‘influence on the
development.of‘the'systeﬁ than the 60 or 70-page papers assembled_

by conscientious,officials‘during weeks of_hard work.

Probably the most 51gnlflcant developments between ‘ﬁhe
'Bremen and Aachen meetings in fact were not 1nternat10nal at all,

but occurred within Germany, where the Schmidt-Giscard initiative
caused a flurry of public and privéte debate. The central figure in
the controversy, other than Herr Schmidt himself, was Dr. Emminger .

president of therBundesbank, and his interventions at both Bonn and
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Brussels in July seemed to many at the time, and still more since,
to . lead to a hardening of the German position which totally altered
the character and scope of the proposals.‘This question is clearly
of considerable‘importauce for the interpretation of the monetary
negotiations as a whole, but in discusging it it is necessaryHto :
distinguish between two aspects of the proBlem: the nature and
origins ofrthe'internal German criticisms of Herr Schmidt and the
effect that they had on the development of the German negotiating -

p051t10n

Dr. Emmlnger hlmself was it need hardly be said a model

'VOf discretion throughout the debate and an lnterVLew that he gave

to Q%s Zeit on July 28th was a masterly exerelse in loyal sceptic-
ism. But from what was said by his less inhibited colleagues or
pPieced together by observers of the Cébinet,of other meetings at
which he expressed his doubts more openly there would seem to have
been two different sources of treuble: the first was fundamental
doubt about the utility of any new move towards mohetaryrintegratien
in the prevailing economic circumstanées, and the second an under-
standable disquiet‘at the manner in which the idea had been conceived;

and pushed forward.

There was hothing partiCuiarly novel or surprising about
the doubts expressed by leaders of the German_financial community
over the whole notion of a new move towards monetary‘union. As Dr.
Kioten observed in a paper written for a conference in Bologna last
year, it was Herr Schmidt's attitude that came "as a surprise"” and .

which seemed to "signal a turn around in German monetary thlnklng 76

- The orthodox position with which Herr Schmldt appeared to have broken

was advanced by so many German leaders in late June’ and July = and
afterwards - that it is difficult to decide whose views to choose by
way.of'illustration. Two contributions to. the debate do,hoWever seem.
particularly noteworthy: the first by Dr. P&hl, Dt. Emminger's deputy,
who was widely believed to stand nearer to_the‘government than his
president, and the second by Dr: Klasen, Dr. Emminger's immediate

predecessor. In an article published in the Sparkassenszeitung during
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the iast week of June, Dr. PBhl issued a highly orthodox‘warning
againet any new initiative on the monetary_frong? Only when the
‘Member states had arrived at a far more fundamental consensus about
reconomic-policy in general could there. be any progress tpwards
monetary union, He welcomed the antl—lnflatlonary policies of some

of Germany s Eur0pean partners, but he 1mplled it was too early’

to say whether these would be successful and until the pOSition

had become clearer there could bé no serious talk of new monetary
errangements. In the meantime,. the Snake had given ample proof of
its utility and it was to be hoped that other countrles would in

due course be able to accept the strong rules that operated within
'it. Given the differences in inflation rates that still persisted
however, it was for the time being scarcely conceivable that any of
the non—membersfdould'accept these disciplines. Dr. Klasen's state-
ment, an interview published in Die Zeit of July 14th and entitled,

"Es geht um unser Geid" was even more forthright and fundaﬁental.
WhateVer.the French President‘mighn have told the Federel'Chancellor,
Dr. Klasen averred, assurances ftom this quarter were'simply not .
an adequate basis on which to bulld a neW'monetary system. Once

the fund is established, Dr. Klasen argued, we shall not be deallng
w1th M. Giscard d'Estaing but with the French bureaucracy and in
coping with them no amount of pro-European sentiments would be suffic-
ient, They were‘the_inheritors of a tradition that went back cent- -
uries and they were vastly superior to the Germans in the'”diplematic-‘

defence of national interest".

' What these and other public criticisms suggests:is that
the German financial establishment was unhappy about any move beyond
“the Snake. Dr. Emminger himself, it is true, never,seems to have
adopted such a radical position in public, prefefring to,singfgfpart—
icular probiems}‘such as the impossibility under German law of the
pooling of reserves, but it was generally believed at the time by
both journalists and foreign bankers who had dealings with the Bundes-
bank that the latter w1theaﬂaqexceptlons did not want any new link
“with the French franc, let alone with the pound or the lira. Desplte
Dr. Emminger's dmscretlon, it is difficult to believe that he was
any more enthusiastic about the Schmidt proposals than elther his -

i'deputy, his predecessor or his subordlnates, not to mention almost all
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‘other -leading figures in the German financial community.

Dr. Emmingér‘s-difficulties with Hérr Schmidtfs proposals
did not however stém merely from a fundamental difference over
policy: they were also the result of dlsqulet at the way in which
the proposals had been conceived and prepared It ls alleged that
the president of the Bundesbank was brlefed by br, Schnlmannlshortly‘
after the Copenhagen Council, but even if this is trqé,:it seems
guite obvious that he had véry little influence on the negotiations
that took place Bétwéen COpénhagén and Brémen.APerhaps not sur-
prisingly ﬁheréforé hé tehded to undérscoré the significance of these
lattér. The main meséagé that emérgés from his interview with Die
Zeit on July 28th was that the experts would now be able to give what
was by implication still an extrémely'vagué_proposal substance. and
plausihility; In the weeks that fqllowedrBfemen, Herr Schmidt appears
to have gone out of_ﬁis way to listen to the views of Dr. Emminger
and his collzagues about the monétafy plan. Dr. Emminger attended a
cablnet meeting on July 12th where he gave a detailed exposition of
his reservatlonsi&wo weeks later he was a member of the German deleg-
ation at the monthly meeting of the European_Flnance CounCL% in
Brusselg? Six weeks later, on Séptembér 14th, his députy Dr. P8hl

‘joined Dr. Schulmann in therlate—night session which produced a more

precise formulation of‘the Franco-German pesition at Aacheg? Finally
towards the end of the negotiations, shortly béforé the December meet-
ing of the Européan Council, Herr Schmidt made é gesture which was -
unprecedented in the history of the Bundesrepublik by going to Frank-
furt to take part in a méeting of thé Bundesbank board, after which

it was announced that he and the directors of the Bundesbank were

in full agreement about the proposed system.

All this suggests that the Bundesbank took their initial
exclusion from the planning of the monétary system very seriously
and that in his turn Herr Schmidt actéd extremély energetically to
soothe their feelings. It does not nécessérily mean however that the
Bundésbank‘or the German economic éstablishment in géneral, having
been kept out of the sécrét for séveral months_suddénly movéd‘in and

dominated proceedings. On the contrary, all the evidence suggests
cenlonn
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“ that the real novelty of the EMS_negotiations in terms of German

domestic politics was not Herr Schmidt's journey to Frankfurt, but
his early exclu51on and contlnulng 1ndependence of the presrdent of
the Bundesbank The Frankfurt meetlng w&%;a new Canossa, but a

final and dramatic stage 1n a sustalned campaign by the German
Chancellor to convince sceptlcal experts in the Bundesbank and beyond
of the wvirtues of a scheme Wthh he had launched and whlch he was
determined to proceed with whatever tney mrght feel. The criticisms
of the Bundesbank which were Widely reported at:the time may nave
influenced some details in the final plan - the constitutional ob-

stacles to the pooling of reServes are an obvious example - and

- they certainly strengthened Herr Schmldt s negotiating position on

. the lnternatlonal stage. But if the Chancellor had listened to the

Bundesbank and other voices in Bonn and Frankfurt, there would have

been no EMS at all, and nothing in his behavlour aFter July suggests

-'. that he shifted from his initial feeling that this was an area and

an issue in %ﬁiéﬁ,tne.nroader‘ooiitioal_view'was more importarnt than

expert opinion.

The Franco-German summit meeting at Aachen on September 14th

. confirms the impression that despite the increased activities of

the Bundesbank in the negotiations, it was still Herr Schmidt who
determined at which speed the plan proceedegﬁ9pr0vides a fitting
conclusion to this second phase as a wholg? The summit took place
against the background of the discussions amongst expérts that had
besn in,progress since the latter half of July. The general impression
left by these talks was that the gulf betWeen_adherents of the parity/
grid system.already‘familiar in the Snake, and-those wno favoured
rules for intervention formulated in terms of a basket of currencies
could not be bridged and that the French were to be numbered with the

British and the Italians amongst this latter group, while the Germans

. were the leaders of the former. The issues were extremely serious and

the divisions of opinion profound. Despite this, the French President

“and the German Chancellor managed to sweep aside the obstacles that

_ appeared so important to lesser men and with the help of M. Clappier

and his deputy and Dr. Schulmann and Dr. P8R}, to produce a brief
document setting out a joint Franco-German approach to the problems

in dispute. The paper containing the Aachen accord was never communic-
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ated to either the Finance Council, which met shortly afterwards,

or the European Council, but according to the German government
spokesman, Herr Grunwald?Bthe two governments,had reached_agfeement
on the monetary unit, which as his French‘counterpart explained,
wasrto‘be a real money capable of Eeing used in payments, the rules
governihg intervention and the nature and size of the Fund. The
second point of agreement was the one that was most widely comment-
ed‘onrat the time, Because it seemed tormest observers’that on the
m@gﬂ issue of intervention‘rules,,the French President had abandohed
any-claim to symmetrical obligatiOns and had accepted the German
philosophy, which according to the British and the Italians‘at any
rate, placed more onus on the weak than on the strong to intervene,.

A Britlsh,newsPaper expressed a widely held view when Ltstaaﬁ.SB

"The French, 'in-a remarkable about—turn, have falien in with the
West‘German view-thae the new system should §e modelled on the exist-
ing Snake". But was it really a turn-about? The evidence availahe
of what was said at Copenhagen, the‘dispute between'M; Clapoier and
 Dr. Schulmann on the one side and Mr Couzens on the other, and the
Bremen document itself all suggest that whatever French experts
might: have thought or wanted, the President himself never really
doubted that the-Snake should provide the starting point for the new
system, Neither he nor the German Chancellor needed the: adv1ce of

the bankeérs therefore on this point. And on the other points apparent—
ly covered by the Aachen paper, the ECU and: the EMF, as later on the
so-called Belglan compromise, they 51mply 1gnored the cries of those
in Germany and elsewhere that they were going too far and too fast.
In September as earlier in other words the initiativerlay as it had
done from the beginning of the affair, with the heads of government .
rather than with the officials in the centfal'banks,pr,finance and
economic departments.‘The-debate about the technical problems assoc-
jated with establishing a monetary system was to continﬁe for several
- months, and there was on occasions to be renewed specubtion about
Franco-German discord, but with the Aachén summit the terms and im-
plications of Franco-German agreemenﬁ wers spelled out and despite

appearances to the contrary from then until the European Council
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'meetlng in December, the real issues at stake were not sO much

whether the French and Germans mlght still disagree, as whether the

‘other European states would accept what was now more obviously than

ever their common approach.

The. extent to which the Aachen summit settled not only
Francmeerman differences, but the Community discussion of the
principal technical problems as a whole is indicated By the events
that followed. Although no joint document was produced, the French
end German delegations preserved'a united front at. the Finance
Council on September‘lSth and much to the annoyance of Mr Healey
managed to rally all the other national delegations, including .
the Italians and the Irish, to ‘their StandpQBtEGDlVllenS reappear-

ed amongst the experts in the weeks that followed and at the next

- Finance Council on October 16th, Mr Healey, in a speech which one

.very senior and seasoned observer_descrlbed as the most impressive

rhetorical performance that he had witnessed at a Eur0pean.Council. 

of Ministers, made a devastating attack on the Franco-German accord

which helped significantly to widen the gap between the Germans

. and several of their partners. For a short whiie indeed, it seemed

as though there would be a three-wayisplit on the monetary issue,

with the-British, the Italians and the Irish in one group, the French

and the Belgians whose currency came under considerable pressure

during Octcber, in another and the Germans, supported by the other

B

members of the Snake, in the third. Once again, however, divergences'“

at the technical or departmental level proved to be of relatively
~little significance;'Arguably the only practical consequence of Mr
Healey's rhetorical triumph was that neither he nor Mr Callaghan
found their German hosts partlcularly warm or forthcoming when they

visited Bonn for a bilateral meeting a few days later

b

The only 51gnlf1cant modlflcation made to the position

agreed.by the French and Germans at Aacﬁen_— and even this may not

have been a modification - was the acceptance by the German ‘govern-
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ment of the.Belgian”compromise} S0 called_because of the nation-
ality of its author, M. van Ypérsélle; The essence of this com-
prom1§m§that alongside the parlty/grld arrangement wh;ch was used

in the Snake, a new lndlcator should be introduced based on the

ECU basket. It_would not have the same‘blndlng force as the parity/
grid, but a country whosé_currencywnxmsaia"thréshold‘of divergence"
measured against the ECU would nonetheléss be éxpécted'to take.
adequate.measurés to correct the position. The nature and extent‘

of the obligation to take corréctivé action were 1éft rather vagué,_
but the proposal was even so an innovation of consxderable potential
importandé? The acceptance by the Germans of this use of the basket,
albeit in a limited role, came -as a surprise, since it ran counter
to the official advice being given to the Chancellor by the Bundes-
bank and government departments concerned with finance and economics.
Quite why it was accepted is still not clear, but it cannot be: ex~
cluded that this proposal, which had beén_floaing around since June
if not'earlier, was already‘considéred in the Aachén agréemént. Even
| if this is not the casé hc:,wex.rér!r it is difficult not to see the
German change of mind on this issué as yet ;nother_example of the

triumph. of politics over economics in the Bonn government.

The Belgian comprOmise apart, the chief_focal points of
interest during the third phase stretching from the Aachen summit
until the Brussels meeting of‘the European Counc¢il at the beginning
- of December,rare'thé reactions of the British, the Irish and the
Italians to the'Franco -German proposals and, right at the end, the
uncertainties introduced intoc the political and dlplomatlc 51tuat10n
by the French Pre51dent S lncrea51ng problems in Paris. About the
“Irish, it is ‘alas 1mp0551ble tO'say very much in this paper,Spécé'
will not allow. This is particularly sad, bécause as one migﬁt expect
the‘story is not without an above average share of improbability.

As at the Edinburgh Féstival indeed,'so in the h%story-of the EMS,

much of the best.entertainmént.is to be found on the fringe or beyond
it. .Not the least of the delights is the sight of British speculators
marching their pounds westwérd‘in the hopé_of a guick killing against

- sterling only to find that contrary to their expectations when the



the system came into operation it was the punt that went down
and the pound that went up. The Irish for their part turned this
1atest example of the Englishman's lncapac1ty to understand them
to quick advantage, amongst the main benef1c1ar1es it Would seem
were young married couples who found the Bulldlng Soc1etles, tem-
porarily flush with Ehglisﬁ ;nvestments, unusually'generous towards
proscective house purchasers This episode as a whole needs its
historian, but within the confines of a Daper such as this, the
 task cannot be carried out hereg '

Even the dlSCUSSLOH of the debate in Britain and Italy
must be truncated partly because the paper is already overlong,
but even more because to glve an adequate account of the behav1our

of the two governments between September and December 1978, one

would have to delve deep in to the domestic politics of eachrcountry.

The EMS issue complicated and was complicated'by political con-
flicts which in origin had little or nothing to do with it in both
countries.. ' ' ' '

'As far as the British afe concerned, the early ambival-
ence of Mr Gllaghan and Mr Healey continued to be thedchief'charact-
eristic of the handling of the issue at thervery'highest levels in
the British government from the Bremen summit until the first week
-in October. Mr Healey in particular veered from affirmative to
negative positions with remarkahe speed. Immediately afterrthe'
Bremen meeting and the bitter Treasury briefing given by Mr Couzens,
the Chancelbr of the Exchequer went out of his way to counteract -
the view that the: Britieh had already_made.up their minds to stay

£9

out of the system So successful were be and his officials in con-

veying their de31re'to be constructive that by the beginning of Sep-

tember, even Le Monde, whose Brussels correspondent had taken part-

icular delight ‘in emphasising British isolation at Bremen, reported

that British.participation now seemed guite probablgqlA few days later

however after the Aachen meeting, Mr Healey's mood had chaﬁged once.
again to-outright hostility and the Financial Times in particular:
felt bbliged to take him to task for remarks that he made durlng the
IMF meeting in Washlngtoﬁ“‘A feW'days later at the beglnmlng of
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October, his position had changed yet again. Mr Callaghan mean-
while had remained more silent than his Chancellor, but by the

beglnnlngcf October he too was belleved to be in favour of BrltlSh

' entry and on October 5th Samuel Brittdn writing in the Flnan01al
- - Times, was réady to wager odds of 2 or 3 to 1 that the United

Kingdom would join: o -

As évents only a féw days‘latér wéfé'to prove howevér;
the personal féélings of Mr Callaghan and Mr Healey were no longer
as important as they had onca Bean. The issue of British memﬁership'
had become By thé béginning of OctoEér as it had not been earlier
a subject of widespread public discussion. This was in itself only

natural and necessary. What made the situation much more difficult

- however was that this public debate took place‘in a political. climate .

which had been transformed by the dec151on of Mr Callaghan in the
middle of September not to hold an election in- the immediate future
By taklng this decision, Mr Callaghan became the prisoner rather
than the master of domestic political forcés. With an election near,
but still in the future, evéry problem including the EMS had to

be considered in terms of alectoral'profit or loss. Party unity,

or at the very least the semblance of it, Bécame for him as it had
been earlier for Mr Wilson the‘bvarriding‘priority. It is not per-
haps surprising thérefére that according to Mr Peter Jenkins of the

Guardian, who was usually the best informed political correspondent

‘about opinion within the Labour party and government, Mr Callaghan

and Mr Healey' decided during the weekend of October‘Bth, follow-.
ing the Labour Party conference,.which had voted against the EMS,
that thefe.was no way in which they could cobtain sufficient party

support for British membership and that they were rnot prepared to

‘risk the serious splits that were bound to emerge if they tried?3

The political situation inside'the.Labour Party was almost

certainly the most important single factor determining the position

‘taken by_the British government in the last phase of the negotiations

about the EMS. Tt must however be said that even if the election had
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not heen postponed, any British governtent would have found it

difficult to overcome the widespread scepticism felt towards the

- scheme. Participation in a system of the kind defined at Aachen,

. was opposed by a wide range of influential figures, the great

majority of whom could not by any stretch of the imaginatidn be
identified withfthé anti—Europégn‘Laﬁou;_Left. In the Cahinet it-
self, for example, thé‘divisions that appeared cannot simply be
expiained in.térms of pro-Europeans versus anti-Europeans. Those
-Who spoke most strongly in favour of entry, Mr Lever, Mrs Shirley
Williams and Mr William Rodgers wére, it ié tfue, "good Eurcpeans".
But so too weré‘several who arguéd against thé schéme, including ‘
notably Mr Edmund Déli,-Secretary‘of Staté‘at the department of
Trade. Mr Dell, who was shortly afterwards_tb'be nominated by the
European Council as one of a. new group of Wiseimén‘to preparé prop-
osals for the improvement. of thé institutional structure of the
Community, was a con&inced “Eur0pean“{ He hevértheless opposed British

entry into thé monetary system Eecause, given the pattern of British

- overseas trade, which was-still much less_orientated towards the

Community than that of every other member, and the undoubted fillip
which the fall of sterling in 1976 had given to British competitive-~
ness, he could not accept that it was in the nationalgénterest to

tie the pound to a system domlnated by the German mark. His mis-

" givings . were shared by many others, both within the government (p011t~

icians and civil servants) and outside, who in every other respect
£ Not

all these others of course used identical arguments. Mr Biffen, a

could be counted amongst the supporters of the European idea

leading Conservative Party expert on financial affairs, for example,

opposed British participation in the system on monetarist groundéﬁ_

'__and the Conservative 1eade£ship generally, though careful to take

advantage of the’ lrrespoQE%blllty which any OpDOSltlon can enjoy,

was scarcely enthusiastic..

‘There were of course lnfluentlal voices in favour of the system o
The governor “of ‘the Bank of Englard and his most a@ni@t adVlsers were w1dely rePOrt“

i e Clt}’p “three Of the fOUl’ chainnen of the Clearlng Banks, including

Sir Jeremy Morse, whose career in the IMF and elsewhere gave him
Peculiar authority in these matters, came out Dubllcly in favour of

98

British entryi®So too did the Financial Tlmeé3 and more raucously

and emotlonally, the E‘.cononust_lO (The latter, as so often in recent

n/--‘wwr




years,‘tended to spoil a good case by a'sycophentic attitude towards
the Frehch”President‘and the German Chancellor, which was_neither'
dignified nor. justified.) Within the government too there were
powerful groups and individuals who favoured a positive response on
the Brltlsh smde. Mentlon had already been made of the attitude of
Mr Lever, Mrs Williams &and Mr Rodgers at Cabinet level. Amondgst the
.Departments,‘the Foreign Office, though oever totally united on the

e

‘question, emphasised as might have'Been ‘expected the dangers of R
.Brltaln S polltlcal isolation if all the other members of the 7 E
Communlty joined- the system and the United Kingdom alone stayed out. !

As the Eurdpean Council “approached, the’ DOllthal drgurent which —
emphaSLSed the dangers of 1solatlon became more and more prominent
and exercised a direct influence on the formulaion of British policy i
during the latter half of October, the whole of November and the _ '
first few days of December. Given the balance of forces inside the
Labour Party, it is almost certainly true that-neither Mr Callaghan'
nor Mr Healey seriously contemplated rescinding the decisiOn that
they had taken about October 8th after the Labour Party conference
not to link sterling with the new system. But within the parameters
set by thie decision, the Prime Minister and an increasinglyAlarge
grou? of ministers and officials ﬁegan to work for a"half-way house"
solution, which WOuld as far as possible mitigate'the political dangefg}

The proposal eventually arrived at seems to have emerged from dis-.

-cussions 1nvolV1ng the Cablnet the key Cablnet commlttee concerned
with the EMS and presmded over by the Prime Minister himself, the
" Treasury, the Bank of England and the Foreign Office. Outside the

government, a series of articles in the Guardian by Mr Peter Jenkins .

also played an important part in strengthening the political will

of the Cabinegpzrhe nature of the proposal - sterling to be reckoned -
in the ECU but not subject'to the constraints of the EMS‘andlthe
British to be party to all discussions about the future development
of the system - was on the surface at least'not‘exeqtly/aesigneﬂ to
secure the approval of either the French or the Germans. The Brussels
correspondent of Le Monde, whose outstanding feature as a commentat-
or on European affairs is that he makes-nolatﬁeﬁpt to conceal his
prejudices, was on this occasion proBably not alone in concluding
that the British were trying to enjoy the benefits of membershlp

: Q
‘wWithout acceptlng its respon51blllt1e% 3As far as the German and
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French governmentgare concerned, it seems likely that the special
arrangement that Herr Schmidt and President Giscard would have |
preferred was along the lines of the package that they subsequently
~negotiated with the Itallans, the key feature of which was a w1der
band within which the lira would be permitted to fluctuate. The
British authorities however made it quite_clear that_this particular
option held few attractions and they therefore pressed for the

other and in certaln senses more pr;vmleged arrangement descrlbed

above

s Much O | the surprlse of at least sone commentators, Mr Callaghan ,
A : 108 o
secured what he wanted at the Eurooean Counc1l at Brussels 1n Decembe Qulte=

how and why he achleved thls succesc 1s not absolutely clear. There was a great deal
of diplamatic’ act1v1ty in Noverber and early December the details of whlch are of 'lf
course unknown. One person who wab felt in Bonn to have played a useful- mediatory roL
was Mr Jenklns, the President of the Commission. He saw.both Herr }
-Schmidt and Mr Callaghan on'several occasions between‘the_end of |
_ October and the Brussels Council_meeting in-December. As on cther
occasions however the key decisgions appear to have been made in Bonn
and Paris. Of the two leaders, Herr Schmidt proBably required less
convincing. Unllke his expert adv1sers, he seems throughOut the EMS.
negotations to have been committed to doing everythlng possible to
bring all Community members within the system. The French President's
position was much more difficult, a special arrangement for the Brit-
ish was almost bound_to arouse criticisms inside France and. by the

- latter half‘of November, the period of post-electoral peace which

had given President Giscard the freedom that ' he wanted for most of

the year was clearly coming to an end. Despite these difficulties,
however, the French President seems to have accepted that a radical
break with the British was to ke avoided if at all possible and at

the Anglo-French bilateral meeting in Paris on November 24th |

contrary to the gloomy predictiohs that had been made before the.
meeting on both sides of the Channel, he would appear to have been
remarkably forthcomlng Ehls acceptance of the Brltlsh case was con-
1firmed two weeks later at the Council meeting even though in the same-
setting he adopted a much more negative line towards the Irish and

the Italians than had Been expected even by Herr Schmidt. In the end

S
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therefore the British found themselves accommodated in a temporary
dwelling adjacent to the principal residence, rather than in the
detached but somewhat’ dllapldated housing for which they seemed to

be heading two months earller

The problems that were. bound to confront Italy if the
-government decrded to link the lira to a new version of the Snake
were already obvious to' well-informed observersrboth within and out-
side Italy long before the meeting of tne_Bremen Council. Italy's
brief association . with the Snake four years earlier had been a
costly and paiﬁful eiperience; SinCe then the oBstaeles in the way
of a successful aesociation between the lira and the stronger Euro-
pean currencies had Been exacerbated Ey the increasing divergence
between Italian inflation rates and those of her principal Buropean
partners. Even the British and the Prench nad reduced their rates
well below 10% by the middle of 1978, while the Italians were still
struggling with a rate which was nearer 12 or 13%. As has been sug-
. gested earlier in this _paper however, the Itdlian government managed
to avoid the opproblum that the British attracted to themselves by
stressing their polltlcal good will and their desire to join a
new system if at all possible. Sig. Andreotti is said to have left
the Bremen meeting preoccupied and worried, but the political credit
~ that he and his'government'enjoyed remained intact.nDespite?certain
similarities therefore-between the Italian and British,probleﬁs,
which gave rise to visions of sterling-lira dipiomacy on both sides,"
the points of departure of the two countries were in fact radically
different. In Italy the ultimate'objective‘was never in doubt: what
was questionable was whether Italy either on its own or through the
Communityfs help had sufficient means to achieve it. In Britain,

“even the objective was obscured by political doubt and divisian.

Thislconsensns about political ends embraced even those
"like Sig. Pandolfi and Sig. Baffi who'because of their expertise and
the positions that they held were the most kealy aware of the dfficult
ies that‘would have to be overceme at the technical 1eﬁel. This

point is well illnstrated by the development of the Pandolfi Plan
Withlwhichffor Better,or for worse, the EMS proposal'was.closely

linked from the beginning. Indeed the first public hint of the govern-



ment's intention to  introduce a three year Yausterity plan” would
-seem to have been qivenlby Sig: Pandolfi not in Rome Eut in Brussels
in July 1978 on the occa510n of the first -post-Bremen meetlng of
the Finance Counc1f It was rather as if Mr Healey had decided to’

unveil his Budget prppcsals not in the House of Commons but to his

' European colleagues. The plan-itself,when it eventually emergediunder—

lined the political commitment of the Italian government to the
European Community'even more forciBly.'For M. Giscard d'Estaing as
we have seen anve mehBership‘Qf the EMS was an essential buttress.
t0 the domestic programme of M. Barre: for Sig. Andreotti and Sig.
Pandolfi the Pandolfi Plan was the indispenSable buttress to mem-

bership of the E%S This point was: spelled out with extreme clarity

in paragraphs 59 and 87 of the Plan publlshed on September lst107

"5¢%. Le deClSLOHl del Con51gllo Europeo di Brema del
luglio scorso hanno impressc un moto accelerato all'in-.
tegrazione tra i paesi della CEE. L'area comunitaria

si avvia ad una pil stretta disciplina monetaria. I
processi di integrazione saranno avvalorati dalla elezione
a suffragio diretto del Parlamento Europeo l'anno pros-
simo. Tl cammino & difficile, ma si & ormai oltre il
punto di non ritorno. L'Italia non pud dissociarsi da
guesto sforzo. Tutto, tradizione culturale, sentimento
popolare, oriéntamento politico, ci porta verso 1'Europa.
Ma molto nella nostra realta economica tende a spingerci
ai margini. E' una contradizzione che tocca a noi risol-
vere. La strada che ci conduce verso l'Europa & la

stessa che c¢i porta verso gli obiettivi di sviluppo nella
stablllta, & la stessa su cul si muove la strategia

che qui si propone. ‘ -

-87 La stabilita della lira mantenuta in gquest’ultimo
anno ha consentito l'equilibrio tra due necessitd con-
trastanti: da un lato non allargare il differenziale
tra inflazione interna e inflazione internazionale, dall’
altro non abbassare l'argine costituito dall'attivo di
bilancio dei pagamenti e dalle riserve accumulate., Riva-

- lutare la lira significa dare un contributo a restrlngere
il dlfferen21ale ma al tempo stesso abbassare l'argine;
significa altresi, nel primo impatto, ostacolare 1l'es-
pandersi delle esvortazioni e quindi della domanda globale.
Ove non siano assicurate le altre condigioni dello svi-
luppo nella stabilita, all'effetto depressivo del torpore
della domanda interna si aggiungerebbe 1l'altro di un
pil stentato flusso dell'esportazione e di un incremento
dell'importazione. Non & pPensabile una politica attiva
del cambio che sostituisca una politico sull'altro propa-
gatore dell'inflazione, cio@ la scala mobile. Una azione
simultanea sulle due leve accorcercbbe i tempi del risana-
mento e indirizerebbe il cambio ad attaccare direttamente
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1t'inflazione. Cio senza compromettere l'ingresso in
condizioni favorevoli nel nuovo sistema monetario. euro=-
peo, e nella misura in cui perduri la presente debolezza
del dollaro."

