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Abstract

In the light of new political initiatives in Latidmerica, discussions of expanding the
monetary cooperation in the region have intensiéiad the idea of monetary union is
gaining popularity. Since literature on the subjeatdely dismisses the feasibility of
Latin America adopting a single currency in thershim medium-term, several authors
have proposed to follow the European example gbéishing a regional exchange rate
system, similar to the European Monetary System EMas an intermediate step.
While these proposals usually describe the gerenadfits of an EMS-type system for
Latin America, they rarely discuss how such a negi@rrangement can institutionally
be designed or what the main lessons are, thadbeaerived from the EMS experience,
in order for a Latin American exchange rate systenbe successful. Thus, it is the
central aim of this paper to address these spas#iges by providing a detailed look at
the design and functioning of regional fixed ragstems as an intermediate step
towards monetary union. For this purpose, first, cuerview of the current Latin
American initiatives in the field of monetary intagjon is given, followed by a general
analysis of fixed rate systems from an institutlogperspective. This analysis presents
the basic design choices available to policymakeéren creating such a system and
describes how the decided upon rules (i.e. thetutisnal framework) determine the
overall monetary adjustment constraints for thetigpating countries. Further, the
paper examines the historic, political and economaitonale as well as the overall
institutional design and functioning of a specfiied rate system, namely the EMS. It
is shown that the EMS did not only constitute aficieint monetary arrangement by
effectively reducing both nominal and real exchargfe variability in the region, but
can also be considered a successful intermediafe tsiwards monetary union in
Europe. The paper ends with a discussion of then emisons drawn from the EMS
analysis and their implications for the Latin Anoam prospects of possibly establishing
a similar regional exchange rate mechanism.
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1 Introduction

Despite being able to look back at over 50 yearsntagration history, success regarding
monetary cooperation in Latin America has been vapdest. Nevertheless, a variety of
recent initiatives in the region are providing nesegration impulses, and voices advocating
the implementation of a single Latin American coog are getting louder. While a full-
fledged monetary union in Latin America might sbik a long-term goal at best, the time
could be ripe for the implementation of an interméa step towards monetary unification.
Many sources endorsing this option propose follgwtime European example and introduce a
regional exchange rate mechanism in Latin Americaila to the European Monetary
System (EMS) that was established in Europe inlatee 1970s. While the advocates of an
EMS-type system for Latin America usually descritbee general benefits of such an
arrangement, little discussion on the different svay which this intermediate step could
potentially be designed and also on what lessondeaderived from the EMS experience in
order for a Latin American exchange rate systerbeaasuccessful, is provided. Despite, or
maybe precisely because of the recent developnernte EU, that have cast a shadow on
European Monetary Union, an in-depth analysis ef Buropean experience on the road to
monetary integration and its lessons for Latin Aisemight prove especially relevant. Thus,
the aim of this paper is to asses the effectivenéssregional exchange rate system as an
intermediate step towards monetary union by firsspnting the available institutional design
options for such a system and then analysing h@setlinstitutional features interacted in a
specific scenario (i.e. the historical experientée European countries with the EMS). This
detailed institutional analysis of regional fixedte systems in general and the EMS in
particular might provide important lessons and iogilons for the Latin American prospects
of monetary union by way of an intermediate step.

In order to address these aspects this paper evitiuctured as follows. First, chapter 2 will
discuss the general integration developments inLamerica by assessing the degree of
already achieved monetary cooperation within a ééwhe main integration projects in the
region, and then describe the Latin American plansnonetary unification as well as the
proposals for an intermediate step towards thig-temm goal.

This will be followed by chapter 3, in which theoposed intermediate step, a regional fixed
rate system, will be thoroughly analysed from astiintional perspective in order to describe

the basic design choices available to policymakéren creating such a regional exchange
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rate arrangement and show how the decided upors de¢ermine the overall monetary
adjustment constraints for the participating coestin the system. In chapter 4, the economic
and political rationale, as well as the design p@dormance of a specific historical fixed rate
system, the EMS, will be analyzed, in order to pievan overall assessment on the
effectiveness of regional exchange rate arrangesneémtally, chapter 5 will discuss some of
the main implications of the analyses given in ¢bep3 and 4 for a possible fixed rate
system in Latin America and also point to furthesearch necessary for a specific
implementation proposal. Chapter 6 concludes thfep by providing a short summary and

some final remarks.

2 Developments in Latin American Integration

2.1 Monetary Integration in Latin America

Since the early 1960s, a number of regional econand political integration processes
involving Latin American countries have developétiey include, in historical order, the
Latin American Free Trade Association (LAFTA), whidoecame the Latin American
Integration Association (LAIA) in 1980, the Centrainerican Common Market (CACM), the
Andean Community (CAN), the Caribbean Community RIBOM), the Common Market of
the South (Mercosur) and more recently the Soutrerigan Union of Nations (UNASUR)
and the Bolivarian Alternative for the People ofrGumerica — People’s Trade Agreement
(ALBA-TCP).* These regional integration blocs and agreements kunched a variety of
initiatives in order to promote intra-regional teadand strengthen macroeconomic
convergence among their members. Furthermore, Hrerparallel proposals like the US-led
Free Trade Area of the Americas (FTAA), severalriags regarding member states as well
as countries leaving integration projects and j@rothers. Chile, for instance, which left the
CAN in 1977, has signed free trade agreements (RVi&k) the North American Free Trade
Agreement (NAFTA) countries, but also has an FTAhwilercosur and has in the past
expressed interest in full membership. Venezudiatihee CAN in 2006 and has signed a
membership agreement to enter Mercosur, althougtulh membership is still pending on
the ratification by the Paraguayan parliament. &hsralso a series of other bilateral FTAs
connecting the countries in the continent. In addjt Mexico, Chile, a part of the CAN

! Note that several of the abbreviations and acrengmoughout the section follow the Spanish namesrder
to keep the widely accepted nhomenclature of thierdift integration schemes.
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countries and Mercosur have all concluded or agetegting FTAs with the European Union

(EV), and the CACM has expressed interest in nagyogj such an agreement with the EU. In
sum, there is a complex set of trade agreementdvimg Latin American countries and a

high degree of uncertainty about the future shdpgeade and economic integration within the
continent® Attempting to assess the advisability (i.e. effemtess and problems) or

determine the likelihood of all the different roaidseconomic integration in the American
continent proposed by the diverse agreements aratives is well beyond the scope of this
section (and paper). Rather, this section will ®oon the integration developments
specifically regarding monetary and financial caapien in the region by providing a brief

overview of such initiatives promoted by a few d¢ietmain and comparatively recent
economic and/or political integration projects iatih America. The examples that will be
briefly presented are the two main economic intiégmaagreements Mercosur and CAN, as
well as the more recently created and more pdlgicaiented UNASUR and ALBA-TCP:

e The Mercosur was created in 1991 through the Treatpsuncion. Its founding
members are Argentina, Brazil, Paraguay and UrugGayce then Bolivia, Chile,
Colombia, Ecuador and Peru have become Associatebrrs; as well as Venezuela
that is awaiting full membershibThe Treaty of Asuncién provided Mercosur with an
individual institutional framework and establishte main objective of creating a
common market with free movement of goods, servares productive factors until
the year 1994, as well as adopting a common exteérade policy, coordinating
common positions in international forums and caowating sectoral and
macroeconomic policiesinstitutionally, Mercosur is comprised by the Colliof the
Common Market, the Common Market Group, the Mercdsade Commission, the
Joint Parliamentary Commission (later the Parliameh the Mercosur), the
Economic-Social Consultative Forum and the Merco&dimistrative Secretariat
(later the Comission of Permanent RepresentativesMercosur)> Monetary
cooperation between members of Mercosur was esltiegoliin an indirect way by the
Treaty of Asuncion, which in article 5.b stipulatBat macroeconomic coordination is

2 The complex co-existence of partly overlappingateital and regional agreements, creating important
administrative costs for the different economicragéras been dubbed the “spaghetti bowl effectBbggwati,
1995. For a more detailed overview of integratinitiatives as well as intra-regional and extra-oegi trade
agreements in Latin America see Vaillant, 2007;rBann, 2008.

% Bolivia and Chile became associate members in 1886 Colombia, Ecuador, Peru and Venezuela wetedad

in 2003.

* See Treaty of Asuncién, article 1, March 26, 1991.

® The institutional structure of Mercosur was esgitgld in the Protocol of Ouro Petro, December 1994,
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to be attained in a gradual manner. Neverthelé®s Tteaty does not establish any
instruments or provisions to achieve said coordidnmain a meeting of the Economics
and Finance ministers together with the presideritgshe central banks of the
Mercosur countries in 2000, it was agreed thatranmaon compromise regarding fiscal
solvency and monetary stability was needed, becMeseosur had suffered from
recurrent trade tensions among its member counthat were partly caused by
divergent macroeconomic developments and sharpuéitions in their real exchange
rates’ The Macroeconomic Monitoring Group (MMG) was sei in order to
harmonize the statistical data of the different hemcountries (as to make it
comparable) and to put forward proposals aimedtrangthening macroeconomic
coordination like the creation of indicators. Thengbsur countries started publishing
harmonized indicators regarding fiscal deficit, fiuebt and inflatior. In late 2000,
the presidents of the member countries made adaieelaration about the approval
of common targets for these variables and the nmsms of macroeconomic
convergence that had been previously establi&hSihce 2004, the MMG has
established a variety of monetary and financiahtwarized indicators, which do not
have a pre-determined goal but where designed #&blencomparative analysis
between Mercosur countrid€ne recent initiative within the Mercosur has bésn
Local Currency Payment System (Sistema de Pagdsoaeda Local - SML), which
was agreed on in January 2007 in a Presidentialn8unf Mercosur. Through the
SML, Brazil and Argentina agreed on the use of dsiinecurrencies for bilateral
trade. This initiative is intended to fulfill a vaty of tasks, for instance assist in
dealing with the mismatch of bilateral paritiestwiegard to the USD, and also reduce
transaction costs and thus foster regional tradedsn the two countries. Uruguay

and Paraguay have decided to continue using the fdSiheir transactions, so that

® See Temprano, 2003, p. 71.

" Using these macroeconomic indicators to estaldi@hmon goals was widely inspired by the convergence
criteria in the Maastricht Treaty. See Kenen/Me&@938, p.133.

® The agreed upon goals were a ceiling for publlzt @€ 40 percent of GDP by 2010 (with defined cagesce
paths from 2005 onwards), a ceiling for the fistaficit of 3.5 percent of GDP (3 percent from 2@4vards)
and a maximum inflation rate of 5 percent for hewinflation (from 2006 onwards 4 percent for hewsed
inflation and 3 percent for core inflation). Forrther detail see Presidential Declaration of Meucosn
Macroeconomic Convergence, Florianopolis, Decenbef000.

® Such indicators are for instance the monetary laasemonetary aggregates, as well as statisticsecoimg
loans to the private sector. See Termansen, 2010.
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the initiative has remained essentially a bilatergteement between Argentina and
Brazil that started operating in October 2088.

The CAN is an association formed in May 1969 by @a#tagena Agreement and its
members are Bolivia, Colombia, Ecuador and Peruil @896 it was known as the
Andean Pact. Originally both Chile and Venezuelaemmember countries but as
already mentioned, the former left the CommunitylB74 and the latter in 2006.
Associate members are Argentina, Brazil, Chilet(#t@epted the invitation to re-join
as an associate), Paraguay and Uruguay. Observebeng are Mexico and Panama.
The main objective of the CAN is to establish atoos union and in the long-run a
common market' The collective of bodies and institutions of thANis the so-
called Andean Integration System, which compribesAndean Presidential Council;
the Andean Council of Ministers of Foreign Affaittie Commission of the Andean
Community; the General Secretariat of the Andeam@anity; the Court of Justice
of the Andean Community; the Andean Parliament; Baginess Advisory Council;
the Labor Advisory Council; the Andean Developmé@drporation and the Latin
American Reserve Fund (FLAR).Regarding explicit monetary cooperation the
Cartagena Agreement called for the harmonizatiomohetary and exchange rate
policies® and also established the FLAR as the financistitirtion of the region in
article 45 In 1997, the CAN set up the so-called Advisory @aliof Finance
Ministers, Central Bank Presidents and Economiaritieg Officers that had the task
to develop a procedural framework for further camation of macroeconomic
policies in the regio® In 2001, this Council defined macroeconomic cogeace
criteria on inflation, the fiscal deficit and publiebt, and also established a permanent
technical group to monitor the realisation of thgeels'® There have been no further

relevant attempts at macroeconomic and specificaltyetary policy cooperation in

19 See Convenio del Sistema de Pagos en Moneda &ntal la Republica de Argentina y la Republica Falde
del Brasil, September 2008.

! See Cartagena Agreement, article 1, May 26, 1969.

12 See Cartagena Agreement, article 6, May 26, 1969.

13 See Cartagena Agreement, article 51 and 54, May6®.

* The FLAR was originally created as the Andean Res&und with the objectives of providing financing
support in the case of balance of payments ditfiesi| assisting in the management of foreign exgbaeserves
and contributing in the harmonization of monetaxchange rate and financial policies of the merskeges. In
1978 the Andean Reserve Fund changed its name=toutinent FLAR in order to be able to include membe
countries outside of the CAN. See Chang, 2000; 6tp2609.

!> This was done at the IX meeting of the Preside@tauncil in April 1997.

'® The agreed convergence objectives of the CAN &mhemember state, which where also inspired by the
Maastricht criteria, where a single digit inflaticate, a ceiling for the fiscal deficit of 3 pertefthe GDP and a
ceiling of 50 percent of GDP for the public del@eSemprano, 2003, p.70 for further detail.
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the CAN, which has recently experienced severénsimats integration prospects due
to the leaving of Venezuela and the political dgesrce between its remaining
member state¥.

Following the signing of a free trade agreementhgytwo largest trading blocs of the
region, Mercosur and the Andean Community, togethigh Chile, Guyana and
Suriname; the Cusco Declaration created the Souatbrisan Community of Nations
(CASA) in 2004, which became UNASUR in 20t7The Constitutive Treaty of
UNASUR was signed in May 2008 and the Union co@aststs members Argentina,
Bolivia, Brazil, Chile, Colombia, Ecuador, GuyanBaraguay, Peru, Suriname,
Uruguay and Venezueld UNASUR represents a new type of regionalism mdiokzt

Is not focused predominantly on trade issues, dime@eneral objective of UNASUR,
established by the Constitutive Treaty, is to baldpace for integration and union
among its people in the cultural, social, econoasiovell as the political fielt The
institutional bodies of UNASUR are the Council ogé#tls of State and Government,
the Council of Ministers of Foreign Affairs, the @wil of Delegates and the General
Secretariaf! Regarding monetary and financial cooperation, Goastitutive Treaty
of UNASUR establishes the specific objectives ofaficial integration through the
adoption of mechanisms compatible with the econanit fiscal policies of Member
States (article 3f), as well as economic and corom@lecooperation (article 3l), but
does not stipulate any specific measures to promotgetary cooperation between the
UNASUR countries. In 2007 Venezuela proposed tleatan of the Bank of the
South which was conceived as a development bapkotade financing for economic
and social projects within the UNASUR region andswgficially established in
September 2009 with the signing of an agreementpéoticipation by Argentina,
Brazil, Paraguay, Uruguay, Ecuador, Bolivia and &@mrela®® Another recently
proposed initiative is the “Ecuadorian Proposal #orNew Regional Financial

Architecture”, which was a direct response to thebagl financial crisis and advises

" See Espinosa, 2008, p. 50-51.

'® See Bennett, 2008.

9 Note that UNASUR, together with LAIA are the twatégration processes that comprise all South Araeric
countries.

%0 See Constitutive Treaty of UNASUR, article 2, M28; 2008. See also Baumann, 2008.

%I See Constitutive Treaty of UNASUR, article 2, M28; 2008

22 The Bank of the South is established with anahigiuthorized capital of 20 billion USD and a sulisd
capital of 7 billion USD by the participating cotues. Venezuela, Argentina and Brazil contributilfion
each, Uruguay and Ecuador 400 million each, andviaohnd Paraguay 100 million each. See SELA, 2@09,
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not only the strengthening of the Bank of the Scaghan alternative development
bank, but also the creation of a Common Reserved Fumd a Regional Monetary
Agreement linked to the issue of Regional Drawingh&s and an electronic regional
currency?®

* The Bolivarian Alternative for the People of Our Anita (ALBA) is an initiative that
was originally proposed by Venezuela as an altermategration process to the US-
led FTAA and officially created through the signid a bilateral agreement by
Venezuela and Cuba in December 260&ince then there have been various
accession rounds and two modifications to the oaighame of the integration scheme
to reflect the institutional development. With floening of Bolivia in April 2006 the
denomination People’s Trade Agreement (TCP foiSpanish initials) was added and
in June 2009 the initial term “Alternative” was taged by “Alliance™ Official
members of ALBA-TCP are Venezuela, Cuba, Boliviay&dor, Nicaragua, Antigua
& Barbuda, Dominica and St Vincent & Grenadinesn#liaras joined ALBA-TCP in
October 2008 but withdrew again through a HondW@angress decision in January
2010, following the political disturbances in thabuntry?® ALBA-TCP was
conceived to promote integration in Latin Ameriaathe political, economic, social,
cultural and environmental areas and has estadligh&titutional bodies for this
purpose, like Ministerial Councils to the differestibjects, the Council of Social
Movements, the Permanent Political Commission andréety of committees and
working groups.’ In regard to monetary and financial cooperatiohBA-TCP has
launched ambitious initiatives in its short existenlike the Bank of ALBA, that was
created in January 2008 as a development bank assibte alternative financial
institution to the IMF and World BaAk% as well as the ALBA-Caribbean Fund, which
is a structural convergence fund aimed to assistdacing regional asymmetries and

finance infrastructure projects Another initiative is the Unitary System of Regibn

8 See Paez, 2008. The “Ecuadorian Proposal for a Regional Financial Architecture” is an initiative
promoted by the Ecuadorian government as well @aBtmk of the South, and will be further describethe
next section.

24 See Altmann, 2009, p. 2.

% The VI Declaration of the Summit of ALBA-TCP, Maay, June 24, 2009 establishes the new officialenam
as “Alianza Bolivariana para los Pueblos de NueAtreerica-Tratado de Comercio de los Pueblos”. SeeAS
2009, p. 50-51.

% See El Financiero, “Abandona Honduras el ALBA'hJary 12, 2010.

2" For further detail on the institutional framewakALBA-TCP see Altmann, 2009; as well as SELA, 900

%8 The starting capital for the Bank of ALBA was setl billion USD, and Venezuela has asked its pastio
divert their international reserves from the U$hte Bank of ALBA. See Baumann, 2008, p. 18.

%9 See Romero, 2010, p. 9-13.



Compensation (SUCRE), which was conceived as anezleof a regional monetary
zone during the Il Summit of ALBA-TCP in Novemb2008 and officially created
with the SUCRE Constitutive Treaty signed by Versau Ecuador, Bolivia, Cuba,
Nicaragua (and Honduras) in October 2009. Withe$tWCRE, the identically named
“sucre” is intended to serve as a virtual currengyit for intra-regional trade
transactions between participating countries antbecat the center of the regional
clearing system (Camara Central de Compensacidpages), which is designed to
allow a multilateral offsetting of liabilities arassets generated in the reciprocal trade
transactions® The SUCRE agreement stipulates that Non-ALBA-T@RBntries are
invited to join the SUCRE and start a process etctiipling” from the USD as means
of transactior’® The first transactions in sucre units were conetliéh early 2010
between Venezuela and Culiawvithin the “Proposal for a New Regional Financial
Architecture”, Ecuador has also put forward thesgmbty of adopting the sucre as the
currency unit for the Regional Monetary AgreeméntWhile these described
initiatives are all significant steps towards deepg monetary cooperation in the
region, it remains unclear how they will develomcs ALBA-TCP is the integration
model most reliant on the political affinity of tlceirrent heads of state of its member

countries.

2.2 Plans of Monetary Unification and Alternatives

As described in the last section, there are atyaoieinitiatives for the development of further
monetary and financial cooperation in Latin Amerigdhile the relatively older economic
integration schemes Mercosur and CAN have to aedegtagnated in this regard, new
impulses are being provided by two recently createdl more political connoted integration
processes, namely UNASUR and ALBA-TCP. Promptedhiege developments, the plan for
a common currency in the region has again beconpell@g as various South American
presidents have proposed this goal. Alan Garcisiéknt of Peru, has put forth the idea of a
common currency and citizenship in UNAS#Rwhile the Ecuadorian President, Rafael

Correa, has proposed that a common currency fomt@le of South America could be

% See Constitutive Treaty of the Unitary System efienal Compensation (SUCRE), Cochabamba, October
17, 2009. Also SELA, 2009, p. 52-55.

%1 See SELA, 2009, p. 55; Macro Agreement of the SBCA&pril 16/17, 2009.

%2 See Romero, 2010, p. 9.

% See IADE interview with P. Paez, President ofRnesidential Technical Commission of Ecuador ferew
Financial Architecture, December 17, 2009.

% See EL Comercio, “Garcia plantea ciudadania y mamemun en Unasur”, May 23, 2008.



established through the Bank of the Solitithe Presidents of Bolivia and Venezuela, Evo
Morales and Hugo Chavez, have also on several iocsagonfirmed their intention of
pursuing the creation of a monetary union for ALB&P and South America based on the
sucre. Lula da Silva, President of Brazil, hasestainterest in a common currency for
UNASUR as well as one for Brazilian-Argentinearatekral trade, which has been a project
within Mercosur since 1997, when it was proposediti®y Presidents at that time Enrique
Cardoso and Carlos Meneth.

While it is not the aim of this paper to asses ltheg-term advisability of the politically
desired pursuit of full monetary unification in kafAmerica, but rather to accept this political
desire and analyse a possible intermediate (omalige) step towards its realization, it will
nevertheless be useful to briefly describe the reaonomic benefits a monetary union could
provide for Latin America, since several are shangth the exchange rate system later
detailed in this papeY.

The main argument for irrevocably fixing the exchamates of the participating countries in
a Latin American Monetary Union (LMU) would be tresulting elimination of the exchange
rate risks and exchange-related transaction cosidgra-regional trade. This would reduce the
costs for private companies, facilitate cost actiognof intra-regional trade and improve the
overall investment climate in the region. Furtheren@ single currency would prevent
competitive devaluations (i.e. beggar-thy-neighbstuategies) as well as eliminate currency
speculation within the region. The introductionao$ingle currency would also increase price
transparency and could therefore encourage conguet#nd growth. Finally, a common
currency for the region could serve as a catalgst financial market integration, thus
fostering growth and contributing in the creatidradarger single market that could provide
greater scope for absorbing external shocks.

Despite these benefits there is a large body oh@woic literature that concludes that a
common currency for Latin America (or for one oé tbpecific integration arrangements like
Mercosur or CAN) is remarkably undesirable for thme being. This literature is mainly
based on the theory of Optimum Currency Areas (Q@fneered by Mundell (1961), which
establishes criteria relevant for a region to efety adopt a single currency. Mundell

establishes the criterion of factor mobility betwetne countries in a monetary union as

% See Pagina/12, “Correa quiere moneda comin”, Dieeefrl, 2007.

% See Kronberger, 2001, p. 2; La Nacion, “Impulsaa moneda Unica para Brasil y la Argentina”, Jands
2003.

3" The briefly described benefits of monetary unioa mainly taken from De Grauwe, 2005, which shdugd
consulted for further detail and assessment okthesefits.
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necessary in order to offset the inability of thesentries to pursue independent adjustment
policies in the face of asymmetrically distributgibcks. Other criteria are for instance trade
openness and trade interdependence among the iesufiNtckinnon, 1963), as well as the
degree of product or industry diversification ofcauntry (Kenen 1969). Regarding the
analysis for Latin America, De Grauwe (2005) lighsee different factors that determine
whether a monetary union would be suitable for tbgion: the degree of economic
integration between the prospective members of uhen, the degree to which these
countries’ economies are subject to asymmetric lshand the degree of flexibility in the
labor markets. De Grauwe (2005, p. 110-112) cormdutiat Latin America is far from being
an OCA. Other studies are for instance Hochreitat.€2002), who add the precondition of a
sound financial sector to the analysis and find thein America is currently unsuited for
monetary union; or Kronberger (2001), who focusesMercosur and determines a low
degree of trade openness and integration, as welllaw level of labor mobility that would
not sufficiently compensate for asymmetric shockshie case of a currency union. Similar
results are given by Calderon et al. (2003) anddiafTavares (2005), who indicate that the
degree of synchronization of output movementsilisgstite low in the regiori® Furthermore,
Edwards (2006) states that the prerequisites famig a currency union may have increased
to include the following (in addition to those miemed above): different (or diversified)
composition of output and trade across countrigse@nd wage flexibility across members
of the union, similar inflation rates across coig#y absence of “fiscal dominance” in the
individual countries, as well as low — and sim#devels of public-sector debt in the different
countries. All these studies state the unsatisfaategree of economic integration and policy
coordination in the region, which leads to a highceptibility in regard to external financial
and economic shocks and, according to the authwekes full monetary unification
unfeasible in the near future.

