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1. Introduction

The process of monetary unification introduced with the
Maastricht Treaty poses one of the biggest problems the countries of
the European Union have to tackle. It is in fact the main problem, if
only for the risks of disintegration it entails. Tt is also a two-fold
problem since it involves both the decision each country must come
to on participation in the process and the decisions Europe must
make on the remaining stages of the process and on relations between
the first countries to enter monetary union and the others. Whereas
the former problem concerns the individual countries and the sol-
utions are to be sought in terms of their patticular interests, the latter
tegards the signatory countties of the Maastricht Treaty as a whole
and the solution must be sought in terms of the general interests of
Europe. In this paper I shall not dwell on the former problem: as I
see it, the advantages of Furopean unification (including monetary
unification) are such as to make it worthwhile for each couniry to
adopt the policies that can gain them admission, Ilere I intend o
examine the salient aspects of the latter problem, and in particular:
whether the process of macroeconomic convergence launched with
the Maastricht Treaty can effectively lead monetary unification,
whether the process needs revising and if so how, and in particular,
whether the European Monetary System of exchange actually favours
convergence of, on the other hand, tends to work in the direction of
divergence.
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2. The reasons for monetary unification

Before examining these points, however, it is worth considering
why, from a strictly economic point of view, a single currency brings
more advantages than the other possible alternatives. Let us take
three possibilities: a system of national cusrencies, with flexible
exchange rates; the same system with the addition of a European
cutrency (ie. issued by a Community institution), also exchanged on a
flexible basis; a totally liberalized monetary system in which
curtencies fssued by private institutions can also play their part in 2
competitive market. As compared with a single currency, the big
problem raised by the fizst of these is the very fact that uncertainty
reigns in the exchange rates. Apart from the greater risk for economic
agents, which frustrate investment and growth, we must also remem-
ber that cutrent exchange variations and expectations do not always
(hardly ever, we might say) reflect the fundamentals of economies but
they do affect production and investment, thus entailing a loss in
efficiency. Moreover, with a European central bank in operation
there can be no question of curbs - explicit ot otherwise — on capital
flows within Europe, and real factors (plus fiscal factors, if fiscal
systems are not duly harmonized between the EU countries) must
eventually hold sway. Finally, the European central bank also reduces
the probability of adventurous monetary policies, better protected as

it is against the interests of government policies tending towards
excessive public spending.

On the other hand, one advantage of having many national
currencies and institutions issuing them is that each can adopt the
best monetary policy at the right moment to deal with the conjunc-
ture the country is going through. However, econommic theoty today
no longer atiributes monetary policy the task of real adjustment but,
above all, that of controlling the general level of prices, thus checking
inflation. Such control can best be exercised when policy regarding
the institute of issue has real credibility, which should weigh the
balance further in the direction of a single curtency.

The introduction of a European cutrency alongside the national
curtencies would be something like a return to the monetary system
of the late Middle Ages when, alongside local coin subject to the ups
and downs of inflation, resort was made to a coin with fixed gold
content (florin, sequin, etc.) for international trade and pasticulatly
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3, Convergence towards a single currency

The Maastricht Treaty provides for a gradual approach to the

introduction of a single cutrency and lays down cettain conditions for
participation which require justification, The process includes the
convergence of certain macroeconomic aggregates related in one way
or another to the task the monetary authorities have of curbing
inflation, though not all of them depend upon the decisions of the
central banks. The requisites for convergence range from the rate of
inflation (which must not exceed that of the three countries with the
lowest inflation rates by more than 1.5%), the annual fiscal deficit
(which must not exceed 3% of the gross domestic product) and the
public debt (which must not exceed 60% of the gross domestic
product), the intetest rates on long-term government secutities (which
must not exceed those of the three countries with the lowest inflation
rates by more than 2%), and participation in the European Monetaty
System (implying a regime of quasi-fixed exchange rates) without any
devaluation in the past two years. Apatt from this last condition
{(which we examine in detail below), these requisites are in fact
desirable ends in themselves for a smooth running economy, although
not dictated by the essential conditions for monetary union (or at
least not directly). The cases of monetary union history can show us
(the most recent example being between West and East Getmany)
occurred without these or any other such conditions for convetrgence
playing a vital role. There are no economic reasons why it should be
necessaty or desirable for these or any other macroeconomic indexes
to converge for monetary union. It might indeed require no more
than the progressive harmonization of monctary and credit
institutions and monetary policies to ease transition from national
currencies to the single European currency, and from monetaty
government by the national central banks to that of the European
Monetary Institute.