For some of the most important political groups in Iﬁaly,
notably.the Communists and the trade unions, the price of member -
ship set out in thé Pandolfi Plan was simply too high to pay. Even
for the government however these sacrifices could not be contemplated -
if, alongside the measures of self-discipline that they sought to
impose, the Community and in particular its richer members were not
ready to allow sﬁeciai arrangements for the lira and to take steps
to facilitate a transfer of resources. At this point, Italian and
British interests clearly coincided and in the summer of 1978 the
Italian government tcok serious steps to consolidate the de facto
alliance that had emerged in the expert discussions before the Bremen
Council. Tus, immediately after the July méeting of the Finance
Council, Sig. Pandolfi and Sig. Baffi sét out for London where they
had talks with Mr Healey and Mr Richardson the governor of the Bank
of England.o%hese high-levéT?Were matched by a good deal of pract-
ical cooperation in the expert committees that worked through the
summer holiday. Despite the italiansi efforts however and the spont-
aneous growth of cooperation within ﬁhé multilateral committees,
less came out of the Anglo-Italian alliance than its supporters had
hopéd. Various reasons can be found. The first, at a purely technical
level, was the fact that the British seem to have ruled out from
the beginning the particﬁlar type of special arrangemént which the
Italians sought, namely a wider band of fluctﬁation for the lira
against the‘rest of the Community currencies. The failure went deep~-
er however than a mere difference over modalities. Underminingthe
whole venture was the profound difference in political outlook to
which attention has already been drawn. The Italian government wanted
to enter the system if it possibly could: the British government was
not sure that it wanted to even if the terms were all right. Hence
Occasions such as the Finance ministers' meeting in Brussels in Sep-
tember where, folbwing the Aachen summit, Mr HEaley found himself
deserted even by the Italians who rallied to the Franco-German position,
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presumably for political reasons%oaecond thoughts in Rome led to

a brief revival of the alliance at the October Finance Councifflgut

the effect Wwas not particularly long=lasting and by the latter half ‘
of October, if not earlier the prospect that the two governments

might be able to formulate a joint position was becoming more and
more improbablé in Italian éyes. When Sig. Andreotti and his
colleagues'went to ‘London on vaember 22nd thérefgre their primary ‘
obﬁective would seem to have been not to explore with the British
what the two countrieé might do if they both stayed outside the
system, but to tell Mr Callaghan and Mr Héaley that the Italians
'had in fact virtually'decidéd to enter and to encourage them to do

111
the same,

" With the weakening of ties with Britain, the attention
of the Italian Prime;Ministér and his colleagues was focuéed.prim-
arily on securing the best possible terms from France, Germany and
the other members of the Snake, and on surviving the poliﬁical cross-
fire in which they now found themsives as the Communists threatened
- the break-up of the "majority"” if .Italy Joined the system, while
the Republicans and many Christian-Democrats threatened trouble if
she did not. The crucial negotiations with the remaining Community

partners took place from the last week of October onwards, in a

series of bilateral or tripartite talks in both Italy and Northern
Europe. The first of these meet%ngs was between Sig.l?gdreotti and

M. Giscard d'Estaing in Rome on October 26th and 27th. It was follow=
ed on November lst by a meeting between the Prime Minister.and Herr =
Schmidt at Siena%l}he basic objectives of the Italian negotiators
appeared to have been three: to secure wider fluctuation limits for _
the lira, to try to modify the hard line position on the basket versus
the parity/grid taken by the French and the Germans at Aachen, and

to press fqr a substantial transfer of resources. No progress was

made it need hardly be said on the second of these points. On the
first and the third however the Italians managed little Ey little to
extract the kind of cqncessions'that they were after. It was no

easy or quick victory. The meetings with M. Giscard d'Estaing and Herr
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Schmidt werejoonspicuously cordial, but press reports after the
meetings emphasised that the gap between the Italians and both the
'French and the'Germans was still wide. The Germans in particular
seem to have felt that the fluctuation limits requested by Sig. An-
dreotti and hls colleagues were toQ wide and after consultatlons
between Herr Schmidt and Presrdent Giscard at Rambourllet on November
2nd, follow1ng the Siena meeting, the Italians were offered a band A
of no more than 4.5% on either side instead of the 6 or 8% margins
which they were reported to have preseed fo%}4Even this was how-
ever an advance and over the following two weeks the German govern-—
ment moved still further towards the,Italians on both the major
questions at issue. Thus at the meeting of the Finance Council on -
November ZOtélsthe Italiang were offered 6% margins, and either then
or shortly thereafter, they would seem also to have received assur-
ances that additional credits would be .available to the Regional
Fund.

Pressure on Herr Schmidt to make these additional con-
cessions cahe not only from the Italians themselves but alsc it would
seem from at least two other quarters. The first was Mr Jenkins,
who'thoughfvery much involved in the efforts to reduce the gap between
London and;the rest of the nine, was also to the fore in discussions
with and about the Italians and the Irish. The other parties who
became involved were the Benelux Prime Ministers, who met Sig. An-
dreotti 1n Luxembourg on November 1lth and played an active role

there and ' thereafter in the search for a compromlse116

-t

"By the last week in November therefore the external prob-
lems associated with Italian membership appeared to have been largely

overcome.jFor reasons that will be referred to shortly, the difficult-

‘ies were to reappear in the most striking manner at the December
summit itself, but before moving on to thar rather surprising occas-
ion, it is necessary to look briefly at the domestic political scene.
The problems that Sig. Andreotti faced at home were it need scarce-
ly be Sald by no means solely cr even malnly connected with the issue
of the EMS, but given the close association between the monetary
scheme and the much stricter policies which his government were now
‘ . :

Lo ;) | - '- ' | _.:./...

RIRAAE i s e e AT TN




b e B AL b e o TR S L e, L 2 Tl et TN o mA s : - beden e T

pursuing at home, particularly in relation to public sector wages,

it was only to be expected that the monetary issue would be caught

up in the broader political conflict. As in England, the lines were
not always clearly drawn. As successive numbers of the Corriere.

della Sera and 24 Ore from November 1978 show, a substantial cross-
secﬁion of the financial and Susinéés establishment in Italy, in-
cluding for example Dr. Carli, felt that the lira would not be able

to survive in the new systém without considerable damage to the

- economy or the resérvés‘or both. The samé peoplé kowever supported

the austérity méasures associated with the Pandolfi Plan whdehear-
tedly. Opposition to both'stratégies came mainly from the left and
from the Communists in particular. Given the position that .the latter
held in "the majority" this opposition was more than usually signif-
~icant. By pushing forward with Italian membership of the EMS Sig.
Andreotti ran the risk of destroying the majority on which his
government depended for survival. The same threat confronted him
however if he decided to bend to these pressures, for frgmgOctober
onwards if not earlier, it was equally obvious that if he did not
press for Italian membership of the system, he would be faced by a
revolt from important sections of the Christian-Democrats and from

the small, but important Republican Party. On October 25th for example
Sig. Giorgio La Malfa issued a warning that the Republicans would
withdraw their support from the governmént if the latter failed to
adhere to the monetary system at the Brussels European Council meeting
on December 4th and 5tﬁ?7Sig. Andreotti was therefore in a peculiarly
difficult posiHon. Whichever way he turned, the majority appeared to
be in danger. ' '

Despite these problems however he would seem to have
acted with a consistency and resolution that many observers felt him
to be incapable of. As at the very beginning at Copenhagen, so now
at the énd,?he appears to have felt that the political dangers of
exclusion from the system outweighed both economic and domestic pol-
itical a:guments to the contrary. His attitude was already clear
before he went to the Brussels meeting: it was made even clearer how-
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ever in the days that followed when his conviction that Italy's

best interests lay in participation in any new advance towarde
European integration was put severely to the test by the sudden
change in the attitude of the French President at the Brussels sum-—
mié}SIn an outburst which was as inappropriate as it was unexpect-
ed, M, Giscard d'Estaing told both the Italians and the Irish Prime
Minister that he could not eﬁppgrt an increase in the Regional '

Fund of the order for which Sig. Andreotti and Mr Lynch were press-
ing. The Italians and the Irish, the French President continued,
should give proof of their good Europeanism and their political sense,
rather than seeking,  to use the system to their advantage. Sig. An-
dreotti was evidently shaken by this outburst. As the events of the
following few days show however he stood by his conviction that
Italy's interests were best served by membership, even though the
meterial incentives that he had formerly‘expected were no longer
available. Between December 5th when the fresh difficulty first ap-
peared and December 13th when the dec15lon to join the scheme was
finally announced, there were several meetings between Sig. Andreotti's
representatives and the Germanslghd there is alleged to have been

a long telephone conversation between the Italian Prime Minister and
the French Pre51dené20As far as one can tell however no fresh material
- offers wereiforthcoming even from the Germans. Italy joined in the
final analysis because the Prime Minister of the day, under pressure
it must be said from both Christian-Democrats and Republican%%lstill
believed as he had done elready'in April 1978 that the political
risks involved in non-membership were greater than the econemic
problems entailed by participation. '

The unexpected twist to the story given by President Gis-
card's pronouncement at the Brussels summit provides a useful re-
minder of the fact that however interesting and important the dis-
cussions within Italy and the United Kingdom may have been, the
context in Whlch both British and Italians had to reach their decisions
was largely determined by the French and the Germans. Their continuing .
cooperation has already been alluded to at several points in the

Present section., The most widely publ;cised example during October

N
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and November was the meeting of the two leaders at Ramhouillet on
November 2nd when they would appéar to haye coordinated policies to-
wards all thrée countriés whdsé attitudes were still in doubt.
This public demonstration of solidarity was however preceded and
followed Ey‘an almost c0ntinuous process of consultation by other
channels, The change in the French position, and the fact that
Herr Schmidt appears to have béen génuinely surprised and disapoint-
ed, is‘theréfore all the more remarkabie. Energetic diplomacy part-
icularly by the Germans in the week follow1ng the Brussels summit
helped to overcome the obstacles to both Italian- and Irish member-
ship: in the latter- case, in contrast to thé former, fresh funds do
appear to have been made avallable 2Desplte these successes however
there was a new and even more damaglng case of French obstruction-
f%mﬁ?%hen they threatened to veto the launcliing of the EMS if their
o opposition to MCAs were not met23As is well known, the dispute over
this question did in fact delay the inauguration of the system until
. March 1979. Given the previous commitmént of the Frénch President
to the new monetary system, it is legitimate to ask why at this late
stage, he seemed réady to' put its existenceée in jeopardy.

The answer seems for once to be reatively simple. Towards
the end of November, the Presidént came under increasing domestic
pressure. The relative tranquillity that had prevailed since the
March elections came to an end. Criticisms by the Gaullists and Com-
munists of the EMS were only to be expected, but for much of Novem-
bér‘it still seemed that the President might be able to ride out the
storm. In the end he could not. With the direct elections for the
European Parliament now approaching, he was obliged to declare that
France would not approve any increase in the powers of the Parllamen%

. On December 3rd, he suffered an even more conspicuous setback. A
bill designed to brlng French VAT into line with the rest of the

Community was rejected by the NationalAssemblyl25

Prom then until March 1979 at the very least, the French
PreSLdent remalned shackled by developments on the domestic polit-
ical front. The inevitable result was that a scheme that had been
Proclaimed as a great step forward by its sponsors now lost some
of its original glamour, and that Community politics as a whole be-
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came bogged down in acrimonious disputes about issues that were

more arcane than important. The period coincided with the first

' few months of the French presidency of the Community, and it was

widely Believed that the President had hoped to acquire extra kudos
from the happy coincidéncé betwéén this period of office and the
beginnings of the néw monétary system. His hopes were disappointed
as once again agricultural ministers in Both Germany and France
revealed their ability to hold their governmental superiors to ran-
som. It was an absurd staté of affairs and a rather sordid éon—

clusion to a negotiation which until almost the very end had re-

flected considerable ¢redit on both the German Chandcllor and the

French President. Perhaps the most appropriate comment was one made
by Mr Jonathan Carr of .the Financial Times in an article on January

5th."What does it matter, it is asked, if the system were to start
operation, let us say, one month later when the farm
ministers have sorted out matters to their satisfacticn?

The answer 1is that it matters very much when the heads
of state or government of the nine Community countries
take a unanimous decision on what they say is of historic
importance on December 5 and then permit discord among
farm ministers to undermine it on December 19. Even to
those whose minds are dulled by excessive consumption
of alcchol over Christmas and New Year (or by stultify-~
ing discussion of the history of Monetary Compensatory
Amounts in EEC farm trade), it must be clear that this
topsy turvy procedure undermines the credibility of
Europe's leaderg and is the worst possible psychological
preparation fo ventual introduction of the EMS. If the
Europeans want to be taken seriously by the Amerlcans,
they will surely have to do better than this."

CONCLUSIONS

In assessing the overall significance of the episode
that has been described in this paper, it will probably be useful
to group the observations around the foliowing questions. Firstly,

what EXEE of events were those that havé been discussed here? Second-
ly, what light does the episode .throw on the institutional struct-
ure of the Community? Thirdly, what are the more important charact=
eristics of the changing relationships between the five principal

NVEET
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groups of actors referred to at the heginning of the paper? Finally

" what was the globel'significance of the creation of the EMS?

:History undergraduates in British uﬁiversities used
frequently to bé set an essay question which ran something like
this: "The .English Reformation was an act of state". Discuss. Good
students would of course hasten to point out that there were many
profound social, economic and cultural forces pgshing the English
Church towards a break with Rome, and that professor Pollard, the
author of this single—sentence judgement on a'complex historical
phenomencn, was guilty of over-simplification. This paper doubtless
'laYS its author open to a similar charge. There were, or there would
seem to have been, profound forces pushing Western Europe towards
monetary union., It is also possible to argue that most, if not all
the components of the system as a working mechanism had been proposed
or experimented with earlier in the decade. And yet, in a very
real sense, the EuroPean Monetary System, like the English Reformation,
was an "act of state", an act that is of hlgh politics concelved
and implemented at the highest pOllth&l level.

This does not of course mean that a detailed anclysis of
the nuts and bolts of the system is irrelevant. But it does suggest-
that if we want to.assess the significance of the EMS in the history
of European integration we would be well advised to look not only
at the behaviour of the EMS in the international monetary system,
but at the politi¢al processes which gave rise to it and the polit-
ical consequences that have flowed from it. The hietory of European
integration since the Second World War is in many respects the H;st-
ory of a seriééﬂef'symbolic political acts ¢r initiatives which did
not have the'immediate E;actic§£ outcomes-whieg at least some of
their authors willed, but which had proﬁound 'Eolitical and therefore
also in the end profound economic consequences. The most conspicu=-
ous example of this type of event is needless to say the Schuman Plan

ceo/ v e
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-itself, which was less important for the European Coal and Steel
industries thaﬁ it was for the political integration = and division -
of Western Europe. From this political development profound econ-

: omlc consequences have flowed too. The creation of the EMS was an
-_event of this type and because it was, it will remaln ‘an important
"and highly 1llustrat1ve eplsode even if the system fails to produce

- what was promlsed for reasons whlch experts both at the time and
since have repeatedly poxnted out. Even heads of government cannot
walk on the water, but the. fact that they occaSLOnally try, and

even more occasionally almost succeed, is noteworthy in itself.

, This leads on to the institutionalquestion. The EMS was

not only an act of state, it was also to a remarkable extent the

act of a very small group of men in and around the European Council.

" In the long term of ¢ourse, the character of the system is bound

to be determined as much if not more,By those who have to make it

. work, the majority of whom were initially sceptical'about its
feasibility. It is also true, as Jonathan Carr cbserved in the
article already guoted, that in the final act of "the Eu;opean Com=
munity circus ...  the farming clowns ... managed to pull the rug
from beneath the troupe of acrobats, the European Council". But
despite these quallflcatlons, the overriding 1mpress;on left by
these events ig of the determlnatlve role played by the heads of
government., The Foreign Ministers, to whom the Treaty of Rome accord-
ed a special position in the European polity;were scarcely to be
seen. What was still more significant However was the limited; and .

~7 many ways rather confusing role of the Finance Council. Samuel
Brittan made the point ‘nicely when he observed just after
the final summit at Brussels in December 1978:"While government
heads were ... in Brussels, Mr Healey wes looking‘around some second-
hand bookshops in London - and proBably:Signor Pandolfi was in Rome
revising his translations of St. Augustine, (And do Germany and France

‘have Flnance Mlnlsters at all°)d25hls concentratlon of power at

- Community level in the hands of .the European Council was of course

e/ o
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the fruit of a process that had been developing for several years:
the formation of the EMS is neverthéless an important_landmark
in this development. Before the Brussels meeting of December 1977,
Herr Schmidt is reported to have complaiﬁéd that the meetings of
the Européan Council wéfe Béing spoiléd By toc many minor items
which ought to havé béen solved at thé lower levels in the Community
decision—méking machinéry; In the EMS episode, the Council regain-
ed the initiative .and lowér instancés far froﬁ determining the
agenda of the higher one, wéré oBliged to organise their own affairs
around the time-tables and preoccupations of the Council.

- The evolution of this new institutional structure was
not without its problems, as the EMS hlstory itself shows The
Couzens affair illustrates one danger. Decision-making in one member
state is not necessarily or even-usually carrled.out in the same
way as in others. In Britain it was in many respects perfectly
natural for Mr Callaghan to ask a senior Tréasury official to take
charge of monetary negotiations. Indeed had any member of the
Cabinet office or still mo§g?Pr1me Minister's office tried to con-
duct these negotiations, he would almost certalnly have run into
severe problems with the Treasury. In a European context however
as we have seen above, the choice of a Treasury official was in-
appropriaté. Another obvious problem, well illustrated by the final
cfids is that a small body like the Eurocpean Coﬁncil is even mbre
vulnerable to domestic polltlcal pressures than an organisation-
underpinned by a bureaucratic establishment. Without a properly
organised secretariat and a modicum of conventions and rules, the
Council is likely to remain a somewhat brittle institution, subject
tn.aﬁdaupoﬁtical storms such as the one that nearly wrecked the
meeting in"pecember 1978. But there were signs during the EMS negot-—
iations that at least some form of underpinning was being provided
through the proliferation of bilateral summitry between Council
meetings. Allusions have been made already to some of these mini-
summits of heads of government or their aldes at several points
in the essay. There were however far more of them than those spec-
ifically cited above. Some were of a strictly ad hoc character,
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but there does seem to have been a trend which the EMS negotiations
accelerated towards the institutionalisation of bilateral relations.
The institutional framéwork providés the background
against which the rolés of thé‘principal actors can he briefly
assessed. There is no spacé at this point to rehearse once again
the motives which underlay the actions of the four governments and
the Commission. It is sufficiént‘to make three. general points
which are implicit in much that has Been said,}but which ought per=
haps now to be referréd to more specifically. The creation of the
EMS providéd the occasion and the FPranco-German bilateral relation-
ship and the Européén'Council the instruments for thé first major
exercise of German leadership in the European Community. The near

- inevitability of German primacy in any Western European system

designed to further cooperation rather than to perpetuate conflict
has been a central theme of European politics since well before

the First World War. The factors that have prevented its realisation
hitherto need no explanaticn heré. What makés the EMS episocde pol-
itically s¢ significant is that it was the first occasion since
the Second‘World War on which the .Germans have felt abe or willing
to launch and prosecute a major European Community initiative of
their own. That they did so, and that furthermore they were able

to escape without too many references o previous and less happy
examples of German hegembny, was in large measure due to the pers-
onality of Herr Schmidt and the‘method that he chose to further

his plan. This leads on to the second point.'The Frahco-German
relationship and more generally the European Council were at one
and the same time instruments of German leadership and barriers
against its abuse. There can be little doubt that Herr Schmidt as
the Chancellor of the most powerful state in the Community enjoyed
a special authority in the Council and also in the bilateral relat-
ionship with France., The institutionalisation of the heads of gov-
ernment relationship which, as has been-notéd above , was accelerated
by the EMS negotiations, provided however a check on the abuse of
this superiority which is of considerable potential importance.
Probably the best 'parallel is the war-time alliance of the Big

oo/
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Threé. Long before the war ended it was clear to many that there
were in reality only two great powérs, but.the mere existence of
‘the machinery of the alliance and the personality of the British
Prime Ministér gavé the United Kingdom opportunities - power -
which it otherwise would not have had. So tod in the case of the
European Council. Herr Schmidt is undoubtedly primus, but he is
‘also equally.ceftainly primus intér pares. No amount of summitry
can ﬁask discrepancies in national power, nor will the formation
of a Cabinet of heads of‘government provide'any'automatic solution
-to genuinelconflicts of interést Eétwéen member states. But the |
reduction of every nation whether weak or strong to one represent--
ative in an institution which meets regularly is one of the more
effective ways of compensating the weak and allowing a hearing for

parties in dispute.

Mr Jenkins and Sig. Andreotti saw this all along: Mr
Callaghan, though doubtless awaré of it, gave it insufficient
attention until it was too late. As this paper has pointed out on
several occasions, there were and thére are’serious conflicts of
interest between Britan and the rest of the‘Community both in
the monetary sphere and elsewhere; and the defence of national in-
terests in a community of nation states cannot simply be dismissed
as "bad Europeanism". The trouble was that Mr Callaghan's and Mr
Couzens' héndling of the early stages of the negotiations deprived
the British of whatever credibili%ﬁ?gtill retained at the only
level at wh;ch they could hope to protect their national interest.
Herr Schmidt's initial decision to bring Mr Callaghan in to the
inner directorate, coupled with hisg subsequént handling of both
the Italians and the Irish, suggests that he, unlike the great
majority of his advisers, who thought legitimately enough in terms
of their national interests, génuinély_wanted all the non-Snake
members inside the new system. His comments since the formation of-
the EMS, notaBly in a recent Economist interview, suggést equally
strongly however that -the United Kingdom's failuré to join the -
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. system, notw;thstandlng Mr Callaghan's late success in securlng

a half- way house, has serlously'affected his attitudes towards |
Britain as a whole ‘Reading the Economist 1nterV1eW, one cannot }
help concluding that the EMS has acqulred for the German Chancellor
the status of an artlcle "stantis et cadentis ecclesiaé". This
is\?roﬁably a personal opinion, just as the proposal which event-
ually led to the system was in itself a personal initiative; it

is also presumably true'thdt Herr-Schmidt will not always be the
German representative on the European Council. But when as was
true in the history of the EMS, technical matters become so hlghly o
politicised and personallsed tbe outlock and mood of .the leader '

of the nost powsrful. member of the Community assumes consxderable

siderable ‘beﬁefits-_self—exclusidn can do them serious damage.

‘Fortunately for the British, the dec151on by the Itallan and Irlsh -“?
:

governments. to enter the system- orevented this act- o_-selF =injury " -

from becomlrc -in-addition an act of self~relegat10n to the European

Second DlVlSlon -

‘The final question, the global signifibance of the EMS
and'in'pé?ticﬁlar itsrimportance for the development & . . EEC-
American relationez falls within the province of the next paper
more than of this one, A few observations may not however bhe out
of place. As was noted'above‘ durlng the discussion of Herr Schmidt's
motives, it seems unllkely that the EMS would have come 1nto exigt~

ence at this panlcular juncture ‘and in thls partlcular way had it

hot been for the weakenlng of the dollar. In a speech to the European

‘Parliament in Aprll 1978, Mr Jenklns spoke of the "fundamental asymm

metry about the United States having withdrawn frOm the respons—
ibilities of Bretton Woods while dollars, like legions without a
central commend, continued to dominate the currency transactions
of'the WOrld“l%%.a situation -like this;'a European monetary system-
could be seen as an act of legitimate self- defence. Whether it was no,"

more than a sinple act of self-protection however it is " extremely hard to say

"”here wvere in some of the ytterances of the DrlnCLUa_ actors dlsturblnﬂ'hints of

the sort of unconstructive nega}IVlS%hiﬁh.- to return to Mr Jenklns parallel with
the leaderless legions - could well brlng about corditions much worse than those
that had cbtained under the old FEmpire. Mr Schmidt is widely reported to have

. called cn ore coccasion for the bamning of the dollar from Eurcoe. Even 1f he did

not make this extraordinary cament, he is on record in the recent Econamist interv
i
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with what in many ways is a $till more extraordinary observation: "We

‘were the.flrst government in the world who learned really about

econcomic and flnan01al 1nterdependence.' Desplte his p051trve
attitude ‘towards the Atlantic alliance, the French President too

seems on occasions to have joined in the demolition of the American

'effigy.'Faced'with evidencs euch'as this, it was not particularly

surprising, though no less regrettable, that critics of the monet--
ary system,rparticularly in Britain and Italy, allUded to the

years in which American- hegemony had been estallished as an altern~
ative to anotner_continental New Order. The lessons of hlstory '
need to be learned on one side perhaps just as much as they need

to be forgotten on the other. Neither crude anti-Americanism nor
the "spirit of 1940" wili confribute;much to the creation of a

new Atlantié system in which an EMS, either the present one or

-another that develops later on,.becomes as it could and cught to,

a4 significant contribution to the welfare of both Europeans and

Americans and the stability of the international‘system as a whole.

Note on sources

Eooﬁnotes for this naper are available on request, but
as the papef is already rather long, it seems sensible to restrict
circulation to those who actually need them. The sources for the
paper fall fntotmoxmﬁn‘categbrieszrthe'press and interviews with
a large numberrof people in several countries who were involved -
at ohe or other stage or level of the negotiations.'As far as these
latter are concerned, much of the information that was disclosed:
was of a confidential character, and nothing obtained in this way
has therefore been attrlbuted Research on the press was consider-
ably facrlltated by access to tHe. press cuttlngs llbrary in the
Royal Institute of International Affairs, London. At several points
hOWever‘i haye checked particular-episodes against intact copies

of the newspapers concerned. The fdllowing are the more important

Newspaper sources:
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The operation of the EMS: a European view.(*)

1. Introduction.

The task [ have been assigned is to evaluate critically the operation of the EMS -
in the light of the objectives which were set when the system was conceived, establish
ed and put into force - with particular emphasis on the need to complete, and possibly

revise, the set of rules and engagements that constitute the basis for the EMS,

Before attempting to pass judgment on the workings of the EMS it is indeed necessary

to define clearly the perspective which is being adopted: [ find it appropriate to assess
the system with reference to its réle as a decisive contributory element to the cohesion
of the Community and to the process of European integration. The resolutions of the
European Council. in Bremen (7/7/78) and in Brussels (§/12/78) show the determination
to set up a scheme f{or the creation of . closer monetary co-operation, leading to a
zone of monetary stability in Europe. The efforts to relaunch the process of monetary
and economic union - which presupposed a "coordinated approach in all areas of
economic policy'” - were to take place along three main lines to be followed simultaneous
ly : a) the European exchange rate agreements, b) the reciprocal credit mechanisms,
to be consolidated with the creation of the European Monetary Fund and c¢) the measures
in favour of the less prosperous member states. These latter were seen as an

integral part of the overall scheme ("suc_h measures will be essential if the zone of
monetary stability is to succeed'), which represented’a recognition of the need for

an approach to monetary integration based on an active contribution of the Community

budget.

The debate on the EMS has so far been extremely technical as regardsthe exchange
rate aspects. The coexistence .of the parity grid and the

ECU basket, the bilateral exchange rate marginsand theunilateral indicator of

(*) The views herein are those of the author and do not necessa{rily represent those
of the Banca d'ltalia.
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divergence polarised general attention, which detractedfrana general analysis of
the ow-lerall features and desirable properties of a scheme aimed at creating a

" homogereous regional zone of monetary stability. Inthis vein, te question of "parallel
measures’ in favour of less prosperous economies has been treated in isolation from
the general context of integration, thus progressively moving away from the original
conception of the EMS - which stressed the synergism resulting from-concurrent

action in the three areas previously mentioned (1).

In order to examine the EMS in the broad perspective which has been set in this
Conference it seems therefore necessary to offer some general considerations on the
rdle of exchange rates in the adjustment process. Time limitations will only allow a
cursory analysis of these questions. On the other hand, 1 feel that without clarification
of these basic issues an examination of the recent and prospective operationof the EMS

would not be meaningful.

(1) In particular, the question of a simultaneous treatment of the parallel measures
and the restriucturing of the Community budgetalone the lines suggested, for
instance, by the MacDougall report has been deferred. The interest rate subsidies
granted to [taly and Ireland have often been referred to as an illogical and
illegitimate pretence and treated as a kind of bribe. On the other " hand, the
general discussion on the réle of the Community budget developed into a mechanical
assessment of net budget receipts for the various countries. This is highly
unsatisfactory, in the first place because it prevents a global analysis of the
process of monetary integration, secondly because the Commission's documents
are vitiated by the omission of ''net trade receipts'' in respect of C.A.P., as
has been shown by R. Bacon and his Cambridge group (see, for instance, Bacon,

1979).
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T : s )
Lo 201 The traditional view according to which exchange rates .do. not play a major
. 56;)'
L

. ~ réle in the adjustment process is. based on extreme monetarist lines. Ifixity of the
T y ¥ exchange rate for a small open economy implies that the nominal stock of money balances
'I

o "*:f“_.‘ is determined directly by the public: but if money is neutral - in the sense that relative

™ «

.'::..*-x:. prices and the real rate of interest areindependent of the quan'tity of money - the loss of

B
LI 3

3 ¢ -".. national monetary sovereignty does not imply that real adjustment costs must be borne by

i""-f 1 ‘the domestic economy. The assumptions needed in-order to establish the neutrality of

(D

L]

. 'f ~%:. money are very restrictive: in particular, they require the existence of flex-price
' Fg, (competitive) markets (2) for goods, labour and money.
. ',"':‘;“:':‘ More recently, however, the conclusion on the inefficacy of exchange rate
- ‘m? changes has been reached on the basis of a'"Keynesian"approach, in the case where
o " "7, rigidity in real wages is assumed. As Corden (1972, p. 39) put it: ""The effectiveness
' J;‘ :i‘l of exchange rate adjustment depends on real-wage. flexibility and hence - in the presence

4..§, .~ of money-wage rigidity - on money illusion or wage contracts in money terms'. Extremes

i

L, ;z-__ ~.often touch: also according to this line of argument exchange rate adjustment is at best
. 3% % irrelevant:in the special case of inflexible real wages, unemployment (and migration)

"y, * .is the only way -..to solve '~ balance -of - payments problems.

l..i

N The Corden approach suggests that, in general,. the losses from a monetary

"~ ' union consist in requiring countries to depart from the optimum (national) points on the

-+, & unemployment-inflation trade - off curve. 1f the assumption of very high wage indexation

e

+ ... (1) Wage and price flexibility with no money illusion, and inelastic expectations,absence of

' .. government debt or open market operations, absence of distribution effects and homogeneity

.+ of bonds, Cfr. johnson (1965, pp. 6ff.).