Nevertheless, the general argument for a stabdizatf intra-regional exchange rates remains
valid, since a large number of studies attribugel#ick of trade and financial integration to the

high degree of exchange rate volatility in the oegiwhich is partly caused by the instability

% Other Studies that find insufficient evidence fioonetary union viability are for instance Cardird02, who
analyses the possibility of a Brazilian-Argentinesingle currency; Espinosa, 2008, who analyses taone
union for both Mercosur and CAN and proposes diabdion as an alternative; Pefia/Flores, 2006, faNC
Foresti, 2007, for whole Latin America; Berg et, &002, propose dollariztion; Arestis et al., 200,
Mercosur.
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of the USD (see Figure 1j.The volatility of bilateral exchange rates does oaly
undermine intra-regional trade, but can also exmterpolitical tensions within the specific
integration schemes due to abrupt changes in cdtimpaess'® The proposal of intra-
regional exchange rate stabilization through co@tion is also in line with the literature on
the endogeneity of the OCA criteria which argues,thontrary to the conventional wisdom
of OCA theory (i.e. that countries would only catesi a common currency if they showed
high levels of economic integration), there is oea® believe that exchange rate coordination
and a step forward in the direction of monetaryoaoncould endogenously encourage
economic integration within the regiéhWhile it might be too early to viably establish a
monetary union in Latin America due to economicd(gossibly also political) reasons, a
regional exchange rate fluctuation band systemdcaubvide the exchange rate stability
needed to encourage trade and at the same time fdlothe possibility of monetary and
exchange rate policy adjustments in accordance thi¢hmacroeconomic differences still
present between member stafeShus, setting up such a system could not only ideoan
effective option for an intermediate step towardsnetary integration, but also a possible
long-term alternative if sufficient convergence fal monetary unification is not reached.
Several authors propose variations of this typered exchange rate mechanism as a gradual
approach towards monetary union or at least funthenetary integration, which would be
fairly similar to the European Monetary System thats adopted as an intermediate step in
the European monetary integration pro¢ésshe already mentioned “Ecuadorian Proposal
for a New Regional Financial Architecture” alsolda¥s this line of thought and aims at
setting up a Regional Exchange Rate MechanismdtnlAmerica in the medium-terffi.

While all these sources champion the general plessibnefits of establishing a regional
exchange rate mechanism for Latin America and recend its implementation, they do not

discuss two important aspects in need of analysieré such steps should be taken. These

% See Bersch, 2002; Scandizzo, 2003; Medina, 200dzeAet al., 2005; Moccero/Winograd, 2005;
Machinea/Rozenwurcel, 2005; Ugarteche, 2008; Cangii9.

0 See Machinea/Rozenwurcel, 2005, p. 45-46.

“! See Frankel/Rose, 1998; Rose, 2000; Rajan, 2002/Nfihlich, 2006; Agénor/Aizenman, 2008.

2 See Ugarteche, 2008, p. 21.

43 Authors that propose a possible regional exchaatgarrangement in line with the type of a exclearaje
fluctuation band system analysed in this paper fareexample Medina, 2004; Moccero/Winograd, 2005;
Machinea/Rozenwurcel, 2005; Ugarteche, 2008; Camp@89; Bresser-Pereira/Holland, 2009. Note also th
large body of literature discussing similar fixeater systems for the East Asian integration proda4sle the
macroeconomic conditions of East Asia and Latin Acgemight widely differ, the literature on the $edxt
nevertheless sheds light on the economic ratiobakind the implementation of a regional exchande ra
mechanism. See for instance Williamson, 2005; Majrad07; Chey, 2008; Chai, 2010.

* See Paez, 2008.
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are, 1) how the institutional framework (and its1stitutive elements ) of such an exchange
rate arrangement between countries could be dekigree what different basic choices
regarding the institutional features of the systeould have to be considered and made by
policymakers; and 2) how the mechanism might altdahction in reality depending on its
agreed upon institutional design. Thus, and in atanoce with the stated primary aim of this
paper to provide a detailed look at an optionanmiediate step towards monetary unification
in Latin America, the next two chapters of this @agre intended to shed a light on both these
issues that are of central relevance for the mralctlesign and implementation of a regional
exchange rate arrangement. The third chapter sfpduper will provide a detailed analysis of
regional exchange rate systems from an institutipeaspective and present the different
design elements policymakers will have to decidenupefore implementation, since these
essentially determine the overall functioning af gystem. Chapter four will then take an in-
depth look at one of the most relevant regionaharge rate arrangements in recent history,
the European Monetary System, in order to analy®® tuch a system with a specific
institutional design might actually work, whethar ret it was successful and what lessons

can be learned from the European experience oro#ttetowards monetary union.

3 Fixed Exchange Rate Systems: An Institutional Analgis

3.1 Overview

The aim of this chapter of the paper is to provadgeneral analysis of fixed exchange rate
arrangements between various sovereign countrigs &n institutional perspectivé.This
type of international/regional arrangement, that thee main objective of providing exchange
rate stability for its participating countries, Wie referred to in broad terms as a fixed rate
system and specified by its institutional features.

Since the institutional design of fixed rate systehms, throughout history, essentially
remained an issue of practical policy, the avadadtonomic literature that is concerned with
the theoretical analysis of the basic institutiomadl systemic aspects of fixed rate systems is
very scarce. While there is a large array of thimakand empirical work that deals with
specific historic fixed rate systems (e.g. the BreiVoods System or the EMS) and analyzes
the implications of the agreed upon rules for trenrber countries, the authors that address

5 An institution within the context of this paper defined in a broad sense as “the rules [...] or sk
constraints that shape [...] interaction”, see Not891, p. 3.
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the general nature of institutionalized fixed ratstems and their constitutive features are
very few?®® Furthermore, the vast existing literature on ergearate target zon&s(or
“currency bands”), which share various institutioeements with the general type of fixed
rate system analyzed in this paper, also offette liguide on the institutional choices
policymakers have to make in order to implementhsacsystem, but rather assumes the
institutional framework (e.g. the existence of thectuation band, its width, etc.) as
exogenou$?®

Thus, it is one of the intentions of this paperctmtribute in filling this void in economic
literature and provide a comprehensive analysti@institutional design choices available to
policymakers when creating an international/redidneed exchange rate system that can
possibly serve as an intermediate step towardsteaefull monetary integration. Following
this basic premise, section 3.2 will first descrdmme general aspects regarding symmetry
and policy coordination in fixed rate systems, raftdich section 3.3 will then provide a
detailed analysis of possible design options fer ittstitutional framework and also a short
typology of different design configurations for tegstem. In section 3.4 the relevance and
effects of the size of a country participating e system will be detailed. Finally, in section
3.5 a summary of the overall functioning and resgltadjustment constraints of the
institutional design of the fixed rate system Wl provided.

3.2 General Aspects and Policy Coordination

An institutionalized fixed rate system is estal#dtby its inherent economic mechanics and
functioning, the so called “rules of the ganféThe “rules of the game” describe the effects
and adjustment constraints on the member courdfiadixed rate system, which are a direct
result of the system’s institutional design struetinteracting with the prevailing conditions
of the capital and foreign exchange markets. Thsitutional framework of the system,

established by the basic set of regulatory featuned their specific design, therefore

“6 Because of the scarcity of relevant literature, lihsic design choices regarding the institutiframhework of
fixed rate systems that are described in this papan from the works of Miller et al. (1989) and iKicnon
(1993), which attempt to provide systemic compaeatinalysis’ of fixed rate systems, and especiftyn
Bofinger (1991) as well as Vehrkamp (1995), whoegalty adopts Bofinger’s terminology and basic edets.

“" The “target zone” concept is coined and develdpetVilliamson (1985) and later adopted and thecadlti
formalized by the standard model of Krugman (19%)r comprehensive surveys of target zone work see
Krugman/Miller (1992) and Kempa/Nelles (1999)

“8 Exceptions, which are also used for the instinaicanalysis of fixed rate systems attempted is plaiper, are
for example Williamson (1985), Frenkel/Goldstei®86) and Williamson/Miller (1987).

“9 This terminology is originally attributed to J.Meynes (1925, p.220), who describes the monetgnstdent
measures of the Bank of England as the “rulesefjtiid standard game”. See also McKinnon, 1993, ugas
the term to systematically describe the economichaeics of historical fixed rate systems.
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determines the system’s symmetry characteristies tfie allocation of monetary adjustment
pressures among the participating countries regulfrom the commitment to create
exchange rate stability). A fixed rate system cardésigned to asymmetrically burden either
the strong currency countries (i.e. the countrieese currencies revalue beyond the allowed
scope of the system’s rules) or the weak currenoynities (i.e. the countries whose
currencies devalue beyond the allowed scope obystem’s rules) or to be symmetrical in
the distribution of adjustment constrains/Vhile the symmetry criterion is used throughout
the following analysis of the institutional framenkoof fixed rate systems to describe the
distribution of macroeconomic effects generatedhgyindividual institutional features, it is
only through the interaction of all the specifiarspetry characteristics of these individual
rule components that the overall symmetry charesties of the system are determined.

While the basic function of a fixed exchange rat&tem is the stabilization of exchange rates,
it also serves as a mechanism that provides a ic@i@h structure for the national monetary
policies of member staté5.This coordination can occur indirectly, througte tholicy
adjustment constraints established by the basittutisnal rules and framework of the
system, and/or also through a direct coordinatibnpalicy measures by the system’s
participating countries intended to achieve the @tary convergence necessary for the
stabilization of the exchange rate relatiGhAlthough this paper focuses mainly on the basic
institutionally established rules that constituiedl rate systems in general and which lead to
a primarily indirect coordination of policy throughe adjustment constraints of the system, it
cannot be denied, that a certain amount of direcrdination between member countries
might prove indispensable in order to successfumfnage a regional fixed rate system. This
necessity is shown in chapter 4 of this paper, whlietails the functioning of a specific fixed
rate system, the EMS.

3.3 Basic Institutional Features

A fixed exchange rate system is constituted by taoferules, intended to stabilize the
exchange rate fluctuations of the system’s membgencies within a predetermined band.
For each of these basic regulatory features, whaogether constitute the institutional

framework of the fixed exchange rate system, thame several possible design options.

0 See Vehrkamp, 1995, p. 11.

*1 See Bofinger, 1988, p. 317.

°2 See Bofinger, 1991, who differentiates betweemfsé fixed rate systems” that trigger merely indire
monetary policy coordination, and “complex fixederaystems” that establish mechanisms for direatatary
policy coordination.
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Therefore an assessment of the mechanics and wgookithe system as a whole can only be
made once the specific rules of the system ardlesiad, since certain types of intervention
rules can have varying effects on the macroeconcedicistment constraints and their
symmetry when combined with different types of fingg rules for said interventions. In the
following subsections, the general institutionakttees and the alternatives for their
respective design will be described. Subsection52m8ll then present a short overview of
different types of fixed exchange systems thatcamestituted by a specific combination of

feature arrangements.

3.3.1 Intervention Rules

The intervention rules of the fixed exchange ratstesn establish the mechanism and the
circumstances under which the participating ceriieadks commit to intervene in the foreign
exchange market in order to stabilize exchanges.raBefore the different institutional
features, which together establish the interventides, are described, some basic aspects
regarding foreign market interventions that arevaht in the scope of this paper must be
noted. A central element in this analysis is theuagption that foreign market interventions
can effectively influence the exchange rét&iven this premise, once a country performs an
intervention in the foreign exchange market in orgeinfluence the market exchange rate,
two different effects result:

« Liquidity effects that are determined by the chanigethe countries’ monetary bases,
which result from selling/buying currencies in thaeign exchange market. For
instance, if a country intervenes by selling itsnawmarrency A on the foreign exchange
market against currency B assets, this transat¢tasnan expansionary effect on its
own monetary base and at the same time reducesidhetary base of the country
issuing currency B® Identical liquidity effects result if country B pthases its own
currency by providing its currency A reserves te mharket.

» Reserve effects, defined as changes in the fomighange reserves of a country due
to intervention. By acquiring currency B assetsirgfaits own currency, country A

increases its foreign exchange reserves. The es@fvcountry B on the other hand

*3 The described features of fixed exchange ratesysts well as the terminology are mainly borroweanf
Bofinger, 1991.

> While this premise is not uncontested in econolitéizature, see for instance Schwartz, 2000; isti#
consistent with recent empirical studies, see Féfumchison, 2002; Fatum/Hutchison, 2003; as wellthaes
literature on managed floating, see for instancénger/Wollmershauser, 2001.

%5 Note that the liquidity effects may vary dependimy how the purchased or sold assets were preyiousl
invested. See section 3.3.3.
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decrease if it intervenes by buying its own curgeagainst its previously accumulated

currency A reserves.
The distribution of the liquidity and reserve etfecesulting from institutionally established
intervention obligations, as well as the adjustmeomstraints for the member countries
resulting from these effects, is a main aspediénanalysis of the functioning of the exchange
rate mechanism stipulated by the institutional famrk of the fixed rate system. Thus, the
intervention rules are, together with the instdonal features designed to finance
interventions, the core of the exchange rate mashmaof the fixed rate system. These rules
are configured by the design choices concerningetheéhange rate standard, the central
parities, the width of the fluctuation band and ititervention points.

3.3.1.1 Exchange Rate Standard

The choice regarding the type of exchange ratedatan under which the system’s
intervention rules operate, has crucial implicasiomgarding which of the participating
central banks is obliged to intervene. While theuheng distribution of intervention
obligations between the member countries influetkkesgeneral symmetry of the fixed rate
system, an opposing composition of the fluctuaband width and/or the intervention points
can still (over-) compensate this influence, andrdéfore change the overall adjustment
constraints for the system’s participants. Nevéesgge the choice of the standard implies an
important initial indication of the intended symmyetharacteristics for the systethThere
are three possible design options for the exchaatgestandard:

» The first option is the so-callday currency standarayhich is characterized by each
of the n-1 participating countries establishinglatbral rate of their currency towards
the (n-th) key currency and having to defend thastp (with an allowed degree of
fluctuation within pre-established intervention gias) through foreign exchange
market interventions. It is evident that under timstitutional premise only the non-
key currencies can reach the intervention pointd bBe subject to compulsory
interventions, since the key-currency cannot, bfind®n, deviate from its own
(implicit) parity.>’ Due to this passive role, the key currency couistnyot affected by
any monetary adjustment constraints that couldltrésam the liquidity and reserve
effects due to being forced to intervene in theeifpm exchange market. The key
currency standard is therefore by design inheresdlymmetrical, because the (n-1)

% See Vehrkamp, 1995, p. 15.
*" See Bofinger, 1991, p. 93-94.

16



non-key currencies are burdened with the entirdtyhe intervention obligations,
while the (n-th) key currency is institutionally aqanteed by rule the remaining
monetary degree of freedothFurthermore, in a key currency standard the iritplic
fluctuation bands between fellow non-key currencas twice as wide as the
fluctuation band institutionally established fornan-key-currency around the key
currency parity’’

In the second type of exchange rate standzadh member country establishes fixed
parities for its currency toward every other cuagenf the systemthus creating a so-
called bilateral parity grid. With n currencies patrticipating, this results im+i{/2
bilaterally established central rates that havebéo defended through mandatory
interventions, due to the fact that every currecmyimits to stabilize its bilateral rates
vis-a-vis all other member currencies, not just ke currency?’ Thus, in contrast to
the key currency standard, in a parity grid stadddir participant currencies formally
posses an equal status in the fixed rate systesysfem using a bilateral parity grid
Is, at least in a formal sense, expected to beacterized by a symmetric distribution
of intervention obligations between countries wstinong and countries with weak
currencies, since the construction of bilaterakre@mates entails that a weak currency
reaching its lower fluctuation margin automaticattgans the strong currency is at its
upper margirf* Nevertheless, as mentioned above, the de factaatesistics of the
system regarding the symmetry of adjustment coingsralso depend on the design of
the remaining institutional features.

A third possible option is using eurrency baskets the standard for the central
parities in the fixed rate systéthA currency basket is composed by fixed absolute
amounts of all participating currencidstherefore assigning each currency a certain

weight in the basket, which can for example be th@sethe relative economic size of

%8 See Vehrkamp, 1995, p. 15.

% For formal prove see Bofinger, 1991, p. 200-202.

%0 See Vehrkamp, 1995, p. 16.

¢l See Bofinger, 1991, p. 96.

%2 1n order to better describe the basic mechanicssymmetry effects of the currency basket standaisl
hereafter assumed, that the basket is solely caomdpo$ currencies participating in the fixed ratesteyn,
although different types of compositions are obslgiconceivable. For instance a basket compositiahalso
includes the currencies of major trading partnéegt do not participate in the fixed rate systemhnige a
possibility.

® This type of basket value construction follows tiséandard basket technique”, used for examplehin t
conception of the European Monetary Unit or the SiiRhe IMF. Other methods like the “adjustable Keds
technique” or the “asymmetrical basket techniqued also conceivable, for further detail see Sommer-
Herberich, 1983, 325-329.
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the currency’s country in the system. Since a cuys exchange rate vis-a-vis the
basket currency is the weighted average of itstdyééh exchange rate vis-a-vis the
individual currencies participating in the baskietiollows that whenever a bilateral
exchange of two currencies in the basket change, rilative weight changes and the
exchange rate of the basket currency against diicjmating currencies changes as
well.** This makes the implications for the symmetry chtewstics of a currency
basket standard, regarding the intervention obbgat a lot more complex than those
of the other standards, since it is possible tbatradictory exchange rate fluctuations
of an individual currency towards other currendieshe system compensate each
other and consequently are not reflected in itkdtasate. In general, the distribution
of the intervention obligations in a currency bdskandard primarily burdens those
currencies which deviate the most from the avefafiall participating currencies),
defined by the basket composition, because thesdh their compulsory intervention
points earlier than currencies that follow an “ags exchange rate trend”Also,
currencies with a relatively small weight in thesket can fluctuate more before
reaching their intervention rate, since their inpac the basket parity is smalf&r.
Another particularity of a currency basket standied in the fact that, assuming
identical exchange rate fluctuations and band widthe intervention margins are
reached at a much later point in time comparechéokiey currency and parity grid
standards. This is due to the fact that a depienigbr appreciation) of a member
currency vis-a-vis all other basket currenciesny gartially mirrored in its basket
rate, the degree of which is dependent upon thght/¢ihe currency counts for in the
basket. Thus, the implicit fluctuation bands arotine bilateral cross-rates between
member currencies are wider than the established bé the individual currencies

around the central parity towards the basket cagréh

3.3.1.2 Central Parities

The second necessary design detail of the intaorentiles concerns the establishing of the

central parities. Regardless of which type of exgearate standard is chosen, it is imperative

for the design of the fixed rate system to expliceistablish the level at which the bilateral

central parities will be set. The central parites be decided upon by using a variety of

% See Fuchs, 1989, p. 41-42.

% For further detail, as well as a numerical examgde Bofinger, 1991, p. 97-102.
% See Sommer-Herberich, 1983, p. 338-339.

®7 For further detail see Bofinger, 1991, p. 99-12@-2002.
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possible normative models to define the “correatibrium exchange raté% although
none is completely unproblematic, or by referringt“consensus forecast”, consisting of the
average of the results obtained from differentnestion procedure®. Alternatively the
central rates can be established by simply adopiegiven bilateral market rates at the time
of the fixed rate system'’s inception.

A fixed rate system can also establish rules thadveand stipulate adjustments of the central
parities in order to avoid misaligned central radeg to changes in the real macroeconomic
conditions of member countries; section 2.3.4 diessrhow such a central rate adjustment
mechanism can be designed.

Furthermore, it is assumed that in order to créeedaesparency and to stabilize market
expectations, the central parities (as well asethtge institutional framework of the system)

of the fixed rate system are announced to the @(fbli

3.3.1.3 Width of the Fluctuation Band

Another important institutional aspect of the intition rules that has to be defined, is the
width of the fluctuation band of the fixed rate teys. The band width establishes the margins
around the central parity within which the exchangges of the participating currencies can
fluctuate freely. Therefore, the choice regarding width of the fluctuation band equals the
choice about how much the exchange rate flexibglpuld be restricted by the fixed rate
system’* The band should be wide enough to accommodaté-sirodisturbances that do not
alter long-run equilibrium real exchange rates. too narrow fluctuation band would lack an
adequate “buffer” that “not only guards againsttigoshifts in resources due to excessively
frequent changes in central rates but also prowigesuthorities with breathing space to sort
out permanent from transitory shocks” (Frenkel/Gtath, 1986, p. 40-41). Generally, there
are several reasons as to why accommodating tresetory shocks within the band margins
is preferable to central rate realignment: to awgidng the market misleading signals for
resource allocation, to avoid lessening the maxatfidence in the probability of an

impending rebound of the exchange rate, and tavdito an instantaneous initial adjustment

% For an overview of exchange rate theories, as agethodels and assessments to define equilibriwimaexe
rates, see Isard, 2007.

% See Frenkel/Goldstein, 1986, p. 36.

0 For a discussion on the merits of policy annoureemegarding exchange rate bands see Williamg@6n,2
p. 49-50. Theoretically conceivable alternativesato announced system, like for instance the “ghad”
advocated by Goldstein (1995), will not be discdssethe scope of this institutional analysis.

"> See Pohl, 1985, p. 91.

2 See Frenkel/Goldstein, 1986, p. 40.
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to a shocK? How wide the band is required to be to fulfill shpurpose, “depends on how
large the interest rate differentials likely tormeded to provide autonomy of domestic action
[are]” (See Williamson, 1985, p. 66). Furthermotiee band should be wide enough to
account for the uncertainties that arise, as meaticabove, in calculating and establishing
the “correct” central paritie$. Another factor that requires consideration is sfsion, since

a very narrow band is much more vulnerable to exgbaate crises and can make speculation
regarding the future spot rate a “one-way bethié heed for a central rate adjustment has
become evidert In order to avoid the bankable promise of selfifiig “one-way”
speculation, the margins should be wide enouglidw dor the newly adjusted central rate to
fall within the original band or to provide an olsr of the new and old fluctuation band in
the case of central rate realignments. Overlappargls reduce the predictability of the future
spot rate for speculators, because the new spotwathin the new band) does not necessarily
have to lie outside the margins of the old b&hwhile all of these criteria focus on the
necessity of choosing a “wide-enough” fluctuati@md, it is also obvious that the band is still
required to be sufficiently narrow, so that the afnstabilizing exchange rates through the
fixed rate system remains credible. As noted eavlibile discussing the basket currency
standard, it is worth considering, that the esshleld fluctuation band width around the
central parity can be very different from the insilwidths of the bands between the member
currencies, depending on which exchange rate stislahoseri! Finally, when establishing
the fluctuation margins, choices can be made alnhéther or not the band should be
symmetrical (i.e. equal margins around the cemtaaity), the band width should be constant
over time (i.e. not adjust depending on the natimek frequency of the disturbances) and if the

band width should be the same for all participatingencies?®

3.3.1.4 Intervention Points

A crucial design element, which is tightly relatéal the construction of the fluctuation
margins for the participating currencies, is thérdigon of the actual intervention obligations
(i.e. the specific intervention points) to keep therencies within the established band. If a
currency reaches its intervention point, the fixa@ system’s intervention rules are triggered,
so it has to be specified if the compulsory intatie point will lie at the upper or lower

3 See Williamson, 1985, p. 66

" See Frenkel/Goldstein, 1986, p. 41.

5 See Bofinger/Gerberding, 1988, p. 217.

"8 For further detail see Vehrkamp, 1995, p. 16.

" For an analysis of implicit fluctuation margins fiifferent standards, see Sommer-Herberich, 1983.
"8 See Frenkel/Goldstein, 1986, p. 41-42.
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margin of the band, or possibly at both marginsviied that the commitment to action lies
at the lower intervention point, which describee thinimum exchange rate of a currency
within the system, then the country whose currelmay devaluated until it has reached its
lower limit is obliged to intervene in the foreigmchange market by purchasing its own weak
currency (using its reserves of strong currenagy)rder to prevent further depreciation. On
the other hand, if the commitment to action lieghatupper intervention point, which in turn
describes the maximum rate of a currency withinstystem, then the strong currency country
must intervene to prevent further revaluation efdtrrency by selling it against the weak
currency’® The choice regarding the construction of the irgation points can therefore also
be seen as the choice regarding whether the strotige weak (or both) currency’s central
bank has to intervene in order to keep the systemriencies within the fluctuation band.

As noted, the intervention points can be constdigtea symmetrical or asymmetrical way.
Symmetry regarding the intervention points is givéinthe obligation to intervene is
established for both the upper and lower poinntdrivention, and if these are set in the same
distance from the bilaterally defined central pafite. a symmetrical fluctuation band). The
intervention points can also be constructed in symanetrical fashion if the compulsion to
intervene exist exclusively at either the upperséft currency version”) or at the lower
(“strong currency version”) band margin, or if th@nd is build in an inherently asymmetrical
way, through differently distanced upper and lowrgins from the central rat® Another
possible asymmetric construction of the intervantjmoints is by establishing different
margins (i.e. different band widths) for participgtcurrencies. Finally, it is also theoretically
conceivable to establish a fluctuation band withonglating compulsory intervention points,
but this type of “monitoring band”- system will nbe a part of further analysis within the
scope of this work!

When considering the construction of a system basenhtervention points set at the upper
margin, lower margin or both margins, it is necegda determine if such a framework is
possible/recommendable for the given currency stahdf the system.

For instance, in a system based on a key currelacyglard, symmetrical intervention points

should be constructed, since a “one-sided” inteifgarcommitment for the non-key currency

" This definition of the “upper” (“lower”) interveitn point as the maximum (minimum) exchange ras&ang
(weak) currency is allowed to appreciate (depregitd within a fixed rate system is used througttbig paper
regardless of the actual used exchange rate gmotafihis distinction applies also in reference tpger”
(“lower™) fluctuation band margin.
8 See Vehrkamp, 1995, p. 17.
8 For an analysis of “monitoring bands” and “softfbt’-systems, see Williamson, 1998; Williamson,020
and Corrado et al., 2003.

