Monetary Arrangements in the European
Common Market*

Introduction

The Jamaica Agreement essentially grants cvery country the
freedom to determine — and to modify — its own exchange rate
system. It thus confirms a situation characterised by a wide variety
of national arrangements, which include pegging currency values to
the SDR or to a major currency as well as jeint and individual
floating.

This situation has given rise to considerable uncertainty as
regards trade and capital transactions. Uncertainties are aggravated
by exchange rate fluctuations that much exceed in amplitude variations
in purchasing power relationships.  An example is provided by the
relationship of the French franc and the US. dollar. The average
monthly exchange rate between the two currencies declined from
551 in December 1g71 to 4.10 in June 1973, increased to 5.10 in
Januvary 1974, fell to 4.04 in June 1975, and rose again to 4.92 in
August 1976, while the purchasing power ratio between the franc and
the dollar hardly varied by more than 3 per cent. Morc recently,
the value of the Italian lira and the British pound in terms of
SDRs fell by 17.6 per cent and 11.0 per cent, respectively, over a
three month period !, The wide variability of exchange rates may
be explained by short-term inelasticities in trade, leading to perverse
_—
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changes in the trade balanc_e; by. speculative capital lgnoveglfenltg 1§Ed
by expectations as regards inflation rates .that may be seli-fu iy iﬁ
and give rise to cumulative movements 1n cxcha{lge ?tcs ad in
domestic prices. Action taken by a country that 11;tcn 3 to ietri
advantages in expost markets by accelerating a decline, or }'gs sting
an increase, in the value of its currency may also contribute to
g ate variability. .
CXCh'}ILgecirrlcrcased insta%ility“ of foreign trade and payments as.sqc%at%d
with present exchange rate arrangements has been w1dlz:ly cr1t1.c1§c ,
and suggestions have been ma.c‘lc for- measures to b_c taken tOtlcf \sﬁz
its amplitude? At the same time, given the differing interes od :
individual countries and the varying importance of formgn trade in
their national economies, the chances for an 11‘1temat10nal agreemer_}t
on such measures are slim, at least for some time to come. '.l“heigle is
a greater chance for reaching an agreement on mealsll_lrgs aime alé
reducing instability within a group of countrics w: ich carry ou
much of their trade with each other .and whose domestic econorr(li{c
activities are intimately linked by their mutual trade. Thc.sc condi-
tions are fulfilled in the European Common Market whcrc. 1nt¥a—are2
trade accounts for more than one-half of tptal t}'a.df. and, in view o
the elimination of internal tajgﬁs, domestic activities and intra-area
sely interconnected,
trade(}?‘faztzio sthility in financial .arrangcmcnts among tléc_ EE?
countries would reduce uncertainty in their rn.utual trade an .mvc; -
ment and contribute to harmonious economic developrg-cipt in t1 e
European area. But, establishing an area gf greater stabl 1(t1y ﬁ; ;diz
in the interest of other nations, and especially Afnc.an anc i e
Fastern countries that carry out a large part of their foreign tra
i n Europe.

WlthT\l-}\l;ciie;h, and ﬁsing, degree of economic intcrdepcnc!.cncc o.fntliu:
EEC countries further points to thc.COmmon Market 111(::[51(:&151e Vgc Bf
assuming the characteristics of an optimum currency area. : I?;fionai
experience has confirmed tl:lC views tha-t 'the integration o hatioos
monetary and fiscal policies is a pge-condmon for currency ur; fication.
In the absence of policy integration, currency unification r ey
distant goal. Yet, in view Qf th_e advantages of optlml_nn

’ SLAM,
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areas, this goal should be considered in devising measures to be
applied in the more immediate future. : -

The objectives of lessening uncertainty in trade and payments
within the European area and strengthening the European integration
process can be served in a variety of ways. Alternative solutions
include adopting a market-oriented or a policy-oriented approach,
when the former would give emphasis to the establishment of a
parallel currency and the latter would concentrate on the coordination
of the economic policies of the member countries. Given the
constraints under which the countries of the European Common
Market operate, an intermediate solution is proposed here. This
would entail adopting a three-pronged approach to include establish-
ing rules for exchange rate adjustment; making steps for harmonizing
national cconomic policies; and creating a parallel currency, the
Europa. As it will become apparent, actions in these three areas are
interdependent and would reinforce each other.

