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abstract

Jord

1 this paper we describe a st of changes in the management of
the Eurocpean Monstary Svstem {mostly sivict enforcement of
mechanismes already present in the 1978 Resclution of the Eurocpean
Council sstablishing the EME?} that would enable the member Central

to maintain discretionary powsy over the timing of

-

]

o

reaxligmnments of their sxchange rate parities. Me think that this
iz an important issue now that restrictions to capital movemsnis.
belisved to have limited the amcunt of speculation in sxchange
rate markets: are progressively abolished. He do not proposs a
svstem that would., alone. remove the nesed Tor pericdical
readjustments of the EME sxchange rate pariiy. He suggesiss
rather, a cooperative policy which could prevent such reslignments

to be Torced by spsculators.




Introduction

& common feature to Tixed and semi-—Tixed suchange rate
systems 15 the problem of the realigmments of the parities. As
long as the economic structures of the counitries joining a fixzed
exchange vate system differ in any relevant way, or as long as

national and fiscal policies lack sufficient coordination.

periodical veadjustments of the parities are unavoidable.

The questicn that we want to address here is how monetary
aunthorifiies can choose the timing of these realigrnments. The
sxisting speculative attack literature {e.g. Erugman (1979). Flood
and Garber {1784} ) sivrosses that 31f monskary policies are
committed to targets octher than the s:zchange rate. then the timing

of realigrments is not a8 matier of choice for thes monstary

fee

suthorities. In this case. the tisming of a devaluation or

-m

revaluation is determined by the behavior of profit maximizing
speculators. This lack of control may be undesirable Tor ssveral
reasons. rrom a8 political point of visw. there ares pericds which
are more fTavorable than others Tor a devaluation {revaluationi.
The monetary auvthoritiss may wish toc aveoild to be Torced by
speculators to devalus {(vrevalus) during "bad fimes". Moreovers
wnenever a devaluation is briggered by a speculative attack,. ths

profit deriving from the revaluation of the international reserves

bt
b

will accrus o the smsll group of speculators which succeedsd

gaining possession of the central bank’™s foreign assets. From a
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public finance point of view. howsver, i1t is preferable dhat such

es. s that itE

felt

capital gain be received by the public authorit
could be used o Tinance their expenditure.

It has been argusd that during the functicning of the EMNG.
the moneiary avthorities of countriss involved in realignments
were sometimes successful in choosing the timing of the
devaluation: and in retalning possession of their intsrnational
ressrves. [t is believed that this discreticonary ability is due
to the widespread use of capital controls which make speculation
infeasible under many circumstances. However. capital condrois
can be very costly.: since they prevent an efficient allccation of
resources among the Eursﬁean Community. For this reason. the
community members are progressively dismantling these restriciions
on international frade.

The guestion now is whether and how the @o ne*arv authorities
can maintalin some degree of freedom in exchanges rate decisions,
once the capital controls are completely removed. In this note we
will argus that this ceould he achisved by sxpanding and entorcing
mechanisms which are alveady prescribed in the original document

establishing the EME. e want to siress. howevers that we are net
sugoesting that reaslignments can or should be eliminated
altogether. Our goal here is much more limitsed. Siven that
realignments are bound to oocur, we want to i1llusitrate mechanisms

through which ths monstary authorities may vetain some control

over their fiming.
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The remainder of this noite is organized as follows. In
section tws. we describe the essential slements tviggering =
speculative attacks. In secition thres. we present our idea for
preventing speculative attack from occcurving. In section four. we
discuss the issue of the credibility of the mechanism we propose.

Sepction five concludes.

2. Eszential Featuwes of a Speculative Sttack

The basic ides underlving the speculative attack literature
iz that the monetary authorities will be forced to devalus as soon
as it becomes profitable o run their international reserves.

This occcurs as soon a5 the exchange rate sxpected o prevall right
atter the speculative atiack {the shadow s:ichange vatel excesds
the given parity. For sisplicity. in the Tollowing we consider
the case of a curvrency facing a possible devaluation. and we
assumz that, i this happenss: a Tlexible sxchange rate regime will
be established.l The shadow exchange rate depends crucially on
the lsvel of high poweved monsy sxpected o be in circulation

after the speculative attack. Kesping other things constant.? a

1 MNone of the resulis would change if we considered alsc the
possibility of a revaluation, or iT we assumed that a new fTixed
gxchange rate would be esisblished after the speculative attack.

For move details. see Grillil (17846 .