21



country at only the lower (or upper) margin wouléan that a revaluation (devaluation) vis-
a-vis the key currency would not be met by anyrirgation obligation to keep the currency
within the fluctuation band. Thus, the characterssbf a fixed rate system would merely be
given in one direction from the central pafify.

In the basket standard system, the currencies teaatfluctuation margins at different times
depending on their weight in the basket and how hmtiey deviate from the “basket
average”. A “one-sided” intervention obligation @butherefore lead to a participating
currency crossing its established upper (or lowesrgin long before another currency
reaches it lower (upper) compulsory interventionnpoAs a result, in a basket currency
standard, the intervention points should be establl for both the upper and lower
fluctuation margin, in order avoid the possibiliy a currency (with a small weight in the
basket) deviating widely from its central parityfdre a intervention obligation arises for a
fellow member currency’ But even with “two-sided” intervention obligationa currency
basket standard has an inherently asymmetricakreabecause, as noted above, currencies
have different implicit fluctuation margins, depémgion their weight in the bask&t.

Because of the symmetric structure of the bilatgratity grid standard, in which two
currencies reach their bilateral margins simultaisgg a construction of both asymmetric
(upper or lower margin) or symmetric (both margimggrvention obligations is possible in
order to keep the member currencies’ fluctuatiothwithe pre-established band.

3.3.1.5Intramarginal Interventions

As a final component of the intervention rules dfxad rate system it has to be established
whether or not (or under what conditions) the pgréiting countries are allowed to intervene
in the foreign exchange market while their curres@re still within the fluctuation band and
have not reached their mandatory intervention pgoinfthese so-called intramarginal
interventions allow member countries to stabilibeit exchange rate even before they are
institutionally compelled to do so and can therefbe used to strengthen the stabilization
process of the system, especially if the fluctuatimnd of the system is very witfeln
addition to this, intramarginal interventions allomeak currency countries, which were

obliged to intervene due to transitory shocks, dplenish their foreign exchange reserves

82 Although such a mixture of a fixed and flexibleckange rate system is certainly theoretically st shall
not be considered in this analysis. See Bofing@®11p. 104-105.
8 See Bofinger, 1991, p. 105-106.
8 See Sommer-Herberich, 1983, p. 337-341.
% See Bofinger, 2004, p. 11.
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once their currencies move within the band ad&iMvhile these are clear advantages,
problems from intramarginal interventions couldsarif these are allowed to be performed in
a discretionary way by member countries, since wuosld increase the risk that individual
countries may try to improve their competitivenégsdevaluating their currencies through
interventions or that several countries perforneatly opposing intramarginal interventions.
Also, if country A performs non-coordinated intrangiaal interventions in the currency of
fellow member country B, it could lead to the latteing forced to compulsory intervention
vis-a-vis a third party’s currency, therefore affieg the systemic adjustment pressure for
country B. Due to these problems, if intramargimgkerventions are allowed within the
institutionalized fixed rate system, it may be mdooendable to stipulate a framework for the
coordination of intramarginal interventiofisFinally, since intramarginal interventions have
the same liquidity and reserve effects as mandatdgrventions, the fixed rate system’s
framework could also stipulate financing rules direfaciliies and asset settlement

obligations) for intramarginal interventions.

3.3.2 Intervention Financing Mechanism

After defining the intervention rules of the fixexkchange rate system, it is required to
establish the corresponding mechanism of intergarftnancing. While the intervention rules
dictate the distribution of the intervention obligas and the technical process of intervening
in the foreign exchange market, the financing rygesvide an institutional framework that
stipulates how the intervention commitments canupbkeld through credit and settlement
rules. Due to the possible random nature of cugremises, it is also necessary to establish
intervention financing mechanisms in order to awicompletely accidental and conceivably
unsustainable distribution of adjustment constsanessulting from the liquidity and reserve
effects of compulsory foreign market interventf§.he design of the financing mechanisms
can have a decisive impact on the overall symmataracteristics of the fixed rate system’s
adjustment obligations. Even if the interventiotesuare formally conceived in a symmetrical
fashion, these can be offset by an asymmetricagded the corresponding financing rules.
When analyzing the intervention financing mechanwima fixed rate system, it has to be

distinguished between two elements, the creditifi@s and the settlement obligations. Even

% This is a very important aspect since a countigiger margin intervention capability is limited bye size of
its reserves.

8" See Bofinger, 1991, p. 147-148.

8 See Vehrkamp, 1995, p. 17.
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though both features share similar design det#iley refer to very different facets of
intervention financing and will therefore be debed separately.

3.3.2.1 Credit Facilities

For a fixed rate system that establishes compulsagrventions at the lower fluctuation
margin, appropriate credit facilities have to bérdal in order to relax the budget constraint
the weak currency country faces when fulfilling itgervention commitment. The budget
constraint results from the fact that a country,osé currency has reached its lower
intervention point and that is therefore obligednt@rvene in the foreign exchange market by
purchasing its own weak currency and supplyingstineng currency to the market, can only
do this according to the funds of strong curreneserves at its disposal. Because of this
limited amount of freely available intervention eiss the fixed rate system’s commitment to
defend a currency’s exchange rate at its lowemvetgion point can only be perceived as
credible (from the markets perspective) if the ¢opnbliged to intervene is provided with an
adequate access to intervention assets beyontidteyscurrency reservé&® While the weak
currency countries can attempt to secure extravetgion assets through the private capital
markets, the fixed rate system can also creatéutishally established credit facilities that
are able to guarantee an unlimited short-term gt@urrency intervention potential, which
can only be provided by the strong currency’s @nank itself through granting credit
facilities to the weak currency’s central bank lfmwer margin interventions. As an alternative
to a direct credit facility from the strong currgnoountry to the weak currency country, the
credit mechanism of the system can also be runugfir@ separate institution created by the
system’s participants for this purpose and endowit the necessary fund$.To which
extent the budgetary constraint of limited intemi@m assets is loosened, depends on the way
that the conditions of the credit facilities of thgstem are structured. The conditions that
have to be established are the overall amount atdrity of the credit facility, as well as the
interest rate and the denomination of the assets fas repayment:

« The agreed upon conditions concerning the amoudtthe maturity of the credit
facilities granted to the weak currency countryéhawdetermining effect on the overall
credibility of the intervention commitment at th@mMer intervention point. From the
markets’ perspective, strong restrictions regardimg amount and maturity of the
credits would essentially re-establish the budgelianitations of the weak currency

8 See Vehrkamp, 1995, p. 18.
% See Bofinger, 1991, p. 90.
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country and therefore drastically reduce the cikgilof the exchange rate defense in
case of a currency crisis. This would inevitablgdeo speculation and an eventually
necessary exchange rate adjustment correspondihg toarket pressure. However, a
guarantee of unlimited mutual credit facilities weén participating countries might
also appear implausible from the markets’ pointvigfw, due to the expansionary
liquidity effects that the creditor central bank web have to face as a result from
credit-financed interventions of the debtor centrahk® If the expansionary effects
on the monetary base of the strong currency coucdrysed by the interventions
exceed its sterilization potential, an unlimitededit facility may become
unsustainable from a monetary policy standpoinpdemlly if the strong currency
country is committed to maintaining price level biliy).%> This would lead the
markets to assume an eventual “opting-out” of tineng currency country from the
intervention mechanism and thus create credilyiiyblems for the fixed rate system
as a whole. Altogether, credit facilities should designed to provide credibility for
the intervention promise (of the weak currency ¢ograt the lower intervention point
while also being sustainable for the strong curyetmuntry from a monetary policy
perspective.

* The agreed upon interest rate, as well as the deation of the assets used for the
repayment obligation, also play an important roleew defining the design elements
of the credit facilities, since they determine tlost of the granted credits for the weak
currency country and the allocation of the excharege risk connected with the
credit.

Overall favourable credit conditions, like longtinhent periods and low interest rates, allow
the weak currency country to not having to immeshaiadjust its domestic policy when
accumulating liabilities towards creditor countriesice it has ampler scope to replenish its
foreign exchange reserves, which are needed faryneent, through other sources before the
credits maturé® Problems may arise from the fact that advantadgalesigned credit
facilities could be used as an additional finan@tement regarding the balance of payments.
Countries demanding intervention financing overoagl period of time could use it as a

facility to permanently finance fundamental balanE@ayments deficits. The facility would

°1 See Vehrkamp, 1995, p. 19.

%2 Note that a strong currency central bank can #temily also sterilize interventions that excetdriational
monetary base if it establishes an interest beddegosit facility” (such a facility has been edislbed by the
ECB for instance), for further detail see Bofing&dp1, p. 24.

% See Bofinger, 1991, p. 132-133.
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essentially assist countries pursuing non-stahtgizmonetary and fiscal policies. Credit
facilities with favourable conditions (long matyrithigh amounts, low interest rates, etc.)
should therefore be designed in a “conditional” meamn e.g. longer maturities are granted
only when the debtor country commits to economiticgomeasures that re-establish the
requisites for market-financed balance of payments.

Another important aspect is that although the olgyi of being granted intervention credits
does not necessarily alter the actual level of antg’'s foreign exchange reserves it
obviously reduces the “minimum reserve level” (ilee level of foreign exchange reserves a
weak currency central bank does not intend taoi@ibw due to intervention obligations, since
doing so would lead to either an unavoidable exgharate realignment or a complete
quitting of the fixed rate system) due to the iroiplly larger intervention potential. Moreover,
through an institutionalized credit mechanism a kvearrency country would not be
compelled to hold a large number of different memb@rencies in its foreign exchange
reserve as means of intervention, since the redjstreng currency would be provided by the

strong currency country itself in case of mandatotgrvention’*

3.3.2.2 Asset Settlement Rules

While the credit facility applies to interventions the lower margin of the fluctuation band
by the weak currency central bank, the asset swdtié rules establish the guidelines for
mandatory interventions on the upper margin caroatl by the strong currency country.
When the strong currency reaches it upper intefmergoint, the strong currency country is
obliged to intervene in order to support the weakrency by purchasing weak currency
assets and supplying its own strong currency tddheign exchange market. As a result, the
domestic monetary base and the foreign exchangevess (in weak currency assets) of the
strong currency country increase by the size ofrttevention volumé® The asset settlement
rules of a fixed rate system stipulate a claimtifier strong currency country towards the weak
currency country, in which the strong currency dopnan transfer the weak currency assets,
that it has acquired through obligatory intervemt&t the upper intervention point, to the
weak currency country in exchange for strong cuyeor other assets the weak currency
country cannot create itself. Since the weak cugrerentral bank has to redeem the weak
currency reserves that the strong currency cebarak has accumulated through mandatory

interventions, the asset settlement facility esakytstipulates an obligation for the weak

% See Bofinger, 1991, p. 132-133
% |bid., p. 119.
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currency country to finance the strong currencyntols interventions® Thus, the weak
currency central bank faces a budget constrairfulfdl the asset settlement obligations,
which is very similar to the constraint it encoustevhen having to finance its own
interventions, because the assets it requires & saéd obligations are limited by its foreign
exchange reserves.

Altogether, in a fixed rate system with asset egtdnt obligation, the weak currency country
can be forced to carry the burden of financingraérventions (and be subject to the resulting
reserve effects), regardless of which central bsnkbliged to intervene because of the
stipulated intervention rules. As much as the distadxd credit facilities provide a loosening
of the budget constraint for intervention finangitige asset settlement obligations lead to its
further tightening.

Similar to the credit facilities, the design elenseof the asset settlement rules that have to be
defined are the amount, the maturity and the denatiin of the compulsory settlement
transactions:

* Both the amount and the maturity of the asseteseétht obligation determine the
degree to which the budget constraint for the waakency country is tightened. It
has to be established whether the settlement dioliggaof the weak currency country
(or at least the amount/maturity thereof) are irahglent of or conditioned by specific
reasons or circumstances regarding the upper manggnventions by the strong
currency central ban¥.

* The agreed upon denomination of the settlemensacions is another important
aspect when designing the asset settlement rules.ohNly does it determine the
allocation of the exchange rate risk, but it alstablishes what assets the weak
currency country can use to fulfill its settlemettiligations. If the weak currency
country is allowed to use additional reserve asgeeyond the reserves held in
currency issued by the country intervening at thpes margin) to meet its settlement
commitment, it would provide a relief of the budgminstraint, since the weak
currency country could use the entirety of its resge (including gold and other

reserve currenciesy.

% In a fixed rate system with asset settlementifis| the credit repayment obligation and the esehange
obligations from the settlement process are sirfiitan an accounting point of view. See Vehrkam®9,$. 20
" See Vehrkamp, 1995, p. 20.
% See Bofinger, 1991, p. 133.
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3.3.3 Reserve Rules

Whenever reserve assets denominated in a curremtgipating in the fixed rate system are
purchased, held, invested or generally used farvention purposes, these transactions can
generate liquidity and other monetary policy eféefdr the member country that issues that
reserve currency. Therefore, an institutionalized fixed rate systehould establish certain
reserve rules, which stipulate in what form centrsahks participating in the system are
allowed to use and acquire their intervention neserdenominated in member currencies
(“reserve investment rules”) and to which amoumsth currencies are permitted to be
accumulated (“reserve limitation rule&%

* When a central bank intervenes in the foreign emghamarket by either selling
(intervention at lower margin) or purchasing (inmtion at upper margin) reserve
assets, it can cause liquidity effects for therirgation currency involved, depending
on the form of reserve investment. In case of aelomargin intervention, selling
currency reserves that were previously depositetieasstrong currency central bank
(which issues the intervention currency), will le@mdan expansionary effect of the
intervention currency money base. In comparisonthé weak currency country
intervenes by using strong currency reserve afsetsmarket investments (e.g. funds
deposited at commercial banks), then the intergantiill not have liquidity effects on
the strong currency, since the money circulatiot nemain unchangetf* Regarding
interventions at the upper margin, the monetaryebaffects for the intervention
currency (in this case the weak currency) also \dmpending on how the acquired
weak currency reserve assets are invested by rivegsturrency central bank. If the
purchased intervention assets are directly depmbait¢he weak currency central bank
(i.e. the central bank issuing the interventiorrency), then the monetary base of the
weak currency country is reduced. Alternativelyesting the acquired intervention
assets in the private market has no liquidity effesince the weak currency monetary
base is not affected by this transactithDue to the described varying liquidity
effects of intervention asset investment, it mayré@mmendable to stipulate rules

regarding reserve investment within a fixed ratgey.

% The reserve rules of a fixed rate system are lsigieflated to the stipulations regarding the pdbsibto
perform intramarginal interventions described ictiga 3.3.1.5.

10 gee Vehrkamp, 1995, p. 21.

191 For further detail see Bofinger, 1991, p. 112-116

192 For a detailed analysis of the different effedtseserve asset investment, see Bofinger, 19912¢-129.
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* As noted in the description of the credit facilithe amount of reserves denominated
in intervention currencies an individual centrahkan the fixed rate system has at its
disposal, is a decisive factor in determining tleenaining monetary degree of
freedom. This is due to the fact that by drawingtenntervention reserves a member
country can at least temporarily elude the moneaajystment constraints established
by the rules of the system or at the least gaire timorder to implement adequate
adjustment policie$’® An individual central bank has an ample scopectue (and
subsequently invest) currency reserves in the dare@xchange market by simply
exercising their issuing monopoly through a doneestoney supply based on foreign
exchange purchases. This practice might only betddnby the effects of the
manipulated exchange rates or by the instrumemtdl iastitutional boundaries of
domestic money supply policy. In order to restice wide capacity of member
central banks to accumulate reserve currency (ahds,t controlling the
aforementioned liquidity effects for the countrysughg the reserve currency) a
specific agreement on reserve limitation rules ttoe fixed rate system might be

necessary.

3.3.4 Central Rate Adjustment Mechanism

As noted in section 3.3.1.2, defining the centeditges is one of the most important elements
when creating the institutional framework for aefikrate system. Since the system is based
on defending these pre-established parities, ieafgnecessary for the participating countries
to agree on a mechanism that stipulates the petig@ind criteria for revision and possibly
realignment of the central rat®. While it is clear that the possibility of centredte
adjustment should be given in order to reflect dieace in real macroeconomic conditions
and therefore prevent a systemic defence of a il parity®, this can also become an
eventual “exit-strategy” that loosens the systeatdgistment constraints and allows member
countries to evade the means of coercion resuftomg market pressure or unsound policy.
Thus, the institutional design and functioning lo¢ tentral rate adjustment mechanism is a

main determinant of the fixed rate system’s inhesmonomic adjustment pressure as well as

193 5ee Vehrkamp, 1995, p. 21.

194 This is one of the main differences between thedirate systems discussed in this paper and riaé fi
integration stage of a monetary union, where tharak parities between member countries are irralobc
fixed.

15 Changes in real macroeconomic conditions for exarmzlude permanent changes in the terms of trade,
continuing differences between countries regardirafuctivity as well as inter-country shifts in 8&ys and
investment propensities. See Frenkel/Goldstein6,1p842.
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the level of its credibility from the perspectivé the markets. This is because frequent
revisions of the central parities would reduce ¢hedibility of the commitment to exchange
rate stability and thereby also reduce the systeralse as an anchor for expectations.
Determining the frequency of central parity adjustitncan essentially be seen as a choice
between credibility (of the exchange rate promésg] flexibility (to avoid misaligned central
rates through adjustmerff Regarding the flexibility to avoid misalignmentsis clear that
this can also be provided through policy adjustmeice a change in real economic
conditions can be reconciled either by a changeaoroeconomic policy with an unchanged
central rate or by a change in the rate with unglenpolicies?’ Because of this the
flexibility of macroeconomic policy instruments @ important factor governing the choice
of realignment frequency, since inflexible policisuld call for more frequent revisions of
central rates, and vice-versa.
The basic decision regarding the design of the saajent mechanism is whether the
realignments of central parities should be madeainule-determined or discretionary
fashion!®®
* Rule-determined adjustments to the central payigassthe name implies, follow a
specific rule or formula that is adopted by thetesyss member countries. The
adjustment automatism of the ex ante agreed ugdes for the adjustment mechanism
can either also be determined from the outset the.course and extent of the
exchange rate development is established in addararefollow a certain formula
over the course of time (i.e. the binding formusdaelishes a “contingent contract”
under which parity adjustments are to be carriedesupost)'’® Possible alternatives
of rule-determined adjustment mechanisms of cematals that can be found in the
literature regarding exchange rate systems aren&tance “crawling bands” (which
are characterized by a rule that determines padfystments according to inflation
differentials between participating countries ame proposed by Williamson, 1996;
and in the BBC-variant in Williamson, 2000), or baage rate target paths that are
based on an “uncovered interest parity” formula tm interest rate differentials (as
described by Bofinger, 2000a; and Bofinger, 20@9).advantage of rule-determined

106 Relevant to this trade-off is also the pre-esshigll width of the fluctuation band around the @miarity,
since narrow margins drastically reduce the scdtexibility before an adjustment due to misaligamh might
be necessary. See Cukierman et al., 2004, p. 381.

97 See Frenkel/Goldstein, 1986, p. 42-43.

198 5ee Bofinger, 1991, p. 179.

199 see Vehrkamp, 1995, p. 22; Bofinger, 1991, p. 189-
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automatic adjustments compared to discretionamjgreaents is the fact that they can
considerably add to the credibility of the exchamg&e promise and the overall
stability of the system if the economic rationality the adjustment formula is
accepted by the markets. In contrast, a discratyoadjustment mechanism is more
susceptible to speculative attacks if impendindgigements are large and expected by
the markets, therefore allowing one-way HéfsAnother advantage of a rule-
determined adjustment mechanism could be that gifrcautomatic rule-induced
realignment it can overcome political obstacled gtam from the fact that political
authorities might be poorly informed or unwilling perform needed adjustments if
given discretionary scope of actibt.But it is also clear that the advantages of rule-
determined realignments depend heavily on the tffsess of the agreed upon
formula to identify the need for adjustment (i.eirfy able to take into account all
relevant factors). Assuming that this is not thesecaand ex post discretionary
corrective adjustments are ruled out, then countmeght find themselves defending
misaligned central rates, especially if the reléyaarameters not taken into account
can be manipulated by individual member countryigyollt can be assumed that a
simple ex ante rule that can effectively anticipate types of macroeconomic
disturbances relevant to ex post equilibrium rates difficult to determine.
Furthermore, if the parameters that are encompassethe formula can be
manipulated unilaterally by individual member caied, this could lead to
opportunistic behaviour (e.g. a country might persu inflationary policy because
the automatic realignment rule weakens the comssraif the fixed rate system) and
endanger the stability of the system as a whble.

The alternative to the ex ante established rulerdehed adjustment mechanism of
central rates is to follow a discretionary case dage ex post strategy regarding
realignments. The discretionary adjustments toctrgral parities can be carried out
within an ex ante agreed upon procedural framework ex post realignments
(“governance structure”) or without a commitment # specific procedural
regulations:*® If no procedural rules for the discretionary rgafhents are established,

then either each country participating in the gsystean autonomously adjust its

110 5ee Williamson, 1998, p. 66-68.

1 See Bofinger, 1991, p. 182-183; Williamson, 19871 7.
112 5ee Bofinger, 1991, p. 184-185.

113 see Vehrkamp, 1995, p. 23.
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central rate as it sees fit or an agreement betakéemvolved member states has to be
reached without a formal ex post procedural frantgywyhich would most certainly
lead to long and costly negotiatiolts. Within a “governance structure”, the
discretionary decisions of member states regardergral parity adjustments follow
ex ante determined procedural rules and competetita allow avoiding or at least
reducing the costs and conflicts that may reswitnfromplex ex post negotiations.
Institutional design choices for the procedurahfeavork can be made regarding the
decision-making competencies (i.e. whether the neencbuntries’ governments or
central banks have the final competency regardimg decision of central rate
adjustment) and the organisation of the discusaimh decision process within the
“governance structuré® An international organisation could be createddove as
forum for informal communication between membetestaand as a platform for the
formal common discussion and decision process;ititésnational organisation could
be bestowed with a mediator role in case confactse in the decision process or even
be conceived as an international decision-makintifyet® If the decision-making
authority is to remain with the member states, tiemmportant element of the ex ante
agreed upon procedural framework is the “decisiafe’r that is used for the
discretionary ex post parity adjustments, which ten established as a “rule of
consensus” (i.e. unanimity between member stateedaded for a parity realignment),
a “majority rule” (i.e. more than half of particijiag parties must agree) or a
“individual initiative rule” in which a single mene can unilaterally demand a parity
adjustment!’ Generally a majority rule would provide the widgsbtection from
opportunistic behaviour because it prevents unddlieforced adjustments (in case of
an individual initiative rule) as well as unilatexeto chances (in case of a consensus
rule). Such a rule would therefore effectively ctaurthe above mentioned risks of
unilateral political unwillingness to realignment ia discretionary central rate
adjustment mechanisi® The protection from opportunistic behaviour carrebe
increased if the majority rule is also combinedhwétx ante established “exception-

rules” that protect single countries from forcedlignments that may be induced due

14 See Bofinger, 1991, p. 179.

115 see Vehrkamp, 1995, p. 23.

116 See Bofinger, 1991, p. 192-193, 196-197.

17 This follows the taxonomy described in Rae, 1968 adopted in Bofinger, 1991, p. 193-195.
118 See Bofinger, 1991, p. 194-196.
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to the majority of member countries pursing a debzing monetary policy™® Next

to opportunism, the major risk of a discretionapypmach to the realignment
procedure lies in the danger of speculative attagdls to the “one-way bet” problem.
Although the general problem of speculative capit@mvements cannot be entirely
eliminated in a fixed rate system with a parity ustinent mechanism, it can
effectively be reduced through an adequately astadd width of the fluctuation

bands that satisfies the criterion of “overlappb@nds” in case of parity adjustments,

as described in section 3.3.1.3.