l. Exchange Rate Adjustments in the European Area

Since the publication of the Werner Report in Octaber 19770,
discussions on monetary arrangements in the Buropean Common Mar-
ket have largely focused on the snake, an arrangement under which
participating countries agree to maintain their exchange rates within a
band of 214 per cent around the central cross-rates. While originally
intended as an instrument of monetary integration through a
gradual narrowing of fuctuations among the currencies of the EEC
member countries, the snake has in fact become a device for the joint
floating of certain EEC and nonEEC currencies. At present, the
snake combines the German mark and the currencies of several
smaller countries whose cconomies arc closely linked. Apart from
small adjustments, since the establishment of the snake in April 1972
parity has been maintained between the German mark and the
currencies of the Benelux countries that carry-out about two-fifths of
their trade with Germany and with each other. After a temporary
absence, Denmark has also rejoined the snake, although the propor-
tion of its trade with Germany and the Benelux countries is
somewhat smaller. Finally, Norway and Sweden, who also carry out
a substantial propottion of their trade with the EEC countries, have
joined the snake although they are not members of the Common
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areas, this goal should be considered in devising measures to be
applied in the more immediate future.

The objectives of lessening uncettainty in trade and payments
within the European area and strengthening the European integration
process can be served in a variety of ways. Alternative solutions
include adopting a market-oriented or a policy-oriented approach,
when the former would give emphasis to the cstablishment of a
parallel currency and the latter would concentrate on the coordination
of the economic policies of the member countries. Given the
constraints under which the countries of the European Common
Market operate, an intermediate solution is proposed here. This
would entail adopting a three-pronged approach to include establish-
ing rules for exchange rate adjustment; making steps for harmonizin
national economic policies; and creating a parallel currency, the
Europa. As it will become apparent, actions in these three areas are
interdependent and would reinforce each other,

I. Exchange Rate Adjustments in the European Area

Since the publication of the Werner Report in October g0,
discussions on monetary arrangements in the European Common Mar-
ket have largely focused on the snake, an arrangement under which
participating countries agree to maintain their exchange rates within a
band of 23/ per cent around the central cross-rates, While originally
intended as an instrument of monetary integration through a
gradual narrowing of fluctuations among the currencies of the EEC
member countries, the snake has in fact become a device for the joint
ﬂoating of certain EEC and non-EEC currencies. At present, the
snake combines the German mark and the currencies of several
smaller countries whose economics are closely linked. Apart from
small adjustments, since the establishment of the snake in April 1972
parity has been maintained between the German mark and the
currencies of the Benelux countries that carry-out about two-fifths of
their trade with Germany and with each other. After a temporary
absence, Denmark has also rejoined the snake, although the propot-
tion of its trade with Germany and the Benelux countries is
somewhat smaller, Finally, Norway and Sweden, who also carry out
2 substantial proportion of their trade with the EEC countries, have
joined the snake although they are not members of the Common
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Market. In turn, among the larger countries, Italy and the United

Kingdom left the snake soon after its establishment while France .

was absent between January 1g74 and July 1975, and left the snake
again in March 1g76. A lower degrec of dependence on intra-EEC
trade, divergences in economic performanc'c, and d1ffcrencc§ 1nhna~
tional economic policies have often been invoked to f:xplamdlt.csc
developments. Another important facFo-r has been the strict con 1t13ns
imposed on the participating countries by the arrangements under
which the snake has operated. ’ _ ‘
The resulting divergence in the national economies qf countries
inside and outside the snake would be agg.ra\.f-atcd if actions aimed
at furthering monctary integration were limited to coun;mfts p}?r-
ticipating in the snake, Such a two-tier system would furt }ri:r
contribute to divergences in policies, with adverse effects on the
individual countries. _
mdn:;(:u?hc same time, given the intcrdcpengience o_f the natlon.a}
economies of the Common Market countries, actions t_aken in
regard to the exchange rate by any of them will nccessarllly affect
all others. Recognising this interdependence Fnakes ad]ustrlnents
in exchange rates, whether in the form of changing the centrgl rzite
or through floating, a matter of common concern. 'Accor 1rc11g v,
there is need for agreement on rules to be applied in regard to
nge rate adjustments.
CXCh?t gis suggestt]id here that coun'tr_ies esta_l:)lish a “target zonbc”
for their currencies, agreed upon jointly with the other mem eé
countries’ The target zone would be rev1fs-wcd penodu}ally an
adjustments made when conditions so require. Eiuch a'd]ustmen::’s
would take place in small steps, in the form of a crawl}nlg. :rﬁ)nc t,
rather than in large jumps. The target zone would be initially se
in terms of effective exchange rates, ie. with respect to avcrahgc
changes in currency values weighted by t_rade sl_lares. Eventua 3::,
however, the target zone should be dcﬁne{i in rclat‘lon.to tt%e averetlﬁc
movement of the participating currencies by. lmkmgln tOAlso
proposed parallel currency, the Buropa (see Section 111 be C{“B‘.n o
initially the countries would not have the -0b11_gat10-n to stay wichi e
target zone, but would be expected to refrain from domestic pci s
and interventions in foreign exchange markets that would accele