. ={2) A revolutionary attack on the theory of markets which is instead based on the analytical
separation of fix and. flex price sectors can be found in the recent fundamental works of
Hicks (e.g. 1977). . T
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is superimposed on the Phillips curve scheme inan open economy setting, the conclusion is that

notrue extra costs areincurredinfixing the exchange rate for high-inflation countries vis-a-vis
the restof theunion. The immediate practical consequence of this line ofthought is that within
the EEC no real cost would be encounteredby high inflation countries with highly-indexec
wages if they were to lock exchange rates and monetary variable;, vis-a-vis strong
currency countries. In particuiar, the requests fc'r"pa’rallel" méasures are indeed

illogical.

2.2 These arguments are to my mind unsatisfactory: in the first place they

reveal an inadequa.lte theoretical understanding of the process of exchange rate determination
in open, integrated and highly industrialised economies. In the second place, and this

is especially regrettable, they do not lead toa clearidentification of the actions and -the
forms of behaviour on the part of economic authorities and social partners that would be

truly consistent with European integration and development.

The first, and more obvious, line of response to the above arguments can of course

be found in a detailed empirical examination of the pass-through of price ch;anges

- stemming from devaluation (revaluation) into nominal wage rates(l).Available evidence

tends to show that, if the exchange rate change is correctly backed by appropriate -
domestic policy measures, there is a significant and lasting (at least two to three years)
influence on profit margins, in respect of all industrial countries, including those with

very high wage indexation clauses, such as Italy. .

(1) 1 do not have the time to enter into an analysis of empirical data. ! may, however,
refer simply to the statistics on cost and price comparisens - and nominal exchange
rate movements published monthly in the IFS.
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. The less orthodox, but to mind more important line of response -and the one 1 want to

b take up here - is based fundamentally on the recognition of the non-neutrality of money,
-, even leaving aside the fix-price character of the goods and labour markets, butallowing '
for the operation of the Government sector. Once a correct integration between stock
and flow analysesis made in a variable-price context, it is easy to perceive thatinflation,
by reducing the real value cf the government debt, represents a source of taxation, which

reduces real disposable income - and in general the total real wage bill (1), In this
connection it is appropriate to recall that, asHicks (1977, p. 12) pointed out, "thereal s
wage bill is just the difference between final product and what is taken out of that
product for other purposes, What is taken out will include not only ‘consumption of

profits', but also the consumption of public bodies'. 3

It is my contention that the existence of a short-run Phillips—curve type of relationshi(gl)etween

the rate of inflation.and unemployment can be explained on the basis of “fiscal’illusion”,

whereby wage earners do not realise that the perceived (3) loss in real net financial §

\ . wealth stemming from the inflationary consequences of monetary base financi'ng of
™ Government deficits effectively reduces their.disposable income by more than what : L,

is apparent in terms of wage flows.

Thus the compensatory adjustments in terms of nominal wages ~ even in the limiting(unrealistic)

caseremesented by the presence of 100 %wage indexation-need not representa full compen-

(1) I tried to develop these points and offer some empirical evidence of their relevance
in Mascra (1979,a) The emphasis is here on the real-wealth effect of price-level changes
(different inflation rates). There is of course a substitution effect too, which sets ]
the maximum amount of revenue (and the corresponding rate of inflation) that can be ]
cbtained in a steady state growth by the Government via inflation. Available evidence
tends to suggest that in the recent past the wealth effect has indeed been predominant.

r

(2) 1t should be stressed that the economic rationale behind the schedule considered here and f
the Phillips curve is completly different, '

(3) Assuming no money illusion. J would abro arsusme &Nl forcakl llion i }
v neapol of f explielt tascalion, {

. T
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_sation for the losses deriving from inflation: hence the reduction inthe true ""real wage bill".

Note in this respect that in certain high-inflation European countries ~ and notably in
{taly — a signific‘ant part of the overall government . expenditure is devoted to direct
transfers to the corporate séctor. The inconsistency between 'autonomous’’ wage
costs (1) and labour productivity at given employment levels is thus initially offset by
means of "compensatory" goverﬁment interventions, \yhich reduce the "overall" unit

cost of labour to enterprises.

However, if, given an insufficient elasticity in total explicit fiscal revenues(2),
a structural (current account) government . deficit builds up, recourse to monetary-base
finance becomes sooner or later (3) a neéessity. In this situation the tax from inflation

"~ on government debt effectively reduces - in real terms - the government deficit. 1In this

-devious way the gap in nominal (explicit) tax revenues is made good by means of the

inflation tax, which lowers the true real wage bill, since it falls ultimately on the

(1) Note here that the word "autonomous" is not altogether satisfactory, since these costs
..do include the effects of the government sector's operations in respect of the services which
~ are provided (and priced) on a monopoly basis—- such as social security contributions,

(2) 1 cannot here make a full analysis of the real impact of a given government deficit.

I would like to stress, however, that in my opinion the simplistic textbook (constant-price)
version of the Keynesian multiplier is definitely not applicable” to present-day conditions.
The misallocation of existing labour demands and supplies, mainly deriving from structural
changes in international relative prices, cannot be offset by new investments and actual
movements of labour in view of the rigidities inrelative real wages. Supply constraints in
key sectors imply that price pressures can develop even in the presence of relatively high
average unemployment rates. From this point of view I would concur with Hayek, when he
stresses the chief fault in the belief that all present important unemployment is due to an
insufficiency of aggregate demand and can be cured simply by anincreasein that demand.

(3) The relative rigidity in fiscal revenues makes it impossible to increase taxation in order
to cover interest-rate payments, Even if this were possible, problems of dynamic instability
could “well arise. :

. W
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household sector (1).
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- These "net aggregate wealth effects""represent a dynamic reinterpretation of the well-

. known Pigou effect, by taking explicitly into account the operation of the Government

i

T e e

budget restraint. In a highly interesting critical commentary of naive "theories"

purporting to explain exchange rate and price determination as the interaction of stock

supply and demand for money - along lines remini scent.of "reutral" money approaches -

g A S

Basevi (1976, p. 228) correctly pointed out that "Monetary pblicy is but a particular
form of Government's budgetary policy, and in many countries it is subsidiary to the

need for the Government to finance its &eficit. If this cannot be done by issuing bonds,
- and if the private sector is in portfoho equilibrium, the pressure falls on forelgn exchange

reserves or on the exchange rate,

The outcome ‘of my analysis is precisely that, via exchange rate depreciation and inflation,
real wages are adjusted, thereby reducing, inthe short run,the unempldj’tment cost which
would be encountered by following the alternative course of letting the nomipal‘smck

- of money adapt automatically to the contractionary impulse stemming from the decline in

the foreign component of the domestic moneiary base.

T O e T PR e e AR e R R il e S e S

2.3 I have‘questioned the wisdom of inferring from a rigidity in perceivedreal ;
wages the ineffectiveness of exchange rate changes in the adjustment process. The previous i
: . : : 2

analysis ishoweyer consistent with the view that inflation.is not reconcilable:with full employment
(1) Time limitations do not make it possiblé to consider here ahother important facetof the problem, ,
~related | to.distribution effects within the private sector, in ¢onnection with movements in i

PR

real interest rates brought about by mflanon. These points have been recently stressed
notably by Medigliani.
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and steady growth.in the medium term.Thelong-term schedule connecting inflation and unemploymen

may well be positively sloped: this conclusion. follows however mainly from(i)consideration of the

)]

negative impact on investment generated by the higher uncertainty as torrelative prices and
- as to the posture of economic policies, necessarily connected ‘with high but variable inflation
rates, (ii) recognition of the '"soc¢ial function' of prices, and the consequent costs in

adapting the operation of the économy to high inflation (1). B

The different degreesof imbalance and rigidity which exist in the‘ sectoral and regional wage-
productivity relationships and in the public sector financial impulses — and which have been
exacerbated, also in varying degree, by the structural changes in some key relative prices,
notably that of energy, with the consequent need to effect the oil-related transfer - determine
very different potential inflationary pressures in the EC countries. True enough, these
potential impulses.could not become actual without an elastic money (liquidity) supply in

high inﬂation—count.ries', as suggested by the relative stability of real demand functions for

b

liquid assets in all EC countries,

I have tried to indicate that, in these conditions, an attempt to impede inflation based
merely on monetary constraint would result in ‘'some EC hations in very high unemployment

costs (mainly due to the rigidities in thelabour market), quite apart from the consideration

(1) Referring to the "folly of some 'neo-Keynesians', who think oaly in terms of employment
and output, and are prepared to let prices go hang" Hicks (1977, p. xiii) recentlyobserved
that "It is just because we do not live in a world of the old type that prices,money prices
do matter. Not just wages, but many other prices also, have sccial functions as well as
economic functions. In a fix price world, in which so many prices are administered’, and
have to be administered, the social functions have become more important, and more

- sensitive than they were'. For an analysis of these points see Hicks (1977, esp. chapters
3 and 4).
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that in many countries this scheme would simplynot be feasible, owing to the limited

degree of autonomy of central banks..

Under these circumstances, while it would not be sensible to ask (let alone force)
relatively low-—i'nflation countries, characterised by a higher degree of rationality

(and flexibility) in the behaviour of social parties - to addpt‘.\policies conducive to

more domestic inflation, it does not appear desirable either to require weak-currency
countries to pursué disinflationary policies simply by locking exchange rate (and monetary)

—r

“"variables to strong currencies.

If this approach is accepted, three main consequences appear worth spelling out: (i) the
control of inflationary impulses originating upstream of monetary ftows must be undertaken
simultaneously with a program of exchange rate int:egration, in order to embark 6n a
gradual process leading to monetary unification, (ii) the convergence in overall economic
and structural policies may well imply‘ certain short-run costs in hi'gh-inflation countries
~ which are also characterised by relatively low income levels. To this end, as has been
shown by the Mac Dougall Commission (1977 (2) a certain i;'lCI'E&SE in the ov'erall Community
budget and, above all, a restr'ucturing of expenditures able . to cope with cyclical and

regional problems, is required, (iii) the strategy towards the implementation of EEC

exchange rate agreements must allow for the problem posed by movements in third-currencies.

This consideration is immediately derived from the recognition of the well-known n-currency
question@).Pursﬁit of desired independent relationships vis-a~vis third currencies tends

to impose immediate strains on EEC bilateral relationships. On the other hand,(a)

(1) The degree of social consensus in a country like Germany on the desirability of avoiding
excessive government sector deficits, and in granting the central bank a significant degree

of autonomy is, in my opinion, a rational manifestation of relatively low "fiscal illusion”,
derived from historical experience. Other countries, alas, appear to have shorter memories!

(2) On these points see also Masera (1979 b),Majocchi (1979) and Forte and Brosio (1979).

(3) For an analysis of these issues see Basevi (1979) and Baffi (1979).
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movements vis—a~vis third cufrencies have a different objective weight in the external
transactions of European countries énc:i (b) desired relationships may also differ accord-
ing to the relative short-run importance attached to the fight against inflation and
unemployment by the monetary authorities, especially in the case of exogenous price.
shocks; in respect of this latter issue the considerations developed above are thusclearly
aﬁplicable.‘l‘hese general questions are of course especially relevant, when account is
taken, on the one hand, of the key réle of the dollar as an intervention currency also

‘ .-_g‘;{thin the EC, and on the other, of the process of diversification of international
reserves, which can lead to. girains in the dollar-DM exchange rate, as récognised by

‘direct monitoring of this rate on the part of US authorities, since November 1,1978.

1

3. An overview of the EMS experience. _ - ‘ :

3.1 A review of the first eight months of the EMS's operations and of certain features of. the

system can be conveniently broken down into three periods, on the basis of the evolution

T T T ST Y

of the ECU vis-a~vis the dollar (see Chart 1).
" The first phase o'f the system covers the period from 13th March to end-May. This period =~ |
was characterised by a relative strength of the dollar vis-a-vis the DM, and by bilateral
tensions within the EMS, between the Danish Crown and the Belgian Franc. Three s

~ relevant features of this period are worth specific mention. First of all, the bilateral

margin between the Crown and the Franc was met well before the indicator of divergence

(e it

singled out the Belgian Franc as the diverging country. This * was . " perfectly

possible in view of the relative amplitude of the unilateral margin vis-a-vis tie ECU i




~and the bilateral limit of 2.25%. One may however questicon the efficacy of an early-

warning system which sends its signal ... after the horse has gone.

A more relevant point refers to the workings of this. indicator when intramarginal
interventions (ia thirﬁ currencies) take place: it is clear in fact that such interventions
can distort the functioning of the divergence indicator. Dur;ipg the peri_od under
review substantial amounts of such interventions did take placé. In pafticular,

while the Banca d'Italia *~was buying in  dollars to prevent what

was regafded as . an excessive appreciation of the Lira, the Bundesbank was
intervening in the opposite sense, to prevent a depreciation of the DM, which would

have worsened the problem of domestic. inflation. '

What is relevant here is that such interventions on the part of the Bundesbank
continued also in May, when the DM first (see Charts 2 and 3) crossed the 0 line of
the divergence indicator and subsequently (May 23rd) reached the maximum 2.25%

spread vis-a-vis the Belgian Franc,

The sécond phase of the system covers the périod from June to Sunday 23rd September,
when the firstgr.eéligneme_nt tock place in Brussels. During this period, charactérized
by the progreésive decline of the dollar, the DM sto'o.'d permanently at or very near to
the 2.25% spread vis-a-vis the BelgianFranc and the Danish Crox.m, and interventions
at the bilateral margins aﬁquiréd;significant pmportions-.' [t should be noted that
-interventions in EC currencies were covered largely by spot settlements; recourse

to very short-term financing also was had ., but no resort was made 1o short-term

monetary support or medium-term financial assistance,

During this period measures of monetaryv policy were introduced by the various central
banks. to combat inflation or defend the currency. In the main, these measures

consisted in raising interest rates: the escalation which took place during the period

R ik AU T
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(see Tables 3to6 ) was no doubt influenced by the increase in rates in Germany - whose
currency was, as recalled, at the top of the narrow-margin agreement - pi‘bmpted by

the desire to counter the inflationary impact of the energv price rise (1).

‘The tall in the dollar in this period coupled with the EEC links also implied . significant
- but varying - movements in effective (and real) ex_.change rates. This was one of the
factors which was taken into account during the (difficult) negotiations that . took place
in Brussels on 23rd September, where the Gérmaﬁ monetary lauthorities made it clear
that the combination of intra~EC tensions and dollar weakness would have implied tco

heavy costs in terms of their domestic stability.

The third period goes from the Brussels realignment up to today. In this phase too the

relevance of the dellar evolution has been of paramount importance.

The agreements reached in Hamburg between the German authorities and Secretary
-Miller and President Volcker were followed by the measures anno_hced by the FED on

6th October, which made it possible to reverse the declining trend of the dollar. Short-
term tensions within the EMS subsided, although stabilization of exchange rates continued
to be achieved by means of sizable intra-marginal interventions, mainly in dollars and

to support that currency.

Interest rates continued their up'ward trend both in nominal and in real terms: in particular

the Bundesbank increaséd again. - its discount. rate by 1% to 6% on Ist November.

(1) 1t may be recalled in this context that the domestic pass-through of the international
increase in these prices varied considerably in the EC countries. While certain countries
delaved and resisted the process, other countries (notably Germany) immediately allowed
the rise to be felt domestically. Thus, in Germany, the " fuel andelectricity " item inthe
consumer price index had shown in August 1979 a 27 % increase with respect to the
previous year. The corresponding rise had been, for instance, 5.6%, 17% and 18.3%,

- respeciively in the Netherlands, France and ltaly. '
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3.2 In the light of the theoretical considerations developed in the previous

paragraph, a few general comments on the evolution of the EMS can be made .

here, . The first quesnon deals with the very object of the exchange rate
the scheme

agreements. While it is clear that the orwmal idea behind/put the emphasis on a

relatively rigid approach,capable of leading/ homogeneous monetary and exchange rate

conditions, the logic of the system is evolving towards some kind of crawling-peg

~scheme. This stems, in my bpin‘ion necessarily, from the fact that no serious attempt

has been made to reduce divergencies in the keyfactorswhich are ultimately called
into question.. to ekplain di‘\.re,rgences in inflation rates - namely wage — preductivity‘
and public finance trends. Thus, on the one hanci, Germany could pursue a policy rof
ailowing a complete and immediate pass-through of energy prices, because ne explicit

sliding~scale arrangement exist and aninformal agreement was reached with trade-unions

_on the acceptance by the latter of a certain relative decline in real wages as a direct .

consequenceof'the'sephenomenaé In this situation recourse to a strict.monetary' policy

to contain inflation (in terms of/domestic aggregates, not in terms of domestic credit

. expansion) acquires the connotation:of a wagesfand;priees policy, because it affects

~ expectations, and, at least in principle, also profit margins.

At the other extreme, a country like Italy during this - period , did not accept some

- eminently sensible proposals which were made in order to neutralise (in pért) the

- escalator consequences of the energy price rise, but moved instead to a more frequent

- in addition,
apphcat:on of the clauses;/if my analysis of the public sector f1nanc1al impulses is

correct, one must also look with some preoccupatlon to the fact that the public sector .

deficit on currernt account with respect to GNP 15_"now expected to be in 1980 over 2

percentage points higher than the 5.5% recorded in 1978. This runs ag.ainst the

explicit commitiments undertaken by the Italian Parliament when it asked the Govern-—

U T S R e U

ment to enter into the EMS and specified the need to lower inflation "following a.
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course alternative to that of a mere credit crunch... by means of a reduction in the

public sector deficit on current account",

The progressive opening out of inflation differentials within the EC - which has been partly
masked so far by the above mentioned differences in the approach to the pass-through
of energy prices, is thus evidence of the concern which can be expressed regarding

the viability of the EMS as a scheme leading towards European monetary unification.

The evolﬁtion of the philosophy behind the system towards a sna'ke'-cu-m-;rawling—peg

regime can, in my c:.pinion1 be cleaﬂy seen from the fact that, as ment-ioned, the

dilemma between "indicator-of-divergence " and "fight-against-inflation™ considerations

was always solved in favour of the latter —first in terms of exchange interventions,

and then. in terms of overall moné_tarj; policy (interést rate} impulses. Itis the very logic

of the divergence indicator which is called into question: if the reason for deviation

is lower inflation and higher domestic financial stability, it is hardly -reasonable to give
o | rpriority to the. return to some EC exchange rate average, .which.would imply importing

| more inflation. This explains why thé German fnonefary authorities always rejected
the symmetry argument contained in the ECU approach during the negotiations which

led to the creation of the EMS.

These general considerations on the réle of the EC'U-can be suppleménted by some mofe
technical observations concerning the distortions in its signals which stem from the
unsatisfactory treatment of the Italian lira and the pound sterling, whose movements
-outside the narrow 2.25% margin are conventionally neutralised. This artificial
_elemerit of inertia can, and in my opinion, did give rise to biases in the designation ofi

divergent currencies (1).

(1) For a mathematical analysié of these points see Masera(1979,b) and Papadia and
Rossi (1979). |




' Sth December 1978 can be regarded as a short summary of the EMS- as ongmally

~ ¢ In principle, interventions will be made in the currencies of countries participatingin |

[P e e et

These technical issues are however dwarfed by the more general point concerning
intra-marginal interventions, both in third currencies and in EC'currencies, which were

inthe region of 10to 1 with respect to interventions at the limit. This fact

undoubtedly reflects a high degree of cooperation and concertation within central

“banks to prevent tensions and to ensure orderly market conditions; admittedly,

however © .. these interventions can alter the indications to be derived from a "pure"
indicator-of-divergence system where interventions would only bégin after the threshold

of divergence,has been reached (1).

The final point I want to make here concerns the relative 1mportance of dollar and Community
currency interventions: total gross mterventlons within the EMS can be roughly put at

some $ 60 billion: over t wo-thirds of which took place in dollars. These simple figures

highlight the rele{rance of the question of a coordinated determination of the dollar policy

(see appendix).
3. 3 - The following five rules set out in the European Ceouncil's Resolution: of

conceived

a) The most important concern should be to enhance. the convergence of economic policieé
towards greaterlrstabﬂity. _

b) The scheme aims at ereating closer monetary &:o—operatioh leading to a zo'ne of monetary

stability in Eurdpe, with the ECU at its center. _ - . : ;

the system.

(1) Note in this respect that intra-marginal interventions in EC currencies were exceptlonal
under "'snake" rules
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L ' d) Interventions will be diversified, especially in connection wi th the information
- furnished by the divergence indicator.
e) The scheme requires co-ordination of exchange rate policies vis-a -vis third countries

and, asfaras possible, . concertation with the monetary authorities of those countries.

In the light of the above brief remarks on the actual evolution of the system, one can see
the reasons why | have advanced the argument according to which the system is de facto

evolving towardsakind of crawling-peg agreement between central banks.’

4. Conclusions.

If the EMS is to represent a step forward towards the-establishrﬁent bf conditions leading
to a zone of monetary stability and, eventually, to European monetary unification, the
emphasis must be on guarantéeing gradual eradication of dome'stic inflationary impulses
‘and differentiated price pressures in response to external shocks. The analytical -
considerations 1 have briefly outlined would suggest that, while coordination of monetary
policies is an integral (necessary) partr of any such arrangement, it is not a s‘ufficignt
one. Public sector deficits (especiélly on current account) and wage-productivity
relationships have been singled out asl the most significanf'factors which have to be

considered in a broader perspective.

It is also cl'ear‘that, insofar as all countries‘agfee in principle orrnr' the fact th;ﬁ inflation has
to be. fought in order to promoie a soundly baséd growth prdcess » the ‘symmetrical

L _ - . virtues of the ECUasan indi'cator/ocgivergence must Be_,qﬁestionabl_e: the onus:; of

1 o %ijustment should fms. which c;iverge Erom the lowest recorjc_e_im

rate, and not from the average.

If this approach is adopted, gradual harmonisation of "fundamentals' should be pursued -
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simultaneously with the EMS agreements. The two-efforts might be linked by reducing
'gradually the size of central fate. changes: maximum presumptive limits for a given
period of time on movements vis—-a-vis the Community average would be agreed and
accepted by Governments, w.ith the endorsment of central banks, domesti‘c, trade unions
and entrepreﬁ.eurs' confedergt_ions:infi-ingement of these limits would put in motion a
conditionality procedure. More specifically,countries which fail to respect the agreement
would see their ability to use EEC financial facilities and budget funds curtailed:
redressment . plans dealinglwith fundamental variables would also be drawn hp at

Community level (1).

In this; perspective, the enlargément of the Community budget, so as to provide a-
selective and diversified system to deal wifh "regional" problems - offsetting existing
"external" diseconomies-would not only provide a necessary instrument to foster EC
integration, but also give some real incentive to pursue policies leading to domestic

and European stability.

In this context of true integrétionrand higherinternal cohesion,  where the ECU.

could play a central rdle, both in terms of the Eurcpean Monetary fund, and in private
markets,the question of the formulation of a common dollar policy would naturally
acquire a dimension which could relate directly to the workings of the international

monetary system.

(1) For an analysis of these points see Andreatta (1978) and Masera (1979,b, Essays 3 ‘

and 4).
-
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EVOLUTION DE L'ECU, DU COURS MEDIAN DES MONNAIES PARTICIPANT AU SME
ET DES MONNAIES DES AUTRES BANQUES CENTRALES PARTICIPANT A LA
CONCERTATION SUR L& BASE DES COURS RELEVES LE 28 DECEMBRE 1978

‘ VIS-A-VIS DU $EU*

Chart 1

10 17 : 1 21 28 5 12 19 26 |2 \ 9o
| L | L t L ! 1 l ! ! ! 1 L 1
. Acdt e ; Septembre Qctobre -Novemb:g
' | 1979 -

*ECU 1,37773; cours wédian des monnaies participant au SME 1,3806;
£ 0,43040; $Can 1,18652; F3S 1,6215; KRS 4,2850; XRY 4,9910; Yen 193,30,

Sources: B.1.S.
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‘ Chart 2
Pt MOUVEMENTS A LYINTERIEUR DE LA GRILLE DE PARITES DU SME
CALCULES SUR LA BASE DES COURS QFFICIELS DE L'ECU DANS LES
1 DIFFERENTES MONNATES PARTICIPANTES ‘ 1
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- Le réalignement des taux pivots 3 1'intérieur du SME, entré en viguev:x;r le -
24 septembre 1979, s'est traduit par une appréciation du DM de 5% par
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o : o EVOLUTION DE L'INDICATEUR DE DIVERGENCE*
-100

1 I , l T , - 100
Le réalignement des taux pivots 3 l'inté&rieur du SME, entré en vigueur le )
24 septembre 1979, s'est traduit par une appréciation du DM de 57 par
rapport i la KRD et de 2% par répportwaux autres monnaies du SME. .
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* L'indicateur de divergence a pour but de mesurer, sur une base comparable pour toutes
- . - les momnaies participant au mécanisme de change esuropden, la position d'une monnaie
s - ' vis-3-vis de son cours-pivot Ecu. L'&cart maximal de divérgence est le pourcentage
- maximal par. lequel le cours de marché de l'Ecu daas chaque monnaie peut s'apprécier
‘ou se dépréicier par rappert i son cours-pivot Ezu; il ast exprimé par + 100, le
seuil de divergence &tant * 75. Les données qui ont servi de basa i 1'érablissement
de ce graphique sonz las cours de l'Icu exprimds an zerzes de diverses monnaies,

cours qui sont toutefols corrigds des effets des fluctuations de la lire italienne
et de la livre sterling au~delld de 1a marge de 2,25% vis-i-vis des autres =onnaies
_participant au SME. S
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1979 | | .
| | .. Tablel . R

CONSUMER PRICES (twelve-month rate of change) ' S S e

Countries january [february| march | april may ~june | july august [septemled octlobernovembtesjdecemba ;
Belgium | 3.9 | 3.9 | 3.7 | 3.8 | 40| 45| 47} 47 | 46
Denmark 1 6.7 6.9 7.0 7.0 7_.9‘ 8.6 10.4 12.3 7
France 10.2 | 10.1 | 10.1 10.0 | 10.1 10.2 | 10.3 | 10.8 |11.0
Germany 2.9 | 2.9 [ 3.3 3.5 | 3.7 3.9 | 4.6 4.9 | 5.2 |
laly 12.6 | 13.1 | 13.1 13.5 | 13.7 13.6 | 13.9 | 14.7 | 15.8 17.1 |
Netherlands 4.1 4.2 r 4.4 4.3 4.1 4.2 3.8 3.8 3.9 ? ‘
CUnitedkinglom 9.3 | 9.6 [ 9.8 | 10.1 | 10.3 | 11.4 [ 15:6 | 15.8 | 16.5 3
EC 6.4 | 6.5 | 6.7 | 6.8 1 7.0 7.3 | 8.1 | 8.5 |
United States] 9.3 | 10.0 | 10.2 | 10.5 | 13.2 | 12.7 | 1.3 | 12.0
Sources: IFS, FMI; Uff. Contabilité nazionale, Bancﬁ d'ltalia.
| i ’
' i




WHOLESALE PRICES (twelve-month rate of change)

Table 2.

Countries january ffebruary march | april- may june july august jseptembrs| october|novemberddecember :
Belgium 3.5 [ 4.6 ,'5f7 5.3 6.3 6.8 7.4 6.8 6.5
5 Denmark 4.2 | 4.2 5.0 | 5.8 | 6.6 8.1 { 9.5 [ 100 |-
France 9.8 | 11.2 | 13.0 | 13.3 | 13.3 | 141 | 14.3 | 144 | 14.3
; “Germany 2.3 | 3.0 | 37| 41 | 42 | 47| 54| 59 | 6.2
ltaly 12.6 | 13.1 13.1 | 13.5 | 13.7 13.6 | 13.9° | 14.7 | 17.7 '!
Netherlands | 1.8 | 1.8 0.9 | 1.7 | 1.7 2.6 | 2.9 | 3.5
. o - : : |
: UnitedKinglom; 7.8 8.3 8.6 | 10.8 | 11.2 11.7 | 13.5 | 13.8 ]} 15.5

EEC 5.6 6.4 7.1 7.7 7.9 8.5 9.2 9.5
T United States| 9.7 | 9.7 1.1 | 10.6 | 10.2 | 10.6 | 11.4 | 11.1 | 11.8

Sources: Rassegna congiunturale, Banca d"IEaIia; 1FS, FMI.‘
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i . . - _ ' c . : ‘ _ , L
i Table 3 1
DISCOUNT RATES ( end of period) -
Countries january february! march | april may june july august fseplembm october novemlerjdecemba |
Belgium 6.00 | 6.00 | 6.00{ 6.00| 8.00 1 9.00] 9.00| 9.00{ 9.00] 10.00 |
; Denmark | 8.00 | 8.00 | 8.00| 8.00 | 8.00 | 9.00| 9.00 | 11.00 | 11.00| 11.00 D R
France 9.50 9;50' 9.50 9.50 9.50 9.50 9.50 9.50 9.50 9.50 |
Germany 3.00 | 3.00 | 4.00]| 4.00| 400 | 4.00[ 5.00{ 5.00 | 5.00] 5.00
ltaly 10.50 | 10.50 | 10.50 { 10.50 { 10.50 ‘| 10.50 | 10.50 | 10.50 | 10.50 | 12.00
. Netherlands | 6.50 | 6.50 | 6.50 ) 6.50 | 7.00°{ 7.00 | 8.00 | 8.00 | 8.00| 8.00
P | Unitedkingtom{ 12.50 | 14.00 | 13.00 { 12.00 | 12.00 | 14.00 | 14.00 } 14.00 | 14.00 | 14.00
LEC 7.20 | 7.40 7.601 7.40 | 7.7 8.10 8.50 | 8.60 8.60 | 8.80
United Siates] 9.50 | 9.50 9.50 | 9.50 | 9.50 9.50 | 10.00 | 10.50 { 11.00} 12,00

Sources: [F5, FMI.