An important tule to bear in mind here regards the problem of
confusing behaviour and objectives, which can give rise to coun-
terproductive effects. For example, we might compare the conver-
gence requisite, which puts a ceiling to the rate of inflation, with the
alternative requisite — not included in the Maastricht Treaty - which
would mean a ceiling to the growth of the quantity of money (the
quantity being assessed on the basis of one of the many defini-

European Monetary Union and Exchange Discipline 103

tions i i isi
behaviout ofthe cenra b i <o, oy on sy upon th
behavlour of country. On the other hand, th
pate ]i ;?fi?st;oré ci?ends:dnot only upon the behaviour of the cer’ltra?
i e 50 ursa Wfl e range of' f.actors including the credibility
o an ohe o e of time by'pol.lclﬁ?s to course inflation, trends in
o achange It uj,'tvarlatlons in indirect taxation, etc. Thus the
inf atlon rate thg tsldez Means that Fhe behaviour of the monetary
pushorities In the 2 lltlo}?ally less tigorous countries (like Ttaly) be
move restticiive | an in t‘ e more rigorous countries (like Germany)
volatile intgrest rztgzeﬁ?tlrllzkssa;fegt{i)gg Olfflf' e s, mote
. e, this increased ri :
;Zaﬁnﬁirnzlt)ﬁly ](:)Ilct? monetary union was achieved, whelg:totfe “IIE?E)d
charactetizing ihen(s;(l)ggza‘rftoiit;ﬁ lindl I?Fge fkeB i
e o ank (i.c. the Bundesbank). On
dea;)l;hf;roiallci,c 15;1 ((::elhng to the quantity of money would show )quite
Sy o <o d'ffountr? was .ada?tn.lg to the European Monetary
chergence of other, temporiny etors: shar v o, Losbl
pmer g orary factors), they would not denote en-
mod:f:l or depleted credibility for the creation of the Eutopean
- é’: npzlllrgc fit;:issﬁd 1nhthe relevant literature! is that the rate of
e 0% foc ange are motre rea’dﬂy assessed than growth
indicators. Hogvever, Elziy;rzhzitr:greseﬂn% qualit'atively ol
rigour of monetary behaviour over theusslfort éer“r;e ;W Iljh oy oo
to a host of other factors.  subfect as they are
ducef’; il:;laytg;er;;ore say that the requis.,ites for convergence intro-
{uced with the ia.a-strlcht Treaty are justified not so much on
e n po 1t1Cil]1 grounds, They represent an expedient to
bostpone decisia 11(1: hon w et‘her or Dot to bring about monetary union
and between Germcougltrleis. They derive from reluctance (above all
o the case of Ger any) to lose monetary sovereignty, and from the
sensation (VTH‘mnI:tf:tar}i1 union is less advantageous, if not actually
Sensati();] o Gerr z;nzr_ t ;ln to the other countries of Europe. The
sensat] 10 rational grounds, based as it is on a backward
g compatison of the sort: monetary union will lead to a tate of

H

! The liter:
ature on the EMS and monetary union is indeed vast and various: I

confine referen :
(1955 ce here to Gros and Thygesen (1992) and Arcelli and Di Giorgio




104 A, Montesano
i tries in-
i i n between the various coun i
inflation representing the mea s
lvtz)fll:ed wit]zl]) lesser advantages if not actu.al harnzt1 fnf:n: Wizieﬁ; ies
with t;raditionally limited rates. What is called for, - r(;bably
forward-looking approach: failure to achieve the uniqnhw nl:i robab ¥
ive Germany monetary leadership in Europe, butl\vvltk fcor‘wrd able
Economic costs, and the German economy could }c:o (f) ward 15 2
growth rate somewhat lower on average th.am }: at gsequence e
| re-eminence is the co
ropean countries. Monetary p : nce ! o
Ecli)ncl)mic success, not the cause of it, and 1mp11e; oafervaluat;:np:rity)
i W .
i as against purchasing po
rency in the exchange rates (. asing ).
’Cflﬂ:us sgmulus may be forthcoming for production in tl(;e :;1%; ynes
financial services but not in the rest of the economy‘aﬁl tilose Ofythe
pointéd out, the interests of finance tend to clash wit

economy as a whole,

4. The vulnerability of the European Monetary System
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The cause behind the failure of the EMS is of general nature and
involves the fixed-rate system itself once the burden of defending
patity falls on the central bank of the cutrency the market pushes
down,