i i The

3 A proposal to this effect was first made by C.J. Oort 1n a’ talke clclwlcre;iraits oy

Royal Institute of International Affairs on June 18, 1976: Qort’s .px[;oposa;mplcmmmd-
guidelines for floating established by the IMF in June 1975, whicl have not been
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movements bringing their currency values outside the zone. In turn,
they would be permitted to accentuate changes that bring their
currency back to the target zone and will have in this the support
of the other participating countries.

The establishment of a target zone and acting according to
the described rules would be a condition for having access to
financing from the European Monetary Co-operation Fund and
bepefitting from the support of the other member countrics. At
the same time, in order to make lending by the European Monetary
Co-operation Fund a credible instrument to induce countries to
behave according to the agreed upon rules, it would be necessary
to increase the credit facilities of the Fund. Lack of access to the
Fund would not be a deterrent, however, to excessive devaluation
or to a country refraining from revaluation. It is hoped that in
such instances the consensus of opinion within the Common Market
would be sufficient to induce the country in question to take
appropriate action. Should this not be the case, the country could
be obliged to lend its excess accumulation of member country
currencies to the European Monetary Co-operation Fund. In ex-
treme cases, the other member countries may also consider invoking
escape clauses under the Rome Treaty.

Agreement on the establishment and the modification of target
zones should be based on a thorough review of the situation in
the individual countries at the Community level. This is preferable
to relying on automatic rules based on a particular quantitative
indicator. Thus, it would be inappropriate to use reserve changes
as the only indicator as it has been suggested. For one thing,
reserve changes may be the result of temporary variations in the
capital account; for another, there is a danger that even small
variations in reserves would lead to speculative flows that would,
in turn, trigger an exchange rate adjustment. Nor can one rely
solely on indices of relative costs and prices that are subject to
statistical problems and take no account of changes in service items,
such as tourism, and in the capital account,

The proposed arrangements are compatible with some countries
taking stricter obligations, such as maintaining present exchange
fate margins in the framework of the snake. Enlarging these
margins would not be desirable, since it would reduce stability in
transactions among the countries in question. However exchange rate
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changes and temporary floating would be allowed. At the same
time, the snake countries would have a common target zone.

While permitting a choice among alternative arrangemcnts,_{he
application of the proposed rules WOL}ld lead to greater stability
in exchange markets among Community currencies. fAt the same
time, consultations cannot be limited to actions concerning cxchange
rates. In fact, taking account of its effects on the natlopal economies
of the partner countries, reliance on exchange rate ad]ustr_nent may
often appear to be less desirable than changes in domestic policies
or financing the deficit.

Recognizing the interaction of policy. measures th.at may.bc
used in the event of disequilibria would, in turn, require making
lending by the European Monetary Co—ope-ratlon FEmd cor':ltmg.ent
on agreement on the measures to be tak.cn in a partIFular situation.
This, indeed, appears to be necessary in 9rdc1' to induce surplus
countries to agree to a substantial increase in th_c size of the Fund
that would be needed to make possible the operation of the proposed
rules on exchange rate adjustment. .

At a subsequent stage, member countries WOl'lld assume thc_ o!ah—
gations to take appropriate policy measures aimed at remaining
‘within the target zone. Eventually, the scope of common decision-
making would also be increased and, if. and when conditions warrant,
the target zones would be narrowed.

Il. Steps Towards Policy Coordination

Thus far, we have considered the need for coordinated'act%on
to deal with disequilibria as they arise. Whi]:e such coc.Jr(_imatlon
would have an ex post character, the objective of ;iwm.dmg the
emergence of disequilibria would call for ex ante coordination. The
necessity of ex ante policy coordination also follows frqm the inter-
dependence of the national economic policies of the EEC countries.
This fact is well-understood by the smaller member countries ,b}lt
it is only beginning to be recognized by the larger countrics, Yeét,
the difference between the two groups of countries rclates more o
the speed of adjustment than to the ultimate effects of the policies
applied. _ o
o The smaller countries have long recognized the limitations

R—
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economic interdependence imposes on their scope of action. For
one thing, the effectiveness of monetary and fiscal policies is severcly
circurnscribed by the spillover in the form of higher imports and
lower exports. For another, exchange rate changes will have
immediate effects on domestic prices, Thus, for the smaller countries,
purchasing power parity relationships hold even in the short run;
domestic prices and exchange rates will adjust in a parallel fashion,
irrespective of whether the initial change originated in domestic
policies or in exchange rate adjustments,

The larger countries are less exposed to foreign trade, and hence
experience a smaller spillover in the form of exports and imports
following the application of expansionary policies, as well as smaller
changes in domestic prices following an exchange rate adjustment.
However, the greater freedom of action of the larger countries
should not be overstated. This is because, with the increased inter-
dependence of the national economies of the EEC countries, the
length of the period of adjustment is shortening and, in the absence
of barricrs to intra-area trade, the indirect effects of actions taken
by the larger countries reduce the effectiveness of these actions.