3.3.5 Short Typology of Different Configuration Alternati ves

The preceding sections have detailed the designnalives regarding the basic institutional
features of fixed rate systems. The different carations of these alternatives define various
particular types of fixed rate systems. Bofinge®91) differentiates seven basic types of
systems that are characterized by different traib®cerning stability and symmetry.
Symmetry refers to the distribution of adjustmeohstraints caused by the reserve and
liquidity effects in the system, while the stalyilitriterion in this context describes the
system'’s inherent capability to limit opportunisbehaviour (i.e. the possibility of member
states to individually pursue destabilizing inftetary or deflationary policies within the
system) through its adjustment constraints. Theerséhasic types of systems proposed by
Bofinger encompass three forms of systems withriypgrid standard, as well as two using a
currency basket standard and two using a key occyretandard. In this section these basic
types will be described briefly in order to prespossible configuration alternatives as well
as to illustrate the effects on stability and syrtrsnef different design elements working
togethet?*

» The “inflationary parity grid standard” is a systémat is characterized by intervention
obligations at the upper intervention point exale. Moreover, the participating
weak currency countries are not obliged to fullily asset settlement commitments
within this type of system. As a result, memberrtaas that pursue an inflationary
monetary policy (leading to devaluation pressurethair currency) experience only
limited adjustment constraints, since the exchangie shocks and subsequent
interventions of the strong currency country hawe effects on their budgetary

constraint of limited reserves. The weak currenoyntry might be affected by

119 h;
Ibid.
120 This section draws heavily on Bofinger, 1991, $3-1.78.
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restrictive liquidity effects, if the strong curi@ncountry intervenes by purchasing
assets deposited at the weak currency central le2imkiously, both the weak and the
strong currency countries can sterilize the evénligaidity effects of the upper
margin intervention on their monetary bases. limélationary parity grid standard the
distribution of adjustment impulses is thereforsegdially determined by the liquidity
effects and the countries’ sterilization potentigfdssuming that an expansion of the
domestic monetary base for the weak currency cpumtr order to counter the
restrictive liquidity effects, is less problematitan creating an additional demand for
monetary base necessary to sterilize the liquidiects for the strong currency
country, then the country pursuing an inflationangnetary policy (i.e. the weak
currency country) would prevail in a “sterilizatialuel” regarding the distribution of
liquidity effects®®! Altogether, a system designed as an inflationaayityp grid
standard can be seen as problematic regardingnaitetability (i.e. price stability) and
symmetry, because it could favour inflationary pplby member states at the expense
of the stability oriented states. Merely under #Hssumption that the danger of a
deflationary policy (or an overambitious stabilipplicy following a price shock)
exceeds that of an inflationary policy within thestem, could the inflationary parity
grid standard provide a stabilizing effect.

e The rules of an *“anti-inflationary parity grid stlard” establish intervention
obligations only at the lower band margin and dbprovide any credit facilities for
the weak currency country’s interventions. Thus,weak currency country capability
to finance its lower margin interventions is lingitéo its foreign exchange reserves
and eventual credits from the private financial ke&s. The functioning of an anti-
inflationary parity grid standard is essentialitiet diametric opposite to the
inflationary parity grid standard, since the disition of adjustment constraints
resulting from the restrictive reserve and liquidiffects of mandatory interventions
primarily burden the weak currency country. Althbutpe strong currency country
may be subject to an expansionary liquidity effettthe weak currency country
intervenes by selling reserve assets previouskysted in the strong currency’s central

bank, it can be assumed that the strong currenggtgohas an advantage regarding

121 Another problem for the intervening strong currerentral bank would rise from the fact that exbess
growth of its foreign exchange reserves due to mtmyg intervention would eventually meet domesttitizal
opposition.
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the capability to sterilize liquidity effect8? Due to the asymmetric adjustment burden
on countries with weak currencies, a system baseanoanti-inflationary parity grid
standard can, to a large extent, provide protecigainst de-stabilizing inflationary
policies by individual member states within theteys. Problems for this type of
system could emerge from the fact that it allows dowider scope of deflationary
policy (or overambitious stabilisation after shocks/ individual member central
banks.

A third alternative is the “compromise parity grgtandard”, which combines
intervention obligations at both the upper and lofhectuation margin, as well as
stipulates credit faciliies and asset settlemehtigations. Through the credit
facilities, member countries obligated to interveniéhe lower intervention point are
granted an unlimited amount of strong currencyrirstion assets The credits
have fixed maturities and must be repaid, just the settlement payments resulting
from the strong currency country’s intervention,assets the weak currency cannot
create itself. The distribution of reserve effecesulting from a de-stabilizing
(inflationary or deflationary) monetary policy ofraember country in a compromise
parity grid standard is very similar to the disttion in an anti-inflationary parity grid
standard, asymmetrically burdening the weak cugrenountries®* The main
difference is, that by being granted a credit fagilthe weak currency’s budgetary
constraint of limited reserves is at least templyrdoosened. Depending on how
favourable the credit facility conditions (amountaturity and interest rate) are, the
weak currency country can avoid immediate adjustmeegarding its inflationary
policy, which might in turn lead to similar liquigl effects as described for the
inflationary parity grid standard. Another diffecento the anti-inflationary parity grid
standard is that in a compromise parity grid steshdéhe expansionary liquidity

effects for the strong currency country will be eidbecause both the upper margin

122 The assumption is that the potential of the strongency country to sterilize liquidity effectshigh is

determined by the size of its domestic monetaryeb#&s bigger than the sterilization capacity of theak

currency central bank, which is determined by iitsited reserves. See Bofinger, 1991, p. 81. Naote #hat
similar as in regard to the effectiveness of fanaigarket interventions in general, there is mixttdture on the
effective impact of sterilized interventions. Faralysis advocating the effectiveness of steriliggdrventions
see Bofinger/Wollmershauser, 2001.

123 Since the strong currency country is also obligeihtervene in the foreign currency market and darthis

essentially without limitation, it makes sense tthet credit facility for the weak currency counisyestablished
as unlimited, at least in the short run.

124 The reason for this asymmetry can be found irsthmilation of asset settlement obligations, whieiically
force the weak currency country to pay for thersgrourrency country’s upper margin interventionse Section
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intervention obligations as well as the credit Iligci financed lower margin
interventions affect its monetary base. In sum, thérethe adjustment pressures of a
compromise parity grid standard have a larger rbtame to those of an anti-
inflationary parity grid standard or those of arlationary parity grid standard is
ultimately determined by the design of the condsidor the credit facility and asset
settlement obligations. A prominent example of tiyise of fixed rate system is the
EMS, which will be analysed in detail in chaptesf4his paper.

e« The fourth system discussed by Bofinger (1991) he so-called “extreme key
currency standard”, which is characterized by weation obligations for the non-key
currency countries at both their upper and lowecttiation margin towards the key
currency. This “extreme” type of system does napusate any asset settlement
obligations for the key currency country or anyditéacilities for non-key currency
countries, which leads to a very asymmetrical thigtron of adjustment pressures. For
the non-key currency, the adjustment pressure tsffet an extreme key currency
standard are comparable to those of an anti-iofiaty parity grid standard when it
reaches its lower margin and to those of an imffetry parity grid standard when it
fluctuates to its upper margin. The key currencyntoy on the other hand is not
obliged to intervene at any moment and its nationahetary policy is not subject to
any direct adjustment constraints, since both dlatianary or deflationary policy
have no effects on the key currency country’s kaliforeign exchange reserves. The
system as a whole provides a strong protection frossible de-stabilizing policies of
non-key currency member states on the one handalbatallows for wide policy
discretion for the key currency state on the otfidris asymmetry might even be
enhanced under the assumption that the key currmeteys only awarded to countries
that possess vast political and economic releVdncsince a reflection of this
economic superiority would most likely be a larggacity for sterilization, that could
allow the key currency country to counter any ldityi effects on its monetary base
resulting from interventions by the non-key curngoountry. Altogether, the extreme
key currency standard supplies a wide protecticairey inflationary or deflationary
policy by any of the non-key currency countriestipgrating in the system, but is
vulnerable to opportunistic behaviour by the kegrenicy country. If the key currency

country can be expected to pursue a stability tgttrmonetary policy, then the

125 This assumption follows the “Hegemonic Stabilityebry“, described for example in Eichengreen, 1987.

36



extreme key currency standard system can provalglisy to a degree neither of the
parity grid based systems are able to. Due tongsitutional features, the Bretton
Woods System (after the suspension of the gold exbibiity) had a certain
resemblance to an extreme key currency standatil ting USD as the key currency.

* The “moderate key currency standard” has identidakrvention rules as the extreme
key currency standard (i.e. upper and lower mairgegrvention obligations), but also
establishes a credit facility for the non-key caog countries, as well as an asset
settlement obligation for the key currency countbue to these stipulations, the
dominance of the key currency country in this tgbesystem is drastically reduced,
since it has to essentially finance upper margteruentions of non-key currency
countries through the settlement mechanism and giksat them credit facilities for
lower margin interventions. As a result, reservd &aquidity effects, and therefore
also the adjustment constraints on the particigatountries, of a moderate key
currency standard are the same as those in a conigarparity grid standard®

* Another possible type of system is the so-calledréeme currency basket standard”,
which establishes intervention obligations for gvating countries at both the upper
and lower fluctuation band margins vis-a-vis a enay basket. The institutional
framework of an extreme currency basket standarek dwt establish any credit
facilities or asset settlement obligations, anddftge asymmetrically burdens the
countries whose currencies deviate the most from dlkerage of all member
currencies (defined by the basket composition) witle stabilizing adjustment
obligations*?’ For a country whose currency is deviating fromlthsket average, the
resulting adjustment constraints are very simitathtbose a non-key currency country
faces in an extreme key currency standard. Thusxteme currency basket standard
can be a viable option to prevent opportunistitatirdnary or deflationary policy by
member states, especially if the risk of such déibting policies being pursued
stems from large countries participating in thetesys->2

A less asymmetrical version of a currency basketebtasystem is the “moderate

currency basket standard” which is characterizedbentical intervention rules as the

126 Operational differences to the moderate key ceyetandard result merely from the fact that toetfiation
bands between non-key currencies are twice as wa&dé¢hose between the key currency and the non-key
currencies (see section 3.3.1.1.) and that theckenency country is obviously never obliged to ia&ne in the
foreign exchange market, since the key currencgdiiition can’t deviate from its own parity.

127 See section 3.3.1.1.

128 Under this aspect the extreme currency basketlatdris superior to any system based on a keymyrer
parity grid standard. See Bofinger, 1991, p.162-163
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extreme basket version, but also stipulates insiital features like credit facilities
and an asset settlement mechanism that favoumtn@rees obliged to intervene. The
macroeconomic adjustment constraints of a moderateency basket standard are
very similar to those in a compromise parity grichnslard for countries whose
currency reaches an intervention point. Operatialidrences result from the fact
that in compromise parity grid standard both th@kvand strong currency countries
have to intervene simultaneously when their cuiemnceach their margins vis-a-vis
each other , while in a basket based system oelgdintry whose currency deviates
most from the basket average is obliged to intezvémother difference stems from
the distribution of asset settlement obligatiores;duse in a moderate currency basket
standard all member countries have to fulfill settént obligations towards a strong
currency country that intervenes at its currenaypper fluctuation margiff® Thus,
the adjustment constraints resulting from the eettint rules do not burden only one
weak currency country (as is the case in the pagitg system with settlement
obligations), but are distributed among all norefaening countries of the system.
Altogether, in what degree the effects on stabiatyd symmetry of a moderate
currency basket standard differ from those of tkieeene version depends mainly on
how restrictive the conditions for the credit amttlement mechanisms are. Obviously
for all types of currency basket systems it is qubgsible to achieve overall stability
(i.e. price stability) for the system’s currenceay if the majority of the participating
countries pursue a stability oriented monetaryqyoliThis is because otherwise the
countries whose currencies deviate the most from #verage and that are
subsequently forced to intervene and asymmetricadljust are the ones actually

practicing stability oriented policy.

3.4 Size of Member Countries

In addition to the institutionally established miland framework of the fixed rate system,

another aspect that is a relevant determinanteobtterall adjustment constraints distribution

of the system is the relative size of the partitigacountries. Within the system the relative

size of a member country is essentially definedtbygapacity for monetary sterilization and

the amount of freely available intervention assserves it hold$*

129 The size of the settlement obligation for the vidlial member countries is defined by their curiesic
weight in the currency basket. See Bofinger, 199164-165.
130 See Vehrkamp, 1995, p. 23.
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As noted earlier, interventions at the upper flatitan band margin have expansionary
liquidity effects for the intervening strong curoyncountry, because it has to support
the weak currency by supplying its own currencythe market. The country’s
capacity to sterilize the impact of these intenard on its domestic liquidity situation
is determined by the size of its national monetayge (i.e. the credits to the domestic
banking system), as well as the capability of tbentry’'s monetary authorities to
control it The larger the overall size and controllability @fmember country’s
national monetary base is, the wider is its po&énip sterilize the expansionary
liquidity effects of foreign market intervention tite upper margin and therefore its
ability to elude policy adjustment pressure resgltfrom these effects>? On the
other hand, the weak currency country’s ability sterilize its lower margin
interventions (i.e. counter the restrictive liqtydeffects resulting from purchasing its
own currency against strong currency assets fr@gniolteign exchange reserves) is
technically unlimited by simply pursuing an expamsiry monetary policy. But the
expansionary impulses necessary to sterilize ttervientions may lead to a further
weakening of its currency, therefore requiring &ddal lower margin interventions
and continued reserve loss&S$As result, the capacity for intervention for a wea
currency country is determined by the size ofetserves. The size of a country might
also matter under the assumption that a “large’ntguas opposed to a “small”
country can affect international interest rateshwits monetary policy (i.e. its
sterilization policy), therefore reducing the cadt sterilization since the resulting
capital flows might tend to be smalféf.

The second relevant aspect regarding the sizecotiatry in the system is the amount
of intervention reserves the country holds, sints tloes not only establish the
sterilization capacity of lower margin intervent®onas detailed above, but also
impacts the overall distribution of adjustment gress. As described in section 3.3.3,
if a currency reaches its lower intervention poitite country issuing the weak
currency can temporarily avoid policy adjustmerdgsures of the system by drawing

on its foreign exchange reserves to finance intdgrors. Thus, the size of its

131 Again, a strong currency central bank can thecalyi sterilize interventions that exceed its nagib
monetary base if it establishes a “deposit fadilisee Bofinger, 2001, p. 24. This possibility wilbt be
considered in this general analysis.

132 5ee Vehrkamp, 1995, p. 23-24.

133 See Bofinger, 1991, p. 80-82.

13 bid., p. 78.
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intervention reserves establishes the amount tahwéicountry can accommodate the
draining reserve effects of lower margin intervens. If the weak currency country’s
intervention reserves are depleted due to compulaterventions, further pressure on
the weak currency will lead to a tightening of #justment constraints for the weak
currency country or eventually to central paritglighment in order to accommodate
for the speculative market pressure.
Altogether, the size of a country participatingtire fixed rate system, as defined by its
sterilization capacity and extent of foreign exap@meserves, has an important impact on the
overall adjustment constraint distribution of tlystem, since a bigger country in terms of the
two aforementioned characteristics, has a largpaaty to at least temporarily avoid the
adjustment pressure of the system’s liquidity arekerve effects. The symmetry
characteristics regarding the adjustment constaihat are established by the system’s
“rules” can therefore potentially be offset by tledative size of the countries involved in the
system.

3.5 Overall Adjustment Constraints of the Fixed Exchang Rate System

The institutional framework of the fixed rate syste constituted by the individual
institutional rules and features which are descriibroughout section 3.3., formally
establishes the direction and intensity of theitiqy and reserve effects within the system
that result from mandatory interventions; and tfeeeeplays an integral part in determining
the overall economic adjustment constraints of dpgtem. The “size” of the participating
countries is the other main determinant of theesy& inherent symmetry characteristics
regarding the distribution of liquidity and resereffects, because the formal (i.e. rule-
determined) symmetry established by the institaidramework can be (over-)compensated
by a country’s ability to deflect the liquidity amdserve effects’ adjustment pressure through
its sterilization capacity and the size of its rgse (see section 3.4.). The set of rules and the
relative size of the countries participating in thestem can therefore be described as the
structural determinants of the fixed rate systefn®rnal functioning® Together they
determine the symmetry characteristics of the tiquiand reserve effects that are effective in
the system and which in turn trigger and decideotierall allocation of economic adjustment
constraints among the system’s strong and weakermcyr countries. However, the
identification of a member country’s currency agdeg” or “weak” is not determined by the

135 See Vehrkamp, 1995, p. 27.
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institutional framework of the fixed rate systemutbrather by the markets and the
fundamental economic conditions. Regardless of uhderlying degree of fundamental
rationality, the pressure of the foreign exchangd aapital markets can determine if a
currency is subject to revaluation (then becomingfrang currency within the system) or
devaluation (leading to a weak currency statusen]hhrough the market’'s revaluation or
devaluation pressure, the institutionalized intatM@ mechanism and with it the
systemically determined liquidity and reserve dfeare activated and unfold. Even if the
system is provided with mechanisms for a direct rdmation of monetary and
macroeconomic policies between member statesillitesnains dependent on the market’s
“judgement”, because speculative attacks can oalyvwided if the system can effectively
stabilize market expectations and remain credit§l@hus, the overall monetary adjustment
constraints of a fixed rate system are determingdhe interaction of the institutional
structure of the system with the relative sizehef participating countries and the conditions
of the capital and foreign exchange markets. Figurgsummarizes the inherent economic
mechanics of a institutionalized fixed rate syst@ra. the “rules of the game”) that are
described by the aforementioned interaction betwten structural determinants of the
system’s internal functioning (i.e. the institutsdirules and the size of the country) and the
market transactions that influence them, resulimghe system’s distribution of economic

adjustment constraints for the participating caestr

4 The European Monetary System

4.1 Overview

After chapter 3 provided a detailed institutionabbysis of fixed rate systems in general, this
chapter will focus on the examination of a speaifigional exchange rate system, namely the
EMS, in order to asses its overall efficiency asdsuccess in providing an intermediated step
towards monetary union. An in-depth analysis ofhilstoric, political and economic rationale
behind the EMS as well as its overall design amtctioning will be necessary to draw
lessons from the EMS experience that might proueial for the Latin American prospects
of introducing a similar system. In line with tipsemise, section 4.2 will provide a historic
background to the introduction of the system, foltd by section 4.3 that will detail the main

1% See Bofinger, 1991, p. 270-274. Note also thait@agontrols could be used to defend the fixee sytstem
against speculative attacks; this possibility Wil discussed in section 4.5.2.2 that analyses daeoficapital
controls in the EMS.
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political and economic reasons that led to the EBE:tion 4.4 will describe the institutional
design of the EMS, while section 4.5 will deta8 verall performance. The chapter will
close with an assessment of the EMS agféective regional exchange rate arrangement in

section 4.6.

4.2 Short Historic Background to the European MonetarySystem

This section presents a selective overview of sofitae most relevant events in the history
and evolution of the monetary integration proceskurope leading up to the introduction of
the European Monetary System in March 1979 in ordershow the difficulties and
compromises needed before the EMS fixed rate systaund effectively be set up in the
region*®’ Monetary policy coordination within the larger jgct of economic and politic
integration in Europe dates back to the Treaty @mR in 1957, which created the European
Economic Community (EEC; the name was later abbtedlito European Communities (EC)
after the merger of the Euratom, the European @ndl Steel Community Council and the
EEC Council of Ministers in 1967) and establisheduatoms union as well as a common
market for cereals, which was later extended to agticultural products (Common
Agricultural Policy- CAP), for the participant meebstates® The Treaty of Rome laid
down a set of principles for macroeconomic poliopduct (Articles 103 to 108 that called
for short-term macro policies to be subject of nalttonsultation; furthermore it raised the
possibility of assistance for balance of paymeniseqlilibria between members and
encouraged coordination to achieve high employraendt price stability in the Community.
Article 105 established a permanent advisory bdias,Monetary Committee, to serve as an
institutional forum for discussion and exchange information concerning monetary
coordination*° But although short-term macroeconomic policy dmlexchange rate were to
be considered a matter of common interest withia BEEC, national monetary policy
remained in the hands of the respective governmamiiswas not subject to any binding
constraints. Due to the relative stability provideg the Bretton Woods System and the
domain of the IMF in matters of exchange rate podind balance of payments assistance, the

provisions laid down in the Treaty of Rome did ptaty a de facto relevant role in European

37 For a detailed history of European monetary ir#ign see Gros/Thygesen ,1998.

138 Member states were Belgium, France, Italy, Luxeangpthe Netherlands and West Germany

139 See Giavazzi/Giovannini, 1989, p. 8.

190 The committee comprised one representative apgbiny the central bank and one by the finance tmynis
each country, as well as two representatives oEDE.
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monetary policy at the timé" The Bretton Wood agreement (1944) had establiatggtem

of fixed exchange rates that linked all participentrencies to the US dollar (USD) and the
USD to the price of gold, in order to provide exuhe rate stabilitpn a global scal&”? The
rules of the system were enforced by the IMF astricded the fluctuations to a one percent
band around the central parities against the USticlwmeant that two European currencies
could fluctuate by as much as 4 percent vis-a-aisheother if they changed their relative
position against the USD to the margins of the bdfuropean countries considered this
margin too wide and agreed to limit the band ta25Qercent against the UDS, allowing for
a maximum of 3 percent fluctuation for intra-Eurapexchange raté&®

Over the course of the 1960s the development ottmemon market, especially regarding
agricultural products, increased the interest ioheaxge rate stability between community
members. At the Hague Summit in 1969, shortly aitdevaluation of the French franc and a
revaluation of the German D-mark threatened thalllity of the customs union and CAP,
the EEC Heads of the State agreed to move forwlarthahe road to a full Economic and
Monetary Union (EMU). However, there was not a @nmssis on a general strategy to
implement the transition to monetary unificationdamvo different integration approaches
were advocated. France, Belgium and Luxembourgcsiltiesl to so-called “monetarist view”
(or “corner-stone theory”), which argued for an ietdrate fixation of exchange rates that
would in turn force states towards policy convergerGermany and the Netherlands favored
the “economist view” (or “coronation theory”) thatember states should first achieve a high
level of convergence, through policy coordinatiamd asupranational decision making, to
finally — in the last phase of integration — fixetexchange rates irrevocabfy.In order to
find a middle ground between these two schoolhofight*®, a mayor study by a group of
high-ranking EEC and member state officials, ledthbg Prime Minister of Luxembourg

Pierre Werner, was commissioned. The second aniitdef version of the study, known as

%1 See Gros/Thygesen, 1998, p. 9.

2 The original Bretton Woods System (before 1967 loa seen as a system very similar to a “modeiatg”
currency standard, as described in section 3.8.%hich the gold convertibility served as the assdtlement
mechanism. Afterwards, although the system siilutated intervention obligations for the USD todsrthe
price of gold, the Bretton Woods system essentiadlgame a de facto “extreme” key currency stanéized
rate system with the USD as key currency (agaimssetion 3.3.5). The reason for this is the irl@gpassivity
of the USA regarding intervention and the resullmmse commitment to the gold parity, which wasegted by
other member countries who renounced the convigitibiption. For a detailed description of the Bost Wood
System from a historic and institutional perspegtsee McKinnon, 1993, p. 1-44; Bofinger, 19912%7-336.
143 For further detail see Gros/Thygesen, 1998, p. 9.

144 See Tsoukalis, 1977, p. 91-97; Ypersele/Koeun41p. 41-42.

%5 For a more detailed summary of the dispute betwi#sonomists” and “Monetarists” , as well as the
proposals which best encompass their respectiwvesyithe Schiller Plan and the Second Barre PlanCsxdfey,
1987, p. 7-12.
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the Werner Report and published in October 19705 afle to achieve a compromise
acceptable to all parties by emphasizing the néedparallel progress in monetary and non-
monetary policy convergence. It stressed the majective of full EMU and presented a
three stage plan to achieve this goal in the spaamyears (1971-1980§° The first stage,
starting on 1.1.1971, envisioned a number of messuo increase coordination and
consultation in medium and short-term economic gyplibudgetary policy and monetary
policy, as well as a reduction in the margins aft@nge rate fluctuation between currencies
of member states. The aim of the second stage hwisés not thoroughly specified, was to
further deepen the achieved integration level ayadrareduce the fluctuation-bands until the
final stage, to complete economic and monetaryicatibn, would be reached by 1980.
Monetary Union was to consist of “the total anewersible convertibility of currencies, the
elimination of fluctuation in exchange rates, theevocable fixing of parity rates and the
complete liberation of movements of capital” (Weraeal., 1970).

On March 22, 1971, the Council of Ministers of Egonics and Finance (ECOFIN) endorsed
the Werner Report by adopting a resolution thdedafor the attainment of EMU in stages,
with the first stage to be completed by the end®73. Despite this political support, the
Werner Plan was never fully implemented due to ttimbulences in the global monetary
system during the early 1970s, which happened xastthe first stages of the Werner Plan
were supposed to be carried 6litFollowing the major USD crisis of 1971 and subsedu
suspension of the USD convertibility to gbfy the Smithsonian Agreement (December
1971) intended to fight the immanent collapse & Bretton Woods System by not only
devaluating the USD vis-a-vis the price of goldf biso widening the exchange rate band
around the key currency from two percent to 4.5cger. The new margins implied an
increase in the maximum possible excursion of &idtintra-European exchange rates to nine
percent, which the EC considered to be excessidenahcompatible with the developing of
the common markéf’As a result, the EC countries decided to resthietrhargin of bilateral
exchange rates to +2.25 in the Basle Agreementil(Apgr 1972), effectively halving the
exchange rate band established by the Smithsongaeefent. This initiative was know as

“the snake in the (dollar) tunnel” (Gros/Thygeset998, p.15) and participation was

146 See Werner et al., 1970.

7 For further detail of these global economic tuemees see Gros/Thygesen, 1998, p. 14.

148 After the suspension of the gold convertibilitye tBretton Woods system changed from merely ade fa
also a de jure “extreme” key currency standarddfisete system. See Bofinger, 1991, p. 311.