THREE-MONTH MONEY MARKET RATES (end of period)

Table 4 -

Countries januafy february{ march | april may june | july august sleplemln - oclober novemlei|december
Belgium 8.75 | 8.10 | 8.05 | 8.05 | 9.00 | 11.00 | 12.00] 12.00{ 12.10 | 13.10
Denmark 7.00 | 7.00 | 7.00 | 7.00 | 8.00 | 8.00 | 8.00| 10.00{ 10.00 | 10.00
France 6.69 | 7.19 | 7.10 | 7.19 | 8.63 { 9.19 | 10.25{ 11.50| 11.75 | 12.81
Germany 415 | 4.20 | 4.70 | 5.65 | 6.20 | 6.60| 6.75] 7.40} B.00 | 9.8
Laly 11.63 | 11.63 |11.75 | 11.63 |11.38 | 11.38 | 11.62) 11.63| 11.63 | 13.25
Netherlands | 8.00 | 8.00 § 7.38 8.00 | 8.8 | 8.75| -9.50} 9.75] .9.88 9.88
UnitedKinglon] 13.31 | 12.50 |12.25 | 11.88 | 11.81 | 13.94 | 14.06| 14.16| 14.13 | 14.88
ELC 7.47 | 7.41 | 7.48 | 7.80 | 8.41 | 9.16 | 9.63| 9.79| 10.47 | 11.63]
United States] 9.75 9.95 9.70 - | 9.63 ] 9.88 9.55 9.621 10.25} 11.50 14.38

Sources: The Economist.
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"REAL" MONEY MARKET INTEREST RATES(¥®)

Table 5

Countries january' february] march | april may. june' july august [septemle october|novemberdecember
Belgium 4.85 | 4.20 | 4.35 | 4.25 | 5.00 | 6.50 | 7.30 | 7.30 | 7.50
Deamark - 1.70 | 0.10 - - 0.10 |- 0.60 |- 2.40 }- 2.30
France -3.51 |-2.91 |-2.91 |[-2.81 |-1.47 |- 1.01 | 0.05 { 0.70
. Cermany 125 | 1.30 | t.40 | 2.15 | 2.50 | 2.70 | 2.15 | 2.50 | 2.80
Taly - 1-0.97 |-1.47 }~1.35 |- 1.87 |-2.32 |- 2.22°|-2.28 |- 3.07 |- 4.17
Netherlands | 3.90 | 3.80 | 2.98 3.70 | 4.78 4.55 | 5.70 | 5.95 | 5.98
UnitedKinglom} 4.01 2.90 2.45 1.78 | 1.51 2.54 |- 1.54 |- 1..61. -2.37
ERC 1,07 | 0.91 | 0.78 1.00 | 1.41 1.86 | 1.53 | 1.28
0.45 |-0.05 {~0.50 |- 0.87 - 3.15 |- 1.68 |-1.75

United Stales

- 3.32

Sources: see Tables 4 and 1,

(*) Estimates on an ex post basis, calculated as the difference between the nominal data (Table 4) and the 12-month ra‘té
of increase in consumer prices (Table 1 ). c
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1979

Table 6

" THREE-MONTH EUROMARKET RATES (end of period)

Countries january {februaryl march april ] wmay june | july ~ { august [september october|novemleidecemba

Belgium g.3¢ | 8.00 | 7.63 | 7.81 | 9.50 | 11.10 | 12.00| 12.25 | 12.50
Denmark 12.386 {12.92 [12.44 | 10.08 [10.81 | 14.08 { 15.65 15.60 --21.0@
Vrance | 8.00 | 7.75 | 8.13 | 9.00 {11.25 | 10.75 | 12.19| 12.56 | 13.25 | 14.00
Germany 3.94 | 4.00 } 4.94 | 5.47 | 5.94 6.25 6.561 7.38 1 7.50 .'9.25
Haly 12.51 {12.20 |11.64 [12.08 |13.61 | 14,17 | 16.97| 14.75 | 15.16 | 16.70

Netherlands | 7.32 | 7.13 | 6.57 7.19 | 8.88 8.50 9.13] 9.28 | 9.72 9.50
UnitedKinglon| 13.44 | 12.81 {12.19 12,31 |12.00 | 14.25 | 14.88| 14.25 | 14.31 | 14.72

LEC 7.82 | 7.64" | 7.77 8.19 | 9.26 9.83 | 10.77] 10.85{ 11.31

United States] 10.38 | 10.63 [10.69 |10.88 [10.69 | 10.56 | 11.38| 12.19 | 12.81 | 15.31

Sources: COC, Banca d'ltalia,




Table 7 I
g "PRIME" RATES (end of period) -
Countries january |february| march { april may- june | july | august [septemba} oclober|novemberjdecember
i Betgium 9.25 { 9.00 | 9.00 [ 9.00| 10.00 | 11.00} 12.50 | 12.50 | 13.25
" Denmark 10.00 | 9.50 | 9.50 9.50 | 10.00 | 11.00| 1t.00| 11.00 | 13.00
5 France 10.95 | 10.95 | 10.95 | 10.95 [ 11.30 11.60| 12.20{ 12.20 | -12.50
;j ' ) -
' Germany 5.50 | 5.%0 6.00 6.75 6.50 7.50 7.7% 7.75 1 8.25 -
) laly © 15.00 | 15.00 | 15.00 | 15.00 | 15.00 | 15.00| 15.00| 15.00 | 15.00
; Netherlands | 11.00 | 9.50 | 9.00 | 9.00 | 10.00 | 10.00] 11.00} 11.00 | 11.00
! | UnitedKinglon| 14.00 | 15.00 | 14.00 | 13.00 | 13.00 | 15.00 15.00 | 15.00 | 15.00
EEC 9.60 | "9.60 | 9.70 9.70] 9.90 | 10.60| 11.09 | 11.09 | 12.72
United States| 11.75 | 11.75 | 11.75 | 11.75 | 11.75 | 11.50| 11.75 | 12.75 | 13.50
X Sources: World Financial Markets, Morgan Guaranty Trust,
j ! ot
- 5
=
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Table 8

“REAL" PRIME LENDING RATES (¥)

Countries january [february| march | april may june julf au:gust septemba] octoberjnovemberjdecember
Belgium 5.75 | 4.40 | 3.30 3.70 | 3.70 4.20] s.10| 5.70 | 6.75

Denmark 5.80 | 5.30 | 4.50 { 3.70 [ 3.40 | 2.90( 1.50 [ 1.00

France 1.15 { -0.25 | -2.05 | -2.35 | -2.00 | -2.50 | -2.10 | -2.20

Germaiy 3.20 | 2.50 { 2.30 2.65 | 2.30 2.80| 2.35{ 1.85 | 2.05

Haly. 2401 1.90 { 1.90 | 1.50| 1.30 | 1.40| 1.10] 0.03 |-2.70

‘Netherlands | 9.20 | 7.70 | 8.10 7.30 ] 8.30 | 6.40) 8.10] 7.50

‘UnitedKinglom|  6.20 | 6.70 | 5.40 | 2.20} 1.80 3.30 |- 1.50 } 1.20 | -0.50

EEC 4,00 { 3.20 [ 2.60 2,00 { 2.00 | . 2.1 1.89 { 1.59

United States| 2,05 | 2.05 | 0.65 | 1.15] 1.55 | 0.90| 0.35| 1.65 | 1.70

Sources: see Tables 7 and 2, - '

(*) Estimates on an ex post basis, calculated as the difference between the nominal data (Table 7) and the 12 -month rate -
of increase in wholesale prices (Table 2). ‘ :




- APPENDIX

In this Appendix we shall examine, albeit briefly,the
main lines of the problem regarding a simulténéous.analysis of
the divergence with regard to the ECU and in terms of effective
and real exchange rates.. In order to prevent the treatment of
the questlon from being excessively complex, & number of 51mp11£x

ing hypotheses will be made - (1)

The ECU divergence 1ndlcator in absolute (not relative)

terms can be expressed as (2):

(A1) I'= I m.k../L M, =3 ———— k..
ek T AT A Gen)

where X5 4 denotes the price of fhe réferénge currency j in terms
of the . i'® currency (number of units of i for one wnit of j),
- ni‘is thelweight of each currency in the ECU basket, the summation
.A(Z) extends to all EC currencies, and the percentage ?hanges in

the exchange rates are indicated by the superscript ().

(1) An analytical treatment of the subgect in more general terms
: is to be found in Rossi (1979).

(2) For an analysis of these points see Masera (1979).
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In general, the expression of the divergence indicator withrregard to

the effective exchange rate can be written as:

o -(5_')..-3"i=1 R ?-11 T R T e T ' )

‘\ .. . ; ) .- .. 7 .‘- . e e i N ) , . - . . - .

P ‘where the index of the currencies covers, in orincivle, 211 the
currencies and f.. is the weight to be attributed to the change ‘iij’

"normally defined as the ratlo of the trade (exnorts + 1mnorts) between
. the countries i and j (Mij + X, ) and the total trade of the country j

(M. +-X.).'-3
J J

For the sake of simplicity, we shall assume in the first

place that there is only one im?orfant currency externzl to the EEC.
currencies: the ddliar; which is th'e'n;+-1th currency. With regard to
 the weights, while those of5the dollar in the various EEC countries

are defined as f for j=1...n, the intracommunity WElﬂhtS(> i

n+1, 3
for i % j and 181 'n) are- derﬂved from the ECU welghtlng, sultably

- sealed (given f ) g0 as *o bring the total back to unity:
- PV 1- ?n*l.g ' '
\ JL io1- -

On the ba31s of - these assumntlors we therefore obtain

as a simplified expression of;(A.2):

' ' - Q -) .) ’

: w alal g s 5 = (1- - X )

i “(A.3) 1B, j Z i xij fné-l, }Yn-!-l,j ¢ s+l ]) } ,?n-!-l Joaslk, o

i 1,-53 (1-- 153) - ) - o : :
3 We have, therefore::%: Ta Eii<“ﬁ‘L+ Kij): =1, where fii =0 )

=1 T e o -
. T 7 ] ,




.taking acéount'of equation (AJ). Equétionp(A.E shows that the  '
 divergeﬁce indicator with régara to.the effective eichange'rate .
“of the Eﬁczcﬁrrencies, as defined here; is a weightedaverage‘ofjhe
__-ECU indicator and the percentage chéngerwitﬂ regard fo the dollar
‘Since the aata'when the centfal fates'of the ENS :. were..lfixed.irtis -
obvious fhgt, dependiﬁg on fhe_félative weightrof'fﬁe dollar, a
jmovemént of:the same‘size in the-Community currencies vis—é-vis.

the dollar will have"different effects on the various economies and,

in‘particula}f ceteris paribus, will modify.their resvective
competitive positions as measured by their so-called real exéhange
rétes. It should be noted in this connection that, denoting the

real bllateral evchange 1"ate between curren01es i and 3 by rla =

xij Pl/PJ, we cen deflne the 1ndlcator of the "real" leergenCQ of

',currency Js in a manner corresponding~to the simplifying assumptlons
introduced above, és;

- . ] - . (1_? .) H . '. e .7. . .. .D :P-)— -

. . - -yn+l, e . -1 . ‘ . K- - -

. (A.4) IR, = :..Z.l w,o- : G + ..?j)*-§n+1._1;(xn+h_l_ asl 1
R N FE @- R S

1s the index of real dlvergenco
e 2 ij :
Foigpa-q Y

with reeard to the Buropean currencies, while 1Rye = P _py
regar ,th uropean u”anCIEQ,l“*l Eps_ , n+1,j+ %1+1'_ P)

-~

is the real divergence vis-a-vis the United States.




v. direct interventions in ECU, were the Eurovezn scudo to circula

The divergence formulas derive& inthis Appendix sh0w~, in the

first place, that the European exchange rate zgreements are incomplete

- without the overztional definition of coordinaztion procedures in

-

» .exchange rate matters with regard %o third currencies, and especially.

the dollar. This 1s particularly imporfant in =2n international .

context such as the present, in which the Americzn authorities' volicy

of benign neglect has been revlaced by one of zactive interest in

the course of the external value of the dollzr. The setting of the

(moving) band of fluctuation betwesen the ECU and the dollar should,

~in fect, be agreed Upon between the RZurovean central banks and the

Federal Reserve. * o . Im the medium  term., EEC

coordination could be within the ambit of the EMF and take place in

k

g 23

. a parallel currency. In the immedizte future, considerations of a
‘practical nature suggest that, when market quotations vig-d-vis the

“dollar do not appear appropriate and require corrective actiom, the

definition of +the ECU-dollar relationship should implicitly’
resultﬂ'froml-,actual " intervention in the most 'important

EEC currency. It is nonetheless . clear that +the - European
'intervention_policy-shbuld in any case depend on a weighted assess—

ment - preférably with the weights of the ECU basket - of the

"'preferencesﬁ of the individual EurOpean'central banks concerning

desired relationships for each‘currency vis-a~vis the doliar,

The snalysis of the exchange rate movemenis among the EEC
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currencies in "effective" terms is naturally important in that it
. - allows reference to be made to changes in real exchange rates, i.e.
in overall competitive position. Thus, for example, if the agreed

"

movement of the ECU vis-i-vis third currencies brings about a
‘particulariy.large c?ange in}the‘index IR&,thé currengf in questicn
would have'good grognds for having recsurseto a .change in its centrgi
rate vis-a-vis the ECU; From‘ageneral point of ﬁiew; if should be;noted
that the operlativé'. cén‘f'igurat_ién_ of the _,ﬁMS_'is conéi_derably ﬁffereﬁﬁ
from'thOSe génerally pfoposéd aftef tﬁe‘crisis of the Werner ap?roachr
‘and the-insucceés of the Marjolin (1975)'and_Tindemans (1976) feports,
Which were-éxﬁlipitly'based on the evoiﬁtion of‘real'axchéngg-;atesrlé

On the‘ofher hand; it is gvidentJthat-it‘is not possibie fo
ign§r¢ the evolution of'realreichaﬁgé rateé.SO'és hot,%o'run the  risk -of
fhe EMSfcéﬁsiﬁg distértions in‘productive'pfocesses inétead-of—
.contributingftobaianced grOW£hanﬁ-thecofrect allbcétion cf
r;souréeswithin theCohﬁuﬁit&f5-F6£”this réééoﬁ,I-coﬁsiaer it Wbﬁla

SN

. : A Duisenberg and the Ont*ca rnnort (1977) In this'gdnnection'see

also Basev1 (lQ?O)

See,7for example, the-nian'officially Uroposéd by the Minister

. o 5

Fears of this néture_hé#é beén‘authoritatively ‘expressed by Giersch
(10793 on the ba31s of the following reasoning: 1) the German *'ada

‘unions qulv accevt resnon31b111ty for urlce Stabllluv, +herpbv giving

rise to an unﬂervaluatlon of the: DM vis-a-vis the other PEu curre cies

-

«-
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note 2 cont.
2) the changes in exchange rates in the EMS are delayed, so that
pnitzlabour costs ‘in Germany encourage ihvestment by both residents
and non-residents; 3) a deutschemark tied w1th1v the ENS is 1ess‘ '
attractive compared w1tn the dollar, so that unit 1abour costs in

Germany are not .tco high comnared with the Unltea States. In this

- way Eurone uses the German trade unions as a- d1301011narv force of 1t3
- monetary SJstem comnensatlng them with the offer of 1nvestment
and full employment with higher rezl wages in the medium term.
|
’ =
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be worth introducing, in addition to the eristing exchange rate

agreements, certain "rules of the game" for real exchange rates as

well, These rules should promote the convergence of nominal exchange

rates and the lowering of inflation rates. As indicated in the text

(pn. ) with regard'te the'ﬂpefmitted" evolutionlof coste and

prlces in individual. countrles, the deflnltlon of these rulee ehould
commitment of the

.1nvolve the /economic authorltles, emnlov°rs and unions. In analvtlcel

terms this would reguire the definition of “permitted" margins also

with regard to real exchange rates, which, when they were exceeded,

‘would allow a change to be made in  the ECU exchange rate, though

W1thln a certeln previously agreed 11m1t set for example, every

year.

6 It is obVious that these limits would have to be fixed bearing in-

mind a certain expected evolution of third currency exchange rates,
-and would be rev1ewed if these develoned in a manner different

from that whlch had been exvpe tﬂd.
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The EMS, the Dollar, andlU:§:—Européén Menetary ﬁelations --
An Histéricél Perspeét&ve*_ o
.
B ﬁobert‘Solémon | |
" The Brookings Institution

. November 1979

This paper offers some observations about the connections between

efforts at Furopean monetary unification and U.S.-Européan monetary

relations. Presenting this paper gives me an oppértunity. for which I
‘thank the organizers of this conference, to get off my chest a number of
reactions I have had tc views put forward on this subject both by members

ef mv own prefession and by political scientisrs.

U.5., Hegemonv

= : One often.comes_acrosé the proposition’ that efforts-in Europe over fhe

past decade to accelerafe économic ihtegration‘in gené;ai and mopétary h
integrétion iﬁrpartitulag haQe been g'reagtion to what has been termea the
loss or disappearance of American hegemény.. By hégemoﬁyriédmeanf, I take
-it, thg ability'oflthe ﬁni;ed-States'to'succes;fully-exertrits will over
Europe. It seems;to be tidéiy bélieved; ﬁgrticularly ambng ﬁolitical -
sgientists I héﬁe‘fead, thatrsuch Americén hegemoqy eyasofgted over the T }

?Vi :, ~ weekend of-Augﬁst 15-17, 1971.°

'Ig has been my SbserVAfion that the abilitx of the'United'Sﬁates to
-have its Way, S0 tﬁ‘épeék, in'Eu£0pe weakenedlmarkedly way;back-in-the late

1950s. I shall not try to put a precise date on this event but one only needs

* Paper prepared for presentation at a cdnfefence‘on The Political:
_Economy of the European Monetary System at the Bologna Center, The Johns.
Hopkins University, November 16-17, 1979.




to study the negotiations over the General Arrangeménts to Borrow (GAB)
to learn that in the early 1960s European economic and monetary officials

felt themselves.to be quite strong in relation to the United States.  The

‘agreement on the GAB incorporated procedures under which, it was thought.

at the'time"the'EufopeanS‘woqu be-abie to have a strong influence on
Ameriéan ecohomic policy. The GAB was‘eﬁtablished‘og‘Aﬁeriéan inspiratidn
in ordef‘to pro%ide a defense‘against a possible run'oﬁ,thé déllar.' In‘
order to get the Egropeané to gé along, the Americans had to_agfee that
thé policies of a country drawing on the Interpatibnal MonetarylFund in
sufficient magnituderto require activation of the GAB wéuld be subject

to écrutiﬁy_and apﬁrovallin'fwo infernational bodieé dominated by the
Européan counfries, in addition to examination in the I.M.T. executive
board. Both the Group of Ten deputies and thé wbrking Party Thiee of the
OEE;C.D. were given a‘signifiéant role_in.the prodgdufeé.established uﬁder
the GAB. |

1 dredge up thié‘history because it seems to me to demonstrate the

"rather weak position in which American officials. felt themselwves to be.

It also demonstrates the sense of strength and self confidence that European
officials. led by French Finance Minister Wilfred Baumgartner, had come to
feel énd‘exercise.

Further examples,bf the loss of American hegemony can be found in an

"examinatibn,oﬁ'the-negotiatiohs over the establishmentJof_speciai drawing

rights. While it is true that the Americans took the leadership in this'effqrt
and that the effort was ultimately successful, it is also true that the

Americans had to compromise again and again in order to bring the Europeans




along. 1In . particular, French recalcitrance and the desire of the European
negotiators to maintain European unity led to many compromises along the way.
The result was that the SDR that finally emerged was described by Americans

as & new roserve asset and by French officials as simply another credit

i

faciiity. This led Otmar Emminger to quip that "a zebra can be regarded

-

as'a.white horse with black stripes or a Elack horse with white stripes.”
Another example islprovided by the‘fgilure of the American-led effort
te intfoduce greater flexibility into the phf-value exchange :até system
in 1959—71. This gffqrt failed, in-part,_becaﬁse ghe proposéd increased
flexiBility Qould have applied'ﬁo all currencies except ?he dollar, under
the Bretion Noods‘afrangéments where bnl? the dollar Qas convertible intc
gold, 1 have argued elsewhere that this effprt'failedrwhile‘the SﬁR effore
succesdad because the'iatter seemed to mové the system toward greater’

symmetlry whereas greater exchange rate flexability would have made the

‘asvmmertries more apparent.®

Fror this evidence, and additional evidence could be marshalled, I.would -
conclude that the reactivation of efforts toward European economic and

monetary union in the late 1960s cannot be ascribed to a loss of American

hegemony. That hegemony had weakened much earlier,

The U.S. Balance of Payments

R I e A T . e e o . wn ot e -

Another possible explanation for the activation of European efforts in.

" the late 60s might be related to what was happening to the U:S. balance of

payments. Were the Europeans trying to defend themselves against the "excesses -

* -Robert Solomon, The International Mometary System, 1945-1976: An

Insider’'s Vigg. Harper & Row. 1977{ PP. 212—13.
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of the dollar” when thev took up_efforts ai monetérf union in the late 505?*

One immediately has to note, Qf course, that the resignationxdf,
General deGaulle‘aﬁd thg apcession éf President PompidOu'must have had‘sbﬁe—r
thing'té do with the improﬁed prﬁspects'for Euroﬁean monetary integration iﬁ
1969, |

What Qaé the condition of the U.S. bélancé‘of payménts'androf'international'
monetary stabiliﬁy in the perioa leading up ;o-the révival of unification
efforts in 19697 It is worth remembering., first of-all,_that in 1968
there was a monetary crisis in Europe involviqg the Freﬁch franc and,ther

German mark -- a crisis that had ncthing to to with the dollar. The events.

=5

of Mav 1965 had led tc a wezkening of the franc while the recession of 1967
had led to a marked strengthening of the Deutsche mark., Thus there was a

mark-franc crisis in November 1968 necessitating a meeting of the ministers

e Grour of Ten. There was a widespread expectation. that the franc

~would be devziued -- an expectation that General deGaulle brusquely turned

awar in an address te the French public,
The franc was finally devalued quietly‘and efficiently in August 1969

and at the end of September 1969 the Deutsche mark was revalued., Meanwhile

‘in 1968 and 1969 the overall balance of payments of the United States was

quite strong. Under the impact of tight money and high interest fates,.;he'

United States attracted-a-large inflow of short term funds from the Eurodollar

narket . This plus other factors f—'rgstrictions on investment outflows and
an inflow of European funds to the U.S. stock market -~- required a number of

European countries to sell dollars. Some of them had to raise their interest

* Niels Thygesen, "The Emerging European Monetary System: Precursors.

First'Stepé and Policy Optioﬁs,f EMS: The Emerging European Monetary System, 1979.
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rates to proteef their reserves, as some have recently hed to do to maintain
eheir bosition in_the E.ﬁ.S

wﬁile the U.S. bal ance of payments position telned around in 1970 it
didn't beeome seriously in deficit. and the so-calléd dollar crisis did not
begin;'untii sometime in519?1; Thus the generaf balance-of~eayments gituation
does_not seem to me to offer an explanationrfer-tEe deeire of the_European'

untries to renew :he;r_efforts atrintegretion, particﬁleriy monetary

integration. On phis_eoine I seem to be-inrsome aisagreemeﬁt with Nlels
Tbygesen.r | | | |

As an anerican I am not.able to give a full expianation for what
mo:ive:ed the thinking of 1969270 in Europe. 1 uculd:oﬁly ventupe-torguess

that the motivation came from within Eurocpe rather than as a reaction te

the United States. Moveover, the device of narrowing exchange rate margins
wes seized upon as a means of, shall Tl sav, forcing economic integration.
d . 1 A = N o

] well remember extensive discussions with European friends at the annuai
meeting of the International Monetary Fund and World Bank at Copenhagen in

the autumn of 1970. There was no crisis atmosphere at that time, as I said

earlier. One of the major topics of corridor discussion was the Europears'

plan for‘narrowing margins among themselves. This plan was being examined.

from a technleal p01nt of view and one of the concerns that we Americans had

was the following: how would it be possible to introduce greater flex1b111tv

{nto the worldwide exchange rate system ---a progect that was. under c0951derat10n

in the International Monetary Fund and elsewhere -- while the Common Market

countries were in the process of trying to lock their exchange rates. together?

This created a dilemma which my European friends were unable to-resolve.




thus it seems to me that wé‘cannot éttribute the monetary efforts of
ten vears ago to a European reaction to instability in the U.S. balange of
pavments.

I might note that at £haf time, as now, Americané wefe notlparticularly
opposed to European monetary integrafion'effortsl - The position was. as it
seéms‘to be now, oné:of sympathy for European aspi?ations and a wish that
the steps_the‘Europeané také to achieve those aspiratioﬁé wéuld remaiﬁ

consistent with an opén world trading and finaricing system.

The E.M.S. and U.S;-European Relations -

I am not prepared tolargue that mére receﬁt‘efforts in - Europe toward
unification, specificglly the'establishﬁent of the E.M.S., were not-a reaction
‘against what was regarded in Europe és'dollar iﬁstability; i'bélieve manf
Europeans felt tﬂat the exchange rate mévementé between the-aﬁtumﬁ of 1977
ané-the autumn of 1978, when fhe efféctive éxchange rate of the dollar fell:
by 16 ﬁefcent;v%%é?é reflecfioﬁ of unstable Américan_policies.. There was a
reluctance in Europe to see Eurbpeaﬁ performance and policies as also -
providing .an éxplanation for,the exchange rate movements that occﬁrred.

As I3éﬁalyzé wha£ ﬁappened in 1977-78, cértainlyla part of the shérp
incre&se in-the-Current account deficit'of the United States is ekplainable
by the risingrimpbr£§.of oil into‘the'ﬁnited States in 1977, Euf that's
only part of the story. It is alsc true thai-iﬁ 1977”the%¢ was a near
receséion in Eﬁrope and Japan. This shows‘ﬁp in‘industrial production

figures and it appears in a very slow expansion of imports into the European
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countries and Japan. 'Meanwhile the American_economy was expanding in 1977

and 1978. As a result of this difference in rateé of economic expansion the
impor;s of the United States increased much fésﬁefltﬁan did thé expofts.

The reversal in current account positioﬁs'cvef thé pasf vear, whé&:the rate
of economic expansion in Europe and Japan has accelerated aé a result of
ﬁore_stimulative policies adopted in.Germany, Japan., aﬁd other ccmntries,'
offers sgppqrtive evidence for this point of view, it séems to me.

But that is simply analysis and what matters'is‘not‘ahalysis but perception.

‘No doubt Europeans pe;ceived-that exchange rates were unstable lﬁngely as

a result of what was happening in the United States. Thus even though
analyéis might point in one direction;lperceptioﬁs;pointeﬁ in ancther and
the hegds of government of Germany and france looked iq that other direction.
The result was the establishmént of the European ﬁonetary System.

Now that the E.M.S. is-in operation, wﬁgt éanfwé say about its. future
in termslofAS.S.-EurOpean relations? Wé could talk about the role ofkgold
in fhe‘EaM.S;\_There is a bit of uﬁeasinESS in America about the flact that

gold has been taken into the European Monetary Cooperation Fund .at’ something

‘close to market prices but I don't think it would be teffibly‘fnmitful to

pursue this subject. T suspect that the European.Fund will simply lock

up the gold and serve in effect as a gold substitution account.

Can we. also regérd the European Fund as a substitutionraccoﬁnt fof
dollars? It is easy to imagine that as time goes;oﬁ‘the members of the
E.M.S. will continue depositing dollars and possibly also gold im the

European Monetary Fund in exchange for E.C.U.s. 1In the process the European

_Monetary Fund would become a European substitution‘accouht for dollars and gold,

e e L L e et




,Meaﬁwhile'it is to be hoped that thére will be agreement iﬁ thé‘
‘ Intefﬁationa1 Honétafy Fundlfor a Qorldwide substitution account for dollaré.
And if such én 3cco§nt is to be successful it will be necessarylfor the
European ;ountfies'tb paftiripgte. Thus one gaﬁ imagine substifufion taking
plaﬁe.in tw; different accounts. One in Eurdpe regionally énd one in fhe
In;grﬁétionéi Nénétéry Fqnd. This is technically compatible., and it need
“not be pcliticélly or péychologiéally iﬁcompatibie.‘.As a Qggnterpart. of
course. there will be an increasiné amount Qf F.C.U.s created and thefé
5ight begin to be some_concefn as to ﬁhétber the‘developmenrlof the E.C.U.
‘ig ndf‘throu'né a shadow over the SDR. As long as the use of the E.C.U.

as a reserve asset is confinéd within Eurobe. there is ﬁo :easﬁn to be
concearned aBout'thg continoed vitalitv of fhe SDR.

I doubt that Eufope will need its own resefvé asset-when monetary
unification is complete. Once exchange rates are irrevocably locked togefhef;.
as thef aré between Massachusetts and Connecticut. there will Be no neec
Tor tfansfers of reserve assets among'memﬁers of the EMH. Their currencies
wiil;ci%culate‘freely fhrbughout Europe.‘ If I. am right..the E.C.U. should be
reparded as-having‘a temporary existence.

Since it 'is my assigmment tb1look backwaré rapher_than forward, Irsh311 
refrain from trying t§ make any further ﬁrgdictibné abou£ the operation of |
the EMS or about felafions'betweéh Eufope and the United'States. What 1 '_,: . |
would conclude from this bit of economic his;ory‘is that it'is-possiblé
for Europe‘to go on with its undefétahdaﬁle andleven‘laudable efforts at
'economic and monetary integration without the spur. inloﬁe form or an0ther¢

of anti-Americanism.