Thus, expansionary policies will have a limited impact on
domestic activity, even in the case of the larger countries. -And,
while a devaluation can be used to correct the resulting balance-of-
payments disequilibrium, this will further exacerbate the inflationary
repercussions of the expansion. At the end, real economic variables
may have been little affected while the country has set in motion
an inflationary spiral that is difficult to control.

For similar reasons, under free trade and capital mobility, over-
devaluation or the failure io revalue would not have lasting effects
on the level of domestic economic activity because of imported
inflation. At the same time, temporary benefits to one country
involve losses to its partners. Now, since any country can play the
game, it is in the interest of all member countries to agree on policy
coordination in oder to avoid temporary resource shifts and the
creation of inflationary. pressures that are not casily reversible.

In the context of medium-term programming over the last
decade ‘emphasis was given to agreeing on targets for economic
growth, unemployment, and inflation in the Common Market
countries without however providing for the coordination of policy
measures necessary to attain these objectives. Thus, target setting has
become an empty exercise as demonstrated by persistent deviations
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from the targets.* A more appropriate approach is to agree on targets
for policy measures. In this connection, the question arises what kind
of policies need to be coordinated. Extreme solutions derive from
“ monetarist” and “ fiscalist” approaches.

While criticizing the policy-coordination approach, the authors
of the All Saints’ Day Manifesto, published in the November 1, 1975
issue of the Economist, cffectively call for the coordination of
monetary policies by proposing that national governments adopt non-
inflationary monetary targets. This recommendation appears to be
based on the premise that one can rely on monetary policy alone
and that inflation could be eliminated forever at a relatively moderate
cost. By contrast, the new Cambridge School claims primacy for
fiscal policies and suggests that government budgetary deficits are
fully translated into balance-of-payments deficits” This presumes that
the private savings-and-investment balance is not affected by fiscal
policy and assigns a passive role to monetary policy. .

The All Saints’ Day Manifesto represents an extreme version of
monetarist views. Thus, while the claim that maintaining unemploy-
ment at its “ natural” level is compatible with any rate of inflation
originated with U.S. monetarists, they do recognize that adjustment
to a zero rate of inflation is a long process which would involve a
considerable economic cost.® Nor can it be assumed that adjustment
to a zero rate of inflation would proceed smoothly, without being
disturbed by internal or external shocks. Political developments in
France and ltaly and the drought in the summer of 1976 provide
examples of internal shocks. In turn, the oil crisis, the U.S, recession,
and the sudden increase of import demand for food on the part
of the communist parties have ariginated outside of the Community.
Such shocks, whether internal or external, interfere with the adjust-
ment process or disturb an equilibrium once establis_hcd. T_h'us,
rather than the postulated once-for-all adjustment to price stability,
policies would need to be adopted to deal with recurrent shocks. A

4 Cf. Bsra Batassa, “Planning and Progiamming in the Buropean Common Market ",
European Economic Review, October 1973.

5Cf eg R.J. Baw, T. Busns, and T.5.E, Lauvry, “The Role of Exchange Rate
Changes in Balance of Payments Adjustment — the United Kingdom Case”, Ecomomic
Journal, forthcoming,

6 Note (urther that the experience with hyperinflation cited by Parkin (Mromams
Papxmv, “ Monetary Union and Stabilization Policy in the European Community ", in this
Review, September 1976) Is Irrelevant in this context, since monetary reform follqwmg a
hyperinfation involved correcting the disruptions that hardly exists in the present situatioh.
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singleminded persistence in pursuing the objective of a zero rate of
inflation would, then, invelve a cost in the form of unemployment
and the underutilization of resources whenever a particular shock
has had inflationary repercussions.

At the same time, apart from their being subject to different inter-
nal shocks, external shocks will have different effects on the individual
member countries, depending on their economic structure, the
bargaining power of various economic agents, and the political
decision-making process. The balance of payments effects of the oil
crisis, for example, varied from country to country, depending on
their reliance on imported oil, and policy reactions to this shock
in the form of oil price adjustments and oil conservation measures
also varied.