The fixed exchange rate system yields to market speculation
when two conditions obtain, that is when the defences of the cen-
tral banks prove insufficient and the expectations are that the de-
preciation of the cutrency coming under the fire of speculation will
persist once inroads arc made. The former condition has always
obtained in recent times in view both of the massive capital resources
speculation can mobilize and of the fact that the burden of defence
weighs most heavily on the central bank of the currency sold by
speculators; on the other hand, it would not obtain if the central bank
of the currency purchased intervened without any limitations. Such
action is provided for in the European agreements and was attempted
in the 1992 and 1993 crises, but not on a sufficiently large scale to
counter spectlation, Reluctance to launch a truly massive operation is
not unteasonable given the need to keep control of the quantity of
money. The point is, if we are ready for unlimited intervention,
issuing currency when speculation demands it, then we should be all
the more ready to enter into the process of monetary union withoui
further delay. The second condition occuts — but to a limited extent —
automatically as each new level reached in the exchange rate sets
mechanisms in motion which tend to confirm it (suffice it to consider,
for example, the influence exerted by the higher price not only of
imported commoditics but also of goods produced at home and
marketable abroad, subsequent to depreciation). On the other hand,
it occuts to a much greater — indeed decisive -- extent when the
official exchange rate is no longer justified by the fundamentals, as for
example when an inflation gap has emerged (as in Italy in 1992, when
the official parity failed to reflect the inflation gap of the previous
years and the lira was widely held to be overvalued). When the latter
condition obtains, speculators anticipate the possibility of repur-
chasing what was previously sold without restoring the price to its
otiginal value, and thus of making gains, Naturally, they face a risk,

but with fixed exchange rates it is limited to the relatively minor cost
of maintaining their position uncovered (transactions costs and costs
due to the interest rate differential), there being no real exchange
risk. Thus a speculative assault will be successful if the volume of sales
of the currency to be depreciated surmounts the defensive limits of
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policies of governments and the central banks, and among them we
must include speculation itself. Even the exchange rate between the
French franc and Deutsche Mark has succumbed to the assault of
speculation despite France’s rigorous monetary and financial policy,
and might well do so again in the future if the EMS were to be
restored with a narrow fluctuation band.

These points would apply not only in the case of a relaunched
EMS but above all in the situation emerging from subsequent stages
in the process of European monetary unification. First, in 1999 as
planned or shortly after, there would be the single currency for
countties wishing to join and qualified to do so according to the terms
of the Maastricht Treaty, or whose shortcomings might be judged
negligible. For those countries not admitted requisites would be
presctibed for convergence, and these would have to be satisfied for
subsequent admission. Among the requisites laid down by the
Maastricht Treaty is respect of the EMS fluctuation margins for at
least two years. Although the EMS should of course cease to exist
once monetary union was achieved, this requisite would mean that
quasi-fixed exchange rates would have to be maintained for countries
awaiting admission. At the same time, if the burden of defending the
exchange rate were to fall entirely on the country’s central bank
without due support from the European central bank, then the game
of speculation would arise once again and it might prove impossible
to preserve patity, even in conditions in which the exchange rate
remained stable if there were no commitment to intervene. Para-
doxically, stable exchange rates could be achieved in a system of
flexible rates more easily than with a fixed-rate regime.

The adamant exclusion of countries wishing to join monetary
union and prepared to apply due tigour to their monetary and fiscal
policy would be in the interests neither of Furope nor of the
countries alteady admitted to the union, and not only in terms of
political balance (what role would France have if Germany were the
only other big country in the monetary union?). In fact, the advan-
tages of monetary union are multilateral, while exchange rates domi-
nated by uncertainty mean problems for all operators, and not only
those in countties outside the monetary union,

Finally, maintaining a number of currencies in a fixed exchange
system runs counter to the Furope-oriented principles of the market
themselves. If it is deemed necessary to tetain a number of cutrencies,

then it must also be accepted that their exchange rates be determined
by the market.
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5. Counclusions

Three conclusions emerge from the points set out above:

4) While there is much to be said for both programmes to
bring about monetary union and fight inflation, there are no compel-
ling economic teasons why the second should precede the first, as is
required by the process of convergence launched with the Maastricht
Treaty. Indeed, in anticipation of monetary union the anti-inflation
approach could more casily be applied and would thus also have
greater credibility. -

b} The EMS is vulnerable because it is essentially @ system of
fixed exchange rates maintained with the action of central banks of
the countries whose currencies are pushed towards depteciation. 1f
the system were to be prolonged for countries awaiting admission to
the single European currency it could all too easily become a mechan-
ism for exclusion, even though these countries applied all due rigou.

¢) Tt would be more to the point if the programme to fight
inflation were to set direct restraints on monetaty and fiscal behaviour
with less stress on variables like the rate of inflation which, while also
conditioned by such behaviour, are subject to other factors and can
give misleading indications of behaviour, especially in the short term.
Moreover, with the present emphasis it is obviously difficult to adopt
2 mote rigotous fiscal policy by raising indirect taxation, which also
raises prices. Tt might well prove useful to go more fully into the
question of inter-Turopean fiscal cootrdination, launching a pro-

grame to curb public spending rather than concentrating solely on
the deficit.
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