‘Luigi SPAVENTA
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1.1

I. Introduction

I am presenting to this Conference * some parts of a more detailed

research on the economic and political history of Italy's joining the

EM5. The complete outline includes the following sections besides the

introduction: one on the developments of thé offibial and wnofficial
Italian attitude from Copenhagen to Brémén; §ne.on Italian économic
diplomaé?rafter Bremen; one on the intéxnal dispute énlthe EﬁS; and-one'
on Brussels andithe weég after. I havé gathered matérial.fér all these

sections, but only the one on Italian economic diplomacy and the first

part of the last one have reached a Semiwfiﬁished form and are submitted

‘to this conference. .

Why‘shduld an econoﬁist bothér with the history——and a fragment
of history at that——of thé EMS and not witﬁ its ecouémicé?. Théré aré
three feasons which pushéd mé in tﬂis diréction. ‘Fiyét,.from Copenhagén
to Brussels, in.thé évqluticn of the pégotiations ana in all th% relevant
national and intérnational décisi@ns concérﬁing thé EMS, political éle—‘
ments by far éutwéigh économié'considéraﬁioﬂs. Sécond, ﬁhéréas evéryQ'

thing or almost everything has been said on the economic merits and de—

merits of the EMS, there still are, at least in the case of Italy, several

" unanswered gquestions concerhing its history.. Third, it may bé:useful to

co}lect somé material béfOré it is disperséd and to gathér the recoliéc—
tions of thé insidéré;whén théy aré still vivid.

On éomé of thé issﬁes I havé considéred thére is évéh an éxcéss
of publishéd matérial: thus, on the interﬁal politicél débaté thrée
vqlumés of articlés publishéd in néwspapéfs:or périédicais have béen

collected-by:the documentation centre of the Senate. Not surprisingly,
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1.2

hardly anything has instead been published on the negotiations'and on

the way in which a number of decisions were taken. I therefore had to

'rely on the courtesy and patience of a number of persons, who, having

téken some pértn—large-or small——in‘the events, were éoed'enough to talk
to me and supply me with some~yaluable matefial. They are the former
Prime Minister Hon. Giulijo Andreotﬁi, Governor Paélo Baffi of the Bank
of Italy, Hon. Luciano Barca,.Dr. Guido Carli, Hon. Fabrizio Cicchitto;
Dr. ﬁainer Masera of th? Bank of Italy; Hon. Giorgio Napolitano, Dr.
ﬁinaldé Ossola, Treasure Miniéter; Hon. Filippo ﬁafia_Pandolfi, Professor

Antonioc Pedone, Hon. Altiero Spinelli. Alphabetical order does great

i injustice to some of them, who deserve my particular gratitude, °
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III — Italian Econcomic Diplomacy after Bremen.

In_surveying and abpraising the négotiationé, bilatefal and multi-
1ateral, between tﬁe Tfalian government and the Eurbpean partners, two
problems arise, which remain‘t0 some extent unsolved. (i) Had the Ttalian
governmentlaécided to join in any case or was entry made_conditioﬁal upon
certain minimal requirements? (ii) Which were the objectives of the - -

Italian négotiators? What did they seek to obtain from their partners and

“how successful were the&?

The first question requires further specification, as the picture"

very much changed acco}ding-to whether Britain decided to joih or not. In

“the former case, there was, I believe, a fairly widespread conviction,

even amongst those more hostile to the newléystem for‘technical reasons,
that 1t was hardly possibie for Italy to stay oﬁt by herself: the-politicél
signifiéamce ofrbeing the only EEC country-left ouE wbﬁld then outweigh .i
other fechnicai considerationsg with Britain_ih, on the other hand, the
lira -some felt- would be less eprsgd to specu1ative storms and, owing

to British pressurés, better conditions ould be obtained. Even with this
qualification, however, the préblém standé;'asrthe British attitude
during-the negotiations ranged from ambigubus to discoﬁraging'énd'by-
November it became clear that, witb the electiohs‘postponed until the

following spring, Britain would not join. It is therefore legitimate to‘}

"ask if the Italian governmentrhad clearly in mind what to do on the

increasingly plausible assumption that Britain stayed out.

As we shall better see in the following section, in the internal

" debate the dividing line was between those who believed that the external

and/or internal political aspects of the EMS weré_far more-important than

the balance between economic costs and benefits and. those, instead, who




gave greater emphasis to thé ecohomic side of the question;'The former were -

in favour of joining even without.Britain {though with some initial hesitatidns);
the latter thought that Britain's refusal would reabve the major political

reason forljoining, so tﬁat the deciéién should depend cn whether certain
minihai coriditions were‘satisfied It is possible to detect the same split

between the two bodies which a551qued or represented the Government in the.

negotlatlons: the Forelgn Ministry's bureaucracyron the one hand and the

" Bank of-Italy on the other.

3.3 . The Foreign Ministry’é opiﬁions (which was not always-identical to‘tﬁe
Foreign Minister's view) was tﬁat, though negetiating, we should eventually
accept the EMS, whebther it iﬁcluded Britain or not: one.coﬁld even say that
they de not care much whether Britain was in or out. Not only does thlS
posltlon emerge from accounts of people dﬁrectly or 1nd1rectly 1nVOIVed in
the negotlatlons; it was stated in unambigucus terms by M;nlster Renato Rug-

P o '~ giero, who was in charge of the negotiations, at a conférence‘ﬂeld by a".

Christian-Democratic group (a somewhat unusual 6gcasion for a civil servant

to. express his views} at the beginning of September:

"I believe that it is very important for us, and there is the

clearest political will of the Government in this sense, to

|

]

I

- S _ , participaté to the EMS sihcei@;jrmeptidn, négoﬁiating the
: ,conditions‘in the bésf.pOSSible way . Today‘we need the
; Community more than ever. If we did not participate to the
| EMS, this would show tThat we are uﬁwillinglto accept the

Challenge..;of being a fully European country" {1).

(1) In AREL, La lira e lo scudo: la scommessa europea, Boldgna 1978
pp.100-101, ‘ ’




The Bank of italy;s view wés differentL As we have already éeen, in -
the‘prgparatcry work which took place betweenVCoanhagen and Brémen, the
Bank had supponted a rather loose arrangement: réference rates expressed
in terms of effectiye éxchange fates without compulsofy interventions. The
‘underlying view wés that a éystem as rigid as the snake, but inéludiﬁg the
former floatefs, ﬁad littLe‘éhanée to surviye; that, in particular, the
time was not ripe forrus to:join Sucﬁxsystem and that a revaluafion of the
- lira could, in oﬁr Coﬁditions; be the effect, and not the cause, of a
reduction in our inflationArate; that an early collapse of fhé new system
wéuld be a Serioué éﬁd undesiderable setback (1). After Bremen, as there
‘émerged.”an apparently‘ﬁidé and precise will of Qﬁr BEuropean parthers to
build a truiy new Eurcpean Monetary System", the Bank Qas reédy to accept
more binding.arrangements (2): more Einding, but nonetﬁeless possessing
certain-minima%,requirements of flexibility which ﬁere-alsq considered.

. as minimal conditions for Joining. The existenqerof such cénditigns-waS‘
conéidered all the more important if Britain decided to stay.out. Unlike

the Foreign Ministry, the Bank attributed the utmost importance to the
presence of Britain‘in the:system, both becaﬁse, with sterling in, the
formg)of speculation would‘ﬁot concentrate on the 1ira:in timeé bf crigis,
~and for more general écoﬁoﬁic and political reasons. Troughout. the |
negotiation the Bank ofteh attempted to establish a common front with the
English, by trying, on the one hand,rto allay thg‘grOWing‘Bfitish criticism .

of the system (3), and by inducing our Government, on the octher hand, teo

(1) See-Bank of Italy, Annual Repcrt, 1978, Baffi, 1978a, Baffi 1978b.

(2) Baffi, 1978b. ) o . o

- (3) This aim was purpg@died with great energy and ingempuity in the preparation
of the bilateral meeting between the British and the Italian Prime
Ministers in London, on November 22. ’
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support British views on particular poirits, TLese attempts found an obstacle -

both at the technical ievel, as it was realized that the British authorities

. were not interested in the same things as we; and at the political level, as

the feeling developed on our side that their behaviour was entirely dictated

by internal politicél consideratibns,and on . their side ﬁhat the Gerﬁan

influence was stronger and that wg could not be trusted to take a tcugh line.

The impression one gathefs‘at first sight from the iittle‘one knows is
that the Itaiian governﬁent, pulied by two different_formag,failed to work
out a consistent ling_gnd kept hovering about different positions, none of
thch was‘pursued with‘gréat conviction. A mofe careful examination, how-
ever, may lead té 2 somewhaﬁ differeht, but eVén.less éncouraging conclusion;

Suppose -the Goyernﬁent had decided fhat Italy shouid, ont the whoie,
enter the new sysﬁem, though seeking to obtain bettef conditions. One should
then expeét the Government to secure a preliminary internal consehsus from
the political_fofdesrby‘wh;éh‘it was sﬁpporfed,lwithout however fully-
showing its hand iﬁ e#fernalinegotiations. In.othéf words, onelWOuld expect
itlto adop£ a tougher attitude abroad than at home, in order to strengthen
its bargaining powef, and to avoid, at the same time, a dangeréus feedw
backrbetween the evolution of the negotiations and infernal politicél
feelings. What happéned Was, more or less, the oppbsite. A rather velvety
hand was shown during the negotiatidn with our partners, while an iron
glove was.dften displayed at home, the assuﬁption‘being-thét, somehow; we

would obtain in the end scme of the things which we had failed to obtain -

“before. When the assumption proved unfounded a change?of attitude was

attempted: but, as we shall see in a later section, it was then too late to
cut the internal political losses and to reach a more satisfactory external

result.




This conclusiqn, of course, not only requires some proof,rbut it
implies an answer ﬁo the second of the_two guestions we set at the beginning‘
of this section: what were our objectives dufing the negotiations and how
successful was.our diplomatic actioﬁ? In a short eesayrwritten ex p&st

factum; Minister Renato Ruggiero gives'the following answer:

"In- the menetary field the most difficult dispute-cencerned
the definition eof interventicn ebligetions...With‘Pesbect
to the initial'formulation of 'coﬁpulsory consultefien',

, \ , ] ,

Germany eventually accepted the clause of I'pr‘.esumption of

" intervention!... Fer tﬁe rest, our reguest of a 6 per‘cent.
fleating margin was accepted an& so were, with minor changes,
our requests concerning the fincunthﬁ%rmechanisms. On the
issue of the ’involuntafy debter; we‘obtained an explicit
promise that the problem-woﬁldibe coneidered six‘montﬁs after
the beginning'of-the EMS. It is lese than whet we had.asked,
but it is ail the same a Substantial.result.='

The reeultsiachieved in the field of the 'measures

aimed at strengthening the economi@s of the less prbsperoue

' member states' were less eatlsfactory:,but some’ good progress

S was achleved later, w1th the etatement of the European

.Council of Paris in March 19?9”(1).

This is, I fear, a somewhat-: OVer51mp11fled answer; or, rather, an ex
po st ratlonallzatlon of a far more complex and less clear cut story, in
Wthh the targets of our action were not very clear at the beglnnlng and,

as they became clear, were subsequently discarded or modified as a result

{1) R. Ruggiero, b, p.168;

L3
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of the opposition of our partners. This, at leést, is the impression one
gathers from a tentative and summary reccensiruction of the evolution of the
Italian negotiating position, to which we now turn in order to provide some

factual basis to what has been said so far.

We ey begin with the first official presentation of the Itaiian
position after Bremen. At the jeint sessicon ofAForeign Affairs and Financé
and Treasury Committee of the Chambér of Deputies on July 20, the Treasury
Minister,AMr. Pandolfi said that the Government "does not attribute too
much importance to,thé poésibility that some éountries are temporérily
allowed té float within a wider band and does not consider essential fd
éngage in an attempt to obtain an increase in the credit facilities of-the‘
European Monetary Fund... Far greater importance should be given to the
proéedures and'tﬁ gsome flexible mechanism for altepiﬁg the central fate; even

without asking for a spécial'status for our country". The procedures, in the -

Government's view, should be éimple and raﬁid.'Further, an explicit

- community policy vis-—a-vis the dollar is requested {(1).

This outline of the Italiin position-is‘remarkable for two-feésons.
First, it‘is at variance with the positions taken by'the Itaiian Governmentr
in the following weeks and months: the. width Qf the band will be considered,
or at least be presented as a key condition; considerable importance‘will
be attributed to the size and compositioh of thé éredit facilities, and to
devices, such as the_”involuqtary debtor clause", which 6ught to ensuré some
simmetry of obligatioﬁs; great stress will be laid on the'“parallel‘measures”
'in favour of the less prosperous econonies; the procedures fdr'altering the

~central rate, ihstead, will hardly be mentioned again.-Further, the. Pandol—

{1) Pandolfi (a), pp. 8-11, 16,17, italics mine.
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fi presentation differs from the account given in retrospect by the then
Governor of the Bank of Italy, Dr.Baffi. Accofding to Dr.Baffi, the tenets

of the Italian position after Bremen, were the-following:

a} an economic, rather than a mechaniéal interpretation of the principle

accbrding to which the new system should'bé at least as rigorous as the
snake ; | -

b) a difference.of margins, for different membérs, suffi&ient'to acco$%da£e
different inflatiocn rates and bompatib}e with forward rates;

c) simple éonditions for changing central rates;

d) correction of.the-ésimmetry built into the EéU {1).

Here again, we note that importance is attributed'to conditions which are

explicitly or implicitly'disregarded in the Minister's presentation.

If the Italians had thought that they could easily find a common
ground of negotiation with the English, they'were soon going to be disappointed.
At the meetings in London, on July,24 and 25, between the twb countries!
central bankers and‘befween Chancelloer Heéley and Minister ?andolfi ié
emerged that theiEnglish were‘not in the léast interested in attempting to
make the ﬁew system looser than the.snake: in‘particular,:they were not’
interested in either the wider band-or a mechanism whicﬁ may regémble a
crawling peg. The systeﬁ should, in their view, be strict, though allowing
any member the possibility of dccaéionally opting out.

We, on the othér hénd, wanted the ﬁew system to be not only different
from, but looser than the snakerand conceived-a greater looseness as its

general characteristic, rather than as a special concession for us: in this

(1) See Baffi (b).
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. : W . ' . .
-of EEC currencies was not, to my knoledge, seriously considered either by

3.8

- from the words of Minister Pandolfi in Parlidment. I further surmise

that we, instead, were not much interested in cpting-out clauses: our

context, the wider band acquired far greater importance than it appearesd
|
|

political interpretation of national .pride being such that leaving the

system, even temporarily, after having Jjoined, would be for us a far more

_ traumatic affair than for the English.

The points of agreement were rather less specific, or at least less
operational than the boints of disagreement: an emphasis on symmetry.of :

obligations; the size of credit facilities; an aversion to a parity-grid

system; the importance given to "parallel measures'" in the field of regional

policies. On the issue of s§mmetry, the specific British proposal that the

ECU basket should be composed of fixed proportions and not on fixed quantities

the others or even by us.

Technical Qork continued in the month ¢f August in a.great flurry of
activity. Bétween the end of -August and‘fhe béginn?ng of September alr
technical baper by ths BIS,-fhe feport'of.gg Egg group appoiﬁtéd by the.
Committee of Goﬁernoré (Heyvaert-Group), an‘infefim report by the Goverﬁors'
substitutes; and a report of fhg Monetary.Comﬁittee became-availabie. The
major casualty of these joint efforts was the Ecu as a yardstick for

measuring the floating margins. After the political'exiiharatibm of the

first days,-the more sober analysis of the experts revealed that the Ffench‘

enthusiasm for the new unit was misplaced while ¥Hmt German skepticism was

not. As *the Ecu had been widely publicized, however, alsc the appeal value
of the system received a blow: as the fanéy clothes were torn, the skin of
the old snake was beginning to reappear, };.avoid too strict a resemblanée,

the Belgian compromise was proposed as a way to identify the truly deviant




-

currency in a parity grid system.

~The work done by these Variqus bodies was of high tebhnical.leyel, but,
just because of-this quality, uncovered vast‘expansés of unchariered
political territory. Since'Bremen; the numbef of options and suboptions,

which the experts could identify, but on which they could not decide, had

Aincreased at each fresh meeting. It may well be that setting up -the new

system was, as..some enthusists kept repeating, a positive sum game: national
repregentatives were however behaving as if it were a zero-sum game, where

a participant's benefit would always imply another pafticipant”s loss.

Matters should therefore be settled, and settled guickly, at a political

'level.

As things grew more coﬁplicated,.it-became clear . that the Counciis of
finance ministers were not the best place .to settle'them: it isrsomewhat
ironicai that, in the précess of moving a step_further towards‘Europeanj
integration, bilateral diaplomacy became mofe prominenflthan‘joint Community
decision—makiﬁg. More important, but nﬁt always very Conclgsive, as the

Italian recerd shows .

As the new round of negotiations began in September, some interesting

developments in the Italian position can be noticed. On the exchéngé rate

- agreements there had been some positive — and not pﬁrely defensive — thinking

on the part Qf‘the Bank of Italy. If a new system was te come into life, it
was preférable to try and_make it wofkable, lasting and accep£able to thé
genefality of its'memberslrather than attempting to snatch piéce—meal
concessions. The effort to-design the'new system as. a consistent whole,-féthef

than as a sum of probably inconsistent parts, finds its expression in the
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"Blueprint for the Eurogpean Monetary System" (1), a thorough document,

providing a set of solutions to the problems outlined at the September
CoSEil of Finance Ministers, which was submitted to EECVMonetary Cohmittee"
and to the C;mmittee of EEC Governors. Witﬁout'attempting a summary of thié
rather complex technicél document, I-Shail only list its major features:
(i) acceptance of the Belgian-compromise; (ii} nev ériteria to define the

initial weights of European currencies in the ECU (which no longer coincides

with the EUA) and to reévise the amounts of .each currehby in case ogrrealignment;

(iii) a general band of bilateral interventioh limits wider than the snakg
band, so as to aécomghate forwafd quotations'and to allow périty chéngéé -
without necessarily disfurbing market quotatibns; {iv) narrow,ECU.margins for’
the early-warning system, with definition of the‘éénsultation pfocedures

and interventidn rules such ‘as to ensﬁre s§mmet§y when the alabmléées off;l
(v) a preject for the'European Monetary Fund in itsrdef;niﬁiQe form; The

key element in the part on exchange rate agreement was ‘the combination of

“the wider bilateral band with the much narrower ECU band: the purpose of

such combination was tc make the system more flexible and durdble, without
making it looser, especially if,obligationslin-case'of early warning were -

accepted, As we shall see, Italy tried again and again, but without success,

to have this part of the plan accepted as a general feature of the new

system.

In contrast to the activism on the monetary front, little had been

‘done in the field of parallel measures for the less'prosperous economies —

either at the Community'leﬁel or even by the Italian government, which was

(1) Banca d'Italia, A Blueprint for Ehe‘European Monetary System after the

Ecolin Meebing of the 18th September, 2 October 1973, mimec.
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supposed to be the‘interésted part?. Now the Italiahs-came—out with some
ideas: pilot projects for the protection of natﬁral Sourcéé in the South, to
bé Vfinanced with sizeable Commuﬁity loans. One suspects that tﬁg sFagé of
elaboration of such ideas was hardl& mére advanced than that of fhiﬁking
aloud;-still, it was better_than nothing.- |
The Italian delegaﬁion may have found feasons of encouragemenf to

proceéd on both fronts in the meeting with the Prench Finance Minister

.. Monory and the Frénch Central Bank Governcr Ciapier,‘whichrtook place in
Bergamo on September 8. The French were rather emphatic in étating their

- Lone . .
liking, in contrast with the Germans, a system with s¥mmelry and flexibility

|

|

|

t

{ ' ’ dislike fpr the snake or any snakeflike system and, therefore, their

|

|

‘ built in or ensured by adequate'procedures. On the issue of parallel

meaSﬁres their major worry was to make sure that common agricultural policy

would not be'discussed.ATﬁey, however, leﬁt a_courteous and notluﬁreceptiﬁe

’ - eaf'to the Italian entreéties for substantial soft financing.and went so
far as to express a general agreement; which.was something, though not much,
consideriﬁg that ﬁo figures were mentigned, common agricultural-policy did
not come under-discﬁssign and no aoubt was left as to Italy's will to join
the ﬁéw system. -

B.é This‘may help explain botﬁ the toughness Qnd the:optimism which.
Minister Pandolfi displayed on_fhree separate occasioﬁs in Italy.

On September 9; at a coﬁference held by the Christian—Democratic'groﬁp,

AREL he. declared:

"One thing is certain as far as the position of the Italian
Government is concerned: we cannoh and will not be satisfied

by formal changes,habdly sufficient to ceonceal a reality

-
b
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which wéuld be that of the sﬁake._it is essential for us
to achieve a symmetry of intervention leigations betwéen
_strong aﬁd weak currencies; it is further essential that
the system fits all Community currencies and is therefore
endowed with adequate elements of flexibility;'of which
one is cértainly the width of the margin.,.."
"On tﬁe issue of'pérallel measures we obtained an
importamt.result‘yestérday .. .We secured thé French suﬁboft
tolour proposal thaf the Community should finaUCe'great
_national developmént projects™ (1).
There was then a short staﬁémént in the same vein at the Finance and
Treasury Committes of the Chamber of Deputies‘on September 27. Finalily, 557
October 10, Mr.Pandolfi, in his introauctioﬁ to.thg Budgét'debate, devoted
part of his spesech to the Ttalian position towards the EMS; It vias a
rémérkably iucid, conéistent andiinforﬁative pronouncement, with a famous
passage ﬁhich was to become the obvious referen;é for those more hestile to

Italy's Jjoining the EMS:

"We fought to cbtain that the négotiations...would progress
simulgtaneously along three lines: the exchangs rate
agreements, the European Monetary Fund} Iﬁe measures in

favour of the less prospercus economlies; with the warning

that there are minimal requirements which, if not satisfied

+in one of these three sectors, cannot be compensated by ‘

concessions in the other two" (2).

(1) Pandolfi (b), pp. 136-37. The last paragraph quoted deserves bto be
“remembered in view of what happened in Brussels in December. '
{2) Pandolfi (c), p.22050, italicg mine.
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Suéh minimal requirements appeared té be tﬁe following:-in the exchange rats
fielqd, é substantial difference of thé new system from thé sﬁaké and
condiﬁions ensuring symmetry of obligations — in particular, sufficiently
wide generalized margins. and compulsory action once the signal of the early
wafning system had flashed; for the:EMF, pending it#-institution; an |

immediate activation of adequate credit facilities; in the field of

" development, expansionary policies on the part of stronger countries and

3.10

sizeable transfers of rescurces to the less prosperous cconomies.

If thefe had ever been a spell of optimism, it did not last forlldng;
Even before Pandolfi's speech in Pariiament, thefe had been a disapppinting
meeting of the.substitutes cf the Monetary Cémmitte, where the French gave |
theAimpression of having considerably watered dGWn their. quest fo;_a sysfem
different from the snake. Bilateral diplomacy was Working again - but fhis
time effectively — behind fhe scenes. On october 14, Presidenf.Gﬁscard and
Chancellor Schmidtrﬁet at Aachen and, éweeping away much technical work
which hagd been done, neglectiﬁg the British position, relying'on the_
possibility of gaining Italy's acquiescence by means of some costless ‘cancessions
effectively agreed on what'fhé new system was eventually going to be: some-
thing which was cer#ainly rather far‘removed‘frsm tﬁe French initial wiéhesr
(as had been expressed not earlier than the beginning of September).

The effects of the Aachen bilateral summit were socn felt. At the

'meéting of the Economic and Finance Ministers on October 16, the French

supported a compromise version of the Belgian compromise, which, though’

~different from the German interpretation (mere consultations after the

sounding of the ECU alarm) waé.even more distant from the direct and indirect

constraints which the Italians and the British wanted to impose uponthe

“divergent country. The new. compromise, to quote ah Ttalian source, was such

that, especially within a 2.25% band, the ECU alarm would be of relatively




@

A1

3.14

little-consequenCe{ The Italian attémpts to induce the other partners to

think in term of a trullly new system — aleng the lines of. the Bank of

Italy's blueprint — received, it_would-appear,,little‘éudience. As an
English source aptly put it at the tiﬁe, atfention was progressively being
narfowed down to.option” diverging from the requisites some had in mind; 50
that what was emérclng was Conaplcuosly llke Lhe snake, though aAlittle
larger; nor there appeared to bc any readlness on the part of stronger
economies to recognize thelr obligations towards the less prosperous ones.
These reasons, on'top of iﬁternal political:difficulties and the:irritation
for the Francé—Gérman diplomacy, were making English payticiﬁation less and

less likely.

Immediately after Lhe Ecofin council, on the Séme'day, the ZItalian
delegatlon ddjourned to Frankfurt for . a bilateral meeting with their-

German Countorparts. ow1ng thL blunt frankness (and the good economic Sense)

-rof tho Bundesbank Governor, Dr. Emminger, this meetlng is a rather refreshlngl

episode in a tale where mlshful thnklng and hypocrlsy tosoften prevall The

Itallan delegation made a fresh attempt to win some consensus for a solution

centered on a‘generalized wider band, narrowef ECU hargins and compul sory
intervention after the garly warning. We were nbt interested - itlwas

added ~ in the wider band as a special concession fo.Italy; it would, on the
contréry, be difficult for us to éécept a sﬁecial sfatus, Dr. Emmingér’s

rgplies were clear: nc opjections to the wider‘band for those who - want/ it,’

but, as far as he knew, neither the British {as we have already seen) nor

" the French were in the least interested; a flal no to any'obligati0n of

intramarginal interventions arising from early warning, with a reminder

‘that his Chancellor and the French President had already reached an

agreement con this peint at the Aachen meeting; and, in an aside, some




surprise for Italy's decision to join and a great deal of skepticism on the

workability of the system.
1 : The refusal of the Germans'to accept any- constraint other than the
and their desire to

bilateral intervention limits, the French Realpelitik

be plﬁs royaljste que le Roi, the ‘British indifference and, not last, a

certain lack of political initiative and bargaining strength on our 51de

had already made the essence of the Itallan blueprlnt a lost cauue 5till,

two more attempts were made: in the course of the meeting vetween the French-

Presiden% ana the Italian Prime Minister in Rome, on October 26, and at thei

meeting of the EEC Central Bank‘Goverhors oniOctober a0. .
On chober_ZG Governor Baffi submitted to.the French Presidentuaﬁ

‘ extremely luold and rlgo;oué summary of the ltalién position. A generalized

VWJdeF band would make changes of central rates less freguent and discourage

speculators:'

"Une bande elargle permettrait de laisserlqu‘ﬁne monnaie glisse
e - wvers le bas ou g"1mmoe vers le haut & l'1nterleur de la bande
et 'que, & un certain moment, elle adopte, comme nouveaux
taux céﬁtral, la cote ou‘elle aurait atteinte sur la marché.
Further,*exﬁsting-differéntial;ofAin%&&xﬁﬁ\rates 1mpl%§9 a similar dlfferenblal

of interest rates and equilibrium requires that the latter equals the

discount on the forward market. with a hlgh dlSCOUnb and a narrow band,

"le Chénge A terme se-placera au dehors de lé bande. Cela
pourralt 8tre interprété comme uﬁexmanqqe de confiance dans o
- . \
le syoteme de parités ex1stant en éveillant..iaes attentes | |
déstabilisétrices”. |

whence .the proposal of a general wider hand:
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"Le serpent serait un systéme spécial a l'intérieur d'un

-

systéme général. Un pays quelcongue pourra se placer ol

il voudra. 5'il se place dans le serpent, lorsque éa
monnaieratteint5 la peau du reptile, il disposera de
trois options, a savqir: iﬁtervenir'é outraﬁce, changer
la parité ou passer dans le systéme général sans

changement de parité”.

With a narrow ECU margin‘for.the divergence indicafor, intervention
obligations and a severe discipline for changes of central parities, the
systemiwould be as strict as, but more fleXible“aﬂd mofe workable tﬁan the
snake.

This waé, as 1% were? the swan's song. At the Committee of Governér
it‘becémé certain that no other country was ipterested'in a wider band

system, though there was some readiness to grant us a wider band. We were

thus compelled to abandon a position which was justifiable on gensral grounds mhd

to choose between what we deemed politically undesirable -.the special status -

- and what we considered economically unfeasible - the narrow snake band.

Not unnaturally, we opted for the special status and confined ourselves to
fight a rear-guard semantic éction'to‘obtain that the wider band be considered
a (theofetical) option‘for all the fdrmef'floaters and not mérely a speciai'
conpessioﬁ to Italy. _ _ | o

An agréehent aioﬁg these lines received the gruAH%ing ﬁlaﬂgrbf Chancellor
Schmidt, at the meeting with Pfime Minjster Andreofti in Siena on November
1st, was .approved oy the Monetary Committeé (notwitﬁstandingvéome French .
opposition) on November € and 7 éﬁd by the Committe Of-GOQernors oﬁ No;ember
11 and received a Final sanction at thé Cguncil of Eccnomic and Finance

Ministers on Novembér 21.
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3.12 Though the possibility of creating a truly new system had by now
completély Vaﬁished; a number-of-individual'quéstions wére still open, on
'whiCh‘ltaiian interests wére at stake: the size of the credit facilities;
: thé term of the settlement of the_very short-term support; a generally
accepted interpretation of the franco—belgian interpretation of the
Belgiéﬁ dohﬁfohiég; cénhécfed'ﬁith this, the iﬁtfoduction of the ”involﬁntary
debtor'" clause. Théfg were then twé'issues of péramount importance for
Italy: the nature of the parallel measureérand the amcunt of financiﬁg
'invélved and the British decision on whether té join of'not.
On the‘formerréét of issues, only one was settled, and settled’
_Satisfactoriiy,‘at the Ecgfin Council of Novemger 21 support facilities
Would aﬁount te 25 billioﬁ ECU, 1nstead of the smaller figure proposed by the
Germans and the Dutch. The question of how this amount shguld be divided
Between;the shorf and the medium tefm, as well as all thé other issues
listed above, were léft for the European Council of December to decide. If
was already clear, however, how the wind blew for two points'which Italy
" o considered of great importance:.thelltalian proposél'for‘cémpulsory |
intervention after the eariy warning was rejected by a largé ﬁajority; S0
thét énly the degree of loosenesé of the presumption to act was now the.
object of discussion; nor were the prospecté better for the "involuntary

debtor" clause.