Also, reliance on monetary policy alone would effectively mean
using a single instrument to pursue several, in part, conflicting
objectives, such as price stability and full employment. And the
monetarist approach assumes that a budgetary deficit will affect
economic activity to its full extent if financed through money ercation
and will have no effect at all if financed through borrowing in
financial markets.

By contrast, according to the new Cambridge school, a govern-
ment budgetary deficit will have identical effects on the savings-
investment process and on the balance of payments, irrespective of
the mode of financing. This approach attributes a passive behaviour
to private investors who are assumed to make their savings and invest-
ment decisions independently of the government deficit. Nor would
these decisions be affected by changes in economic variables the
budget deficit would engender. In assuming the irrelevance of govern-
ment borrowing for private investment and savings decisions, the
Cambridge approach neglects the possibility of “crowding out”
private investors. It also disregards the effects of changes in the
trade balance on the budget balance and fails to take account of mo-
netary variables. .

Nor can one assume that in the absence of money creation
changes in public and private spending will be fully offsetting as
presumed by the monetarist approach. At any rate, the monetarist
approach takes an essentially long-yun view, while for policy-making
the medium-run is relevant. In fact, in the presence of continuing
shocks, one cannot even speak of a long-run adjustment process, but
rather of a succession of medium-runs.
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Although empirical evidence is far from conclusive, it wgqld
appear that in the medium-run both monetary and fiscal policies
matter.” And while they are not necessarily equally suitable to pursue
particular objectives, monetary and fiscal policies are complementary
in their economic effects,

These considerations point to the need for the coordination of
monetary and fiscal policies in the European Common Market,
Coordination would take the form of agreeing on targets for the
relevant policy measures, such as the rate of monetary expansion,
the size of the deficit in the public sector, and the method of financing
this deficit. As suggested in the Marjolin report, there is also need
for coordinating the monetary measures used in carrying out particular
policies.®

Given differences in the economic structure of the individual
countries, however, it would be inappropriate to aim at identical
policy targets. Also, the targets should be determi{lcd in terms of a
range rather than a single figure. With the judicml‘ls choice of the
targets, then, the scope for conflict in the dctcrminaftmn of exchange
rates may be reduced and advances can be made in the process of
European economic integration,

Establishing and implementing targets for monetary and fiscal
policies should be made a precondition for lending by the European
Monetary Cooperation Fund and for mutual support by the EEC
member countries. At the same time, it would be desirable to increase
the relative importance of longterm credits. Long-term ecredits
would contribute to more rapid economic growth in the Common
Market by accelerating the structural transformation of the national
economies of the member countries; they are also necessary to
remedy structural imbalances in the Common Market countries that
may be intensified as a result of the coordination of monetary, fiscal
and exchange rate policies. While the increased application of struc-

7 In experimenting with several macro-models in a recent paper Modigiia_ni anld
Ando have found that in the United States ower a 2-3 year horizon ecohomic activity is
affected by monetary policy, accompanied by a neutral fiscal stance as well as by ﬁs?a_l
policy, combined with neutrality in the monetary field. In fact, the effects of ﬁsca[rpqlz.cy
appeared to be somewhat greater. Fravco Moproriant and Averr Anpo, “ Impacts o_f Flsce:]
Action on Aggregate Income: The Monetarist Controvetsy — The Theory and the Evidence ”,
1975, mimeo,

8 Rapport du Groupe de Reflexion “Union Feonomique et Monétaire 1980%, C“om-
mission des Communautés Furopdennes, 8 mars 1975, Cf. also Rowawn 1. McKmwon, “On
Securing 2 Common Monetary Policy in Europe ®, in this Review, March 1973.
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tural policy measures, in particular regional policy, becomes necessary
to offset the possible adverse effects of the coordination of monetary,
fiscal and exchange rate policies, financing structural transformation
from Community funds shou'd be made contingent on the coordina-
tion of these policics. In this way, a quid pro quo is created in the
application of measures that further economic integration in the
Community,

HI. Establishing a Parallel Gurrency, the Europa

Progress towards European integration would also require a
unified capital market on a scale that can finance European industry.
Such financing is especially necessary in the technologically sophisti-
cated industries, such as. aircraft, computer, and electronics, where
its absence has been one of the obstables to the development of
European transnational firms that could fully utilize economies of
scale and eﬂectivcly compete with their American counterparts,

Denominating capital market transactions in terms of a parallel
currency unit, the Europa, would serve the objective of establishing a
unified capital market that would have a breadth national capital
markets do not possess. It would thus permit achieving economies of
scale in financial transactions, leading to'a reduction in differences
between interest rates paid by borrowers and received by lenders, and
contribute to greater competition and efficiency in financial markets.
The Europa would also offer an alternative to the U.S. dollar whose
use in transactions among the Common Market countrics has been
objected on several grounds, Apart from the seignhorage accruing
to the issuer, the objections pertain to the use of the currency of a
non-member country accounting for only one-sixteenth of Common
Market trade in intra-EEC transactions; the impact of fluctuations
in its value vis-3-vis member country currencies on these transactions;
and the resulting effects of United States monetary policy on the
national economies of the member countries.