199 See Giavazzi/Giovannini, 1989, p. 25-26.
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expanded to non-EC countrte$ as the UK, with Ireland as part of the UK curreraea,
Denmark and Norway joined the system shortly dfteras created->* Only one year later,
with the definitive collapse of the Bretton Woodgt&m in March 1973, the “snake” became
a joint float as European central banks stoppectrdifig the peg vis-a-vis the USD,
essentially eliminating the “tunnel”. But this “8ting snake” proofed to be just as difficult to
sustain, with several currencies leaving and inesoases rejoining, as well as a large number
of exchange rate realignments neces$¥rgy 1979 the “snake” had become more of a de
facto DM-zone instead of any real EC currency $itadtion arrangement, with the DM being
the only major currency in the system, “surrountgdhree EEC “satellites” — the Benelux
currencies and the Danish kroner — and two non-EB@encies, the Norwegian and the
Swedish kroner” (Giavazzi/Giovannini, 1990, p.ZBje reason for the relative failure of the
“snake”, especially regarding the ability to keepjon currencies together, can be seen in the
lack of formal rules for joint interventions andgaodiated realignments, which led to an
overall strong asymmetry in the exchange rate nmestraand denied the system credibility
without the backing of a global exchange rate sydtke Bretton Woods>*

Despite strong macroeconomic disturbances likeotherisis in 1973 and the rather unstable
course of the “snake”, there were several initegivntended to further deepen monetary
integration during the 1970s. Examples are the tioraof the European Monetary
Cooperation Fund (EMCF) in April 1973, assignedntonitor and administer the intra-
European exchange rate system, and the EC Couwtmitiag a European unit of account
(EUA) based on a composite basket of EC currenagsa measuring unit within the
Community in March 1975. A number of approachesttengthen cooperation in exchange
rate policy were discussed: the Fourcade Plan @#1the Tindeman Report of 1975, the
Duisenberg Plan of 1976 and the Commission inigatif 1977, led by Roy JenkingThese
early proposals all supported further monetarygragon and the goal of a full EMU, and
were therefore instrumental in not only creatintaeourable environment for the Schmidt-
Giscard initiative, which became the EMS, but aldobmately shaping the system. The

German-French proposal for a new European exchasigesystem, a conjoint effort by

%0 The UK, Ireland, Denmark and Norway all had alseagplied for membership and in January 1973, the U
Ireland and Denmark joined the EC.
110 June 1972, only 2 months after joining, the WKth Ireland) left the “snake in the tunnel”. Irelruary
1973 Italy also withdrew.
32 For a chronological history of the “snake” see [€ah1.1 in Gros/Thygesen, 1998, p. 17.
133 gee Coffey, 1987, p. 14; Giavazzi/Giovannini, 19896.
1% For a detailed analysis of each of these propasalsGros/Thygesen, 1998, p.39-43; Ypersele/Koeif8,
p.46-47; Fuchs, 1989, p. 21-26.
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German Chancellor Helmut Schmidt and French PrasMaléry Giscard d’Estaing, was first
presented at the meeting of the European Coundldpenhagen in April, 1978 and three
months later (July, 1978), in the meeting held nerBen, the Council agreed to launch the
EMS, a monetary system based on a European CurtémcyECU) with an Exchange Rate
Mechanism (ERM), much like the “snak€® The details for the system were formally
decided in the Brussels meeting in December, 19Bamn March 13, 1979 the European
Monetary System officially came into force.

Initially, the EMS counted eight participating coues. These were Belgium, Denmark,
France, Ireland, Italy, Luxembourg, the Netherlandd West Germany. The other two EC
countries, the United Kingdom and GreEBewere also officially members, but strictly on a
formal basis, since they did not participate in tB&M. Despite a relatively high
heterogeneity between the participants regardingulation, per capita income, rate of
employment, openness and inflation, they all hahalar interest in deepening integration
and creating stability for the EC ar€4These particular motives behind the EMS scheme are

further detailed in the next section.

4.3 Reasons for the European Monetary System

Before a detailed analysis of the specific ruled amechanics of the EMS is given, it is
important to illustrate the motivations and pursgeals behind the Schmidt-Giscard EMS-
initiative and the decision of the EC states topadbas the next step in European monetary
integration, especially since these actions wemmpanied by much public, as well as
academic debate and criticisifi. Analysing these motivations will also allow forbetter
assessment of the performance and results of 8tersyas a whole. The reasons that led to
the EMS can be divided into political and economigtives, although these often overlap.
The political reasons will mainly be described bg political interests on a national level that
originated the EMS proposal by France and Germamle the analysis of the economic
reasons will deal with the general macroeconomjeaives, such as exchange rate stability
and inflation convergence, which prompted the Eeampcountries to adopt the ERM of the
EMS.

%5 See Ypersele/Koeune, 1984, p.47-48. The institatiramework of the EMS is detailed in section. 4.4
1%6 Greece joined the EC in 1981.

" For a comparison of the founding member statéiseatime of the EMS launching, see Table 3.

138 See Bofinger, 2000b, p. 1.
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4.3.1 Political Reasons

The origin of the EMS, the Schmidt-Giscard initvatiin 1978, was mostly a product of
political, rather than of economic consideratiogstb initiators Germany and Frant&.The
German Chancellor Schmidt and the French Presi@&tard d’Estaing both enjoyed wide
domestic support at the time, which gave them tbétigal strength to pursue more
ambitious, long-term actions on the national asl \welthe European level. In the French
elections in 1978 Giscard d’Estaing cemented hsstiom in the government, allowing him to
follow up on the long-term plan to stabilize theRkech economy, specifically by re-joining an
exchange rate system with GermafyThe German government also counted with strong
national acceptance, not least because of the ivagdi handled the terrorist threat of the
“‘Rote Armee Fraktion” (RAF), and the results of ffrench election reassured Germany that
France would aim for a policy of stabilization, ti#re facilitating a joined initiative.

Another political reason was the growing intereflsbath countries to lessen the dependence
on the United States and the USD, prompting therseek a stronger and wider alliance
within the EC'®* While independence had been a traditionally relevaatter for France, it
was particularly important to Germany because efgérsistent weakening of the USD. The
German government feared that the growing lossoofidence in the American currency,
partly due to an active US-policy to “talk the dwlldown” (Gros/ Thygesen, 1998, p.37),
would lead to large shifts in demand towards the. DR resulting strong appreciation of the
DM vis-a-vis the USD and the other European cutiemdhat were not part of the “snake”-
system, would in turn have negative effects on ititernational competitiveness of the
German industry, reducing profits and employmemt.cbunter this development, Schmidt
decided to push for closer monetary integratioBunope (an initiative that would become the
EMS) by linking as many willing, free floating EQumrcencies to the DM as possible.
Spreading the pressure from the weakening USD aweider monetary area would stabilize
Germany’s trading environment, protect Germany ragjabeing in the forefront of the
critique by international organizations regardirepreomic policy and increase the influence
of Europe in the global econom$f This strategy also appealed to France and the &@e

countries, since it appeared to guarantee a battezsion within Europe as well as a joint

159 See Gros/Thygesen, 1998, p. 35-38, for a detaifedlysis of the political motivations behind thehBhidt-
Giscard initiative.

180 France had left the “snake” on two occasions beeani political opposition to the implications afch a
commitment. See Gros/Thygesen, 1998, p. 63.

161 See Fratianni/Hagen, 1992, p. 17.

182 5ee Gros/Thygesen, 1998, p. 37-38.
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response to the pressure exercised by the US &rdational organizations. Closer monetary
cooperation would serve as an instrument for pyshanward political integration, since it
was expected that by joining the EMS, countriesldidighten their commitment and create a
favorable starting point for the transition to fEMU.*®3

Finally, a third political motivation that led Geamy and France to pursue further European
integration, was the growing concern regardingpi@ical developments in Italy at the time.
The growing influence of the Italian Socialist Raais well as the impending political alliance
of the Christian Democrats with the Communist Péctympromesso storigavere seen as
threats in the geopolitical order of the Cold War lkaly's West European community
partners®* The Schmidt-Giscard initiative was to provide amti@n for a clear incorporation
of Italy into a stable European framewttkand secure Italian participation in the long term

goal of European integration.

4.3.2 Economic Reasons

Apart from the specific long-term goal of Europeategration, the reason that prompted the
EC member states to embrace the Schmidt-Giscatidtive and launch the EMS was the
desire to establish a “zone of monetary stabititEirrope™®°

The stability objective encompassed both an exkefina stable exchange rates among
participating countries) as well as an interna. (inflation reduction/convergence through a

policy of disinflation) dimension®’

4.3.2.1 Interest in External Stability

The interest of the EC member states in joiningBRM of the EMS, which was similar to
the motive that led to the creation of the “snal&mmed from a general aversion to intra-
Community exchange rate instability, both in itershierm (“volatility”) and its medium-term
(“misalignments”) fornt-®®

Short-term volatility of intra-EC exchange ratesulekbhave strong negative effects due to the
degree of “openness” of the EC countfi&sWhile the “openness” (measured as the imports
as a share of GDP in Table 1) of the EC as whole netatively low (10.4% in 1960, 12.3%

183 See Ledesma et al., 2008, p. 8.

184 See Raveggi, 2000, p. 4.

185 jtaly had left the “snake” within the first yeafits existence.

16 See Conclusions of the Presidency of the Eurogmmcil of 6 and 7 July in Bremen, extract printad
Gros/Thygesen, 1998, p. 56-57.

17 See Gros/Thygesen, 1998, p.112.

188 See Bofinger, 2000b, p.2.

189 See Giavazzi/Giovannini, 1990, p.249.
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in 1987) and comparable with the numbers for th& @8d Japan at the time, the individual
EC countries were a lot more open. Because of éhalations set by the Treaty of Rome,
which called for the reduction (and eventual eliation) of taxes and other trade barriers
between member states in order to establish “fregement of goods” and the “common
market”, as well as the relatively low transpodaticosts due to the regional proximity of
most EC countries, intra-EC trade had grown sigaiftly. Table 2 shows that for every
member state, except Denmark, trade within thedsCGa(share of total trade) had grown since
1958 (the Treaty of Rome was signed in 1957) aattif 1970 over half of the Community’s
trade was intraregional. Because of this high degrfetrade integration, volatile exchange
rates were seen as very problematic.

This is because, for a highly integrated areatileeEC, that had very few trade restrictions
and low transportation costs, the “law of one priweuld be rather stabfE° Consequently,
frequent short-term exchange rate fluctuationsthedsubsequent short-term deviations from
the “law of one price” can cause arbitrage transastwith negative effects on local suppliers
or on exporting firms if these are forced to fremfilye adjust their local prizes to counter the
arbitrage effects, resulting in high “menu costatiaery erratic local pricing policiéé' So
because of the “openness” of a “common market” @ika the EC and now the EU) firms
have a lot more difficulties to apply the commounged strategy of “pricing-to-the-market” to
cover for exchange rate volatility.

Another reason for the aversion of the EC countiteshort-term exchange rate instability
was that apart from causing problems for the “commmarket” in general, it posed a serious
threat to the European agricultural sector in paldir, specifically the “Common Agricultural
Policy”, which was institutionalized in the Treatf Rome!’?> Under the CAP, the EC
agricultural market was organized through a commpoice policy which set EC-wide
intervention prices for agricultural goods in a e¢oon currency unit, which was then
translated in local currencies at the ongoing emghaate!”* So essentially, the “law of one
price” was dictatedby lawin the CAP and was also especially rigid, becdhsantervention
prices for many products were established on amanasis. Because of the rigid prices,

short-term exchange rate volatility could leadttorsg and arbitrary shifts in profitability for

170 See Bofinger, 2000b, p.4.
! 1bid.
172 See Giavazzi/Giovannini, 1990, p.249.
3 The prices were fixed in a common unit, the EUAjch at the time of its creation was defined asgblel
content of one USD. Later the EUA became the ECd) erentually the Euro (see Gros/Thygesen, 1998-p.1
11).

49



producers in the agricultural sector across Euragewell as induce swings in agricultural
trade in the EC region. In order to deal with thdg&culties, the CAP had to introduce a
complicated system of so-called “green exchangsstand compensating paymehts.
Exchange rate stability was not only a desired go#the short-term, but also in the medium-
term. Being that the EC was a highly integrateéaeechange rate misalignments, defined as
significant deviations of the mid-term (i.e. acjuatal exchange rate from its long-run
equilibrium levet™ could cause significant problems, since shiftseml exchange rates are
identical with shifts in competitiveness. Becausarnges in real exchange rates can be seen as
equal to relative changes in domestic costs, thectsf on competitiveness can only be
neutralized through adjustments in domestic priveé wage level$’® For countries with an
appreciating currency, these types of adjustmenetslifficult because they would demand an
absolute decrease of nominal wages, which tenck tagid in the downward direction. This
relation between appreciation and competitivenapdaas the German involvement in the
creation of the EMS, since the DM was subjectestitong appreciation pressure at the time,
as mentioned in section 3.2.1. But real exchangestability was also of interest for the EC
as a whole, in order to prevent against “beggamgighbour” strategies that countries could
use to unilaterally improve their competitivenesg tepreciating their currency. This
argument was of special importance, since many agewhe competitive exchange rate
depreciations of the 1920s and 30s as the reasothdodisruption of international trade,
massive unemployment and protectionism that cauttdb to the ensuing rise of fascism in
Europe'’’ After the collapse of the Bretton Woods System ahe unsatisfactory
performance of the “snake”, the ERM of the EMS waended to be a new scheme that
provided stability and in case of major exchange hanges, at least subject these to a

common decision process.

4.3.2.2 Interest in Internal Stability

In addition to external stability (stable exchamges), the EMS was also intended to provide
internal stability for the EC area by advancing tbenvergence in macroeconomic
performance across Europe. This intention was mahigcted at the reduction and
convergence of inflation rates, since over the sewf the 1970s big differences between EC

17 For a more detailed description of the “green tjg and the “Monetary Compensatory Amounts”, see
Gros/Thygesen, 1998, p.11; Giavazzi/Giovannini,9,9814-18.

175 See Williamson, 1985, p. 13-17.

176 See Bofinger, 2000b, p.5.

1" See Giavazzi/Giovannini, 1989, p.6-7.
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member states regarding inflation had developedising serious problems for many
European countries® In 1979, the year the EMS came into force, théaiitin rates for
“snake” countries like Germany and the BENELUX-statvere around 4 percent while EC
countries with free floating exchange rates likarfeée (10.8 percent), Ireland (13.3 percent)
and Italy (14.8 percent) had relatively high iriiat rates:’® In joining the EMS, the high-
inflation countries hoped to fight inflationary etits by pegging their currencies to the low-
inflation countries and reducing the cost of disiidn policy by importing credibility,
specifically from the German Bundesbank, which gefban excellent reputation regarding
monetary policy and fighting inflatioff° Credibility is very important for a policy of
disinflation because in countries with a weak amftationary reputation, the public would
expect the government to deviate from the annoumciation aim by engineering some
surprise inflation to increase output and employiméiime inconsistency problem”). The
public would adjust its expectations and anticightg, so inflation would therefore be higher,
but without positive effects on output and emploptrt&! Thus, countries with little inflation-
fighting credibility were “caught in a trap of highflationary expectations” (Gros/Thygesen,
1998, p.143), which they were forced to ratify inder to avoid a strong increase in
unemployment that would occur if they reduced tndla below the level expected by the
public. In this context, the EMS could theoretigallork as a “disciplinary device” for high-
inflation countries, that would provide a credibil@mework (by pegging the exchange rate to
the stable DM) to stabilize prices and convincegtblic of an anti-inflationary commitment,
therefore reducing inflation expectations and lamgerthe unemployment costs of a
disinflation policy. Whether this strategy of “tgirone’s hands®? and the general approach
of using the DM as an ancH8twithin the ERM of EMS were successful, is discdsiather

in the following sections regarding the performaotthe EMS.

178 See Bofinger, 2000b, p.3.

19 See Table 3.

180 see Bofinger, 2000b, p.3.

181 For further detail on the “time inconsistency gesh” see Gros/Thygesen, 1998, p.143, 180-183.

182 See Giavazzil Pagano, 1988.

18 Note that within the analysis of this paper anclasr” currency, in contrast to a “key” currency, rist
institutionally established as the central curren€yhe fixed rate system but rather is given thile by the
economic agents.
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4.4 The Features and Mechanisms of the European MonetgiSystem

After having briefly described the historic backgnd as well as the political and economic
rationale of the European Monetary System, thisti@ecwill focus on detailing the
institutional structure of the EMS. The analysistloé individual institutional elements will
widely follow the general framework regarding timstitutional design of fixed rate systems

described in chapter 3 of this paper.

4.4.1 The European Currency Unit and the Central Parities

The creation of a new monetary unit, the Europearrd®cy Unit (ECU)?* was one of the
first steps taken in designing the EMS. The ECU wasentially a currency basket as
described in section 3.3.1.1, and because it wagsded to have a variety of functions in the
EMS it will briefly be described separate from #hetual institutionalized intervention rules
and financing mechanisms of the system. The ECU towdbe at the centre of the EMS”
(Resolution of the European Council of 5 Decemb®878Lon the establishment of the
European Monetary System, Paragraph 2.1, extradtedrin Gros/Thygesen, 1998, p.58) and
fulfill a number of tasks in the system (Paragrag?):

* “as a denominator (numéraire) for the exchangemegehanism;

* as the basis for a divergence indicator;

* as the denominator for the operations in both theervention and the credit

mechanisms;

* as a means of settlement between monetary augsootithe European Community.”
The ECU currency basket was defined by specifieduants of all Community currencies.
The amount or weight of each component currencthénbasket was to reflect the relative
economic size of the country. The economic critdré determined the weight of a countries
currency in the ECU were: the share of the couintthe GDP of the Community, its share in
intra-Community trade and its share in the finansigpport system of the EMS. Table 4
shows the composition of the ECU in amounts ofamati currencies. The ECU was a fixed-
amounts basket, which meant that intra-Europeahasge rate fluctuations would lead to
changes in the relative weights of the variousengies as well as the exchange rate of the

ECU vis-a-vis all currencie$® This was particularly a concern regarding curresidike the

18 The acronym ECU was also reminiscent of a medieedh used in France and England, the écu. See
Ypersele/Koeune, 1984, p. 49.

% For a formal analysis of the effects of bilatemdichange rate fluctuations on the ECU weight, see
Gros/Thygesen, 1998, p.239-240.
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British pound (later also the Greek drachma, theugoese escudo and the Spanish peseta)
that were part of the ECU but did not initially peipate in the ERM of the EMS. Since
exchange rate fluctuations could move the relatwegghts in the ECU far away from the
initial representative composition, the unit amauot each currency in the ECU basket was
to be reviewed after the first six months of the &Mnd after that periodically every five
years, or also on request, if the weight of anyigaant currency changed by 25 percent or
more®® In order to serve as a means of settlements, dniicipating central banks were
given an initial supply of ECUs against the depadi20 percent of their gold and dollar
reserves with the EMCF (on a revolving bas?$)in practice, the actual role of the ECU (in
contrast with its “official” role) in the interveisin mechanism of the EMS was relatively
limited (as will be shown in the following sectign®Nevertheless, it has to be noted that
during the existence of the EMS the ECU was inangys adopted for private use on the

international financial market&®

4.4.2 The Intervention Rules and the Exchange Rate Mechasm

As with any fixed rate system, the interventionesuli.e. the exchange rate standard, the
central parities and their respective adjustmenthaeisms, the band width and the
intervention obligations) established the core eletof the EMS, the so-called Exchange
Rate Mechanism (ERM). The central parities of tlystem were established by each
participant currency being assigned an ECU cemttd, which was agreed on by the
ECOFIN and the country in question and defined ghiee of one ECU in terms of that
currency™®® On the basis of the ECU central rates, the EM8béished de jure two different
intervention mechanisms in order to provide excleaage stability:

* The divergence indicator, which established anrwetetion mechanism that follows

the basic structure of a currency basket standasddon the ECU

* A bilateral intervention mechanism based on a yparid standard
Although the initial premise of placing the ECU “dte center of the EMS” would have
signified that the ERM was to use the ECU as tletpn the intervention rules, essentially

reforming the previous exchange rate system (ite $nake-system”) and creating a currency

18 See Resolution of the European Council of 5 DeeeriB78 on the establishment of the European Mopeta
System, Paragraph 2.3, extract printed in Gros/€bgg, 1998, p.59.

187 See Resolution of the European Council of 5 De@eriB78 on the establishment of the European Mopeta
System, Paragraph 3.8, extract printed in Gros/€bgg, 1998, p.60.

'%8 See Fuchs, 1989.

189 For “snake” members the rates were based on tiakés rates. For France, Italy and Ireland thesratere
taken from the market.
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basket standard system, several member states @Den@ermany and the Benelux
countries) opposed this development by statingtti@tsnake” was not under discussion and
would remain completely intatt® This strong resistance of most of the “snake” ipigant
EC countries to an ECU-centered system (esped@diymany®), as well as the technical
complications attached to a basket-pegged inteinremechanist?, led to the retaining of
the bilateral parity grid standard and obligatariervention rules very similar to the “snake”
as the basis for the ERM of the EMS. As a comprents the participant countries
advocating an ECU-pivoted currency basket standgstem, the parity grid would use the
ECU as a denominator (see section 4.4.1.); andpplementary intervention mechanism
based on the divergence of the participant curesnitom the ECU central rate was created,
the divergence indicatd?® But interventions based on the divergence indicatere not
stipulated as mandatory, thereby maintaining thetdlation margins of the bilateral rates in
the parity grid as the sole trigger of compulsamieiventions. As a result, the obligatory
intervention mechanism based on the parity griddsted was the de facto core of the ERM of
the EMS™®* The EMS can therefore be essentially defined periéy grid standard systeh
Any further mention to the system’'s ERM in the seopf this paper will thus refer
exclusively to the intervention rules stipulated the parity grid intervention mechanism.
Nevertheless, in order to provide a complete dpson of the institutional framework of the
EMS, the following two sections will briefly desbe both intervention mechanisms: the

divergence indicator and the more relevant parity. g

4.4.2.1 The Divergence Indicator

The intervention mechanism based on the divergemieator follows the basic structure of a
currency basket standard. This mechanism was a maavation in the EMS compared to
the “snake”, since it used the ECU as a pivot aidnadt rely on a bilateral but rather a
unilateral intervention rule. The indicator;}Bignalled the divergence of each EMS currency

from its pre-assigned ECU central rate and wasddfas:

1% See Gros/Thygesen, 1998, p.45.

191 Because of the upwards tendency of the DM atithe, tthe German Bundesbank strongly resisted jgiain
ECU-centered system that would single out the dier currency and force unilateral interventiomgcsithis

would have compromised national monetary police G@&avazzi/Giovannini, 1989, p. 41-42.

192 These complications might have resulted from cwies being represented in the basket but whoseniss
countries were not part of the ERM (e.g. Greatdsni, from the issues regarding which currenciesge for

intervention; and the concerns regarding the difiefluctuation scopes in a currency basket stahdepending
on a currency’s weight in the basket, as describeaéction 3.3.1.1.

193 This was the so-called “Belgian compromise*

194 See Bofinger, 2000b, p. 6.

19 See Bofinger, 1991, p. 344.
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Di = ((s — 6)/c) (1/(1 — w)) (100/m) ,
wheres andc; are the market and central rates for currenaythe weight of the currency in
the ECU basket anah the deviation percentage for the bilateral margirthe parity grid (i.e.
2.25 percent}®® In Paragraph 3.5, the European Council Resolutibi978 defined the
“threshold of divergence” as;&> 0.75 for each currency, which meant 75 percenthef
maximum possible divergence, that would be obsetfvedrrency i deviated by the full 2.25
percent margin from all other EMS currenci&sWhen a currency crossed this threshold, it
was expected that the concerning country wouldrémtrthis situation by adequate measures
namely: a) diversified intervention, b) measureslomestic monetary policy, ¢) changes in
central rates, d) other measures of economic poliegragraph 3.6). If such intervention
measures were not taken, “on account of specialitistances”, the involved country would
have to justify this inaction to the other courgridrst in the concertation between central
banks and later possibly in the ECOFIN Council.
Although the divergence indicator was seen as gofitant innovation at the time of its
creation, being the sole example of a specific muttilateral objective indicator as a trigger
for policy coordination, it did not play a signifiot role in the intervention policies of the
EMS 8 This was due to the rather informal and, as magtip non-obligatory nature of the
policy prescriptions, which merely “presumed” anemention; but also because in many
cases the participant countries used intra-margmtatventions well before the divergence

indicator reached the 75 percent threshold.

4.4.2.2 The Parity Grid of Exchange Rates

The parity grid is the core of the ERM of the EM$ mentioned above, for each currency
participating in the EMS a central rate in ECU vagseed on. Through the fixed central rates,
bilateral central rates between any two of theiga#ting currencies were determined and
linking all of these together formed the paritydgof the system as a whole. Thus, in the
parity grid the ECU ended serving merely as a nammgffor the relevant bilateral rates. The
intervention rules of the ERM demanded that a gi@dting currency’s bilateral market

exchange rate vis-a-vis any other EMS currencyestayithin a pre-assigned margin, in either
direction, from the bilateral central parity. Atettstart of the EMS in 1979, the bilateral

margins were set at 2.25 percent on each sideeo€éhtral parity, therefore creating a 4.5

19 This formal definition is taken from Gros/Thyges&898, p.66.

197 See Gros/Thygesen, 1998, p. 47-48, and Giavazmi#Bnini, 1989, p. 35-37 for further formal anasysi
the divergence indicator.

198 See Gros/Thygesen, 1998, p. 48.
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percent wide fluctuation band. For Italy the masgirere set at £ 6 percent, mainly because
of the high Italian inflation rates compared to ttker EMS countries. By allowing the lira to
fluctuate in a wider band of 12 percent, the ltal@ntral bank was given more space to
maneuver without having to resort to realignment.

Obligatory intervention points were establishedath the upper and lower margin of the
fluctuation band. Because the “symmetry of thetér parities implied that whenever a
currency A reached itsipper intervention point vis-a-vis currency B [...], cur@nB
simultaneously reached itswer intervention point vis-a-vis currency A” (Bofinge2000Db,
p.6), it follows that any two EMS currencies reachitheir bilateral margins against each
other, would lead to both countries’ central bab&mg obligated to simultaneously intervene
in the foreign exchange market. Thus, the pariig gf bilateral exchange rates established a
formal symmetry regarding the distribution of iMention obligations. To fulfill the marginal
intervention commitment in the EMS, the issuingtanbank of the stronger currency (i.e.
the appreciating currency that has reached its ruppiervention point vis-a-vis the
depreciating currency) had to purchase the weakeremcy and the “relatively weaker”
issuing central bank was to sell the stronger aey2® The defence of the intervention
points through compulsory marginal intervention \stipulated to be unlimited in amoufit.
While there were technically no limits for the stgocentral bank to the amount of the weaker
currency that could be bought by supplying its csunrency to the market, the EMS also
provided an unlimited short-term credit line (theety short-term facility”) to allow the weak
central bank to intervene (i.e. buy its own cursehy selling the stronger one) limitless
beyond its reserves. How this credit facility watkeill be further detailed in the section
regarding the financing mechanism of the system.