Whereas considerable progress béd been made towards defining the
charaéterisfics of the-future EMS (whether one liked the-results or ﬁot), the
) chapter of ‘the parallel measures was still completely blank. The only concluslon

one could lnfer from the Report submltted to the Counc1l by the Economlc

Policy Committee on November 13 was that the matter had received no consigeratio
at the political level and that, as a result, there was complete disagreement .
on a11 the questions concerned - from the‘énalysis of the existing situation

to the napure and size of the addltlonal measureo. We . have seen that some

s
s
1
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initiative, at least at the technical level, had been displayed on our

side in the monetary field. It is an interesting and unanswered question
whether anything similar had been done, and by whom, in this other fieldf
the impression‘is that we had decided to"rely on our partners'
understanding and geod will, Both uhderstahding and

good will, however, éppeared to be in very scarée éupply at the Fcofin
meeting of November 21. Cur Treasury-Minister recited hisrcahier : increase
of the Community bﬁdgef; Regional Fund; some revisioﬁs of CAP; sizeable
contributions on intereét charges for all available financial sources (EIB,
Euratém, ECSC, Ortéli Facility). He was li;tenéd to, but ﬁis requésts were
notleveh debated, with a éonspicuous show of Yack of interest.

By the time of the Ecofin meetiﬁg the English had probabily aiready
decided not to join. Whatever their true reésbns, the unsatisfactory
develcpment of the exchange rate agreement and the lack of any prégress'
towards structural measures gave them a good excuse and they could not be
overly impreésed-by the Italian argumenﬁ_tﬁat 3fﬁy.hint that the EMS shoulid
not-stéft on January lst, 1979 wéuid weaken one's bargaiﬁing position. Sﬁill,
on the eve of the meeting between the Italian and English Prime Ministers in
London, on November 26 (the.last'of the.series), a valiant effort was made
by oﬁr experts to find an acceptable reply to all the‘British objections and
to:induce them to join: self-interest made them find acceptablé answers to
cfiticisms which ccould have been théir own. It was a.good show, but not

enough to indlce the English to change their mind.

3.13 - Such then was the situation on the eve of the Brussels Council: we had

managed to score some points on the monetary front, of which the more important

" was the concessioh of the wider band, but we had been unable to alter the
trend which the Germans and the French had set; we had not yef been able to

obtain any firm engagement as to structural pelicies and changes of resources;




3.19

. we ﬁad not succeded in establishiﬁg a common front with the-English and we
could not rely on much sﬁbport to ourrrequests in Brussels, Altoghether a
rather weak position. | 7

Dr. Renato-Ruggiéro writes that it.is a mistake '"to treat the‘dialéctics-
' of European construction in the same way as the methods of tradltlonal
dlplomacy, slnce the i!atter is more interested in recon0111ng contrasts
. than in orienting a movement of true integration" (1). This may well be, and
this was eXactly‘what we tried to do in the monetary field by dur (perhaps 1
belated) attempts to build a %ruly new system. We failed, and we had to
‘reallze that tradltlonal dlplomacy was the game successfully played by the

others. As we went to Brussels, we were aware of it: but traditional

diplomacy implies give and take,rand by then there was ‘very little left we.

could give and hence very little we could hope to take.

(1) Ruggieroc (b), p-171.

MR e e s - C e apemyepe, e




e
R

5.1

V — Brussels and the Week after.

It‘is not easy to provide a precise account aﬁd a plausible interpretatiorn
on-whaf habpeﬁed in Brussels - when Mr. Andreotti felt unable to-decide Italy’'s
entry into the'EMS - and of what happened a weekllatér. We are cbnfrqnted |
with several ppzéling questidns. What, iﬁ the first place, made the Italian

Prime Minister take a totaliy unexpected decision on December 5? But then,

~what induced the Italian Government to agree on entering the EMS on December
' 12? When was the latter decision taken? And why was some encouragement -

‘provided to the supporters of a compromise solution? We tread, here, on very

slippery ground: the versions and the intérprétations of the events which

accurred on that week are far from unanimous.

As for the first question, somé, in view. of what .happened later, feel
inclined to provide a‘father cynical answer. The Brussels decision not to
join. was part of a shrewd design by Mr.Andreotti, of which the final

dénouement, with Italy saying yes a week after, was thelother'part. According’

to this version, Mr.Andreotti took two facts into consideration: the

majority on which his government rested was breaking down on the. left,,

owing to the progressive hardening of the Communist Party line and to its
open dissatisfaction with the gouernment,randvit,wéuld,be-impossible to: put the

pieces together again for some time; critiicism against him, for opposite

reasons, was mounting in his own party, where a vociferous trend to the .

right codld«easily be detected. A dramatization of Italy's entry would allow -

Mr.Andreotti.to come out as the man who, in the name;of Europe, had resisted
left-wing, and‘abové all Communist pressures, and_wouid help him to fally
his own party around him and to reéuﬁe alpésitionrofjleadership.

It is.an ingeﬁuous interpretation; but not a plausible one fof two sets
of reasons: one resting on internal political conSideratiéns,-the other on

an appraisal of the‘ébmewhat Unexpeéted_situation which the Italian delegation
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had to face in Brussels.

Looking at the iﬁternal political situation én the eve ofrfhe Bpussels
Cbuncil_and atjits subsequent evolution, one is bound to think that, by
his double move, Mr.Andreotti managed,-if anything, to maximize his polit;cai
losses: something one can hardly suspect a maﬁ like ﬁim to de on‘pdrpose. 7

First, there had been a Government decision to join, at the last Council

. of Ministers befofé_Brussels.‘Second, everybody — the press,'public opinion, -
.the political forces - was quite convinced that we would join and nobody

appeared inclined to attribute great importance to the outcome of the

bargéining o@n incomprehensible technicalities, such as the "involuntary’
debtor”'clause, or even on parallel measures, which were often considered

as mere ofnaments to the fagade. Third, Mr.Andrectti must have been well -

‘aware, as everybody was, that even the Communist Party, having shot a

last salvo with Hon.Barca's article on the Sunday before the Council {an
article which some within the party had considered too fough); was gquite
resigned to a positive decision. The Coﬁmunists would, as é resuit, dolsome
barking, but little biting and may even be glad'at the prospect'of'nbt

having to facg.open isolation on a\"European"‘iésuef Furthér, the Communist§.
had often rebeated‘thaﬁ, as far as parallel measures were concerned, they
were interested in a neQ approach to thé buaget, ;egional and agricultuyal
policies éf the Community, but that grants or soft‘loans would not ﬁake

them change their view. Nor can it be understood why Mr.Andreotti éhould"

go out of his way to antagonize the Cpmmunists. By joining'immediately,

rather than later,'Mr.Andreotti_would still have gained prestige within

" his own party,‘without acceleﬁating the deterioration of his relationships

with the left,

This first set of reasons geoes towards showing why, on purely internal
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pdliticél grounds, it would have been mdre convenienient for Mr.Andreotti
to decide an immediate entrance. The second set can explain why he did not
do so: in a loose'summary, it was the bitterness felt at the diplomatic

insuccess which Italy met in Brussels.

The Italian delegation had gone'to Brussels hoping that some of the

things which had not been obtained during, the negotiations could be

obtained in the final round. According to the Italian bill-of-fare, the

presuhption of aétion, Aslthe early-warning signal flashed,:should be
strengthened by narrowing downlthe scope of any escape clause and by
introducing the finvol;ntary.deﬁtor” clauéé. The change of central rates
and the possibility of temporary opting out should be made easier and
"depoliticized" as much as pdssibie‘ The short-term suppdft should be

increased by more than the medium-term. In the field of parallel measures

Italy asked sizeable additional loans with an interest bonus and special

amortization conditicons and an acceptance by the Council of the increase

- of the Regional Fund in the Community Budget according to the recent vote

ofAthe European Parliament.

If they‘had decided to sténd by -what Mr.Pandolfi had'said in Parliamént
on October lO;,the Italiané sﬁould-have insisted on all these things, for
ali, or aimost‘all, of them-bélonged to Mr.Pandolfi's "minimal requirements"
in the three fields of exchange rate agreements, EMF, p?railel measures,
"which, if not satisfied iﬁ one, ...cannot be compensated by concessions
in the other two“; The mood was however vefy different now from that prevailing .
in October; and 6ne carn presume-fhat thgfe was readiness to accept a good
deal éf trade—off. What the Prime Minister ‘did not expect, and must have

therefore found hard to accept and almost offensive, was the rejection of

B e s S R A . R Lt LRI
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ail, or almost all, his'requests.

‘The énly relatively satisfactory results were obtained in the fieid
of credit facilities, where the Germans acaepfed'the majority's wish to
allocate'mpre to the short than td_the medium-term suppprt (ldrapd ll.
billion‘ECU respectively) and where a épmﬁrdmisg was reached for-the
séttlement of the véry short-term support (45 déys). The - Bundesbank
instéad succeded,in vetoiné the ”invdluhtary debforﬁrglaﬁse (on which
the‘Ffench offeredrno'help).'The escape clause was appfoved in a softer
version than that supported'by the Italians, as the term "exceptionél"
was not introduced.'But_the really bitter surprise came when the Council
dealt with the parallel measures.

ThelItalians felt on reiatively séfé ground as, before the Council,
the Germans, in last-minute bilateral contacts,'had said they would not
oppose substantial concessions. What must have been’neglected or
underéstimated-by our diplomatic advisers wés the evélution of Frénch
internal political affairs. Even a,French President is not immune from t\ﬁe
whims of a composite majority. It so,happeﬁed that, before the Couﬁcil
énd'in connection with the vote of the Eﬁfopéan Parliament, Mr,.Chirac had
launched a heavy attack against what_he thoughf'a far too accghodéting

approach of the President towards Europe -and France's FEuropean partners.

" President Giscard was thus induced to prove that this was not the case and

chose to do,so, at the expense of Italy, when the issue of parallel measures

came to the attention of the council. He said a flat no to the Italian

requests and, so that the message would get home, even said it publicly,

in rather unpleasant terms, in a press and television conference during
a break of the.works of the Council. Britain, at that stage, was no longer

interested in the business {visibly so, same report); the Germans, though

‘accepting the Itélian'position, were not ready to go out of. their way to

L
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suppoft it; and Ital&'was left a lone loser.’ _

It is thérefore-quite understéndable that Mr. Andreottil who‘may be
guilty of other 51ns, but not of belng too 1mpulslve and rash, rather than
saying a flnal yes or a final no. (w1th some loss of personal dignity in

one case and of internal polltlcal credlblllty on the other) should choose

'to take time, let the feellngs cool down, sund the mood at home and, if

possible, try to get some side concessions from his major partners. dbnle
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['Draft of a paper to be deL1vered on October 31, 19?9, at a cOnference '
g of the Global Interdependence Center, 1n Ph?ladelphla.] "7. ‘ f,}_'

"551.‘fINTRobbcf10N‘

Let me. f1rst confess that I f1nd it 1ncreas1ng[y hard to Speak about

f;Monetary System . "-.__-- ‘“‘n;&,

o

How-could I poss1bly say someth1ng new, that you have not heard before,
wwthout Leav1ng out the most essent1at and cruc1al p01nts about wh:ch I '
_h- and many others - have spoken and wr1tten 50 many times already dver: the.
;?_Last twenty years° The best I can hOpe to do is to be selectavety borwng, by
‘touch1hg onty upon a few maJor po1nts wh1ch I feel to be most s1gw1‘1cant at
th1s Juncture, ‘and yet most L1keLy to be’ forgotten begcause they are too obv1ous

'to be mentaoned 1n our . tearned d1scuss1ons. - o '§'iﬁi

o

I shaLL also d1snppo:nt you'1n anothor way. Most of you are probahly most

1nterested in a succesefut correct forecast of what Lres ahead, no matter Ny

o

2 how grim- rhe prospncts maY be If’I'welded co that wlsh, and pf erted reC°nt

'b;iltrends 1nto the months or years 1mmed1ate[y nhead ‘T could only tell you.*hot

J;the 1nternat1onat monetary system has Mo’ future, because our polatical leaders

'4"vi—.and, alas, the1r econom1c advlsers*:- may be unable to muster the luc1d1tY ,

2

i-jand the*courege requ1red to negotwate and 1mchment the rad1cal agon1z1ng{

:reforms 1nd1spensable to cure the wortd 1nflat1on, recess1on, balance of payments

T'fd1sequ1l1brTa, chaotic exchange"rate fluctuat1ons, creep1ng

i

“3'protect1on1sm etc., to wh1ch we seem 't6 be condemned. Lo

I prefer to concentrate on what shOULd be done to reverse the process,

even if the chances are that nothing of. the kind will be done in the foreseeable
future. I woutd ‘rather run one chance out of ten to help build a better future
than nine chances out of ten to pred:ct correctly the disasters that may.await

us.

‘i-the broad top1c uh1ch has been. ess1éned to me.‘"The ?uture of the Internatlonal

- .
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Adv1ce about 1nst1tuttonal reforms, however, must be based on a

L clear understand1ng of the maJor shortcom1ngs of the present 1nst1tu- )
tions. Many of my econom1c coLleagues, part1cularly in the United States and -

in England became 1ncreas1ngly conv1nced a few years ago, that a major por-‘

tion of the blame could be placed on the system of fixed, even th0ugh ad;ust*

-.able, exchange rates enshr1ned 1n the Bretton woods system. The exper1ence

of the Last, six or e1ght years has d1sabused m05t of us of the illusion

..h.a

-that fl0at1ng rates would Lessen 1nflat10n rates, unemp loyment, and

e balance-of—payments dlsequ1l1br1a A few may stilt hold con51stently,

. however,_that “the grOU1ng 1nflat1on, unemployment and balance-of—payments '

dlsequ1l1br1a of . the float1ng rates reg:me are due to’ the fact that govern
ments do not let them float freely,'under the 1mpact of market supply and

demand but 1ns1st on cont1nued interventions and management - or rather

"3 m1smanagement° - by. the off1c1al author1t1es Others -~and I'confess to T

;' .l

r-k regrettably - the problems of recess1on and unemployment, wh1ch 1.

P

K

be among them - hold that ‘some amount of conce ted 1nternat1onal management

“ would be less harmful than eather freely float1ng or natwonally managed

rates. ”5

My maJor thes1s, however, 1stthat ne1ther stable, nor floatvng,
exchange ‘rates can funct1on satas{actor1ly 1n the absence of any 1nterna-‘
i S .
t1onal control, and restraints, over the fantast1c explos1on of 1nterna---

t1onal l1qu1d1ty prov1ded to thenmarket, 1n recent years, by. the monetary'

-_-\A.-

author1t1es and the commerc1al bank1ng system. In devel0p1ng this thes1s, "

R ’:f'l’

I shall center on the 1nflat1onary-aspects of this phenomenon, and neglect-.'

v

certa1nly regard as an even worsenlll than inflation, but to uh1ch

inflation has proved I think, to be a contr1but1ng factor rather than

an effective and lasting remedy.
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CORREGTIOCHNS

e Pe5
" paragraph I1I, sub paragraph (3), last line should read : .

", .reserves with its own I0U's."

. 2'-_ P.7

line 6 should read :

"..profits will, however, be passed on sooner or later to fovernments,

and are practically .."

3. p.7 bis
Table I, Sect. B.

Title should read :

" Inpa ct of Market Price Fluctuations in"

Paragraph II, last line should read :

- v,.exchange markets, if not effected -as suggested below- with the

EMF instead,."

5. p.25
?aragraph—I, sub paragraph (b), line 1 should read :

"most of all, the still enormous weighﬁ of the United States as an e

e T P s L I . F . e . - - e [ - B T




"11. THE MAIN MONETARY SOURCE OF THE WORLD INFLATION

Admittedty,'the-root'caUSes of the.world inflation in which we : . .
are now engutfed Lie outside the field of manstary poL1c1es and . o
1nst1tut1ons, nat1onaL or lnternatTOnaL he unorecedented growth of

mater1aL productlon, and consumpt1on 1n1t1ated some 200 years ago ' -

by the industrial revolution undoubtedty helped meet real needs for' B o !
_ food, shetter, heatth transportat1on, etc., and rema1ns essent1al to ' :
- ;"- - the, atta1nment of decent health. and L1v1ng standards in the poorer, ‘o, %

Less: developed countr1es. it. was Later susta1ned and accelerated,

ff.{ : however, first by the advert1s1ng revolution which created new needs

'unperce1ved before, secondly by the Keynesian revolution which warded

off in the postwar years the cycl1ca£ recessions wh1ch prev1ously . o .
; 1nterrupted or reversed per1od1calLy the growth process, and thurdty, . | :

by the fantast1c expL051on o* mititary expenditures to a level of .

v % 400 hillion ta $_500 b1lL1on a year, just about equal to the total TP Of
Crnina Eanglade}%,and %nole, d)uole that:-of - the t%lrty other poorest countries and two thsri
' of the worLd s po utat1on have- to live or to _
/5r that ar whieh 36 countries group“ng 57 ﬁ pop '
starveJ’These non*monetary factors are the bas1c roots of the world

1 T __}

_'1nfLat102 They have brought' thln our hor1zon 1nrreas1ng scarctties

of essential foods and raw mater1ats, and env1ronmental probtems, whlch
can be;overcome only by huge 1nvestments and r1s1ng costs of produrt1on.

a;ed by coLLectwve barga1n1ng and pressure

‘ ..;\:; Afi:These ljtter are further acceLer

‘.e:sectors o the others.

kR groups, and spread from the s

It 15 at th1s po1nt that nonetary poL1c1es enter the 1nfLat1onary
process. They may accomodate 1t by expand1ng bank credit to the offxcmaL

-~ and pr1vate sectors of the economy, thus f1nanc1ng 1ncreases in wage, costs,

and pr1ces-‘or they may ‘refuse such f1nanc1ng, but at the risk oéfslow1ng

doun not onLy 1nftatnon but economic activity itsetf, at least temoorar1[y.

Q1) on less_t&ea 52 260 a ysar. (O 71 Ueh cents per da}) in 1976, i.e ahort 2.28% o
_oer caplita G.H.P of Switzerland, 3.3% of that of U.5, and 3.7% that of mclnlUF.
These cnlculatlons are derlved from- tne ‘estimates of the 4578 UOrlu Bank Qthf*
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The evolut1on of the nat1onal monetary systems and of the
1nternat1onal monetary system 1tself has tended, over the years, to
eliminate former constra1nts on the 1nflat1onary proclivities to be
expected from both the publ1c and the prlvate sectors of the economy.
This, 1 bel1eve, 15 the cruc1al 1ssue ir the accelerat1on of nat10nal

"~ and’ 1nternat1onal 1nflat1on slnce the first and the second world wars

and part1cularly at the present juncture. 0bv1ous ad’1t may be, it de—

serues more emphas1s from the-econom1c profess1on.

L
PO

Gold was trad1t1onally thd‘major constra1nt on such procl1v1t1es,
but 1ts benef1c1al role in th1s'respect has been vastly exaggerated

: ;dj: - by the enthUSTasts of ‘the gold tandard Credlt money = i. e. bank

‘currency and. depos1ts - played an overwhdunng part 1n susta1n1ng

a ;-"""

feasible rates of econom1c growth 1n the century befare the first -
world war. By 1913 already, cred1t money accounted for about 85 per

. cent of estimated - or guesst1mated" = world money supply M, and 1ts
aLt .-_14_..\
wwdespread use d1d not proue lncompatwble Mith a closer approach to

‘_w_‘

non-1nflat10nary rates ‘of monetary expan ion than in the prev1ous.gold!and

"‘r"'

silver money regames, subJect to’ repeated debasemrnt of the coinaoe.

a-.,g_f:“ [
.

.Any country determ1ned to f1qh -jnflat1on would be better advised to

try legal or const1tut10nal' retllngs on money creat1on (x per: cent

rd
]

T a year, for 1nstanre, a la Mllton Frtedman) than to t1e money creat1on

%ﬁﬁ“
£,

: e EERT R D

et .- "(‘-"-‘e‘i‘-
: to gold I shall absta1n from. pursuwng th1s suggestxon any further,
) R . ‘,_,.r.‘@v‘.i I .

i .and turn 1nstead to my ‘main top1c,'1 €. the 1nternatlonal monetary

system.;‘_il'

The major development her .5' w1thout quest1on, the general1zat1on

. 5,§ "after the f1rst, and part1cularly after the:- second, world uar of the
- "'_-. . aq.ﬂ. .o, -
NS L called gold-exchange standard, under Nthh all but one or a few.,

~

countries accumulated their =~

.""‘“-,r_ ) . S . . - A
'\--f

1) See table 1, p. 62, of my Pr1nceton Study on the Evolut1on of the
International. Monetary System: H1stor1cal Reappra14al and Future
Perspect1ves, Pr1nceton 1964
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E L internaional monetary reserves:not-onty in‘gold,‘but nore and more’ in
one or a tev_national, so—called "reserve currencies” = primarily sterling
at first, and Later the U.S. dollar ~ tegally convertible into gold upoh
2 single request by their holders."l pointed out long ago (1) that the
. inflationary procl1v1t1es of such ‘a system made “its breakdown 1nev1table.
u“_ The gold convert1b1l1ty of the sterlxng standard had had to be sus pended

In 1931, and that of the mlghtaer dollar standard collapsed s1m1larly in

-" ..: 19?1 i : ":

ULV Most of the academ1c'and off1c1al debates concern1ng the recent

evolutron of our 1nternat1onal monetary system have unfortunately centered

~.on tuo secondary 1ssues, rathen

T ﬂ'months of 19?3, and cannot;therefore be btared for. the suspensron

of the dollar convert1b1l1ty in 19?1, nor. for the doubl1ng of

TR ERT

uorld reserves over thewyears 19?0 - 19!2 - ' \

:-.\

ating Vs stable (but adjustable)

(2) The mer1ts and demerlts oggflo

»exchange rates. Interest1ng as it 1s, this debate obscures the

RS fact that. uorld reserves have groun, undrr both systems, at a
- f
1nflatronary,rate 1nc0mpatable with the proper funct1on1ng of either.

ulbly.

O

(3) Far more srgn1f1cant 1s the 1nflat1onary procl1v1ty of any ?'\;f

T - reserve-currency standard - convert1ble as uell as 1nconvert1ble -
:enabl1ng ‘the reserve-currency center to finance huge and per31stent

_def1c1ts - 1nternal as uell asaxternd. by the floodwng of uorld

i

' ; 1 t reserves u1th 1ts oun’ 188%s. . :
i’ . ﬁ:s - I . Lo . I
. & R . - . e ‘Uuﬂ, "' > ! B s - . . . K

:‘ RIS 1 ‘a*h . - . . .. R .

- , Lo -
Not to drown you in an ocean of stat1st1cal estimates, et me

merely ment1on the h1ghl1ghts of uorld reserve creat1on 1n the -tast

]
........

A

(1) In 1957 in my book "Europe and the Money Muddle", and in greater

‘detail in my 1960 "Gold and the Dollar Crisis”.

qi



e (a) 337 from Central Bank

» ,
- | | . | 6.
L e
_s1x years (19?3 - 19?8) of the float1ng exchanqe rates reg1me under uhrch
we Live today. Measured in dollars, at current market prices, world
reserves have tr1pled over these six -years, 1ncreas1ng by 3 380 blll1on,
from 3 191 b1ll1on to 8 5?1 b1ll1on, at an averaoc pace of 20 Z per year,
mult1ple of course of any feas1ble grouth in uorld trade and product1on .
© in'real terms. ‘o','_- ‘2}}:5 _ . - o
- what are the sources of thTS 1ncrease ? ) : fh;?r |
- _ - A
(1) world phys1cal monetary gold hold1ngs, measured 1n SOR's (or in ounces)
ot : -contr1buted less than nothung to it. Indeed, they decl1ned sl1ghtly
"-as a result of - off1c1al salés to the pr1vate market by the IMF “and
) ':the Unmted States. ‘ Tj:}. o . j' ~i'_f
(2) There were no SDR allocat;dns ‘over this per1od. (The.r resunpt1on
: 1n 1979 is unl1kely to .account .for more than 3 % of reserve tmcreases
t : ‘~tn1s year)... .. = '

(3). Net IMF cred1ts contrnbuted about 2 7
CRO VI

'14) ’The rema1n1ng 98 % uere*der1ved-from the twWo- follow1ng sourtes :

JCKS:—:_ 'N‘"'L-\‘ "J} 3

‘:' S ' ., S ‘:1.1,

(overuhelm1ngly dollars‘and Euro-dollars) as 1nternat10nal

-t S
o

reserves, 1 e. to the f1nanc1ng of a Tew rich countrles, )"

*:pr:marlly the Unvted States, . : '; o e

,'--:‘_; i L s . e ' .-
N . : IR LA N _.--.- el t

"

(b) 65 r (nearly tuo th1rds)_from the r1se of gold market prxces

: measured 1n SDR s (34 7) and from the rise of the SDR 1tself

- o :i v1s-a-v1s the U.S. dollar (31 . (1) -

(1) Soaring gold pr1ces were the major source (82 %) of a further -
2 58 billion increase of world reserves in the first five months
of 1979." Revaluing the end of May reserves at the October st
London price of § 414.75 periounce would account for 97 % of a totat
increase of world reserves by 8 218 billion s1nce the end of 1978 to

e a7er billion: /.

- al el

LA S .
75 ?;f"‘ ’ -
$IE M, . TR e
BEReA, Aot T N ,-%__-» L P

w.;u,q U PO " T SR
'accumulat1on of nat1onal currenaies -y
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P
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g. S 7.-

A major portjoﬁ of these reserve increases valued in dotlars undoubtedly

reflects bookkeep1ng profits rather the acquisition costs, - and real1zed

'1nflat1onary impact = of reserves- accumulated in the past by the monetary

authorities, and to which, SDR-valued reserve increases of 133 billion

prque a closer although very 1mperfect, approx1mat1on. These bookkeeping

.profifs will, houever be passed on to Governments, and are praetically -

certa:n to el1c1t -in many c0untr1es more pxpan51on1st fiscal and monetary

pol1c1es in the future than uould have bepn the case otheru1se.
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' soupc_s OF O"FICIAL RESERVE CREATIOHN

(in b:\.ll:t.ons of SJR'S at 35 per amce, and of U.S. do]_]ars)
. End of 1973-Juné 1979 Increases | ' Ratics =
' . : = - : — — June 7S
. . A June in billiens in % of" Lo >
“1972 1978 - 1979 of SDR's Total g | D°¢- 72

A, In bllllm of SDR's | :

I World Go]dwfw-‘s '

I Intematmnal ‘Creait - i)
“A. Fareign Bcchange IRURE S

: B SPR Allocatlons Co

gl

C “Net IVF Credlt ' ,.\..:.;._

o. :cr'o‘-nt of Valuatlon Chanqes

I Of SDR cfold prlce on - :-. o
gold Valuat:.on e

iI Of g pz‘::.ce of SDR on S ' K

A Gold valuatlon in B

B Inte:nat:.onal cr'ed:l.t :m S .

C. Total (A+B) Reserves in
bllllons of. do]_lar's

1 - \Iorld Goldﬁv'f"

144.

[
L]

L0
]

A

=2 .
146 ;
134, .

o
R

N
L
i

»

2.2D
1.£3
9.G7
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1

348

. 7.87

ws .39 %
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Sources -and Notes;e

s

.
~ Ty )
s -
e l
_ : TABLE i'

of Off1c1al Reserve Creat1on : 19?3 - 19?8

sources

- -' . .'4-. ’
II Internat1onal Credat 134 f;g-x
1. Foreign Exchange.' 96" 125 ) 33 %
2. SDR Allocations e - : -
3. Net IMF Credlt T v 2 %
B. Impact of Fluctuat:ons in “?qu: > l}Zj’ 292 247 65 %
.. . A ..:-‘.. ;_:,:: m- :4_.‘ . 5 ) : !’-d ,,.'; ‘-_‘... S -:3: : e
The SDR pr1ce of gold on . E <
. the valuation-of goLd : 159 ' 130 35y
: hold1ngs measured in ‘ - — —_— . _
L SOR'S o aye T T : L :
II. The doLlar pr1ce of SDR";J 133 118 © | 3%
v -on the’ vaLuat1on in S of%f ’ oo : I
: ?1* Gold.

a 2. Internatvonal Cred1t

)
5) . .
L J‘!‘ -+

¢. Total Reserves (A + B) in o
billions.of doilars :

I. World Gold

(1n b1ll1ons of SDR s and of danrs)

7 bis

1973 j_1§78 inéfeeecs-

in billions of
SDR's or 3

Total Incréase

as.% of -

I1. International Credit

see Appendi% %Abtéfi;_;b;
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'belng accounted in part (about 12 %) by Euro-dollar creat1on by fore1gn
banks, and 1n part’ (about 20 ? of the total accord1ng to. IMF sample

' est1mates) by other fore1gn currenc1es, marks, Su1ss francs etc. few

'Thelr 1ncrease of S 124 bmll1on (from-8% 70 b1l110n at the end of 19?2) was.:
of course the ma1n feeder of huge, pers1stent .and - 1ncreas1ng dcf|r1rs Nh\rh we

uould have been unahle to su ta1n 1f we had had - l1ke other countr1es -

; to flnance then from ‘our oun-T

_'/..' . : ' o T : »_'8._—.‘

_Reserve 1nvestments in the United States (mostly in Treasury R .