The Europa would further offer advantages in denominating
trade transactions among the Common Market countries as well as
with countries that have strong trade ties with the Community. The
increased use of the Europa in financial and in trade transactions, in
turn, would make it attractive for use as a unit of account by
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transnational corporations that carry out the bulk of their activities
in the Furopean area. . - .

The Furopa could be employed as a unit of account in capital
market transactions, in trade transactions, in the operations of trans-
national corporations, and in transactions‘betwec.:n n}embcr country
governments and with the Community without it .bcmg a means of
payment. Such an alternative would, howcfver, 1n\f01ve addltlol}al
transaction costs associated with conversion into nat%onal currencies
and it would not permit holding Working balaan-:s in terms of the
Europa, although this is desirable for carrying out 111tcr1}at1onal trade
denominated in Europas. Further advantages can bt.i derived therefore
if the Europa is used as a means of payments, Usmg the Eul:opa as
a means of payments would also be necessary for it becomm_g an
ntervention and reserve currency. The performance of these functions
would, in turn, require devising rules on .thc issuc 9f thf: Eurqpa,
with attention given to the need to maintain equilibrium in foreign
exchange markets. o

Initially, issuing the Europa as a parallel currency would 1nvq1ve
exchanging national currency reserves for EL]I'OB&S in a proportion
and according a timing to be agreed upon. This COlllld take place
in the framework of the European Monetary Cooperation Fund that
would thus assume certain central banking functions. At_the samne
time, increasing the resources of tl}e Fund Would.makc it possible
to perform the functions described in connection with exchange rate
adjustments. L .

The Europa would also eventually become a numéraire in which
exchange rates of member country currencics are defined, It would
finally provide the basis for the establlsl}glcnt of a common Eurqpean
currency if and when the necessary political and economic conditions
are fulfilled. _ . ‘

In short, the Europa would serve a variety of functions in the
private and in the public domain: (a) it would be used as a contrac-
tual unit of account, a means settlement, and a mec.hum for ‘holdmg
working balances in private intcmatiqnal transactions, capital and
current; (b) it would be used in transactions between member country
governments and the Community; (c) it would become a reserve
and an intervention currency; and (d) it would serve as a numératre
i fining national exchange rates.
® din or%er to approprialily fulfil these functions‘, the Europa
should conform to certain criteria: it should be attractive for current
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and capital transactions; its use should discourage speculation; and
it should be acceptable to national governments and to Common
Market institutions. These criteria will be employed in evaluating
alternative definitions below.

The authors of the All Saints’ Day Manifesto proposed “the
launching of a parallel European money of constant purchasing
power... that would circulate along with the existing national
currencies ”. While such a fully-indexed currency would be attractive
to lenders, it would be unattractive to borrowers. Also, it would be
unacceptable to national governments as they would run the risk of
wholesale shifts from national currencies to the Europa whenever
real interest rates on obligations denominated in national currencies
became negative. Negative real interest rates were often observed
in the past and may also recur in the future, especially in regard to
short-term securities the market for which is greatly affected by the
state of the business cycle and by monetary policy. In the event of
negative real interest rates on short-term securities denominated in
national currencies, large shifts out of these currencies could be
avoided only if the nominal interest tate on the Europa was negative,
which is hardly practicable. Nor do financial markets require
obligations to be fully or even partially indexed. In the United States
even the few bonds with variable interest rates issued during the
period of rapid inflation in 1g74-75 lost their attraction since and no
new issue has been foated. Also, maturities have been lcngthening
in the Euro-dollar market. Bonds exceeding a maturity of 10 years
were sold in early 1946 and it has been reported that a 15 year bond
is now feasible. At any rate, indexing and the introduction of
Europa are independent from each other and serve different objectives.
‘Thus, purely on the basis of Occam’s razor principle, one should not
burden the launching of the Europa with the extrancous requirement
of indexing that would also encounter practical difficulties in the
choice of the appropriate index number.