2 In general, the shadow suchange rate depends on other variables
like domestic output, Torelgn prices and interest rates {sese for
gexample Flood and Garber {12843, In this analvysis we consider
these wvariables as s:ogencusly given. and concentrate our
attention on the crucial policy variable. 1.2 the monetary base.




higher level of post—attack monetary base implies a higher (i.e.

movye depreciated? exchange rate:

The necessary condition for a speculative attack is:

me
ml

where e is the official (fixed) parity. Avoiding a speculative
attack, therefore. implies avoiding a post attack monetary base
that exceeds some crucial thfeshald { % ). In order to determine
the post-attack monetary base it is useful to consider the asset
side of the central bank balance sheet. In each point in time t
the monetary base can be divided into two components: (1) the part

which i=s backed by domestic securities (DCt), and {(ii) the part

which is backed by international reserves {;Rt). In the
post—attack flexible exchange rate regime, foreign reserves are
fixed at the level (R) at which the monetary avthority abandoned

the defense of the parity. Ncte that R iz, within certain limits,
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a matter of choice of the monetary authovritiss and is the crucial

noelicy variable in our proposal. The post-atitack (shadow? money
i ——

supply at time t is therefore given by H% = DE+ + &R . HNotse that.

Tor given H: a3 large increase in DD, may trigger a speculative

t

attack-

3. Borrowming International Reserves o Avoid Speculative OSttacks.

Note first that R does not need to be positive. By borvowing

international ressrves, the domestic monstary authorities can makes

paf|

negative. Indeed, the monstary authorities do not neesed to

Ll
u

ctuslily borrow o raduce F. All that is needed is that they have

1)

the potential ability to do so.: and that speculators supect them

=1

Lk

vate is uyd

m

to follow such a policy whenever the exchang

toc a

it

pressure.? Suppose that the monetary authorities have acces

potentialliy unlimited linse of credit in foreign currency. and that

e

hey are expecited o use such credit whensever attacksd by

or
speculators. This implies that R = -» » so that e, would he

always below any positive 2. In fact. the line of credit does not

nesd ko be infinite in siFe. It is sufticient {but not necessary )
¥

= EG+!§= Since this

i

that the monetary authorities could borrow H

2 The issue of the credibility of such a policy is a crucial one
and will be addressed in the next ssction.

i
i
|
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implies eR = - BEt : the central bank would be able to set the

nost attack money supply at zercs: making the existence of an

]
Hv
i
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%
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sxcess supply of domestic currency impossible for any oo

level of the suchange rate. In pracktice. the necessary lins of

credit will be much smallier than Bz so that the following analysis

has to be considersed just as a useful benchmark. If the monstary
€

+ b4

avthorities could borrow B then any attempt to force a
devaluation by rurming the central bank®s international reserves
woild be unsuccesstul. Hational speculators, realizing this,
would never attempt an attack: de facio the line of credit will
never be usedid

In this way.: temporary crises generated by unavoidable,

transitory excesses of monstary base {(for example Tor budgst

financing needs) will have no effect on the sxzchange vate. On the

other hand. if¥ the shock o monsy creation is permanent. a

devaluation is unaveoidable in the long run. However. the monetary
anthorities can avoid s speculative attack by threatening o use

the line of credit whenever attacked. and chooss the time of the

devaluation in 3 way perceived as random by the speculstors. It
may seem that during the pericd of vandomization the speculators

may want toc run the internationsl reserves of the ceniral bank

e orrowing international reserves may prevent the
lapse of a Tized suchange rate regimes during iempovary crises
ointed out by Grilli {19845} and Buiter (1984}




anyway: and convert domestic asseis into Torelign ssssts in order
to profit from & possible devaluation. Howsver. speculators will
Ee willing to hold domestic assets, since they are compensated for
the visk of a devaluation by an higher domestic interest vrate. as
implied by the open interest parity condition.

(A be credible is that

ol
sl

ecessary condition for this policy €
the domestic monstary authorities could feasibly borvow B:= Will
the foreign authorities be willing to provide such considerabis
lines of credit? We know that in eqguilibriom the lending will
never take place, so that it will not inflict any cost on the
lending central banks. However. 1T the speculators do not belisve
the palicy is fsasihle and vun the domestic internationa

reserves: the lcans will have o be made. MNonetheless, once
again. the operation will net impose any cest on the foreign
authorities. In fact, once the loans are made: and the
speculators vealize that the policy is indeed pursusd and the
parity will not collapse. they will stop the attack and survender
the fToreign currency to the domestic central bank. The domesitic
monetary avthorities: in furne: will satisfy the loan by returning
the foreign currency to thelr foreign counterpart. The whole
cperation will simply involve the creation and the {(almostd
immediate retivement of foreign monelary base. It will not have

any inflatiocnary effects for the foreign counbry since the newly

created currency never actually civoulates.
In cperational terms. we propose that the centval banks