Note also, that interventions in the ERM were ndy@arried out when the outer limits of the
exchange rate band were reached, but also befatt@n(\the intervention points), since the
EMS agreements allowed central banks to intervatramarginally by buying and selling
each other's as well as non-EMS currencies in treign exchange markét The intra-
marginal interventions were carried out at the r@igon of the individual central bank and

used often, since a currency reaching its ERM mangis seen by the markets as a negative

199 4n principle, the interventions will be made imnticipating currencies.” See Resolution of the dpa@an
Council of 5 December 1978 on the establishmerthefEuropean Monetary System, Paragraph 3.3, éxtrac
printed in Gros/Thygesen, 1998, p.59.

20 See Agreement between the Member States of theseHiBig terms of operation for the European Manyeta
System of 13 March 1979 in Basle, article 2.2, aottprinted in Gold, 1990, p. 58-59.

2Y5ee Bofinger, 2000b, p. 11-12.
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sign. When an intervention was done in a Commurityency, it was subject to the consent
of the central bank whose currency was being splbooght, whereas interventions in non-
Community currencies (e.g. USD) did not require unabtauthorization and were always
allowed. The original EMS framework did not establifinancing provisions for intra-
marginal interventiof’?

Since the rules of the parity grid establishedréievant intervention mechanism of the EMS,
it has to be analysed how this intervention medrandistributed the monetary adjustment
constraints among the countries participating ie tBystem. Due to the symmetrical
intervention obligations in the parity grid, theeppminary liquidity and reserve effects of
interventions become effective in both the weak atmdng currency countries. The strong
currency country is subject to an expansionary navgease effect and increasing reserves,
whereas the weak currency country’s monetary base raserves decreaSe.How this
preliminary distribution of effects resulting frothe intervention rules, and coupled with the
possibly altering effects of the other institutibf@atures, determine the overall functioning

and adjustment constraints of the system, is desttiin section 4.4.6.
4.4.3 The Financing Mechanism

4.4.3.1 The Credit Facilities

The institutional framework of the EMS establishduee different types of credit
mechanisms. Before the most important one, the -&&igrt-Term Facility (VSTF) created to
provide credit facilities for the financing of maatdry foreign exchange market interventions,
is detailed, the other two facilities that wereabtished to aid member countries in balance of
payments difficulties will be described briefly:

e The Short-Term Monetary Support (STMS) was aimeprtwide short-term financial
support for balance of payments problems. In tadglify, the EC central banks grant
each other short-term credits that have a matafitiiree months and can be extended
twice for three months each. The amount of theitidates is limited to exactly

defined debtor and creditor quotas.

292 This was changed with the Basle-Nyborg agreenmeh®87, which will be described in a later section.

203 Note that these liquidity effects hold for bothndatory and intramarginal interventions, provideeytare
not financed out of reserve assets previously imefdarket investments and as long as the accunauteserves
trough the interventions are not re-invested inpgheate markets. If one of these criteria is ndfifed then the
corresponding intervention will have no monetargea&ffect. Note that further analysis of the disttion of
liquidity effects in the intervention mechanism lveissume liquidity effective interventions. See iBgér, 1991,
p. 125- 133.
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e Medium-Term Financial Assistance (MTFA), which iontrast to the VSFT and the
STMS was not administered by the central banks byutthe EEC Council of
Ministers, granted member countries medium-termtinitst of two to five years) aid
for balance of payments difficulties. These creditsvever were conditioned to
economic adjustment policies in order to re-essabh market financed balance of
payments equilibriuri®

Since both the STMS an the MTFA did not play avaig role for the ERM of the EMS,
further analysis of the credit facilities of thessym will exclusively focus on the intervention
credits provided by the VSTF.

The VSTF consisted of mutual credit lines amongdiatral banks participating in the EMS.
The credit lines were unlimité®¥ and automatic, and were meant to provide an uroest
amount of financial assistance to central bankspnter to fulfill eventual compulsory
intervention commitments. Because central bankg bab limited reserves of each other’s
currencies, it was crucial that they could drawtlos partner central bank issuing the currency
necessary for intervention if their currencies hmadched the bilateral margins. Thus, the
unlimited nature of the facility was intended tevyide credibility to the bilateral parities of
the EMS by securing the financing of marginal imésitions>°® All transactions of the VSTF
were denominated in ECU and recorded on the acsairthe central banks with the EMCF.
The settlements for the VSTF credit lines weredaortade at least 45 days after the end of the
month in which the intervention had taken pl&teAt the request of the debtor central bank
the credit lines could be automatically renewed dgperiod of three months and with the
consent of the creditor central bank a second eidrrof three months was also possible. But
beyond the first deadline of 45 days, financingnudrginal interventions was no longer
unlimited, since the extended credit lines wereitéoh to a ceiling equal to the debtor
country’s quota in the STMS facility. The interestdhe VSTF credits were established by a
weighted average of representative interest ratélseoECU-basket currencies. Repayments

of the VSTF credits could be denominated in thelito€s currency, in “official” ECU, or in

294 Eor further detail on the SMTS and the MTFA segéher, 1997, p.90-91.

25 see Resolution of the European Council of 5 DeeriB78 on the establishment of the European Moyeta
System, Paragraph 3.7, extract printed in Gros/€bgg, 1998, p.60.

2% See Giavazzi/Giovannini, 1989, p.38.

27 |n the “snake” system the credit period had ordgrb30 days.
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other reserve assets that could not be createebgiebtor country (i.e. the debtor country’s
own currencyf®

The credit mechanism of the VSTF provided an unéuthishort-term access to intervention
assets for the weak currency countries, but duéhéoshort maturity of the credits the

unlimited intervention promise was only credible #limited period of time. Afterwards, the

strict budget constraint of limited available ress; which were needed to finance the

interventions, was re-established by the crediayepent obligationé®

4.4.3.2 Settlement Rules

The settlement rules of the EMS established thadrventions carried out by a strong
currency country at its upper intervention point reveessentially accounted like an
intervention of a weak currency country at its lowsetervention point drawing on its
intervention credit facility (VSTFJ'® The weak currency assets accumulated by the strong
currency central bank, when it was forced to iréees at the upper margin, were routinely
transferred to the EMCF. In the central banks’ V&tEounts with the EMCF, the transferred
weak currency assets then established corresporieltig-assets for the strong currency
central bank and ECU-liabilities for the weak cuooe central bank. The settlement
obligations of these resulting balances for the kwearrency country followed the same
mechanics as the repayments of the credit linesrd@n the VSTF. Thus, interventions at
both the upper and lower margin created an inanga¥iISTF indebtedness and had to be
financed by the weak currency count&sThis arrangement was mainly based on article 6.2
of the Agreement between the Member States of H@ Eetting terms of operation for the
European Monetary System (Basle, 1979): “The fimanaperations concluded in this
connection shall take the form of spot sales andhases of Community currencies against
the crediting or debiting of accounts denominate&CUs with the European Moneatry Co-
operation Fund (...)".

The settlement obligations imposed on the weakeagyr countries through this arrangement
had decisive impact on the overall symmetry charatics of the EMS, because
interventions by the strong currency country esabytestablished the same adjustment

constraints for the weak currency country as tbein credit-financed interventions. Due to

298 For further detail see the Agreement between thenbkr States of the EEC setting terms of operétiothe
European Monetary System of 13 March 1979 in Basté&le 8.

29 5ee Vehrkamp, 1995, p. 36.

210 5ee Bofinger, 1991, p. 351.

211 See, Bofinger, 2000b, p.7.
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the fact that both upper and lower margin intereenthad to be financed by the weak
currency countries, their budget constraint of lade reserve assets was significantly
tightened. This fact might also explain why weakrency countries in the EMS intervened a
lot intramarginally, since then they could avoide tfdouble burden” of marginal

intervention<!?

4.4.4 Reserve Rules

As described in section 3.3.3, a fixed rate systan establish institutionalized rules
regarding the amount (reserve limitation rules) aiodm (reserve investment rules)
participating central banks are allowed to holderess denominated in other member
countries’ currencies in order to control the Idjty effects of reserve accumulation. The
reserve rules established by the institutional &ark of the EMS were rather loose and
therefore not specifically quantifiable. Regardihg “reserve limitation rules”, article 15 of
the Agreement between the Member States of the &#itihg terms of operation for the
European Monetary System (Basle, 1979) establifhedentral banks’ upper limits for the
holding of intervention reserves in member curresiciThe central banks may hold working
balances in Community currencies within the limasl down by the Committee of the
Governors. These limits may be exceeded only wité tonsent of the central bank
concerned.” While a rigid limitation of the holdingf intervention reserves to “working
balances” would have meant a significant tighterahthe budget constraint for lower margin
interventions (since the budget is precisely defibg the limited reserve assets available for
intervention or credit repayment), in practice firecedure was not handled as strictly as
stipulated®'® Nevertheless, the reserve limitation rule stimdaby article 15 restricted the
accumulation of reserve assets denominated in nrecoipeencies and also made it subject to
the consent of the central bank issuing the cuyr@mquestion.

The institutional framework of the EMS did not siigte reserve investment rules for its
participating countries. The central banks of thdSEwere therefore free, regarding the
decision on how they preferred to hold their inggon reserves; they could either directly
deposit them at the fellow central bank issuingdbecerned currency or invest them in the
private market.

In sum, the reserve rules did not play a signifigate in the overall functioning of the EMS.

However, the restriction of the accumulation ofergs assets denominated in member

12 5ee Bofinger, 1991, p. 358.
3 5ee Vehrkamp, 1995, p. 35.
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currencies to “working balances” and being subpgk¢teconsent of the issuing central bank,
contributed in tightening the budget constraintraérvention reserves of the weak currency
countries, therefore increasing the need for itetion financing through the credit facility of

the system in case of lower margin interventiorigatiions**

4.4.5 Central Rate Adjustment Mechanism

The final institutional feature of the EMS that hase analysed is the adjustment mechanism
of the central rates of the system. The ECU cemnéttals did not follow any pre-established
adjustment rule, but were fixed and could only banged when a realignment of the central
rates was decided. Paragraph 3.2 of the Europeand@ldresolution of 1978 established the
adjustment procedure, but remained unspecific dagarthe reasons that would lead to
realignments: “Adjustments of central rates willdabject to mutual agreement by a common
procedure which will comprise all countries pagating in the exchange rate mechanism and
the Commission. There will be reciprocal consuttatin the Community framework about
important decisions concerning exchange-rate pdigtyveen countries participating and any
country not participating in the system.” Theseutations established a common procedure
for the central parity adjustment mechanism th&#shed a mutual consent rule for the
realignment decision. Nevertheless, by not progdemy more concrete rules for the
realignments, the EMS allowed a very discretionapproach regarding the adjustment of
ECU central rate$: Since the decision of discretionary central ra@ignments was solely
assigned to the European Council and not the depdrsks, the exchange rate adjustment
competency within the EMS was essentially of poditinature*® Because the realignment
competency required unanimous mutual consent, firerensuring each involved member
state a political veto, the discretionary centedbradjustments were subject to a politically
dominated process of negotiatigf.Finally, it has to be noted that due to the rathmited
role the ECU de facto played in the ERM, realignteewere in practice negotiated in
bilateral member currency rates which would thewl l®® changes in the ECU central r&t&s.
How the discretionary approach to realignments wasfacto used in the EMS will be
discussed in the section regarding the overalloperénce of the system.

214 See, Bofinger, 1991, p. 351.

215 5ee Bofinger, 2000b, p. 9-10.

1% |n practice the realignment decisions were negmtiaand prepared by the Monetary Committee of the
European Community but required the mutual politicasent of the European Council of Ministers.

217 See Vehrkamp, 1995, p. 39-40.

218 See Bofinger, 1991, p. 345.
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4.4.6 Overall Adjustment Constraints in the EMS

As established in section 3.2, the crucial aspectttie assessment of a fixed rate system
concerns the distribution of the adjustment conssa(i.e. whether the weak currency
country or the strong currency country (or posshmyh) has to bear the adjustment in case of
shocks forcing foreign market intervention) withire institutional framework of the system.
The formally symmetrical distribution of interveoi obligations in EMS’s exchange rate
mechanism (established by the parity grid and dssgrin section 4.4.2.2.) led several
authors at that time to assume an overall symnuétagljustment pressures in the EfM3To
determine whether or not this was actually the ceconcrete intervention procedures and
resulting effects have to be analyzed. In ordeddothis, assume a situation in which the
French franc came under attack and depreciated-vis-the DM until it reached its lower
intervention point, at the same time the DM reacitedpper intervention point vis-a-vis the
franc due to the symmetry of the bilateral parityd§®® Because of the symmetrical
intervention obligations both the Bundesbank ardBanque de France (BdF) were obliged
to intervene in the foreign exchange market.

The interventions of the BdF (i.e. purchasing itgnocurrency by supplying DM to the
market) led to expansionary liquidity effects foer@any and restrictive effects on its own
monetary base, as well as a reduction of the Fréarelgn exchange reserves. In order for the
BdF to be able to fulfill its intervention promideeyond its limited reserves (that were
restricted to “working balances”, see section 4)4idwas granted the unlimited short-term
credit lines of the VSTF. But because of the re&yi tight conditions of the VSTF (short
maturity, extension limited to small quotas; seetiea 4.4.3.1.), the ability of the BdF to
cope with persistent speculative attacks simplyhgymeans of (sterilized) intervention was
still subject to a strict budget constraint of lied reserves. As a result, in order to staunch the
outflow of reserves, the Bdf eventually had eithiee option of raising interest rates and
pursuing a more restrictive monetary policy or évalue through central rate adjustment.

The Bundesbank simultaneously fulfilled its interiten obligations by providing its own
currency to the market and purchasing franc as3és.liquidity effects resulting from the

Bundesbank’s foreign exchange market interventi@rewidentically symmetrical as the

219 See for instance Eggerstedt/Sinn (1987, p. 8):vé&beless, the EMS was originally designed as a
symmetrical intervention system. The burden of stilient was to be shared among the member couhtBies.
also, Begg/Wyplosz, 1987; or Melitz, 1985.

220 This situation occurred quite frequently in the &Muring the 1980s.

21 Following a more restrictive policy would have iliepl an adjustment towards the Bundesbanks’s policy
stand, since the Bundesbank was the central bathktiné most stability-oriented policy approachtie EMS
during the 1980s, see Bofinger, 2000b, p. 7.
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liquidity effects of the BdF interventions (i.e.p@nsionary effect on the German monetary
base, restrictive effect on the French monetarye)haRegarding the reserve effects, the
intervention by the Bundesbank increased its foreaxchange reserves. Because the
increasing accumulation of reserve assets was egitiated by any real limitations, the
Bundesbank (in contrast with the draining reserffects for the BdF) was not subjected to
any policy adjustment constraint through this cleAff Furthermore, because of the
settlement rules of the EMS, interventions by theorgy currency central bank were
essentially treated the same as VSTF credit firchnoterventions by the weak currency
country (see section 4.4.3.2.). The Bundesbanlsfieared the purchased franc deposits to the
EMCF and was subsequently credited on its VSTF wudcavhile the BdF VSTF account
with the EMCF was correspondingly debited. As allteshe Bundesbank interventions had
the same effect for the BdF as its own intervemtjonreating an increasing VSTF
indebtedness that tightened the BdF’s budget anstand lead to policy adjustment
pressure (devaluation or interest rate increasejdar to avoid eventual insolvency.

All in all, the ERM of the EMS established symmedii preliminary liquidity-effect-based
adjustment constraints for the participating caestrand asymmetrical reserve effects that
unilaterally burdened the weak currency countriéh wdjustment pressure (in this example
Francef* The liquidity effects are described as preliminagcause the involved central
banks could counter these effects by sterilizingirtlinterventions. The Bundesbank was
always able to fully sterilize the liquidity effecof its interventions and therefore never lost
the control over the domestic short-term interagt,rwhich it used as its operating targét.
Thus, speculative attacks were never a reasoméoBtindesbank to relax its monetary policy
stance. Because the sterilization capacity of teakncurrency central banks of the EMS was
again limited by their reserves (see section 3.thg liquidity effects resulting from
interventions often led to policy adjustment pressufor the weak currency countries
displayed by substantial increases of real shomt-taterest rates, as shown by Figuré>As

a result, the EMS was not only asymmetrical regaydhe adjustment constraints resulting

from the reserve effects, but also in terms of liqaidity effect determined adjustment

222 5ee Bofinger, 1988, p. 321-322.
23 gee Bofinger, 1991, p. 354.
224 For empirical results regarding sterilized intetiens of the Bundesbank in the EMS see Mastrogasqu
al., 1988; Weber, 1996; as well as Gros/Thyges8881p.170-172. For the general sterilization pobé the
Bundesbank, see Deutsche Bundesbank, 1993.
2% See also Gros/Thygesen, 1998, p. 174-177; Bofira0b, p. 8.
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constraints due to the asymmetrical sterilizatiehavior of the member countri&S.In spite

of the formal symmetry of the ERM, the overall ftinoning of the institutional framework of
the EMS, which intended to stabilize bilateral exutpe rates, established a strong asymmetry
in favor of the strong currency countries. The magmeficiary was the Bundesbank, which
was through this asymmetry protected from beingatéd with the relatively high inflation
rates that abounded in some of the other membt¥sstd the beginning of the EMS (see
Figure 4). While the credit facilities of the EM®uld have been designed to counter this
asymmetry by significantly loosening the budgetstmaint of the weak currency countries,
they were in fact conceived in a rather restrictivey in order to only provide unlimited
credits in the very short-term as means to figlanditory speculative attacks, but to
discourage the support of unsustainable exchartgeleaels in the medium and long-term.
The overall asymmetry of adjustment constraints &atkcisive impact on the credibility of
the system as a whole, because the exchange watesprcould only be credible from the
market’s perspective if the weak currency counttieg were asymmetrically burdened with
the adjustment constraints were able (and willibg)perform said policy adjustments
(changes in monetary policy) in the case of crisisglse the need for an exchange rate
adjustment in form of a realignment became evident.

Despite the aforementioned literature, the ratisgmametric nature of the EMS, especially in
its initial years prior to the Basle-Nyborg agreaméhat somewhat relaxed the strict

conditions of the credit facilities, is today gealgr accepted?’
4.5 The Performance of the European Monetary System

4.5.1 Brief Chronology of the EMS Experience

This section is intended to give an assessmeltteobverall development and performance of
the EMS from a chronological and factual approashijle section 4.5.2 will detail the
“lessons” that can be drawn from the system’s fionatg from a more analytical perspective.
The EMS experience for the participating Europeanntries can essentially be divided in
four phases, that will be briefly described under triteria of internal and external stability,

%6 5ee Bofinger, 1991, p. 357.

227 See for instance Gros/Thygesen, 1998, p. 167-B&finger, 2000b, p. 6-8; Bajo-Rubio et al., 2000.
Regarding empirical studies that still come tosslelear-cut result (see for instance von Hage89)1 2his may
be mainly be due to the technical difficulties e$ting this “asymmetry”, for a description of thek#iiculties
see Bofinger, 2000b, p. 8.
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as well as whether or not the system contributecenhancing policy coordination and
common decision making in Europe, leading to a de of integratiod?®

4.5.1.1 The uneasy initial phase from 1979 to 1983

The initial four-year phase until March 1983 cardescribed as rather uneasy due to frequent
realignments and wide policy divergence betweermbeber state€’ There were a total of
seven realignments during this phase, which esdbntollowed tendencies similar to those
of the “snake”-system, in which the currencies eidlum/Luxembourg, Denmark, France,
Italy and Ireland experienced constant devalugti@ssure vis-a-vis the German DM and the
Dutch guilder”*® An exception to this trend was the brief bout ofvdward pressure the DM
suffered around the turn of the year 1980/1981, thaivever, did not result in adjustment
action”! The degree of the exchange rate adjustments wssne cases substantial as Table
5 (that compiles all realignments during the EM®ezience) shows, e.g. in June 1982 the
DM revaluated 10% towards to French franc. Regardire objective of internal stability,
there was no decrease in member state’s inflabesror inflation rate convergence in the
initial period of 1979 to 1983 (See Figure 4). Ttam largely be attributed to the second large
oil price shock from late 1979 that did not onlyseainflation for the region in general, but
also led to a divergence in national policy, asEMS countries responded differently to the
challenges of the sho&k? Despite the rather modest success regardingisgattile first four
years of the EMS marked a period of trial and dagan that led to progress in exchange rate
policy coordination and paved the way for furthenj action. Compared to the experience
under the “snake”-system, the realignment procedacame less unilateral and informal, and
more visibly a subject of joint decisiGft The move to common decision-making became
especially evident in the February 1982 realignmetiere Belgium and Denmark accepted
substantially lower devaluations than they hadalyt requested (which were comprehensible
from a competitiveness standpoint) due to stronjgabions of the other participants. This
signaled a clear stand against even a presumpitipreemptive and competitive devaluations
and also established the EMS *“strong currency'tesgiig which “avoided compensating fully
for past losses in competitiveness and took a dimaforward-looking approach with
emphasis on domestic adjustment” (Ungerer, 19977 3).that tightened the constraints for

22 Thjs chronological classification follows Gros/Tfgsen, 1998, p. 73-104; Tsoukalis, 1997, p. 146-162
229 5ee Tsoukalis, 1997, p. 147-148.

230 For a detailed discussion of all the realignmeets Gros/Thygesen, 1998, p. 73-81.

231 5ee Ungerer, 1997, p. 173.

232 5ee Gros/Thygesen, 1998, p. 73.

23 3ee Ungerer, 1997, p. 173.
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member countries (especially “small” members) arayided a linkage from realignments to
domestic policy adjustments, therefore making lerga convergence more feasible.

4.5.1.2 The calmer intermediate consolidation phase from3483 to 1987

The second phase, which started in 1983 and endéadiive realignment of January 1987,
was a calmer period of consolidation for the EMSwhs characterized by a common
consensus to follow more stability-oriented pokcand long periods without adjustments of
the central rates (see Table 5). There was anasrg emphasis on convergence in the
development of costs, prices and monetary aggregatanderpin exchange rate stabifity.
The realignments in this period followed mostlyeimal reasons that were either political, as
in the case of the April 1986 adjustment which wasmpted mainly by a government change
in France, or stemmed from difficulties due to rappreciation and current account deficit,
like the July 1985 and August 1986 devaluationhéoltalian lira and the Irish pound, both of
whose emitting countries still had inflation ratesll above the rest of the EMS staf&sBut

the final realignment of the second phase in Jgn@@B7 was the first of a new type of
externally prompted adjustment that was caused rhgrepeculative unrest in the foreign
exchange and capital markets then by macroecondiwvgcgence among the member states.
The rapid fall of the USD in late 1986 had led toiacreased demand for DM funds, which
put upward pressure on the German currency andlyfinresulted in the necessary general
adjustment of central rates. Nevertheless, themsepbase was, as mentioned, characterized
by relative exchange rate stability that can beelyicattributed to a successful policy of
disinflation (and inflation convergence) duringstiperiod, as seen in Figure 4. The anti-
inflationary policies of the Bundesbank had becamneference point for the policies of the
other member countries and the DM slowly estabtisiteelf as the anchor currency of the
systen?>® Furthermore, intramarginal interventions startedptay a bigger role as EMS
countries tried to avoid reaching their mandatoriervention points in order to counter
exchange rate pressures even before they couldogezenomentum of their own and, thus,
enhancing overall stability of the system. Mandatanarginal interventions declined
significantly in comparison to the initial phasetbé system. On the other hand, the increased

use of intramarginal interventions might have Hazlrtegative effect of preventing the use of

234 See Gros/Thygesen, 1998, p. 81-82.
2% |bid.
2% see Ungerer, 1997, p. 176-177.
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more aggressive and necessary interest rate mdicgtments by the member stat&sAlso,

the required approval of the country emitting theérency used in the intramarginal
intervention could prove to be unwieldy in sudddrartges of market conditions and to
politicize the intervention process, as well asame the asymmetry in the system, because
with the aforementioned reorientation of memberntoes’ policies to follow Germany, the
intramarginal interventions were mainly carried antDM, which was accepted by the
German government since they were not obliged dwige credit facilities for interventions

within the fluctuation bané®

4.5.1.3 The stabile phase from 1987 to 1992

The third phase of the EMS (that lasted from 198%&ptember 1992) was characterized by
exchange rate stability, since the system was nehagfhout adjustments to the central rates
for over 5 year$>® This stability was especially remarkable consiugrfor instance that
during this period three additional currencies (ESBP and PTE) joined the syst&fh and
that following the European Common Market projéiag signing of the Single European act
by the EC Council of Ministers in February 1986ledlfor the gradual removal of capital
controls by those EMS participants who had retaithetin®** Although average inflation in
the EMS increased over the third phase, mainly @s@t of German unification in 1990, the
goal of inflation rate convergence was not negétivaffected (again, see Figure 4).
Regarding the development of policy coordinatianpertant improvements were made with
the adoption of the Basle-Nyborg agreement in Selpgée 1987 at the beginning of the third
period. The main reason for the Basle-Nyborg agesgntan be seen in the concerns
regarding external (capital and foreign exchangeketapressures leading to realignments, as
experienced in the last adjustment of the secorasg@mmentioned above, which the EMS
members thought could be avoided by better poliegrdination and if the system had
provisions that increased its resistance agairestidative attacké> Other reasons were the
aforementioned removal of capital controls leadingncreased capital mobility that called

for more coordination of national monetary policieand also the growing concern,

237 See Gros/Thygesen, 1998, p. 85.

238 5ee Ungerer, 1997, p. 177.