An alternative solution would be to link the Europa to the
strongest Community currency. Under one variant, the value of the
Europa would change parallel with the strongest currency ab ingtio
(ie. from the time of the Europa’s establishment). This alternative is
open to the objection that at any point of time the value of the Europa
would be determined by past changes in the values of national
currencies. Also, there would be a risk of speculation whenever a
national currency would be expected to appreciate vis-3-vis the
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strongest currency ab imitio, and henc_e the. Europa. Lflst b}lt not
least, this alternative would be idcnuﬁc.d in the public mind as
linking the Europa to the German mark, given the fact that. Germany
has had the lowest rate of inflation and it is likely to continue to do
so for some time to come.

Linking the Europa to the strongest cutrency pro tempore would
climinate the risk of speculation as the value of the Europa wopld
always rise in proportion with that of the currency (currencies)
which appreciate or appreciate the most at any particular point of
time. And the cumulative change in the value of the Furopa would
not equal that of any single member currency, .unless that currency
never depreciated compared to the others. This has not been the
case in the recent past and cannot be expected to occur in thc_ future,
In this connection, the experience of the last fex.v years is of interest.
If we take December 1971 as a basis and adjust the hypothetical
European parallel currency in quarterly ll'ltEI'VF:lIS in proportion W'lth
the appreciation of whichever currency appreciated the most during
that quarter, by August 1976 its value would have increased by
43.6 pet cent as compared to the SDR and 52.4 per cent as compared
to the U.S. dollar while the relevant figures are 22.0 and 29.3 per
cent for the German mark and o.2 and 6.2 per cent for the French
franc. 'The results were due to the fact that the French franc
appreciated vis-d-vis the German mark between Dece.mbcr 1971 ancé
the third quarter of 1972, between the first and third quarters od
1974, and again between the fourth. quarter of 1974 and. the secon.
quarter of 1975, and it depreciated in the remaining periods.

The continuation of these tendencies would make the valye of
the Europa to increase relative to all EEC cur.renci.cs and, most llkc:lyci
against any other. It has been suggested that in this respect we woul
return to a situation existing in earlier times when r.1at1on’al currencies
showed a tendcncy to deprcciatc over time vis-A-vis an international
or parallel currency. This international‘ currency was first gcild,
subsequently the pound sterling, and until recently the U.S. dollar.
There is an important difference, howcvcr,' between the- two casis.
While the earlier predominance of international currencies was tlg
result of the free play of market forces, the value of the Europa woul
have to be maintained artificially so as to avoid de.prcaatmn Vis-a-vis
the strongest currency. Such support would entail the Commun{te);
providing Europas to all comers in exchange for natllona'l currclr(liCIb ’
and bearing the burden of the exchange rate risk. Also, it wou
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is necessary for the functioning of capital markets.

Similar objections apply to introducing asymmetry in formula-
tions based on a basket of currencies and to linking the value of the
Europa to currencies that adopt narrower margins vis-d-vis each
other. In the first case, the value of the average currency basket
would increase when a participating currency appreciate but it would
not decrease when a participating currency depreciates. In turn,
under the second formulation, used today by the Kredictbank, that is
by the largest issuer of bonds denominated in terms of a composite
unit, would in practice mean linking the value of the Europa to the
snake currencies. '

This conclusion follows since, in defining depreciation and
appreciation in relative terms, asymmetrical adjustments in the value
of the currency basket would make it cquivalent to the strongest
currency pro tempore, since at any point of time the value of the
basket would change in the same proportion as the currency which
appreciates or appreciates the most. At the same time, any other
definition of depreciation and appreciation would introduce an
element of arbitrariness, In turn, as we have seen, the snake itself
presently consists of the German mark and the currencies of small
countries linked to it. Thus, albeit to a lesser extent, this alternative
is open to objections evoked in connection with the strongest currency
ab initio formula. _

Another alternative, put forward by Robert Triffin®, wou'd
involve defining the Europa as equivalent, at any point of time,
to whichever currency has remained the most stable in terms of a
weighted average of all member currencies. A similar formulation
underlic the European Payments Union unit of account and the
European unit of account originally used by the Kredietbank of
Luxembourg to denominate bond issue, both of which reflect Triffin’s
contribution. The choice of the stablest currency would appear to
avoid fluctuations in the value of the Europa resuiting from changes
in a single currency which is out of line with others. This is not
necessarily the case, however. With the depreciation of the British
pound and the Italian lira in the first half of 1976, for example, the
currencies of the countries participating in the .snake would have
. _

7 “The Community and the Disruption .of"thé World Monetary System”, in this

vaiew, March -1g75.
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provided the basis for determining the value of the Europa until the
floating of the French franc, when the latter became the “center of
gravity ” between the snake currencies on the one hand and the
depreciating pound and the lira on the other.