IR RS |

1

secur1t1es and bank depos1ts) acaount for the major portion of uorld

.;fore1gn -exchange . reserves, and of their grouth. pirect and 1nd1rect
(through U. S banks branches abroad) u.s. Liabilities to fore1gn off1c1al

holders, as reported in the Federal Reserve Bullet1n, total more than.' e -

two th1rds of these reserves, both in 19?2 and in 19?8 the rema1nder

Vo

econom1sts are probably auare ofthe full 1nflat1onary 1mpact of th1s N "—‘g
‘-f1nanC1ng upon the rest of the uorld ci i ;
] The first - ahd most. u1del} understood - 1s that it gave u§;‘57-”‘ ?
nunder float1ng as uell ‘as under«f1xed rates, what de Gaulle called -2
the extravagant prwv:lege of f1nanc1ng most of our def1c1ts ulth our 5
oun IOU S- Our- reported d1rect and 1nd1rect l1ab1l1t1es to fore1gn é‘
off1c1al holders totalled 2 194 b1ll10n at _the end of 1978, i. e..nearly g
A5 tlmes our total reserve assets of 8 13 billion at the. end of 1972, é
i

it 'l

"

eserves (1).

. .{\: N - . . . .

TR L A L

it

(1) Note, houever, that this increased indebtedress to fore1gn OfflCti
holders f1nanced the "recycling" role of the dollar, imposed upon
‘'us by its-reserve-currency use, rather than the cument account . -
deficits of the uU.S. itself. Our net capital exports over these

.- six years, are reported by the Survey of Current Business (June 1979), -

“3'totalled £ 135 b1ll1on, of which'8 24 billion were financed by our
surpluses on goods, services and remittances, and § 111 billion
by our 1ncreased liabilities to fore1gn officiat holders.- See

" Annex Table Seeeas . e : e

et i
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D) C e e .;*:.-_ , TABLE 11

-

. Compos1t1on of world Fore1gn Fxchanqa Reserves :'i9?2 - 1978

J '_- ' ~-":‘ : (‘" b‘ll1°"5 Of 5, and 1n per cents of total)

e . . - .

Ty 4

'l

HAT W Wy i tar S T T A e R LE T IIJI LEEEER TR NNt

-7 o 1973 - 1978. | % of. Total"
£ CIncreases” | 1972 | 1978
. R PR R SR Y
.-‘§T7D1rect o 3 100 | 60°--.) 56
o.,B "Foreign. Branches of U, S.Vﬁ' R A
s Banks 5: DR P 7O K S Y
Other~(III - D ’ © 60 - | 33 o33
A.;Other currenc1es D o 37 - 20 L} 20
_ B._Euro-dollars (other- than . 23 . 13 . ]1.°13
e R RN S SRR B .
III. o*aL Fore1gn Exchange:- B _ "13‘.”; :
_ ReserUESv 134 o 100”\ .100
i Sources and Notpsr .
fﬁfh-xl I. u. S L1ab1l1f1es- Tables~3g14 and 3 13 of Federal Reserve Bulkt1n

; - II. A. Other Currenc1es t Rough“’est1mates of 20 % of total foremgn exchange
P, 'j;- reserves.(line 11D, based. on sample est1mates publ1shed 1n IMF
e L *f Survez, May 28 19?3, p..7155 . L
D L1nes 11 and IIB are obta1ned§:es1dually : II {111 = 1 and II 8 -*II - 1IA
"© . Tline IL B Euro-dollar estimate of 8 13 b?LL1on in 1972 corrésponds clsely
to the estimate of "identified Eurodotlars” reported in the IMF Annual Report
19?8, p. 53, c0nverted 1nto dollars minus I B). .

i

,.-_,-

IIf. . Total Fore1gn Exchange Reserves : Internationat Financial Statistics,
. August 1979, p. 32 estimates, converted from SOR's into 8's. ..
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what is less understood is that the comb1nat1on of floating exchange

rates with the floodlng of world reserves by paper claims on a few reserve

centers has aLso suppressed a maJor restra1nt on dOmeSt1C 1nftat1onary

policies by allrcountr1es.al1ke. As long as world_reserve increases

Y T

. remaired moderate - i.e. until the end of the 1960's - domestic inflationary -
policies were sanct?oned by béLante-of*payments deficits and reserve losses,
'enta1t1ng fa1rly rap1dly the 1nab1l1ty of the more 1nftat1onary countr1e5 .

to avo1d a’ devatuat1on, or deprec1ation,.,f the1r mrrency. Th1s was a |

traumat1c exper1ence, eSpec1aLly under 3 legal system of fwxed rates, since

‘‘‘‘‘‘

3uh1ch 1t can produce u1thout l1m1t --by other countr1es enabled 1t to s

it 1nvolved an obv1ous fa1Lure of off1c1al poL1c1es, expos1ng respons1b[e
off1c1als to the danger of not be1ng retawned reappo1nted or reelected

to the1r JOb aily fLoatxng rates have greatly ueakened th1s trauma

. and its consequent pol1t1ca[ deterrent to pers1stent 1nf{at1onary pol1c1es.

"Floating rates speed up the readJustment of excharge - rates.’to c0mpet1t1ve

Levels by tre more 1nflat1onary COuntPTeS, but tend also to fa61l1tate the

cont1nued pursu1t of 1nftat1onary pol1c1es by them

Concern about the domest1c .and externnl 1mpactn of 1nflat1onary

pol1c1es has not vanvshed It has 1ndeed incressed with the acceleration

of 1nflat1on, but the most effect1ve - herdu e unavoidable - barrier to:

them has pract1cally d1sappeared The Un1ted States wos not rostra1ned

by gross reserve Llosses, because the arcnprance of 1ts oun currency -

ﬁnance enormous def1c1ts, before and even after the dollar became
1nconvert1ble. what 15 Less perce1ved so far in most “of our econom1c
debates is that the size- and pers1stence of these def1c1ts, together R

u1th float1ng exchange rates, have pract1ca£ly eL1m1nated any substant1al‘

losses of reserves, even by’ the most 1nflat1onary countr1es. Slgn1f1cant

reserve Losses were exper1enced by about-a dozen countries. only . in the.

first. years foLLow1ng the exploswon of oil prices, but gross reserves;

even expressed in SDR's rather than- in dollars, and with gold valued

'throughout at 35 SDR's per ounce, more than doubled on the average, for

countries other than the Untted States and the oil- -exporting countr1es

over the three years 19?0—19?2, and have nearLy doubled again {(a 75 per

cent’ 1ncrease) since 1972. Even the non-oil export1ng less deveLOped
u ..

countrtes 1ncreased the1r reserves by 65 per cent from 1969 through 1972,
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- and by 168 per cent in the follow1ng six years. Reserve declines of.more

. WETMDE ¥ EERY 1T

than 50 m1ll1on SDR's are reported by 1nternat1onal Financial Statistics

- Cin its annual 1979 issue) for only tuo countrtes other than the United
States from 1969 throuqh 1972 (1) and n1ne countr1es over the foll0u1ng ' -
six years (2).-> : ’ ' '

R [N
T

Th1s does not mean, of course that atl other countr1es were
A in surplus on current -account, but merely that the current account
) def1c1ts of even the—most 1nflat1onary ones could be f1nanced - and

'( —-. . 7. - . s

1ndeed;overf1nanced'- by 1nterndnonal borroutng. -

) The flood1ng of'uorld reserves by dollar and Euro—dollar creation - C:
has added new. d1mens1ons~to th1s f1nanc1ng., It has increased the cash

reserves ‘of commerc1al banks, enabl1ng them to’expand their, oun fore1gn -

T I

lend1ng at a pace uh1ch they could not have. usta1ned otherw1se.' I’shall
’J-Q"- come back to.this problem 1n theﬂconclud1ng pages of th1s paper, but must -
' f1rst expla1n why 1 st1ll retatn'some hope of reu1v1ng the dr1ve for~ i
- R world monetary reform, more" 1nd1spensable than ever, but wh1ch harassed. )
\ . — off1c1als pract1cally abd1cated;§n ‘Jamaica and the Second IMF Amendment. :
X e s : .

"I am “not. optlmlst1c., Jean Monnet\used to say, "I am persrstent

T

v
2

AR 10T}
A

.
BTN |

. R

(1) Zamb1a and, cur1ously, SouthtAtrtcal with losses.of SDR 200 million
each I ’ . .

-“ﬁ;:C" (2)1Losses of SDR 3 800 mwll1on.are rcported for Australla, 2 065. m1ll10n )
- ’ - for:Canada, 685-million’ for-Portugal 523 million for Turkey, 521”‘ -
et .m1ll10n for South Africa,. 420~m1ll1on for Hew Zealand, 107 million’

for Zamb1a, 106 m1ll1on forrJama1ca, and 51 million for Greece.
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. TABLE IIT
‘Geographical Disf(ibution'of World Reserdés : 1969 - 1972 ’
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'-@]}of the ems.‘-_

Resuming the Aborted Drive toward Indispensable Reforms

1. The ENS Breakthrough.

The most hopeful 51gn of’ p0551ble progress touard reform, since the break-

down of the Bretton WOods System, 15 the breakthrough f1nally ach1eved in March

. of this year w1th the 1n1t1at10n of the European Honetary System (EMS for short)

1 shall not duel L. here on th1s top1c, Limiting myself to a feu observat1ons

V;necessary to d1spel w1despread m1sunderstand1ngs about the a1ms and mechan:cs :

)

N

_ The saept1C1sm - and often dounr1ght Opp051t10n -~ of many Amer1can econo-

Lfmists to th1s neu and cruc1al development is pr1mar1ly 1nsp1red by the conV1ct1on

- n0 that commltments to exchange rate stab:l1ty are premature, harmful, and bound”

o fBIt, as long as the partlcwpat1ng countr1es 'do not succeed in reduc1ng the

wide d1vergences still prevalent today between their nat1onal rates of 1nflat10n.

-‘:r“what they - fatl ‘to understand is that this- conv1ct1on is fully" shared by the EMS

~:not yet fully agreed or

1;,from natxonal to Communlty author and 1nst1tutlons._ff

hﬁnegotuators themselves- and that the new system aims 1ndeed to accelerate, rather
d‘than prevent, the exchange-rate read]ustments stall expected to be 1nev1tahle

" “in the years 1mmedlately ahead. Full monetary union - and even 1rrevocable _
‘"..c0mm1tnents to exahange-rate stab1l1ty - is only a hope, stzll relegated to the
“‘-future and cond1tlonal upon the “h rmonrzat1on - hopefully dounuard - of inflat1onr

. rates “and- the consol1dat1on of. th1s harmon1zat1on through amb:txou reforms -~?

‘"‘en formulHted - transferr1ng adequate Jur1sd1ct1on_"f

(i) The system restores for the pa t1C1pat1ng currenczes, 'a common denom1nator -
' or numéraire - sadly lack1ng in the reformed IMF Agreement. ‘This’ common
denom1nator is the ECY, defaned as a weighted basket of the participating.

currenc1es. Unsat1sfactory as th1s def1n1twon nay be, 1t is a more

M For further deta1ls, see my Suggest1ons for an American Response to EMF"

in 'a forthcoming volume of" the ‘Brookings Instatut1on, from uh1ch I have .
extracted here a few relevant passages ' ‘ . e
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realistic‘benchmark for exchange-rate calculations, readjustments, and
progress toward stability than a w1do[y fluctuating dollar, since trade,
servwces, and capital transactmons among the countries of the European i

Community and others - in Nestern Europe, the Middle East and Africa -

l1kety to gravitate around the ECU encompass two— thwrds to three-fourths

_of the1r total external tranaact1ons, i.e. close to ten times their

e RN e e e

transactlons with the_Uthed Statesrfsee AnneX Table h Iy

ey e

Ny

(2> Oue of the f1rst consequences of this def1n1t1on is to q1ve, for the

forst twme, an operat1onal 31gn1f1cance to the prinC1pte formulated 1n

Articte 107 of the Rore Treaty-'H"Each Member Stzta shall treat its

T
¥
R R N

policy with regard to rates of ekchange as -a matter of common concern .E-
S1nce each country s of‘1raal rate is defined in terms of the ECU and E
since the EFJ 1tself is d;f1ned as a weighted average of member currenc*es, E
it ié‘ mposs1ble for any one currency to revalue Lopward = or. downward - i
in terms of this averaqo w1thout a compensatory deorec1at1on - or appre-_ %
ciation - of - all L ',the“other_partac1pat1ng currencies. Any E
freadjuétment of'muthLLy agreedfeichenge rates ctan thus be effected only %E i
¥ 'b) mutual consent (1) | f
~(3) Two other eXChange-rate comm1tmenta are aLso-oentrei to the EMS aéreen g
’ ment._:r e B | % .

- e . T SO : o i
The first is taken from the forme. 'snake” agreo"ent' the monetary %”
'authorxttes of each country are conmwtted to inlur vene in tne'sﬁchangc ) g |
market'- through sales or purchases of Lhe1r ow~'tmrrenf; - in order to .
l1m1t b\lateral exahange fluctuat1ons betu%%?ﬁl/cvrr?ﬂcy and. Jn“ %&?Crling;;;inzi;
2. ZSA narg1n (temporar1ty enlarged to 6/ for Itoty}. . ' . o - B

3 .

The*second,‘and.totatly novelvone, is to calculate for each currency
‘2 éo—talted "divergence indicator” reftect1ng its market ftuctuat1ons

EGU -
3T terms of its off1c1alty agreed centraL/ratea Cl o h, 0 Hhen

e T W s gty e

these-fluctuat1ons reach a certaln perccntage of the maximum divergence

possible under the b1lateral margins system, the monetary authorities

One mav argue that the somewhat larder shares of tofal trade contractu311v denominatzd in
.Pare mor s relevani,but the choice of the 3 denomiunation in trapsactions with countrics other
e a1 A

han ths U.35 is 1tce¢¢‘ 1 1llon c;l residoe-of PdSL habits no longer Justifiad todave

<1}  As demonstrated by tHe first read)ustment of this sort — and certainly :
not. the-last - an September 24, 1979 Hete, however,that Tedﬁgustments were flfbt

. .--;l:ﬁ.&-' ; :
rlculatgdgon a bnlateral bablS, ‘as. befor W evwlu@tloa of the D.M.. by 5% against the Danisn
one ?l Ag2inst eacn of  the other six artlclpating. L|rrEnclpJ, 1’@ 10 change if the Li
. :
teral rates between the latter), and i”w_lhp 1’& ratés. J;a—a~v1J the ZCU denived afterwards
d emialllﬂg = - T T aniFoms
& Foiay

an uD”d_lu‘\tl()n of- t*l*” M ohy G e :
211y atr - e Lt 0% Ja-devaluatio We ¥ione | s ;
CLintion of the othed six curr " OF the Xrone by 3.8% and /0,975
4 .was Ierlci‘_) tish Pound vis-b- wig
== - LY L E

F{FLTL*'
- VAOUS eentral vate of Tred
pig g tentral rate of b




s

of the issuing country are autonat1ca[ty presumed to take appropr1ate :

1y 4

‘action (market inte erventions, internal nmonetary policy neasures and/or E

other economic pol1cy measures, and/or rcadju,tment.of 1ts central rate
"visTd~vis the ECU), or, if they faj! to take act1on, to explazn and o
discuss with theTr partners the ways in which the situation shouLd be

corrected.. Thus, in. total contrast with Bretton WOods and all other

traditionat monetary ' sovere1gnty rules, consultat1ons on desirable,
exchange rate readjustments may be forced upon a retuctant country,

rather than Leut excluswve[y to 1ts ouwn 1n1c1at1ve.r S -

T P S A TR TR,

¥

:(4) Beyond'its "numéréireb and '’ dwvergence 1nd1cat0r funct1ons, the ECU

also serves not only as a un1t~of-account for an 1ncrea51ng number of -

LR L T R R

Communmty operat1ons, but also as a real money of sett[Pment and reserve

accumulat1on.

CentraL bank stabwszat1on 1ntervent1ons in the exchange market shoutd

ey

be conducted, as far as p0551bie, 1n member currenCTDs rather than. in.

Ll L T T

dotlars. S1nce, however, centrat banks do not. in pr1nc1p{e accumu{ate
member currenc1es .as, reserues, such 1nterventaoms requare mutual cred%t:

‘operations between _the two centrat banks concerned, the 1ssu1ng bann of

T e

the strong currency accumulatlng c[a1ms against the 1ssuing bank of the

AT B ey e

veak currency. Contrat banks grant each other through the EMCF (European

Honetary Cooperat1on rund) unl1m1t9d very. short-term fInanCIng for their

Sy, = g i

1ntervent1ons and short ~ter m monetary Supuort, wh1ch can be supplemented

T B T 4 R e

further'by medlun-term f1nanc1aL asststance, granted by the Counc1t under

Yo

appropr1ate cond1tions. o o

o ',._

TSP S A My s

fhésefShort'énd'medfum-term arrangements now entail. lend1ng comm1tments k

e Ty s g e

totall1ng in theory 38. ? b1tl1ons of ECU but not att of which could in ' E

HPTRASE TN TN T

fact be S1multaneousty ut1lvzed o . e :

£ 3im

The borrower can exercise cone of several options, or combination of options,
when the reimburssment £alls due. In case ac¢ wishes to sztile 1“ ~,CT'~,, he
C:ﬂnot force reluctant creditor E0U settler ents axoseding S0% ount due.,
: the ahsence of. any
Lrve componentsin - the

oroany portion not settled ia ECUT s, the gensral rule - in
other agreement between the - two Ddrtlénw is to setile in res

v

same proporticns as as thos e 1in wnlcn the debtor central hany holds its reservas,
gold, however, being excluded., 1In practice, therefore, the opticn. is primarily
Letween ECU or § repayments,

=
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" 2. the ECU and the Dollars . =

LU

But hou do central banks acquire sULh ECU s? They are credited in ECU
,accounts on the books of the EMCF against equ1ualent transfersjof gold

and dollar reserves for amounts equal to 20% of each country's gold and .

dollar assets. The convers10n of thpse gold and dollar transfers into

ECU's takes place at current or (for gold) average market prices over

the preced1ng six months. They totalled initially, last June, about

26 b1ll1ons of ECU s, 1. e. about 2 35 b1ll10ns, and ECU 29 btll1on, equi—
valent to nearly S AD b1ll1on at' the end of Septenoer.

The EMS baby is only 51X nOnths old, but is deemed by its parente to be
. reasonably bealthy. Its growth to adulthood however, will requ1re add1t1onal
‘and crucial agreenents call1ng for a h1gh degree of pol1t1cal vision and res—

on31b1l1ty. I wish T coulo rev1ew here, in particutar, the steps necessary to
transform the EMCF: 1nt0 a European Monetary Fund and, later on, into the federal
Reserve System of a full ~-fledged Monetary Un1on. Th1s, houever; deserues‘
another paper, which I ehall spare.yOU~today. .

v . - : . - !

You may be.more'interested, indeed, in the external — rather than internal -

'problems confronting the_EMS,;in the immediate and Longerrrun future.,

z'.
]

One of the f1rst and most urgent problems confrontTng non—member countr1es

"fas well as member countr1es 15 the insertion of the EMS. 1nto the uorld monetary

fsystem, and part1cularly the uneasy relatzonsh1p between the ECU and the dollar

'1n 1nternat1onal settlements. B

An 1mp0rtant feature of the EMS 1n this respect is htghl; welcome by éur

: monetary authoritTes._ This 1s the replacenent - in principle at least — of .

'.fthe dollar by Communlty currenc1es 1n 1ntra Community 1ntervent1ons on the ex—

change market and by the ECU in the sett ement of ‘mutual credtts.' Ne have often, -
and Justxfwably, conplawned of ‘the dominant use of the dollar in both of these
respects, 'as it could exerc¢se strong ~ even though unintended = upward or
downward preseures on dollar’eXCbange—rates,‘irrespective of any development

in the dollar conpetitiveness in world trade, whenever Community countries’ .
surpluses or deficits ‘switch from eager to reluctant dollar holders, or vice~

VersSd. -

i

nere ”tianspert”, hOWEver, are etill for the moment ref. in renewzble three
q
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1“9 in th15 respect, dollar 1nterventtonshav1ng rema1ned far larger so far T%'
than was intended. New measures are now under d1scu551on to ‘make p0551ble a f?
further reduct1on in the use of the dolar in. market 1ntervent1ons and settle- {
ments.. If successful, these. measures should el1m1nate unnecessary pressures - z
Upwafd or downward ~ on the dollar rate, and restore the d1sc1pl1nes whose - ?
excessive relaxation has .proved - as d:scussed above - the ‘major engine of é
uorld 1nflat1on and cont1nued balance-of-payments d15equ1l1br1a for °ther_s }-%if

‘be more uorrtsome‘

'EMS author1t1es, or by the 1mag1nat1ve Euro currency and“Euro-bond sectors of

reactions in the Un1ted States 1tself

‘trtes for HhTCh trade u1th the Commun1ty accounts for

_as a potent1al benchmark for the1r exchange-rate pol1c1es, and stabtltzatton

_endeavors. Suwitches from dollars to ECU's in pr1vate and oft1c1al settlements

j_agaznst so—called "foretgn exehange dump1ng" by the u. S’

bk

1:.}\,'

The f1rst months. of funct1on1ng of the EMS have been‘somevhat d1sappo1nt-

countr1es as well as for ‘the Un1ted States.j’

e y -
-
.,'. w,

<
SR LA

- - . T

The use of the ECU outs1de the Commun1ty 1tself m1ght, at f1rst v1eu,

- -u, el

7_As ment1oned already, the ECU“IS l1kely to prov:de a

¢-1" 3

total trade.' Some of these countries are alfeady lonk1ng'1n fact to the ECU

£ e

ST VA

e W

‘_ e

and reserve accumulatton mtght become very, empttng,..flmade p0551ble by the

-u\,a"a.. vun:-

Voo

the: world. economy. - Such ,u1tches m1ght depress doLlar rates unouly on the

exchange.markets. _ ': S L . . i.gff
A close, tuo-uay, cooperatlon betueen the FMS and,the u. S. author1t1es lé;
u\ll be necessary, in any case, to prevent a’ further'ueahen1ng of an. already ,ﬁ% ‘.
undervalued overcompet:ttve dollar.' If th1sitrend uere:alloued to proceed . ,f -
much further,'tt would 1nev1tably trtgger protect;on1st react1ons ‘abroad © - yjf-

.and p0551bly pantcky

The fear of such a disastrous. course of events 1s a pouerful stwmulus to

‘cooperation betveen the U.S. “and Europe, and the EMS prov1des new and un-

precedented instruments to make such cooperat1on more feaswble and effecttve

than in the past.‘ - -V,g_, e . .}

. N ."'_ e Ca .-
. . . r‘.-‘.a *

The first requ1rement in thws respect u1ll be the correct1on of our huge
and groutng deficits of recent years, and 1ndeed the restoratlon of healthy -

surpluses in our balance of payments aon current account.' This, in turn, witl

e
L

‘ ) . et

(i




"Amer1cans and by fore1gners.“

at the.current pr1ce of gold on.the market.u Th1s latter est1mate uould of

':monetary author1t1es 1n settlement of the1r dollar clatms. . “{”

A e .. . PR

. requfre an even. more"determined.and successful fight to, reduce our profligate7

oil’ consumpt1on and lmports and a rate of domest1c inflation double or tr1ple
that of Germany, Japan, Belg1um the'Netherlands, or Austrta, to soy noth1ng
of Switzerland., The clear affwrmat1on of these prtor pol1cy obJectfves by '

the Congress as well as by the. Adm1n1strat1on, and their. early 1mplementat1on

.by concrete restra1nts on f1scal overspend1ng, excess1ve money creat1on, price

and uage 1ncreases, oil consumpt1on and 1mports etc. should help restore

el

conf1dence in the dollar, and.reverse bean1sh speculatlon aga1nst it by

Yet . total and last1ng correct1on of our deficits cannot be expected

T ‘Y";\"

overn1ght. Correct1ve pol1c1esA 1nclud1ng past reod]ustments of our exehange

'ém:

rates - produce the1r effects only slouly. The avowdanCe of an exee551ve

depreC1at10n of the dollar w1ll sttll requ1re cons1derable f1nanc1ng of our

' taper1ng off fore1gn def1c1ts for some t1me to come. ’

v

. e
, Ne can f1rst of all drau for'th1s purpose on our oun 1nternat1onal L

uh1ch would approx-

i ,-"-'. 1

sales from our reserves. It Tiss relevant. huuover, as one of the many reas--

"'“--w "e'?‘-

- of. our ab1lmty to transfer gold at - or close to ~ market pr1ces to foreign\‘

“ : t .

o “.h' . . FR

Far more 1mportant, of course, 1s the u1ll1ngness, amply demonstrated
N ---,.-‘\,_ .

£

already, of fore1gn countr1es “to part1c1pate in a joint defense of agreed

dollar rates, 1nclud1ng, of course, the read]ustments - upward as uell as

L?h’

2 -
dounuard - that might be. deemed appropr1ate, or unavo1dable, before any sta-

b1llzat1on of the dollar v1s a v1s the other major currencies can be realis-
tically envmsaged,_even as a presunpt1ve goal rather than a legally b1nd1ng
comm1tment. The radtcal polxcy changes announced and put nto operat1on 51nce
November of last year - and’ re1n forced on October 6 of th1s year = are ‘essential.

in this respect.
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We have, first of all, accepted to intervene massively in the exchange

market, rather than leave such’ 1ntervent1ons nearly’ exclusively to others.

[P ——

. We have, secondly, agreed to reduce the 1nflat1onary 1mpact of our borrow:ngs
-tabroad by borrow1ng in the f1nanC1al market, rather than nearly exclus1vely
from central banks.- Th1rdly, ue are now ready to denom1nate our foreign

. borroulngs in the cred1tors currenc1es as uell as in our own, in order to

" make them more attract1ve and acceptable to prospect1ve lenders deterred by
the r15k of eXxchange losses on. a deprec1at1ng dollar. Fourthly, we are naw.
u1ll1ng to exolore act1vely w1th our IMF partners the’ open1ng of- so—called

"subst1tut1on accounts in SOR' s as. a uay to mop up some of the dollar over= .
49 N

e ¥

hang accumulated 1n the past.

TH?_EMS opens Ublhéh OppottUhities'in all;of these respects; c

First of all, the adopt1on of. the ECU as a parallel currency may soon
iienable us to denom1nate some of our fore1gn borrow1ngs in ECU's, F1nanc1ally,

th1s would expose us’ to smaller r1sks of exchange Losses than alternat1ve

R L g ok sy v

':]denom1nat1ons 1n nattonal currenc1es such as the mark or the Su1ss franc. CoT

:"Pol1t1cally, it would be a; concrete and spectacular demonstratwon of our wilt

a'
7 to support the new Europnan Monetary System, and be far more aCCEp11nlE than

"

[RIRY It
!

(]

' “borrou1ngs in any nat1onal currency other than thn dg lar, upeuang us to the

.laccusat1on, for 1nstance,’of mak1ng the dollar a satell1te of - the mark

Secondly, a re1nforced EMCF' and later European Monetary Fund - should

- g i
fac1l1tate the effect1ve concertatton of Jo1nt 1ntervent1on and management

e e o g

of Eupopean exchange rates v1s a-v1s the dollar. It should also prov1de an

Ay

add1t1onal mechanism for the subst1tut1on accounts env1saged above.r Reluc=

tant dollar holders could eXchange them for ECU's, if they u1shed, as’ uell

as for SDR s.

B

A1 Agreement on th1s technaque, however, is likely to requ1re a parallel
- agreement of some sort on the complementary proposal of the IMF Executive
Directors and the Committee of Twenty-on "asset settlements”. See the
remarks of M. Szasz, and others, on this topic in EMS : the Emerq1ng
‘ European Monetary System, publasheg/IRES Louva1n—la-Neuve, Belg1um,

19792 - : Y
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The quxd pro quo of the ECU exehange guarantce granted by‘tho U.S. to

et

the ENCF would be a- substant1a[ toverinq of 1nterest rates on our obl1gat1ons,

-and the1r conqolwdat1on into longer tern mdtur1t1es. This consolidation v1s~ :
intact
a=vis the EMCF would leave/ the "L1qu1d” character of the ECU cta1ms held on it

ey o md

by the nat1onal CentraL Banks in exchange for their doitars,'1nsofar as 1ntra*'
EMS balance-of payments dxsequ1L1brua coutd be settled by mere book- keep1ng
transfers of ECY balances from one member country to another. This l1qu1d
character would aLSQ be preserved for the f1nanC1ng of European def1c1ts to-

uard the Un1ted States — and . other doLLar arna countries — if our obl1gat1ons

toward the EMCF were expressed 1n the most nppropr1ate fornm, j:g,'in the form

of‘ consols By without any_1mperat1ve repayment date. Consol""bondr-haying

‘
et ———

interest to their holdere but rnoa;dble only at the 1n1t1at1ve of the debtor -
mostly through open market operdt1on - used to be a most trad1t1onat and : i

'prest1g1ou° means of borrow1ng for the Br1t| h Government, and - under the

. _name of "renfes perpetuelles = for the French Government. They couLd be

'fildef1c1ts toward the Un1ted States.‘-n

;made s1m1larl/ fdm1l1ar and attract1ve todﬁy, espec:at[y 1f coupled with a

cont1ngent :repayment obL1gat1on in the event that present balance~of payments '3

"d1°equ1l1brwa were reversed and our’ cred1tors were aga1n to’ encur substant1at

: It woutd moreover, express operat1onatty an obv1ous and unesrapnble truth i
"1 e. that "reat” repayment of 1nternat1onal CFOd]fS can onty be effected '

'through the rncovery of a qurplus pos1t1on by the debtor. All that f]nanc1at

‘,arrangements can do, 0theru1se, 1s to reshuff[e among ‘the cred1tors the cla1ms

”'” on a def1c1t country, but 1t 15 equally true that these cred!tors can onty

'rece1ve “real”_repayment for the1r cta1ms by rurn1ng def1c1ts T feet ‘that -
Tthe suggest1ons above wouLd heLp d:spel the fananc1aL ‘og cLoud1ng these trans=
act1ons - and often m1stead1ng the transactors themselves into un#ortunate

and 1netfect1ve pol1cy dec1saons - and adjust 1nternat1onaL Lend1ng pract1ces

to the facts of foe._f

Note.also'that the "consols” accumulated by the EMCF - or a reformed IMF -
should be neoot:abte in the market .under agreed cond1t1ons, whenever adv:sable

to mop up exce 1ve, inflationary, leveLs of l1qu1d1ty.