ZThis is disregarding the merely technical adjustnednthe Italian lira in January 1990 that was aserjuence

of adopting the narrow margins of + 2.25 percent $soukalis, 1997, p. 148.

240 The Spanish peseta joined the ERM in June 19&9Btitish pound in October 1990 and the Portuguese
escudo in April 1992. All three counties opted fbe wider margins of + 6 percent. At that time BIC
countries, except Greece, participated in the ERM@®EMS.

41 5ee section 4.5.2.2 for an analysis of the roleagpftal controls in the EMS.

2423ee Ungerer, 1997, p. 179.
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particularly in France and Italy, regarding theragyetric nature of the system in favor of the

DM and German polic§** The main modifications to the original institut@rframework of
the EMS (described in section 4.4) which resultedhfthe Basle-Nyborg agreement, wéfe

In order to improve the intervention financing macism, it was agreed to extend the
maturity of settlements arising from mandatory imeations by one month to
altogether 3,5 months, since the initially stipath2,5 months had at times proven to
be too short to accommodate necessary adjustméatsr@alignments. In addition,
the respective debtor quotas in the Short-Term NéwgeSupport, which can
automatically extend part of the accumulated irgetion credits for another three
months, renewable once, were doubled in amount.

Even more significantly, the efficiency of the intention rules design was enhanced
by extending the access of the Very-Short-Termhi financing of intramarginal
interventions, as long as the creditor central bazdncerned did not explicitly object
and the drawings did not exceed twice the debtatagof the intervening country.
This measure was especially important due to thenee on intramarginal
interventions in the EMS (as mentioned above) Haat before been subject to the
approval of the intervention currency’s issuing teaginbank, but under the new rules
established a “presumption” of agreement.

Finally, as another measure to facilitate settlenpeacedures, it was agreed that the
acceptance limit of the creditor central bank foe settlements paid by the debtor

central bank in official ECU would be raised froomaximum of 50 to 100 percent.

Apart from these institutional reforms, the BaslgbNrg agreement recommended a better

balance of the EMS’s operating instruments thaevexchange rate mobility within the band,

changes in interest rate differentials and intetieas. The concern was that the use of

intervention had been excessive, so for instameefléxible use of the fluctuation margins to

deter

speculation and avoid prolonged bouts of amarginal interventions was

recommended. Furthermore, an intensified surveamf monetary developments, in

particular to highlight any policy inconsistenciegithin the EMS and incompatible

approaches to third currencies was determffizd.

243 5ee Gros/Thygesen, 1998, p. 92-94.

24 For the agreed on measures of the Basle-Nyborgeawgnt see Press communiqué of the Committee of
Governors of the Central Banks of the EEC memkmestof September £81987, printed in Gros/Thygesen,
1998, p.104-105.

245 3ee Ungerer, 1997, p. 180.
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Finally, it is also noteworthy that during this gleof relative stability the debate on the goal
of monetary union was restarted with the Delors dRepn 1988 and the signing of the
Maastricht Treaty in 1992.

4.5.1.4 The turbulent phase from 1992 to 1993; Period of &onsolidation

Despite the relative stability and convergence ead over the three previous phases, the
fourth phase was characterized by crises and a dedacto suspension of the fixed rate
system. Before the main reasons for the crisespegeented, the historical facts of the
turbulent phase as well as the subsequent periodconsolidation will be briefly detailed.
Following a continued anti-inflationary stance oigth interest rates by Germany, in
September 1992 massive interventions had to beedaaut by the Bundesbank and the
Italian central bank to support the lira, which ekheless briefly left its fluctuation band,
having come under severe pressure. These largeanteons led the German officials to
assess the possibility of suspending interventldigations because of the threat to domestic
price stability, and to urge for an exchange ratjusiment*® The Italian lira was
subsequently devaluated seven percent on SeptetBer992, but this appeared not to be
enough from the market’s perspective, as both itfaeand the British pound came under
massive pressure in the following days. On Septerib8 1992 (the so-called “Black —
Wednesday”), the Monetary Committee suspended tiwhltalian lira and British pound
from further EMS participation after heavy intertiens had failed to lift them above their
agreed lower limits, and also decided a devaluatiothe Spanish peseta by five percéht.
This was followed by further downward adjustmernitshe peseta as well as the Portuguese
escudo and the Irish pound (see Tablé*5Yhe following official EC reports assessing the
1992 crisis — which failed to emphatically state tibligation of defending central rates that
could not be regarded as misaligned — as well asdmtinuing strong recession in most of
Europe, the persisting restrictive German moneplcy and a new French government
committed to aggressively lowering interest ra@ktogether increased the tensions in the
EMS beyond contrdl*® In July 1993 the French, Belgian and Danish cuiesnall fell below
their lower band margins, implying a breach of EMipulations. In order to prevent a further
erosion of the EMS and avoid giving one-way bets sfgeculators through massive

246 5ee Gros/Thygesen, 1998, p. 95-96.

47 The Spanish peseta can be seen as having ertier&RM overvalued, leading to devaluation pressutke
crisis. See Gros/Thygesen, 1998, p. 96-97.

248 For detailed case studies on individual memberenies during the EMS crisis see Johnson/Collignon
1994.

249 For further detail see Gros/Thygesen, 1998, @8-
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realignments (especially since the central ratese géll considered to be appropriate), on
August 1, 1993 the ECOFIN Council and central bgokernors decided to drastically widen
the fluctuation margins to £15 percent. This anrm@ment to dramatically extent the bilateral
exchange rate bands was essentially a suspensithe dixed rate system'’s rules since the
EMS moved close to de facto flexible rates, and &mdamentally questioned the goal of
monetary unificatiorf>° Nevertheless, it can be argued that by maintaitiiegnain elements
of the EMS (particularly the well-tested centratems which were preserved after the
widening of the margins), the member states sigh#tat they were willing to continue
pursuing monetary integration. A period of recortailon and de facto informal convergence
in the monetary stance of the remaining membefevield. The desire of member countries
to again stabilize and keep exchange rates witvirett limits than +15 percent was indicated
by the high volume of intramarginal interventionsl993 and 199%* A final realignment of
the peseta and the escudo took place in March 189%he fall of 1996, the Italian lira re-
entered the EMS, as did the Finnish markka. Théesysontinued to operate with relative
stability until the beginning of the European Margt Union in January 1999. Following
monetary unification, the ERM Il was set up as acsssor to the ERM (the institutional
framework of the ERM Il is basically the same aattbf the EMS with the £15 percent
margins) that is intended to provide stability bet¢w the euro and other non-EMU EU
currencies as well as serve as an intermediate®tegds participation in the euro area.
Turning to the main reasons of the EMS crises ethegre several aspects that contributed in
leading to tensions in the EMS and eventually tB8211993 crises, which will be briefly
described:

* One of the main aspects that led to the crisis marseen in the growing tensions
within the ERM due to real appreciatioti. Despite the overall success of the EMS
countries in fighting inflation, there still mighave been insufficient convergerfcé.
Countries that had joined the EMS later, like Spamd the UK, but also initial
members like ltaly and Ireland, still had considdgainflation differentials vis-a-vis
Germany?>° Thus, all of these countries experienced subsiareal appreciations of

20 5ee Gros/Thygesen, 1998, p. 101.
1 5ee Bofinger, 2000b, p. 12.
%2 For a description of the ERM |, as well as anlgsia of exchange rate policies in the transitioagess to
EMU, see Bofinger, 2004.
53 For general evidence that real appreciation cam bery serious warning signal for currency crisise
Kaminsky et al., 1998.
%4 See Ungerer, 1997, p. 261-262.
%5 See Gros/Thygesen, 1998, p. 207; and Figure 4.
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their currencies that could at least partially benpensated in the initial phases of the
EMS through the constant realignments, but in lgenods (of constant nominal
exchange rates) led to massive losses in intematmmpetitiveness and to growing
current account deficits. This strong overvaluatdbrsome currencies, in the absence
of realignments (see Figure 6 that shows the recthange rates of EMS currencies
vis-a-vis the DM), coupled with the restrictive nedvary policy of high interest rates
pursued by the EMS countries in order to accelettaedisinflation and inflation-
convergence process, caused major tensions withisytistem. The prime example of
this is Italy, that after regularly devaluating @srrency in nominal terms (vis-a-vis the
DM) during the initial period of the EMS (see Taldg changed its exchange rate
policy after 1987 to target an almost stable noirexahange rate, while experiencing
strong real appreciation throughout (Figure 6).th¢ same time, the Banca d’ltalia
pursued a restrictive monetary policy of high iestrrates to fight domestic inflation
and the continuing real appreciatiof The resulting rise of interest differentials vis-a
vis the DM shortly before the crisis, since DM et rates were considerably lower
at the time, would have required a high risk pream{of expected depreciation) on the
lira in order to establish an equilibrium on théemational financial markefs’ But
this high risk premium was not given, because thekets now considered the Lira as
relatively stable due to Italy’s switch to a motalde exchange rate policy and the
narrowing of the lira’s fluctuation margins (se®.4.3). As a result, the interest rate
differential led to huge short-term capital inflowsat combined with the persisting
real appreciation became unsustainable for theftaiconomy>® Political failure to
agree on a large downward realignment of the dradunter these effects, led to the
lira being forced out of the ERM in September 189XSince other currencies (e.g.
the peseta and the pound sterling) had similarappieciation problems as the lira, a
continued nominal depreciation or correction innfoof a “maxi-realignment” that
devaluated might have been adequate to at ledgateithe effects of the crisi®’
Another reason for tension in the EMS during thebulent crisis phase was the

insufficient coordination of the national monetawyd economic policies within the

%% For an analysis of the reasons for persistingaiithh and real appreciation despite non-accommuoglati
monetary policy see Micossi/Padoan, 1994, p. 69-76.

" For a detailed explanation of this “disinflatiodjasted uncovered interest parity condition“, see
Bofinger/Wollmershauser, 2000, p. 4-10.

28 5ee Bofinger, 2000b, p. 16.

29 See Micossi/Padoan, 1994, p. 65-67.

20 5ee Gros/Thygesen, 1998, p. 233.

71



systent®! The inflationary effects induced by the expansigrfiscal policy, product

of the German unification, led the Bundesbank tspe& a more restrictive monetary
policy of high interest rate8? At the same time, the other EMS experienced high
unemployment and overall stagnating activity, adl we an effective reduction of
inflation rates in some cases (e.g. Frate)ollowing the tightness of German
monetary policy was therefore not appropriate foe bther EMS countries, but
because of the commitment to stable exchange mratesmbination with the central
role of the DM in the system, the other EMS cowstrcould not lower their interest
rates below the level set by the Bundesb&kThis dominance of German monetary
policy in the EMS will be further detailed in sewti 4.5.2.3. As a result, the
incompatibility of the monetary and fiscal policibstween the member states led to
strong tensions within the EM®® “German (and European) interest rates remained
too high in a period of recession, the domesticogfijpn to deflationary policies kept
on growing in several countries, while market opmsaplaced ever larger bets on a
general realignment of currencies, thus questiorilmg sustainability of existing
exchange rates and/or policies.” (Tsoukalis, 19971.56)

* In addition to the differences in the economicaiton of the EMS countries that put
pressure on the ERM, there were political uncetiesrthat provided further fuel for
speculative attacks. For instance, the narrow ‘indhe Danish referendum regarding
the ratification of the Maastricht Treaty in Jun@92 led to growing doubts in the
further development of European monetary coopera(gpecifically EMU) and
therefore might have motivated speculation agdimstexisting central rates of the
EMS #%® Because the second wave of speculative attack898, after the first crisis
of 1992 had led to the dropping out of Italy and thK, targeted currencies (like the
French franc and the Danish krone) that were uridleed by much stronger economic
performance and not systematically overvaluedait be argued that the reasons for
these attacks were at least partially determinedpbsceptions of low political
decisiveness in the EMS!

%1 5ee Monticelli/Papi, 1996, p. 20.
%2 3ee Gros/Thygesen, 1998, p. 218.
263 5ee Ungerer, 1997, p. 261.

64 See Bofinger, 2000b, p.18.

265 35ee Ungerer, 1997, p. 260.

2%% See Tsoukalis, 1997, 153.

%7 See Gros/Thygesen, 1998, 233.
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* Finally, the expansionary monetary policy of theAJi& 1992 created a high interest
differential in favor of European currencies, tivatturn lead to a weakening of the
USD and an increased demand for the DM. As a rethdtDM appreciated vis-a-vis
the other EMS currencies, creating further distndea for the system.

4.5.2 Lessons from the EMS: Achievements and Deficiencies

4.5.2.1 Internal and External Stability

As noted in section 4.3.2, the EMS was intendegktablish a “zone of monetary stability” in
both an internal (i.e. low inflation and inflatioconvergence) and external (i.e. stable
exchange rates) dimension.

Regarding the goal of external stability, the ERdMiributed immediately upon its inception
in 1979 to a rather stable development of nominahange rates. In order to illustrate this,
Figure 5 shows that the nominal exchange rate ®f0M vis-a-vis other EMS currencies
followed rather stable and convergent paths. Tdaisilization is further confirmed by the data
in Table 6, which indicates that the monthly vaitigb of bilateral ERM exchange rates
declined directly after the start of the EMS andtsuied to decline gradually along the first
three phases until rising again sharply duringttirbulent phase of 1992-95. Table 6 also
shows that the monthly variability of bilateral ER&change rates was considerably lower
than the variability against non-ERM EU currencaesl against the USD. The real DM
exchange rate paths were very different from thainal paths they were associated with, as
Figure 6 shows. While Denmark, France and the Benebuntries kept a relatively stable
exchange rate against the DM, Ireland and Italyenwdnt a vast real appreciation until the
EMS crisis of 1992, as mentioned in section 4.5.h4etrospect it seems clear that in order
to correct this disequilibrium both Italy and Inethshould have targeted a continuing nominal
depreciation vis-a-vis the DM instead of a stalwenmal path; this correction then happened
forcefully with the massive nominal depreciatiohattfollowed the crisi&®® Nevertheless, if
one considers that the real intra-EMS exchangeviatability during this time is comparable
with the nominal measures and significantly lowsart the variability vis-a-vis the USD, it
can be argued that the EMS contributed to both namiand real exchange rate

stabilization?®®

268 See Bofinger, 2000b, p. 11.
289 For further evidence see Giavazzi/Giovannini, t¥8@tianni/Hagen, 1992; as well as Gros/Thyge$6eas,
112-128, that provide a detailed analysis of exgkamate stabilization under the EMS.
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The contribution of the EMS to the aspect of “intl stability, meaning the reduction of
inflation, is not as evident. Although not immeeigt(due to second oil price shock) inflation
rates in the EMS countries decreased and convergedthe course of the EMS experience,
especially during the 1980s, as described in thendtogical analysis and illustrated in
Figure 4. In the academic discussion of the la@&0%2his reduction of the inflation rates in
the EMS area was often pointed at as an evidentdighe system’s success in inducing the
disinflation proces8’ It proves difficult to effectively asses the réabpact of the fixed rate
system on disinflation since the alternative cdodiof an “experience without exchange rate
arrangement” (Monticelli/Papi, 1996, p. 21) can iobgly not be tested for the member
countries. To somewhat mitigate this difficultyetlinflation rate development for EMS
countries can be compared with that of non-EMS eroes sufficiently similar to the EMS
states, except for the fixed rate systefFigure 7 shows that the inflation rates of bothEM
and non-EMS countries behaved very similar oveptéreod 1973-1990. It could therefore be
argued that the exogenous shocks or policy facbthe time, which affected both groups
similarly, had a bigger impact on inflation ratevdl®pment than the EMS membership.
Furthermore, the argument of importing credibility achieve disinflation (described in
section 4.3.2.2.) relied on the idea of a creddolenmitment to an exchange rate peg vis-a-vis
the DM, but the allowed fluctuation within the baad well as the frequent realignments
during the first phases of the EMS (see Table Shatoindicate that the central parities were
seen as a fully binding constraint by the partitigacountries. This is in line with empirical
studies that analyze the success of the EMS incnegihe costs of disinflation by importing
credibility, measured by the “sacrifice ratio” (i#e reduction in inflation over the increase
of unemployment for a given period), which concliudat EMS countries did not in general
pay a lower price for disinflation “bought” by unptoyment than other countrié§ Finally,
when evaluating the disinflation process in Eurdpeing the EMS experience, it has to be
considered that there are two possible levers atively open country can use to achieve
disinflation. It can do this via the aggregate dedhahannel by raising the domestic real
short-term interest rate; or alternatively throuthie real exchange rate via its effect on

enterprise profitability, since a real appreciationreases domestic costs compared to the

219 see for instance Fisher (1987), that describe&€M8 as “an arrangement for France and ltaly tecipse a
commitment to low inflation by accepting German mizmy policy”.

"1 See Fratianni/Hagen, 1992, p. 30.

"2 g5ee for instance Gros/Thygesen (1998, p. 142- ths)conclude that “overall the evidence doessnggest
that the EMS “follower” countries paid a lower prim terms of unemployment for each percentage of
disinflation. For some subperiods they did bettantthe rest of the Community, for others theywiidse.”
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costs of foreign competitors and therefore hasrapgming influencé’® As Figure 3 shows,
there was an overall increase of real short-teri@rést rates in the EMS countries over the
course of the disinflation process in the 1980pgeilly in those with high inflation rates
(France, Italy and Ireland; see Figure 4). In tiwatext it has to be noted that France targeted
a real depreciation to counter the dampening etiebigh real interest rates; while Italy and
Ireland experienced strong real appreciation thmoug the 1980s (Figure 6), so that
disinflation was based on both levers. Thus, itegpp that most of the disinflation during the
EMS experience was achieved through the domestar lef high real interest rates rather
than through the system itséff.

In sum, it can be said that the EMS was successkstablishing a zone of both external and
internal monetary stability. In terms of externtdhslity, the ERM of the EMS successfully
reduced both nominal and real exchange rate vétjafur the countries participating in the
system. Regarding the reduced internal monetatgbigy (inflation), the role of the EMS is
not as clear. While inflation rates were clearldueed and also converged after the EMS
adoption, it cannot be conclusively proved thatdifstem was instrumental in achieving this.
Nevertheless, it seems clear that the EMS did matehn the disinflation process and might
have also provided a stable framework for a coareith policy response to outside shocks
(e.g. swings in the USD and the price of oil), #diere facilitating macroeconomic
convergence for the regiéfr

4.5.2.2 The Role of Capital Controls in the EMS

The general view during the late 1980s, which wasell on the literature on speculative
attacks, was that the capital controls imposeddweral EMS countries were necessary for
the survival of a fixed rate system like the EMSI dhus expressed concerns regarding the
liberalization of the capital markets in the eatB90s>’® This section will therefore discuss

the general role and effects of capital controls ifixed rate system and apply them to the

experience of EMS countries that used them. Thaeggxamples were Italy and France, who

23 Note that when the enterprises use a pricing-¢entarket-strategy, the changes of costs due to real
depreciation or appreciation will have to be reiecin profit margins. See Bofinger, 2000b, p. 12.

"4 see Bofinger, 2000b, p. 13.

5 See Gros/Thygesen, 1998, p. 150-155, 178-179.

27 see for example Obstfeld (1988) , or Giavazzi/Gimini, 1989.
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had controls on international capital movement teeéntering the system and tightened these
during the initial uneasy phase of the ER1S.

The general purpose of capital controls in a fixae system is to retain the control over the
domestic interest rate, since without controls ander fixed exchange rates the domestic and
international interest rates are linked due toféioe that investors demand an equal expected
return (adjusted by a risk premium) whether theyest in the domestic or the international
market?’® Thus, if national authorities want to lower inttreates for domestic reasons,
capital controls can be used to restrain capitaflam. But the evidence from empirical
studies shows that the controls in Italy and Fratidenot significantly affect the magnitude
of capital flows?” Furthermore, Gros (1987) as well as Gros/Thygé¢$688, p. 132-135)
show that despite capital controls, the domesterast rates in Italy and France were tightly
linked to the international rates, which also swggiehe long-run ineffectiveness of capital
controls to isolate the domestic financial markeffe main reason for this long-run
ineffectiveness can be seen in the fact that bally bnd France are open economies with
many financial and commercial links to internatiomerkets that allow for a variety of ways
in which capital movements can be disguised taiainent control$%°

However, despite this apparent long-run ineffectess, there is another reason for capital
controls in fixed rate system like the EMS that mifpe more important and is of a very
short-term nature. When large adjustments of timtrakrates (that exceed the width of the
fluctuation band) of the fixed rate system becomeessary, they imply a discrete jump of the
exchange rate following the realignméfitIf this jump could be anticipated by speculators i
would lead to massive capital flows in order tofpripom one-way bets (see section 3.3.1.3)
Thus, if it is assumed that market agents can lysteasome extent anticipate the timing and
size of realignments, then without the protectibeapital controls the anticipation of a large
central rate adjustment would lead to massive anenpally disruptive capital flow&? But,

as is described in detail in section 3.3.1.3, tisrugtive effect of one-way bets can be
avoided by preventing adjustments of the centratipa that exceed the total width of the

band (assuming that before the realignment theepayr in question is at the band margin)

%’" Ireland and Spain also had capital controls W@82, but since the developments in these two ciesniere
less relevant for the overall EMS experience, #malysis of the effects of capital controls willncentrate on
France and ltaly.

'8 See Gros/Thygesen, 1998, p. 128-129.

219 See for instance Gros/Thygesen, 1992.

280 5ee Gros/Thygesen, 1998, p. 135.

81 See Giavazzi/Giovannini, 1989, p. 162.

82 3ee Loureiro, 1996, p. 74.
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through establishing a band wide enough to accomateddrge adjustments and to allow for
overlapping bands in the case of realignment. Toezeit has to be analysed if capital
controls in the EMS were important to protect thalignment procedures against disruptive
short-term capital flows resulting from a bandwidtiable to accommodate the necessary and
anticipated realignment. In the case of Italy it b& said that capital controls were essentially
unnecessary to avert disruptive speculation, becaosrealignment led to a change of the
lira/DM central rate larger than the total bandwittir Italy, which was twelve percent (£ six
percent around the central parity) until early 1§§0Figure 8 shows that the lira/DM
fluctuation bands overlapped before and after gaatients, since the lira/DM central rates
always remained within the *+ six percent regioralelthed by the margins of the old and
new band. In France on the other hand, circumssaweee different, since on four occasions
the pre- and post-adjustment bands did not oveldaping to a jump in the franc/DM market
exchange rate (see Figure?®).In the case of France it can therefore be saitl dhpital
controls were necessary to protect the EMS fromugtsse short-term capital flows resulting
from large realignments to the franc/DM centraésat

In this context it should be noted that this nemdofotection might only arise if the necessary
realignments are delayed (for instance due toipaliteasons) until their imminence becomes
obvious to the market. Since this seems to hava bee case in France, a policy of earlier
non-predictable realignments might have allowedidiag the pressure from capital flows
that arose due to widely anticipated adjustmendscanild have made it possible for France to
have realignments exceeding their 4.5 percent baitkdweven without the protection of
capital control$®°

Altogether, capital controls in a fixed rate systenght prove to be mostly ineffective in the
long run in isolating the domestic financial marketit helpful in the short run to stabilise
capital flows and protect domestic interest dunieglignment procedures. Also, the EMS
experience shows that while capital controls mayneéective in the long-run to protect the
system, they might at least be able to give theaittes additional time necessary for them

to take the appropriate decisions in the face ief<?®®

283 The maximum realignments were 6 percent in Ma@8iland 8 percent in July 1985, see Table 5. Afftler
adoption of the narrow margins of + 2.25 perceertréhwere no realignments until the lira left thatsyn in
September 1992 due to the EMS crisis.

284 Note that the margins for France were + 2.25 thout.

% See Gros/Thygesen, 1998, p. 129-132.

28 |n retrospect it seems clear that in the 1992/1@%2s (that built up more quickly in the absenteapital
controls) the official bodies were too slow in tadithe necessary decisions. See Gros/Thygesen, 19882.
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4.5.2.3 The Strong Currency Country’s Dominance in the EMS

As described in section 4.4.6, the overall desifjthe intervention mechanism of the EMS
asymmetrically favored the strong currency coustiie the system and burdened the weak
currency countries. The role of the strong currecmyntry in the EMS was primarily played
by Germany, since the DM was never subject to doavds/ realignment (see Table5) and
was generally considered to be the anchor currefcthe systen?®’ As a result of the
asymmetric distribution of adjustment constraimtsthe ERM, if a central bank wanted to
target a constant nominal exchange rate vis-ahasDM, it was unilaterally subjected to
adjustment whenever its currency came under detatupressure. This asymmetry caused
major problems within the EMS when the Bundesbataktesd pursuing a very restrictive
monetary policy as a response to the inflationaeggure resulting from German unification,
as noted in section 4.5.1.4. The general percepliuwimg the entire EMS experience that the
DM would never be devaluated vis-a-vis another E&8ency, which was justified by the
fact that the German inflation rates were (togethigh the Dutch) always the lowest in the
EMS prior to 1991 (see Figure 4), lead to a tragsian of the German monetary restriction
to the other EMS countriég® The German interest rate “set a floor for the mahinterest
rates of all other countries” (Bofinger, 2000b, §).1that committed to target a stable nominal
exchange rate against the DM. This led to problémshe EMS, since some member
countries were forced to maintain their intereg¢sabove the DM threshold at a level which
was much too restrictive for their own macroecormuouonditions. This can be illustrated by
comparing the actual short-term interest rateshef EMS countries with their respective
Taylor rates (see Table 7 that does this for 1881)ccording to the Taylor rate, several
EMS countries could have pursued interest rateshnomver than their actual short-term
interest rates, which were forced to remain abbeeM “floor” (9.2 percent). Thus, several
EMS countries (for example France) had to impogt &@erman monetary restriction, even

though there might not have been any reason fdr auestrictive monetary policy stance in

%7 The incentive for the other EMS countries to tariye DM as the anchor currency of the system \as,
mentioned earlier, the high credibility of the Bestank’s monetary policy and the relatively lowatibn rate
in Germany at the time of the EMS’s inception.