joining the EMS make a formal commitment o provide sach other

i

with potentially unlimited: shovi term lines of credit, it under
speculative exchange rate pressure. HNots that the resclution of
the European Council establishing the EMS {December 5. 19783
alveady prescribes sisilar kinds of arrangemsnts. Paragraph 3.
of this Act reads as follows: "4 very shori—term Tfacility of
unilimited amocunt will be established. Seitlements will be made 45
days aftter the end of the month of intervention with the
possibility of prolongation for ancther three months for amocunts
limited to the size of debtor guotas in the short term monstary
support”. Our proposal: therefores simply veguives msking this
shovrt term facility avtomstic,. and a credible commitment of the
nationzl central banks to provide and uss {if necessary? such a

credit line.

4. Credibility

IT the potential speculators belisve that this arvangsment is
operative they will noct attack. Thus., a smooth funciioning of
thisz agreement reqguives its credibility. HNote that. up o now, we

have not identifisd any cosis of participating in the agreement.

But only benefits. It may seem,therefore. that 3 vational central
banker will always be willing to enter this kind of arvangement.
However. this plan. as any other. involves potential visks. Thess

visks are related (o the incsntive that a borvrower has to




repudiate her debits and to reguest lines of credit when not
eligible. While we think that repudiation of debt ablz gations
amovig EME country is not a serious threat. the second probles
deserves some discussion. High debt countrises. in fact. may have
an incentive toc claim o be under speculative attack and use ths
lines of credit to finance their deficit. thus imposing
inflationary pressures on the lending countriss. I the
goverrments of these countries lack the necessary political
credibility to commit o the arvrangement. other counivriss may
refuse to lend to them. This problem could be avoided if
speculative atiacks could bhe uynambigucously identified. for sxampls
by indicators like the vate of depletion of international
reserves. But even iT veritication were impossible. vesulits from
the reputational literature suggests that these type of cheating
may not accur. & Central Bank that employs this kind of strategy

and break the international agreement suffers a loss in its

1]

sconcmic welfare and political reputation.

In principle. sxuplicit sanctions could be prescribed against
countries which violate the arrangement. In practice. however: it
may be hard o reconcile these sanctions with the soversignity of
esch individual countrv. & more vrelevant source of vreputational

costs is velated to the fubtwe sconomic consequences of the

decision of breaking the agreement. IT a Central Bank cheats and

[
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rom the system for some time. she will noct be able

to fake advantage of the benefiis of the agreement. In
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particular, she will not be able to borvow i subject to a real
speculative attack. In general. a Central Bank will values more
this loss of reputation: (i) the less the Central Bank discounits
the futurei {11} the longer the Central Bank supects to be
prevented fyom veentering the systemi: {111} the more likely it is
that this Central Bank will need a2 line of credit in the futures
{iv) the more visk averse the Central Bank is.

Morecver s independence Trom the Tiscal auvuthorities {(which
seam to be increasingl! may greatly reduce the Central Bank's
incentives to cheat, by breaking the link between budget decisions
and seigniorage decisions. But what i governments are
politically unable to commit themselves and these reputational and
eroncmic costs are not perceived to be sufficient to discourage
the cheating? Can we s5ti1l1] guarantee the feasipility of the

agreement? In this case ocur proposal should include a {(possibly?

{11

more vadical prescription which.: howsver. is perfeckly in the
spirit of the original Act establishing the EME. This will
reguire an active role of the Europesan Ponstary Fund (EMFX . an
institution that has been missing for oo lang. IT & Central Bank
decides to invoke the lines of credit, during the periocd of
exchange vate emergency 1% will have to sutomatically swrender
its autonomy, and act under the supervision of the EMF. In this
way, the lines of credit could be directly monitored by the lender

countries. thus avoiding the moral hazard problem. e think that

this point should be given serious thought since. by assigning o




the EMF the partisl function of lender of last resort {even if for
limited contingenciesl, 1t would practically create the smbrvo of
an Eurocpean Central Bank. This will represent an impértaﬁt =tep

toward a real Eurcpean monetary wnification.

Conclusions

In this note we make the following proposal Tor the EMS. The
Central Banks of the membey countries should maks & formal
commitment to provide sach other with potentially unlimited. short

vun lines of credit. if under speculative sxchangs rate pressures.

4]

The memher banks should aéree on a clear set of contingencies
which triggers these lines of credii,; and the possibility o
montitoring the pariies involved with these credit linss should be
granted. These sheori tere lines of credii should not be ussd o

avoid necessary vealignments of parities. but simply to allow the

Cantral Hanks to choose the fiming of the re—adjusimenis of the

sxchange rate.
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