Thus, changes in the value of a sing'e currency may affect the
value of the Europa under this definition since, with the average
changing, there may be a shift from one currency to anotherl in
terms of stability vis-a-vis this average. The possibility of such shifts,
in turn, would create uncertainty in financial markets, At the same
time, the formula of the stablest currency may not be easily com-
prehensible to the public.

The simplest solution would seem to be to define the Eurqpa
as a weighted average of the currencies of the EEC mcm.ber countries.
This is the formula utilized by the official European UmF gf Account,
with weights assigned to the currencies of the individual EEG
countries on the basis of their gross national products and external
trade as of June 28, 1¢74. The weights have been change'd .subsc~
quently in accordance with the appreciation and the deprec1at%on of
the constituent currencies, resulting in an increase (decrease) in the
share of appreciating (depreciating) currencies in the currency basket.
The European Unit of Account offers advantages for trade transac
tions among the Common Market countries as it provides a pivot for
national currencies. But, with inflation rates differing among the
member countries, the dispersion of currency values around the EUA
is bound to increase. It has been suggested that this fact would
reduce the attractiveness of the European Unit of Account as a
store of value in favor of the stronger currencies and explains the
relative lack of success in capital markets of bond issues using tl}c
basket formula. Also, surplus countries may be reluctant to lend in
terms of a unit that has a tendency to depreciate in terms of their
own currencies, Finally, it is feared that there is a danger of
speculative flights from the Europa. ' -

It may be assumed, however, that differences in changes of
currency values over time would be offset by interest rate differentials.
Thus, interest rates on obligations denominated . in terms of tl_lc
Furopa would tend to be lower than on obligations denominated in
national currencies that tend to depreciate relative to the Europa agd
higher than for currencies that tend to appreciate. Furthcrmprc Whl..ﬂ
speculation may be possible for short-term funds denominated 151
Europas, this will hardly be the case for long-term funds. And,
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there is no reason to assume that the possibility of speculation would
increase due to the introduction of the Europa. At the same time,
emphasis should be given to the nced for the acceptance of the
Europa in the financial markets that can alone ensure its widespread
usc. This objective can be furthered by modifying legislation so as
to admit the holding of cbligations denominated in the Europa in
portfolios of banks and insurance companies.

Conclusicns

In this paper, proposals have been made for the adoption of a
three-pronged approach to lessening uncertainty in trade and pay-
ments and to strengthening the European integration process. The
proposals include establishing rules for exchange rate adjustments;
harmonizing national economic policies; and creating a parallel
currency, the Europa.

It has been suggested that countries establish a © target zone”
for their currencies agreed upon jointly at the Community level.
At the same time, countries should undertake obligations to refrain
from domestic policies and interventions in foreign exchange markets
that would accelerate movements bringing their currency values out-
side the zone, Agreements on target zones would be based on a thor-
ough review of the situation in the individual countries. Also, esta-
blishing and maintaining a target zone would be a condition for access
to financing from the Europcan Monetary Cooperation Fund and sup-
port from other member countries, while surplus countries would be
required to countribute their excess accumulation to the Fund.

Consultations would need to extend to the policy measures that
may be used in the event of balance-of-payments disequilibria and
to the ex ante coordination of monetaty and fiscal policies. In pastic-
ular, there is need to agree upon targets for the relevant policy mea-
sures, such as the rate of monetary expansion and the deficit in the
public budget.

At the same time, coordinating monetary, fiscal and exchange
rate policies may intensify structural imbalances within the Common
Market. In order to ensure the equitable distribution of the fruits of
economic progress, there is need for structural policies, in particular
regional policy, in order to ensure the desired convergence. This
would require the increased financing of structural transformation in
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the member countries, which, in turn, should be made dependent on
the coordination of monetary and fiscal policies.

Progress towards European integration would also require a
unified capital market on a scale that can assure financing European
industry, in particular in the technologically sophisticated sector. This
objective would be served by establishing a paralle] currency unit, the
Europa. This unit would also be used in trade and financial trans-
actions and would eventually provide a numéraire to define the target
zones for the exchange rates of the individual currencies.

After a review of various alternatives, it has been recommended
that the Europa be defined as a weighted average of the currencies
of the member countries on the basis of the formula utilized by the
official European Unit of Account, At the same time, in order to
increase the acceptabitity of the Europa by financial markets, hational
legislation should be modified to admit the holding of obligations
denominated in the Europa in the portfolios of banks and insurance
companies.
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