88 See Bofinger, 2000b, p. 18. The economic ratiofal¢his transmission of the monetary restrictiom fixed
rate system is explained by the “uncovered intepasity” (UIP) condition that establishes that at&dlite”
central bank has to adjust its domestic short-ietarest rates passively to those of the “dominastitral bank
in order to keep a balance of payments equilibritfnthe “satellite” central bank wants to keep theminal
exchange rate stable, it is forced to follow amiiest rate policy that keeps the interest rateswfftial in line
with the central parity realignment expectationshaf market. For further detail see Bofinger, 2q221395-397.
289 For an analysis of the Taylor rule, whose theoatttore is the notion of a “neutral real shortrténterest
rate”, as a general guideline for monetary polgage Bofinger, 2001, p. 268-272.
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those countries, which led to large macroecononuist?® In sum, one of the main
deficiencies of the EMS was a common monetary pdiic the entire EMS-area that was
determined mainly according to the macroeconomiaitmns of the asymmetrically favored
dominant country (i.e. Germany) that transmitted'it

When analyzing the factors that could lead to thmidance of a single currency in an EMS-
type fixed rate system, the EMS experience shows given the institutional rules of the
ERM, the reasons for the DM dominance where a coatioin of the size of the German
economy with the very low inflation rate of Germahgt led to stable expectations regarding
exchange rate chang&8.The hegemony of the DM could not have been exethsolely by
the size factor, since at the time of the EMS’'sepimn both France and lItaly were not
significantly smaller in terms of population and Bfhan Germany. However, a low inflation
rate alone would also not have sufficed for domaeaim the EMS because a small country
(e.g. the Netherlands) might have struggled taligterthe expansionary liquidity effects of

upper margin exchange rate interventions.

4.5.2.4 Crises and Contagion Effects

The first waves of speculative attacks in 1992 essentially be attributed to the systematic
overvaluation of certain EMS currencies that watedra nominal depreciation to counter the
strong real appreciation (e.g. Italy and Irelarek Eigure 6) as described in section 4.5.1.4.
But even after the 1992 crisis had forcefully “emted” the overvaluation of the “peripheral”
currencies (the lira and the pound sterling ledt sgstem, while the peseta and the Irish pound
were strongly devaluated), the speculative attackdinued on currencies where the reasons
were not as clear-cut, for example the French ffahEven though the real exchange rate of
the franc vis-a-vis the DM showed an appreciatimseto 15 percent in 1992 (see Figure 6),
France had been able to manage such a level s@8% dnd with the exception of a higher
unemployment rate all other macroeconomic fundaaieim France were at least as good as
in Germany (see Table 8). Thus, the initial 199gi€K(product of the strong real appreciation
of certain currencies), and the resulting overaBsl of credibility of the ERM, had an

immediate “unwarranted” effect on the French fraas, it also came under speculative

29 See Bofinger, 2000b, p. 18-19. Note also thatghitlem could have been avoided if the inflatignefifects

of the German unification would have led to theextption of a possible devaluation of the DM.

1 The costs of such an unnecessary monetary patioptin is one of the main arguments for the evantu
substitution of an EMS-type fixed rate system Hylamonetary union, since it can be assumed thadramon
central bank of a monetary union will set the olleraonetary policy according to the macroeconomic
conditions of the whole currency area.

292 3ee Bofinger, 2000b, p.19.

293 See Gros/Thygesen, 1998, p. 219.
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pressuré® Since the French authorities were unwilling to alee the franc through
realignment, the BdF had no alternative other timatighten its monetary policy in order to
avoid reaching its lower intervention point andngesubjected to the asymmetrical settlement
obligations of the VSTF. The resulting increasénirerest rates severely burdened economic
growth in France, which began to decelerate, coetbinith growing unemployment and a
strong increase in fiscal defié®® Once this situation became unbearable, the BdF
aggressively lowered its interest rates which sgibsetly led to massive devaluation pressure
on the franc that could not be contained by intetioas?%° As the French franc as well as the
Belgian and Danish currencies fell below their loweargins, the EMS countries decided to
effectively suspend the narrow margins of the EM3uigust 1993.

The described contagion effects of currency crisescountries with sound fundamentals
establish a basic dilemma for fixed rate systeikes the EMS. A method to handle problems
resulting from such unjustified speculative attasksuld be to suspend the settlement
obligations of the system in order to allow the wearrency central bank (together with the
strong currency country) to defend its currencytigh interventions, without being subject
to any budget constraiAt’ Such an intervention mechanism without an asstfesent
obligation would provide a strong credibility gafar the intervention promise, since all
interventions would essentially be financed by dtreng currency country, which can create
intervention assets in an unlimited amount andotsrastricted in its capacity to accumulate
weak currency reservé® The suspension of asset settlement obligationddaalso not have
any negative effects on the intervening centrakbaas long as they are able to sterilize the
liquidity effects of the interventiorfS? As described in section 3.4, the sterilizationasly

of a strong currency country is limited by its mtarg base (i.e. credits to the domestic
banking system), but can be made unlimited withitii@dementation of a deposit facility.
Nevertheless, a complete suspension of the setitenidigations in a fixed rate system is not
advisable, because it could excuse the weak cwreoncntries from monetary policy
adjustments even if these proved to be necessanyatotain the monetary stability of the
overall system. Thus, the settlement obligatiomy in important role in a fixed rate system

as a device that protects against opportunisti@Weh by disciplining central banks that

2% see Bofinger, 2000b, p.20.

2% See de Boissieu, 1994, p.11-17.
2% See Gros/Thygesen, 1998, p. 99.
297 See Bofinger, 1991, p. 251.

2% See Vehrkamp, 1995, p. 75-78.
299 See Bofinger, 2000b, p. 20.
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could otherwise follow destabilizing (i.e. inflatiary) policies (see section 3.3.5). In the EMS
context, a suspension of the settlement rules doaNe led to an infection of the whole ERM
area by the inflationary policies of the Italiardafrench central banks in the early 1988s.

A possible solution to this dilemma could be tcabbsh the suspension of asset settlement
obligations as only temporary and conting®ht.In order to minimize the risks of
opportunistic behavior, the suspension of the asstiement obligations could then only be
allowed under explicit conditions (e.g. if the weakirrency country meets certain
macroeconomic criteria) and if the exchange ragssure is clearly identifiable as a transitory

speculative attack.

4.6 Overall Assessment of the EMS as an Effective Regial Exchange
Rate Arrangement

The central aim of this chapter of the paper wasrtwide a detailed analysis of the historic,
political and economic rationale as well as theraénstitutional design and functioning of a
specific fixed rate system that was created agp@ tewards further monetary integration in
the region. The European experience with the EM&vshthat while the implementation of
such a regional exchange rate arrangement mighireeq long period of political consensus-
finding, once set up, it can effectively providetesral stability for the region by reducing
both nominal and real exchange rate variabilitytfe countries participating in the system.
Furthermore, it can possibly also contribute toittiernal stabilization (i.e. reducing inflation
and promoting inflation convergence) of the reghpnoperating as a disciplinary device,
although evidence proving this ability of the EMsSsitill rather inconclusive. Although the
institutional design of the EMS as a parity gridngtard system, instead of a currency basket
system, was mainly the result of political negadias rather than economic reason (section
4.4.2), such an institutional framework can stdldffectively adopted if it can avoid the main
mistakes that led to the EMS’s 1992/1993 crisis: iRgtance, in case of major inflation
differentials between participating countries, tyneealignments of nominal rates could be
necessary in order to avoid problems stemming freah appreciation and speculative capital
flows (section 4.5.1.4). Also, if despite of therf@lly symmetric institutional design, the
system is de facto asymmetrically dominated bypiblecy of a major participating economy
(as was the case with Germany in the EMS), it mightequired to put additional emphasis

on a coordination of national monetary policiestthakes into account the overall

%0 5ee, Bofinger, 2000b, p. 21.
%91 This solution is proposed by Bofinger, 2000b; \keimp, 1995; as well as Collignon et al., 1994.
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macroeconomic conditions of the whole currency aaead not just those of a single
participating country (section 4.5.2.3).

Finally, in a situation with speculative attacks anparticipating currency that have no
fundamental macroeconomic justification, it mayuseful to loosen the budget constraint on
the weak currency country's intervention capabiliy suspending the asset settlement
obligations (section 4.5.2.4). This would avoid thegative macroeconomic effects of
otherwise necessary increases in short-term irteaéss in the weak currency country and
allow for a credible defence of the overall exchangte promise of the system. It has to be
noted that both a suspension of the asset setttenidigations as well as a coordination of
monetary policies that is geared to the overallneauc situation of the region might be
problematic because they weaken the disciplinifgcesd of the fixed rate system and should
therefore be coupled to strict conditions (i.e. theeting of certain economic criteria).
Stipulating these contingencies in the institutidremework of the system may prove easier
if the participating countries share a strong pesfee for low inflatior?*?

In retrospect, the European integration historywghthat “without the EMS the introduction
of the euro would not have been possible” (Bofin@®00b, p. 1) and that the system can be
regarded as a very efficient monetary arrangementrfost of the participating European
countries. Thus, a regional exchange rate syst&m the EMS constitutes an effective
intermediate step towards monetary umihSuch a system is capable of stabilizing intra-
regional exchange rates, therefore pave the wayaforeventual irrevocable fixing of
exchange rates through monetary unification, as agelpossibly also produce endogenous
effects that further integration in the regi8h.Even after the 1992/1993 crisis the EMS
continued to provide a steady framework and foremrhonetary policy coordination and
discussion between the European partf8rShe experience gained from the almost 20 years
of cooperation within the system certainly conttdalito European integration in general and

specifically to the development towards monetanfication.

As Jacques Delors (1996), one of the most promifigmtes in European integration history,
notes:

“the EMS was the indispensable trial run which, addition to its intrinsic benefits,
provided invaluable experience for those who waytddon to lay the foundations for

%92 5ee Bofinger, 2000b, p. 26.

%93 5ee Sosvill-Rivero/Perez-Bermejo, 2006, p. 257.
%04 See sections 2.2 and 4.5.2.1.

3% See Gros/Thygesen, 1998, p. 101-102
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Economic and Monetary Union. It cannot be too sgtgnemphasized that we make
progress towards European integration by incremergemetimes, admittedly, one step
forward and two steps back - but all these concre&asures, succeed or fail, prepare
the ground for more ambitious initiatives and seagea learning experience.”

5 Brief Overview of Implications for Latin America

It is not the aim of this paper to propose how fSEype regional exchange rate system for
Latin America (or a particular Latin American intagon process) would specifically have to
be designed, but rather to present the availakt@utional design options and to analyse how
these interacted in a specific scenario (i.e. tiseohcal experience of the EMS) in order to
generally asses the efficiency of regional fixeteraystems. Nevertheless, after having
provided an in-depth look at the European expeeewdth such regional exchange rate
mechanism, a few basic implications for the LatimeXican prospects to implement such a
scheme can be stated.

First of all, the history of European monetary gradion leading up to the creation of the
EMS shows that setting up such an intermediate atefne way to monetary union can be a
medium- rather than a short-term project (see @eecti2.). Before the creation of a regional
fixed rate system for Latin America is viable, gler degree of monetary cooperation might
be necessary. One of the most interesting inigativ this regard might be the “Ecuadorian
Proposal for a New Regional Financial Architectunehich presents three steps for setting
up a “Regional Exchange Rate Mechanism” in Latinetica®’® The first step would be to
establish a “Regional Monetary Agreement” througfoamal cooperative commitment to
permanently monitor exchange-rate policies andlaglyushare ex-ante information on the
respective national policy mixes and macroeconateielopments. The second stage would
then involve setting up a type of "soft" (i.e. nleimding) regional exchange rate fluctuation
band within which the optimal exchange rates fortte participating currencies would be
determined via regional consensus. Finally, in stepe, formally binding bands would be set
up, establishing an almost-fixed, but adjustablechange rate regime and effectively
transforming the previous “Regional Monetary Agreati into a real “Regional Exchange

Rate Mechanism”.

%% gee Paez, 2008, for further detail on the threpsstThe “Regional Exchange Rate Mechanism” isiput
quotations in order to single out the specific ficdi proposals of this initiative.
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The European experience with the “snake”-systemlated with the EMS crisis in 1992/1993
also showed, that even a significant progress gional integration can be followed by
momentary setbacks. The political will to pursuitteigration is therefore essential, as
displayed by the European governments’ (especidléy German and French) tenacious
attitude which paved the way for the introductidntiee EMS and ultimately the EMU.
Regarding political will in Latin America, it seentiBat especially the “newer” integration
schemes UNASUR and ALBA-TCP have been pushingudhér integration. Initiatives like
the SUCRE and the Bank of the South might proveomamt in order to eventually set up a
fixed rate system in Latin America. The vocal supmd several Latin American presidents
for monetary integration is also welcome, sincegpess in integration involves permanent
political debate in order to ensure the acceptaficee general public. It is difficult to asses
which Latin American countries could assume rolégalitical leadership similar to the
French-German initiative crucial for the adoptiohtlbe EMS, or which countries would
actually participate in the system. Due to theasel trade relations and economic sizes it is
often proposed that exchange rate cooperation tim lLanerica should start with Brazil and
Argenting®’, and move on from there; initiatives like the LbGrrency Payment System
(see section 2.1.) might be a step in that diracttenezuela has also played a major political
role in recent years promoting regional integrateomd the Venezuelan led ALBA-TCP
agreement is possibly the most politically unitategration scheme. Nevertheless, it should
be noted that Venezuela has by far the biggestiofi rates in the region and could therefore
hardly assume a stabilizing role similar to the ptayed by Germany in the EM&

Assuming sufficient political will and leadershijnere are still general economic factors that
might be of relevance. A regional exchange ratargement might only be worthwhile given
a certain degree of trade linkages between paaticip countries and, as the Italian problems
in the EMS showed, might be more successful ifatidh rates are low or at least similar.
While there are certainly studies that deem indégienal trade in Latin America
insufficient®, it has nevertheless steadily grown (see Tableah@l) again the endogeneity
argument (i.e. the stabilization of intra-regioaathange rates could ex post encourage trade)
for a regional exchange rate arrangement can hgybtdorward. Regarding inflation rates,

Table 9 shows that with the exception of Veneztigse have steadily been reduced by Latin

%97 See for instance Medina, 2004; Moccero/Winogr@@52 Campos, 2009; Bresser-Pereira/Holland, 2009.
308

See Table 9.
399 see for instance Cardim, 2004; Espinosa, 2008/Pkites, 2006; Foresti, 2007; Arestis et al., 2002
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American countried™ In this context it has to be noted that, as dbsedrin section 4.2 and
shown in Table 3, at the start of the EMS the pgditing countries were also relatively
heterogeneous.

The actual design of a possible regional fixed sggem in Latin America is difficult to asses
without a clear assumption about participating ¢oes and a required comparative analysis,
which would exceed the scope of this paper. Neet&#s, some general aspects can be noted.
The lack of a major credible currency in the regisnwell as the related political implications
allow to practically rule out a key currency starmblaystem for Latin America, while a parity
grid or a currency basket could still be viablei@ps. Due to the less asymmetrical nature of
a currency basket standard and its ability to edé®vantly encompass the currencies of major
inter-regional trading partners (i.e. the USD ahe ¢€uro), this standard is overwhelmingly
proposed™! But as described in section 4.5.2.3, the asymoaiature of the EMS'’s parity
grid was mainly a result of the special charadessof the German economy, which might
not be replicated by any Latin American country.drder to accommodate for the still
undeniably large differences in macroeconomic dibms between Latin American
economies as well as the propensity for asymmeétsicacks in the region, the fluctuation
bands might have to be relatively wide and centedk adjustments steady (possibly
following an agreed upon path that could for instarbe determined by interest rate
differential$*?. Again, a more specific proposal for the instinal design of the system
requires an in-depth analysis of the particulaugrof countries or integration scheme (e.g.
UNASUR, Mercosur or ALBA-TCP) adopting it. Regardirthe institutionally established
intervention promise of a possible regional fixatersystem, an important difference to the
EMS experience might be the lack of convertible@ncies in Latin America, which hinders
foreign exchange market intervention of Latin Amaan countries in their own currencies. As
a result, the intervention credit facilities of thgstem might have to be managed through a
common fund that pools the intervention reservethefparticipating countries. Institutions
like the Bank of the South or the ALBA-CaribbeamBumight serve in this regard.

Other basic aspects worth consideration for futesearch on a specific fixed rate system
proposal for Latin America are, for instance, thetune of the individual exchange-rate

regimes of the countries participating in the systdollarization in the region and the role of

%19 The overall reduction and convergence of inflatiates in Latin America is even greater when stesigrom

the 1980s are considered. See Gruben/Mcleod, 2004.

11 see for instance Ugarteche, 2008. Note that suchreency basket is also proposed in the East Asian
monetary integration projects; see Williamson, 20@&rase, 2007; Chey, 2008; Chai, 2010.

%12 5ee Bofinger, 2000a; and Bofinger, 2009.
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capital controls, to name only a few. The choiceaotountry’s individual regime would
obviously influence bilateral exchange rates indiigtem and determine differences between
countries regarding the adjustments to common eakehocks™ In this context, the role of
the USD might also be of significance, not onlyaaeserve currency in the region, but also
due to the de jure and de facto dollarization ofesal Latin American economié$’ In
addition, the role of capital controls would hawe lie considered, since these might be
necessary in order to defend the regional exchaatge arrangement against speculative
attacks until sufficient credibility is gained (ssection 4.5.2.23"°

All in all, there is a myriad of institutional cle@s and elements worthy of in-depth analysis
for a coherent proposal of a regional fixed ratstay for Latin America. Thus, an ample

scope for further research is provided.

6 Summary and Final Remarks
For more than half a century Latin American cowsrihave been pursuing economic

integration, and in light of new political impulses the region like UNASUR and ALBA-
TCP the idea of forming a monetary union in Latiméyica has gained popularity. Since
economic literature widely dismisses the possipibif Latin America adopting a single
currency in the short-term due to an insufficieegete of integration, a variety of authors
have proposed establishing a regional exchangesyatem as an intermediate step towards
monetary union.

In line with these proposals, the central aim a$ thaper was to provide a detailed look at
regional fixed rate systems as an intermediate. $tefbowing this premise, first a general
analysis of fixed rate systems from an institutlgrerspective was given in order to describe
the basic design choices available to policymakéren creating such a regional exchange
rate arrangement. This analysis showed how theldécaipon rules, which together constitute
the institutional framework of the fixed exchangeersystem, determine the overall monetary
adjustment constraints for the participating caestm the system.

Then, the experience of the European countries suitth a fixed rate system, the European
Monetary System was described. It was shown tleaEMS did not only effectively reduce

both nominal and real exchange rate variabilitytfe countries participating in the system,

313 See Machinea/Rozenwurcel, 2005, p. 45-46.

314 Officially (i.e. de jure) dollarized Latin Amerinaeconomies are for instance Ecuador as well asraev
Central American countries. For an analysis onagéofdollarization in Latin America see Feige et2002.

%15 Regarding this aspect it might be relevant to ys®lf introducing capital controls is possible fmuntries
participating in the system, since for countridee liChile or Peru that have signed FTA with the WS t
possibility is ruled out.
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but also constituted a successful intermediate &e@ards monetary unification in Europe.
Furthermore, an EMS-type system can be consideredfi@ient monetary arrangement in its
own right, even if sufficient integration for thallf monetary union is not reached or if this
goal becomes undesirable for political reasonsc¢lwbould for instance emerge in light of the
recent developments in Europe. The general lesd@awn from the EMS analysis provide
important implications for the Latin American presps of establishing a regional exchange
rate mechanism. These implications were broadlgrdeesd and will have to be considered in
further research that might be aimed at proposow & fixed rate system for Latin America

(or for a particular Latin American integration fct) could specifically be designed.
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|. Tables and Figures

Table 1 Openness — Imports as share of GDP

(1960) (1987)
Belgium 39.3 75.6
Ireland 37.2 60.0
Netherlands 45.9 59.3
Denmark 33.4 36.7
Germany 16.2 28.5
United Kingdom 22.4 28.2
France 12.9 25.0
Italy 12.5 23.4
EC12 10.4 12.3
United States 4.4 10.1
Japan 11.0 11.4

Source: European Economy, No. 34, November 198Giswvazzi/Giovannini, 1989, p. 3

Table 2 Trade within the 12 EC countries as sharefdotal trade

Exports Imports

1958 1970 1986 1958 1970 1986
Denmark 59.4 44.2 46.8 60.0 48.7 47.2
Be - Lux 55.4 75.2 72.9 55.5 66.3 69.9
Netherlands 58.3 72.6 75.7 50.7 63.4 61.0
France 30.9 58.1 57.8 28.3 56.0 64.4
Germany 37.9 49.8 50.9 36.3 51.7 54.2
Italy 34.5 51.7 53.5 30.2 47.5 55.4
UK 21.8 32.7 47.9 21.8 29.4 50.4
EC12 37.2 534 57.2 35.2 50.3 57.8

Source: European Economy, No. 34, November 198Gisvazzi/Giovannini, 1989, p. 4
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Table 3 ERM founding countries in 1979
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Table 4 The ecu currency basket

Since 13. March
1979

Since 17. Septemb
1984

Since 21. Septemb
1989

(1)

D-Mark 0.8280 0.7190 0.6242
Pound Sterling 0.08850 0.08780Q 0.08784
French Franc 1.150 1.310 1.332
Italian Lira 109.00 140.00 151.80
Dutch Guilder 0.2860 0.2560 0.2198
Bel. Franc 3.660 3.710 3.301
Lux. Franc 0.14 0.14 0.13
Danish Krone 0.2170 0.2190 0.1976
Irish Punt 0.00759( 0.00871( 0.008557
Greek Drachma - 1.15 1.44
Spanish Peseta - - 6.885
Port. Escudo - - 1.393

Source: Deutsche Bank October 1999; Devisenkuistgtain: Bofinger, 2000b.

90



Table 5 Realignments in the ERM
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Table 6 Nominal exchange rate variability* againsERM8 currencies

1960-68 | 1969-78 1979-88 1984-8§7 1988-91 1992-95 6199
Average |0.24 1.16 0.78 0.54 0.39 1.00 0.64
ERMS8
Average | 0.62 2.09 2.73 1.89 1.43 2.14 1.55
non-

ERMS8
EC
USA 0.21 2.18 2.81 3.32 3.27 2.94 2.01

Source: Gros and Thygesen (1998).

*Variability is defined as the weighted sum of #tandart deviation of changes in the
monthly logarithm of monthly bilateral ecchangeesaftimes 100). The weights are the
implicit ecu weights derived from average excharages 1991.

Table 7 Taylor interest rates and actual short-termnterest rates in 1991

Country Taylor interest rate* Actual interest rate

Belgium 6.5 9.3
Denmark 3.0 9.7
France 5.8 9.6
Germany 8.9 9.2
Ireland 5.7 10.4
Italy 11.0 12.2
Netherlands 6.5 9.3

Source: OECD, Economic Outlook; in Bofinger, 2000b.

*Taylor interest rate calculated with the origifaylor formula: i=2+inflation

rate+0.5(inflation rate-2)+0.5(output-gap).

Table 8 Macroeconomic fundamentals in France and Gmany (1992)

Germany France
Inflation rate 5.1 2.4
General government structural -3.8 -3.6
balance
General government gross 44.4 455
financial liabilities
Current account balance -1.0 0.4
Unemployment rate 7.7 104

Source: OECD, Economic Outlook; in: Bofinger, 2000b
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Table 9 Annual Inflation Latin America 1999-2009
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Table 10 Annual growth rates of Latin American trade by regions 1980-2007

1980- 1985- 1990- 1995- 2000- 2003-
1984 1989 1994 1999 2004 2007
South America
Intra-regional trade -5.6 7.8 20.7 57 8.9 23.6
Extra-regional trade -4.0 4.5 112 54 10.1 23.3
Total trade -3.7 4.1 9.2 53 10.5 23.3
Central America
Intra-regional trade -8.5 -0.3 156 11.8 8.4 13.9
Extra-regional trade -0.8 3.2 10,2 185 4.7 17.0
Total trade 2.4 2.5 11.0 173 5.1 16.5
Mexico
Intra-regional trade -0.8 15.% 10,8 105 1.6 6.4
Extra-regional trade 2.4 9.6 9.1 §6 9.7 17.6
Total trade 0.4 13.4 10.4 10.1 3.5 9.4

Source: DOTS FMI, IIEC-UNAM, in: Ugarteche, 2008.
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Figure 1 Exchange Rates: South American currencigsl USD October 2002 — March 2008
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Figure 2 Determinants of Monetary Adjustment Constaints in

Institutionalized Fixed Rate Systems
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Figure 3 Real short-term interest rates in ERM coutries
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Figure 4 Inflation convergence in ERM countries
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Figure 5 The Path to Nominal exchange rate convergee
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Figure 6 Real bilateral DEM exchange rates
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Figure 7 EMS and Nor-EMS Inflation Rates
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Figure 8 ITL/DM rate within the bands
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Figure 9 FRF/DM rate within the bands
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