Elasina b

v

3. . Progress tovard Wor Ldwide Roforms
SOme DGODle st1ll view reglonal monetary cooperat1on as the antithesis
-~ .of uorldulde monetary’ cooperation I took the opposxte view uhen I helped ' -

plan and negotlatc the Curopean Paymentr Unicn, whxch provwded in the 1950'

. a most Spectacular demonstratwon of the conplpmentarnty of these two approaches.

The EPU d1d much more, indeed, than the IMF in those years, to- restore conver- :

t1b1l1ty betueen the part1c1pnt1ng currencaes and the dollar, as uell as. among

PR -

v

-“:.themselves.

UL P - < \.. e et

-

' AP ¢ am conv1nced that the uccess .of the EMS exper1nent toward 1ts bas1c

'i{~ ob1ect1ves' and of the 1nd1spensable cooperat1on between the ENS and U S.
authothmes, mught at long last break the deadlock uh1ch has paralyzed, since

'.Jama1ca, the prev1ous detcrm1nat1on to restore a workable world monetary order. &
-, -

'1r;}_1 hope I am not ent1rely a “loner and a dreamer in feelwng that float1ng

. rates and’ the second’ Amendment to the IMF Art1cles of Agreement should not

“iﬂ;-‘relegate to the garbage can all the prev1ous proposals for IMF reform, 1roned

Tout over’ ten years of cont1nuous 1nten51ve negot1at1ons. May I refer those

'":'1junder the title "Gold and thr Dollar Crigis :;Y terday and Tomorrow (oir-

‘.-n'lJ:'t1cularly pp. 11 and 12). The.r VOlUt]UHuly drvelnpmnnts of. rerent years'

certainly requ1re a mod1f1cat1on of prev1ous proposals for reform, but to
.: \SJ""‘G E.
xenlarge them - partlcularly to

"1""

l_u1th the fantart1c explosnon of pr1vate

-:ﬁi 7(1),'F1rst and foremost, of course,.should be‘the actual 1mplementat1on of
e PRt
the often re1terated p1ous

"u

h to subst1tute > reformed SOR - for the ST

dollar as well as for gold 1n»1nternat1onal reserves and settlements.

.fThe latest IFS est1mates shouchow far ve are from that goal° SDR s and
e . ‘,:"C.',,M_ : e

Reserve Pos1t1ons 1n the Fund accounted each last May, for less than

RPROLE

3/ of world reserves " as aea1nst &4% for gold (valued at market pr1ces)

u

and 54, for foreign exchange hold1ngs. v

- T -.'.' - .-4_.._5'- .

LI AL SR .,

Let us hope that the IMF Belgrade meetlng resolut1on regard1ng SDR 'sub-d
st1tut1on accounts w1ll prove a f1rst step on the long road still’

ahead. ~The mopp1ng up of outstand1ng gold and dollar hold1ngs through

- H
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"subrtitdtion,accounts", however,'would be useless - and difficult'to“
negotiate — if it uere not comptewented by the radical reforms to which

it should be a mere preLude, i.e. those that will: (1) Limit the future

Aexpans1on of the world reserve system to what is needed to make it an

eng1ne of world. stab1L1ty rather than of world’ 1nflat10n- and (ii) .

.attempt to earmack this growth for the T1nanC1ng of htgh pr1or1ty

economic and soc1al ob3ect1ves commonly agreed, rather than for the

haphazard f1nanc1ng of U.s. or other reserve centers def1c1ts.

I would plead aga1n, as a way to meet the first of these obJect1ves,

for a s1mple but only presumgtlgg rule a la M:Lton Fr1edman' “thé IMFj
should be d1rected to expand its tofal Lend1ng and investment portfol1o'
at a rate of 4 to 6 per cent a yeéar, consistent with the reserve re-
quxrements of non- 1nftatlonary growth of uorld trade and product:on. '
We1ghted vot1ng of 2/3 3/4,. or even more, shouLd be requtred to_ autho-'

rize substant1aL departures from th1s preSUmpt1ue target. For- 1t to

"have the desired effect morcover, the monetary authorities should
'1nvest all of their future surpluses in SDR s - rebapt1zed, of course,
-and made more attract1ve ‘to members - and eschew any purchase of gold
- and fore1gn exehange, except for m1n1mum worklng balances in fore1on

',currenc1es stwll needed for 1ntervent1ons 1n the,marxct unt1l SDR's are

made avallab{e -,as they hould be - to Cmeerc1at banks, and even other

hotders;F1)

;Part1cularly encouragang 1n th1s respect are the forward look1ng Thouqhts

on-an Internat1onal Monetary Fund based fully on the SDR" of the Econom1c

.‘iCounsellor and D1rector of the Research Department of the Internatwonal

(23

Monetary Fund J. J. Polak

As . for the second ob;ect1ve, 1t would fLow automat1cally from the fact
that aLl reserve growth would become the resuLt of agreed - Fund deC1s1ons.
These shoutd include the type of operat1ons f1naneed 1n>the.pastrby the
Fund — ﬁnctuding'those covered by the “General Agreements'to'Borrou" -

but add to them those now made possible by the substitution of SDR's

1y

()

To the extent- that more substantlal dollar accumulat1on were deemed

_necessary in a transition per1od it should be deducted from the- autho-

rized Fund lend1ng and investment operatton

iRecentL/ pubLished by the Fund as No._23 in 1t5 PdehLEt Ser1es.r;f
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'-'centrel‘bank s, and 60 t1mes‘that of SDR alt0l3t1ons and. IMF lend:ng.

_Some dwst1n9u1shed econom1st__

-creat1on have not only been

for gold and foreign exchange- reserves, and not necessarily limited -~

: as'brilliantly explained by Profesuor Hachlup(1) - to short—term Lendlnu"

An expansion of IMF ooerations cons1stent with the. fmrst objective aboye

should leave room for such- operat1ons.. They m1ght take the form of IMF

1nvestments 1n Long term bonds, or even consols, 1ssued by var1ous

agenc1es such as the world Bank, its aff1l1ate S, other Reg1onal Devel—

opment Banks, and even by other 1nternat1onal agenc1es such as the :‘

world Heatth 0rgan1zat10n, etc. , ‘ .

Two further aspects of th1s re haoing of therjnternationel monetary

system deserve a feu comments.

The f:rst is the need to take 1nto cons1derat1on the 1nrred1ble mush-

room1ng of 1nternat1onat credit’ f1nanced h, o 1vate sectors, part1cularly

_through Euro currency cred1ts and Euro-bond issues. The rough and 1n-

conplete est1mates reported by the BIS 2 show a. net increase of about

g 330 bllL1on in ‘these pr1vate Lend1ng operat1ons over the tast three‘

'years (3 535 bitlion gros s), i. e. more ‘than 2 172 times the reported

.1ncrease of 3 12? blll1on 1n the foremgn exchange 1nvestnents of

(3).

- . . . - - ‘ Y - ! t_r.\_

_ from Academ:a as weLl as from chc . S
Treasury - hdve becn arguTng on this basas that thc reforms prevaously
advocated as nece sary to arrest the rnflat1ondry exp'0s1on of reserve

"‘do unnecesrary by the qnneraL1zat1on of

float1ng rates, but have also become 1rrelevant anvwa/ in view of the

ease H]th wn1ch countr1es can nou f1nance cont1nu1ng def1c1ts through

tre1r borrow1ngs from the pr1vate market, rather than through reserve,

losses or borrou1ngs fron the IdF I wouLd drav- from the same facts

_the oDDos1te concluswons, i. e. that any meJn1ngfuL attempt to reduce

pers1stent wortd inftation and batance-of—payments d1sequ1l1br1a must

deal with both of the1r two maJor sources in recent years*

(1)

(2
(3)

“por dollar) |utner than-n: lLﬁu?Fq.

Particularly in "The Cloakroom Rule of International Reserves : Reserve
Creation and Resources Transfers™, Quarterly Journal of Economics, :
fugust 1965, - ' S o e

In its Jure 1979 Annuu{'Report, P. 104. -

Sce accomsanying Table 1V, "Mote, however, that a significant portion’
¥ these resarted increages, vaL- d in doLLar,, reftect the impact of.
the” dottdr duor ec1ac1c1 over thtse years (frem 0. 85422 to 0 ?6?58 SDR S
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CUTABLE IV |
. S ST : i
- “Main Sources of International Lending : 1976-78 ' “
oo o - T e L In billions of doltérs . : i
o e S IR A, % shares k 1
At the énd of |1976-78 [[°F1976-78 ¢
1975 | 1978 [increases || 'MCME3%ES. {
. i
:ation of Monctary Reserves: oo | ars.s [311.8 | 133.0 - 29% i |
Centra{'Bahks' forelgn ekchange cla1ms, 160.3 - 28?.? v 127.4 : :2?2‘: . ;.
SDR aLlocat1ons BARK 3 C l S - 10.9 12.1 1.2 T ;; |
NetVIMF‘cred1t."' R I S50 INCT UE-J VAR SN | N 1 ?
ivate Market (Nety . = -t ol s [l 'é :
Commercial Banks! foreign claims = 285.0 | 540.0 255.0 55% \:i g
?lqtation"‘df International Bonds & L ' - 75.5 C 6% i'g 3
. ‘ : . R i o ' S B
...... — N4

al cz O L SR P B S | seses I 1007 o

— A - ‘ }.
. - _:'\‘- : i
srees: . -
. International. Financial Statistics (August 1979),. converting SDR estimates IR U

~+“into U.S. dsllars. HNet IMF Cred]t (line I c) 1s-PUse of Fund Credit”".minus =~ = 1 -
-‘und1str1buted IMF surplus. L - o e L '

- Bank for Internatwonat Settlement AnnuaL\Repbrt'zJune 19?9); p. 104.

A —1— ot T o)

"ef Con*ents. -

rdio it

3 84/ grouth of 1nternat10nal reserve 1nvestments “and commerC1al banks' foreign
change claims alone (Lines I and I1 A) over the last three years is-primarily due
the latter, the foreign lLending and investment operations of commercial banks 3"
ing about doubte those of centraL oﬂfs, and 46 t1mns those of the INF. : ' ; ,
2
é .
:




a) The d1¢ord1nate f1nanc1nq of reserve- centre borrowlngs, wh1ch

float1ng rates have fa1led to reduce 1gn1f1caﬂtly and . -

b) The dlsord1nate grouth of pr1vate flnanc1ng, wh1ch could not have_”

~ reached such proport1ons, anyway, if the U. S doltar had ﬂot

".;acqu1red unw1tt1ngly the pr1v1Lege - and burden! ~ of be1ng
accepted by central bonks as well as by commerc1at banxs andr

the1rscystomers as a paratlel world currtncy .

hMy second, and f1nal observat1on is that the refo:m path outl1ned ‘above

fshoutd - and undouotedly u1tt ~ modify fundamentally the d1str1but10n f\

of funct1ons and respons1b1{1t1es betucen the IMF the EMF, and other

"reg1onat monetary groups already in. eX1etence and l1kety to emerge. 1n

. the future.- "The f1nanc1al, economlc, “and ‘most of aLl p0L1t1cal, scope

.fof:monétary.cooperatTOn and mutual commitments is obvxousty much broader‘
among'high{y;1nterdependent countr1es - keenly consc1ous of th]S inter—

' dependonée'— than that conce1uable at th), stage on a.worldwnde:scale

:Vbetween mofe heterogeneoua groups of5countries.tess interdependent feOm
*one_anothenf . R | E S '

i_;A feu flgures 1Llustrate the po:nt. Efoorta to othcr Community countries
-:account for. S2% of total ekportq for the Communlty as.a whole, rang1ng
:“from a ntar*h1gh of 2% for Bvlglum to a low 38% for the United K1ngdom.r

This is certa1nLy part of the ckpianatuon of the greater deqree of en-

thuswasm shown 1n Belglum than in the Un:ted K1ngdom for economlc and

:,’monetary union, partwcu[arly 1f one cons1ders alvo the greater depen-'”l
‘ denCe of GNP on eXports for Betg1um (50/) than for ‘the Unnted K:ngdom

'(’O/) Merchandtse ekports to the Connun1ty account for 33/ of Belg1um s -

‘:[GDP as agawnst 9/ for Br1ta1n (see Table V)

.T-Yet ekports to the Conmun1ty aré for alt 1ts members a muLt1pLe of thelr
1) exports to the1r main outs1de customer' the Un1ted States. They are’
‘about 4 t1mes as large for Br1ta1n, at the Low end of the spectrum,

Vand as?much as 17 times for Belgium. The cruc1at jmportance of the
United States =~ and of the dollar - ?n‘ComnunityApoticies and institu-

tional arrangements derives primarily from other reasons, such as: © )

dre e et d 40t e e £
. .

Cs g s v




TABLE V.

Economic‘bvnoﬂdpncé,on'Intra-Cdmmunity:EXporfs'(%n 1978 . R B

n billions of ECU's - [l in % of exﬁorts to the world

Lo T - ~Comhunity-:78élgiﬁmff; _United Comﬁunity Belgium= United | . - o
: N “Total .- | Luxembourg {Kingdom {I. Total - .| Luxembourg [Kingdon - |

1. Exports to Europe:: . AU : ”252_f_i‘ inzg;s h '31.2'f R Y - -56_"
. 1.'to Comminity countries - | 186 |:o2si2  |oer2’ s | 72l 3
2. to other Western Europe R - T 2.7 ."‘8.6 T s 15
3. to Eastern Europe | 13 L W7 o 1. 3 R B 3.

—
.
Ln .
.
[
&~

1 11, Exports to the United Stateé‘3‘ S - 23

v

——

—

Ne

.

o

.
T
-—

v

3

w | =0

|
|

" 1I11. Exports to the Resfzbf thé'wbﬁtd - - §i

Q
o
L
o
o
—
Q
(@]

"IV, Morld Total : v  o L 380 1 35.1 . Q 56.1 - -1

‘-"19?? % Share in GOP of A“; S ,i,’, o _ -_}._~‘*.: B P . !

I, TotaL ekports of goods and servuces -1 “}3ﬂ.,'- " 'i o . : 1;5_ 28 © 50 | 30;  . :*j

Il ﬂerchand1se-ekports to the Commun1ty _ : o - ?'- ' .- 1 ;'_ 12 f - 33 9

Sources- Euxcpean Comﬂun1t1es : Eurosta+

&P fof merchandlse trade' Nonthly External Trade Butlet1n, Spec1al huruer 1958 19?8, pp..21 22- and EC Trade by
Community Classes and Main Countries, June 1979, PP. 4=5,

.

(2). - for GDP,and;exports qf goods and serVJ;es.. H;t1onaL Accoun*s ESA Aggregates, 1960 19??, pp. 95, 115 and 123.

A




a) . The diffjoutty of changing deeply imbedded psychologieal att{tudes,
market habits and bureaucratic routines inherited from the past;
. and o ST ' | '
b) most of all, the'enormoué'weight of the United States as$ an econo-
mic, poL1t1caL, and mwlntary power in the rest of the world, ‘as

owell as in Europe.

Sinilar-ob ervat1ons cou[d be nade - and documented - for other areas
of the wortd. A more decentral1z;d Jtructure of monotary cooperat1on
'than that of Bretton woods is long overdue. It would have, to my m1nd

a tr1ple advantage.

'1) To permit ‘a fulter eXpLo1tat1on of the wider. potent1al for real1st1c

N

lzucooperat1on that can be el1c1ted on a regnonhl rather than a world

”f;scale, -
- 2) 'To rel1eve the IMF of unnecessary. respons1b1llt1es, and enable it
to concentrate 1ts t1me and attention on those wh1ch cannot be d1s-

"? charoed as; or more, eff1C1entLy on ‘the reglonat scate.:_

:-3) hTo make wholehearted part1C1patton 1n the IMF more attract1ve and
h‘feae1ble to: drqaffected countr1es, Juch as many less devetoped
i,‘countr1es, and p1rt1cularly to moPo it possable for the: Communlst

--’COUﬁLr1ES, unable to adJust the1r mutual reLattons to rules ‘and

‘;f,,norms der1ved from the market - leas centrally pLanned - economxes

i'hiof the cap1taL1Jt1c uortd but” that would not always nake sense for

rfthe1r oun economres.
2

It 1s now high time for me to leave the floor to others. 1 hope to have -
prov1ded encugh fuel for a hot debate, to which I invite you all to br1ng

your contr1but1ons.

. " Thank you'
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ANNEX TABLES

Size, Sources, and Distribution of Vorld Mometary

 Reserves : 1913 — 1978

Size, Sources, and Distribution of Reserve Inzreases : 1949 — 1578..

Tne U.S. Balance—of-Payments : 1950 - 1978,

Re_:;ional Pafterm of Viarld Exports in 1978.




| - ——
Y . Talle ‘
A SIFE, ATuRILS, AN D1tiRibgllte €F LOikC moufrssy EfSFevid : 1913 - 16T
N (ir. Bylivons ot I or SuA's)
N . i
tro ot 1913 1937 | asee 1959 1969 1972 1975 wre
:
R4 % TN —_
3. worle :utc in biltions of . . ) .
T 35 SLl's per ounce 4.1 25.3 34,4 30.9 LD.8 £1.2 £1.1 40.1
vuwea s OJT. . - .
11, Credit,” in billions af . - )
SuR%s : boor 2. RAR 17.0 37.9 1053 152.7 239.3
. k. Foreign exthange - 0.7 2.4 1.0 16.1 33.0 95.9 136.9 220.8
: B. SOR allo:attonsand JPF { ’ T .
: creait - 6.2 0.9 4.8 9.¢ 15.8 1.5
L1+ 14 Allocar1ons ) f L - A - - .9.3 9. 9.3
2. Ikf credit - T.0.2 0.9 4.8 - 0,1 5.5 9.2
11, Irmoact of Gold-¥ Flu—tuations! =0.3 c.1 0.2 6.2 149.6 291.5
. A:0r golc valuation - -0.3 0.1 0.2 35.2 1238 219.0
.Lolo-sIR rate . =03 0.1 0.2 29:2 99.6 156.8
Z.50-% rate s - - Y e, - oD 24.0 &0.2
8.0n ctredit valuation . - ‘ , . T
tSLR-1 rate only) . - - 2.0 26.1 '72.5
c1al _reserves, in qill{oﬂs of £ 4.8 27.7 45,2 57.0 78.9 190.7 343;4 $70.%
DISTRIZUTICN - ’ ' :
Totat Feseroes, in b\llaons o -7 . Co A -: N E
B e .- 277 5.5 57.0 78.7, 146.6 193.8 279.4 :
\ .
. . - o r
I. Urited State 1.3 12.8 c28.0 21.5 17.0 2.1 13.6 15.0 i
11. Other countries 35 IR 79,5 35.5 1.7 134,64 0.2 L 2ec.e }
A, OPEC 1.2 2.5 R 10.0 45.3 6.2 l
B. Gther countries 18.3 32.9 57.6 124.4 131.9 21e.2 i
~ 1. beveloped . 1n.a 26.3 45.7 1067 105.9 1654
2. tess geveloped - 7.3 6.6 12.0 19.7 26.1 52.8
\ . P - ' | . W

Nates

(n® 12, June 1944) :

o,

1; For 1913 and 1937 estimates, see footnotes to Table'&,'pp. 66-467 of my Princeton Study in !n[e}ﬂational finance
The Evolution of the lnternational Monetary Systes

Historical Reappraisal and Future Perspectives,

Gold holdings in 1913 are valued at & 20,67 per ounte.
8 11,4 Bitlion of the. £ 25,3 b1ll1on 193? world gold est1mate.

1ts revaluation to £ 35 per ounce in 1934 accounts 1or'

2.

At other est\nates are- :al:uiated from. the 1nxernatlonal reserve tables of the annual.issue of Internattanal Fvnanc»al
Statistice 1979.  MNote that 1FS tables show the composition of countries’ reserves, rather than the origin, or sources
‘o rezerves. JThey include therefore under “Reserve Fositions in the fund" the impact of gold and SDR transfers by .
coyntries 1o the Fund, attributed here :to world goid, and to total SBR sllocarions, Ky estimates for IMF :red\t, as.a
‘seurce of reserves, incluce only the Yise of Fund Credit™ plus IMF gold deposits and investments in U.5." Government
ooligations (only 1ron Parch 1956 through January 1972) ang minus a 5L1ght discrepancy {rising to aSout 5 1 bitlion in

1972-72) arising mos:ly from the Fund s undisiributed surplus.
Sl\ght giscrepancies in the I1FS total for reserve d1str1butuon in 1949 "and 1959 have been as:r\bed to the
“Less Developed Group of countries. .
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P

- ) EIZ, MANURL AL DI L s UTION O Kisve LiDHsnSUS 13663 - 1978,
' -
' b
1 3 - .
' ) :L_i:nf::m 10 Year inoecases '3 Year iricreases friif;q.‘:. fn)c:-z:m
Traraumh T
1949 49-59 { s5-69 | €9-72{ 72-75} 75-75) 69-78 | 72-78
1.°in billjors af £ 45 12§ 22 1z {153 | 227 432 280
2, in L1)lans of SOR's 46 3 01n 22 68 - &7 86 201 1133
RATES .07 G0 ‘ =]
1. of S estirates o 26 3s- 142 | 8 €6 623 199
2, of SOR estimates o 25 38 86 az a4 255 91
Earal orodih rates l '
1. of § estizates R - - 3% | 22 | 18 25 | 20
2. of SR estimates ' 2 23l 1w 1] 13 | 1
SXEES (fo § estimates) _ .
1n Lillimns . : ‘ o | ‘
. o 34 s 4 2 -l-1-4 - |2
11, Credit - S 6 | 21 67 | &7 | &7 201 {.134
AFor exchange {11 5 | 12 €3 | a1 B4 188 125
v . B. SR allocat, _ '
& DT cred. - 1 4 s 6 2 14 4
ITL. Toact of wold-| A o y _
¥ Flucmuations: - d = o - A ) 105 142 7 291 247
A. gold-SDR ratd - - b 29 70 | s9 159 130
‘B, SOR-§ rate - - - 15 35 &3 133 118
In%-of totsd @
] ST A A T B B B B
. Cresit ] 2 | %} oss Lo R O N 35
AFu- exchange | . 24 a3 77 56 | =27 37 33 23
B. SR allocat. ' . - ' '
" & DF cred, 1 6 18 4 4 1 3 2
ITI. Imect of gold- ' : .
g Flustiations: -1 3 - 39 8] e 59 T &
A. gold-SDR rate -1 3 - “Ves. | a8 26 az
+ B, SR-Erate | - - - 13} 23 | 35 27 A
- | psmmmoey (fe sa
) . . estimates)
In billioas : ‘
‘I. United States |  26.0 | -3.5 | 4.5 —.90 1.5] 1.4] -2.0 | ‘2.9
II. Other countries 19.5 1640 | 26.2 72.7| 4s.e| ss.2f =202.7 { 130.0
A, B0 ‘ 1.2 | 1.3 1.5 s.e! 33.3] -z.1 42.1 36.2
B, Oer counte]  18.3 L14.6 | 24.7 66.8] 7.5] 86.3] 160.6 93,8
1, Developed 11,0 15.3 | 19.4 's9.0| 1.2] se.s| 1197 | e0.7
2. less devel. | . 7.3 0.7 | s.a _ 7.7} 6.4 28.7 40,8 33.1
In % of world total
1. Luted States | ST -3g -2t Tl 2oz -1 2
T, Other cauntr, 5 BECI FF2 w7 sl oss 101 33
A, CPEC " © 3 11 7 9 Bl -2 21 27
B. Ot'er cauntr] 40 127 114 986 16 |10y 20 7
1, Geveloged 24 133 ES 87 3 70 60 46
2, Lews dewvel, .16 -5 - 25 11 14 31 20 25
Sasoes e notes ; sea table 1




: " ) | L T Table 3
The U.S. Balance of Payments: 1960-1978
(in billions of dollars)
[ ‘ : % Share in

Total Yearly Average | Year |[fotal Financing
RASLL LY G e S £
1960-78 ]1960-69 | 1970-72 | 1973-78| 1978 [[1960-69 1973-7,
[, Pecoxded Deht Increase (=) of | -320 s ;18 | -36 | -6 || 113 o1
A TJ‘_C“"-“?_!_!_I‘)’_?LD_‘LMB_S__IO: | ~243 -3 | -13 | 29 -53 89 73
1. Cfficial Institutions -166 -1 -16 - -19 -34 18 46
2. Cthcr'(mostlyiBanks) - -78 -2 3 -11 -19 §i - ,50 ‘ 27
B. Other - o ' -77 2 | - =5 -7 [ -1 b a4 18 |
Statistical Disrepincy -5 1 4 -4} -11 -13 . 3

|

Total (1&I1), financing: | -325 | -4 ;14 | <40 | -75 fi- 100 100

A. cuylrp;"q;s. Deficit (-) 76 - -- ' .'3_ ~11 4 -121 } -310
“(no sign = surplus) : :

1. Naot Farnings on Past 167 {5 | 7 16 | 22 | -114 }  -40

inavestments : - ' B o ' L '

2. Othe; © . o1 - -7 |- 2 oes2z || e | 30

" B. Capiial Exports (-): =401 | -9} <14 | a4 | o-ea || 222 | 110

~ (Recrcling) : ' ' : T :

1. Monetary Reseorves ‘ 5 _ - 2 -1 i ,-‘-11' ' 2

2. ®.nk Clains ; -1200 | -1, -2 a7 }-33 || 18 1 43

5. Foreign Aid -83 -3 -4 -6 -8 81 16

R | o o B . B
1. ¢ her - -203 -6 -10 S =20 | -24 1 133 a9

4




End of Period

Average Depreciation (-) or

Appreciation of the §, in %, since

May 1970, visfﬁ-vis:

S 1.

2.

Twenty Major Currencies

Swiss Franc

. German Mark
. Japanese Yen

Pound Sterling

1972 1978 Dec. 1978

~10 21 24

-13 .59 ;62

-13 -45 -49

-16 ;4é | —45f,:7
-4 +25 s21




_ TABLE 4
HICAL PATTERY OF LOILD EXPORTS IN 1978

‘ GEQGRAD
‘ {in % of exrmorts to the world) "
. . - - — . . . fl s, i . .__}
Lo . Y ; LR 5 5 : >,
EXPORTS TO y | I | I | 11 VESTIHN  EUROPE OTHIR MOP&omme AREAS | WEST,HE-ISP. f ASIA (1)
'I-‘Tz_axt Eur.Orien, |Western  JAsia [Total |Buwropean |Other Midd{East Ccmrunl.s Australia| USA  |Other |Japan |Other
‘L Areas THemisph, }{1) Commumnity {W.Europ, (& Afr, (1) |Countria IN. Zealaryd : '
’ - : 5. Afrdca
I Eur.-Opientd Areas| 75 14 9 | s9 45 14 11 4 2 ‘9 5 5 4
A. Vest. Burope 85 10 4 | 68 | s 15 13 5 2 s | 3 | 1 3
Burop.Canmun, | 85 10 4. | 66 51 15 13 4. 2 6 | 3 1 3
Oth,Wes.Eurp. | 86 10 4 |.62 45 16 12 12 1 6 a 2 2
B, Mid.Easle Afria| 40 30 21 [ 41 | 33 8 5 1 1 FCI I * S O U z
0il-Bxp.Count{ 43 a3 24 33 a1 8 3 - 1 21" |13 16 8
Oth.hidd.Fast|{ 70 10 13 ) o8 30 9 20 10 2 | 98- 6 7
Otn.Afria(2) 74 18 7 57 49 8 12 4 1 12 6. 4 3
C., Camunist Countlu - , (3) ' .
' GH 6 7 | & 35 2 1L 1 3 3 2 8
D, Aust.N.Zeal.S,Afp 40 16 31 26 22 .4 6 4 4 13 3 19 12
IT west. llonisphere | 41 44 14 | 25 20 5 11 3 2 20 |23 7. 6
A, United States 49 32 18 28 ez 6 15 3 3 x 32 9
D, Canada 18 70 10 9 1 4 1 68 3 6
C. Latin America 42 50 3y 24 7 6 5 - .3 |16 5
111 Other Asla 41 a1 27 | 18 14 4 s 5 a4 |as & 7 20
A, Japan 43 a3 ez | 16 | 11 4 17 ? 26 7 x 22
0, Oter countries a8 28 34 21 _ 17 3 12 3 25 16 13
IV World 64 22 | 13 46 36 11 1 4 2 14 9 5 7
: ! ‘ ' B - .




Direction of Trade Yearbook 1979 (International Meaetary Fund)

-

Cther than oil-exporting contries,
Other than South Africa.. o : ‘
Incomplete estimates excluding most «©f intba-traciz [}
See Source for other e./colanatlons and quallflcatlons Bc:)o*'“ts -
to uns;>ec1f18d areas {slight, except for "Other Middle East" )
and “"Australia, New Zealend ad South Africa') accoant for
differences between harizental totals and 100 %

B’{IEF:: COLENTS = _ “ o R | ' -

1,

Imra——tr-ad.e is much larger for Vestern Ei:rope, ard even the
EWOpean Ccr‘nun:.‘ty- alone, than for other geographical areas,
It is aiso very 51g'nflc4mt within the lesuer'n Hemisphere, ‘

especially between Canada and the Umuad Suates. :

The share of Western EUI"OPE in the expart trade of the "0i1~

. exparting comtries and of "Australia, New Zealard and South

© . phere ar Asia, especial'ly if account is taken of their geogras. "

Africa' would not orient these areas &s. decisively ms-the.
" others toward a European Area.’ Yet their main ties would be

in that direction rather than toward either the Western Hemis- n

phlcal location ard. import trade for the First: grea; and of

 their financial and political links with Eritain for the latter.




