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FOR THE STUDY OF September 1, 1988
ECONOMIC AND MONETARY UNION .

The Werner Report Revisited

The Werner Report on the realisation by stages of economic and monetary
union was - drawn up 8gainst the background of the end of the transition
period lLeading to the completion of the customs union, and the definition
of the common agricultural policy. The Hanover Council has asked theat
renewed impetus should be given to the objective of economic and monetsry
union 4in the Light of the adoption of the Single Act and the fact that
completion of the internal market programme hags now reached a point where
it is dirreversible.

This discussion paper first outlines the main features of the Werner
Report, and its legislative follow-up. It then gives an assessment of the
Report itself and its implementation. Finally it discusses some major
deve lopments during the post-Report pericd.

I. Nain Features of the Report

The Werner Report gave a full definition of the final objective, which it
said should be achieved by stages. A detailed description of the measures
needed for the first stage was however not matched by an examination of the
process by which one stage would Llead to another and to the final
objective. The second stage was essentially to have been a reinforced first
‘stage. The Report also paid relatively Little attention to institutional
metters. '

1. The Final Cbjective

Economic and monetary union, the Report said, would make it possible to
wrealise an area in which goods and services, peocple and capital will
circulate freely and without competitive distortions, without thereby
giving rise to structural or regional diseguilibrium". Equilibrium within
this area would be achieved, as in an individual national economy, by the
mobility of factors of production and financial transfers by public and
private sectors. Hence only the balance of payments of the Community as a
whole would be of importance.

Monetary union would imply "the total and irreversible convertibility of
currencies, the elimination of margins of fluctuation in exchange rates,
the irrevocable fixing of parity rates and the complete tiberation of
movements of capital." :



-z-

The Report c¢onsidered that many elements of economic policy-making in this
unfon, would have to be centralised or transferred to the Community. "The
creation of Liquidity throughout the area and monetary and credit policy
will be centralised; monetary policy 1n relation to the outside world will
be within the jurisdiction of the Community; and policies as regards
capital markets would have to be unified." Also "the essential features of
the whole of the.public budgets, and 1in particular variations in their
volume, the size of balances and the methods of financing or utilizing
them, will be decided at the Community Level. Regional and structural
polLicies will no Llonger be exclusively within the jurisdiction of the
member countries; and a systematic and continuous consultation between the
social partners will be ensured at the Community level.®

The Report recognised that the above would require “the c¢reation or the
transformation of a certain number of Community organs to which powers
until then exercized by the national authorities. will have to be
transferred." It did not however give detailed consideration to the
institutional structure that would be necessary, but it considered that the
following two Community organs would be "indispensable to the control of
economic and monetary policy inside the union®.

(i) A Centre of decision for economic policy, which would 4n itself
exercise a decisive influence over Community economic policy, and
especially national budgetary policies. It would also have
responsibility for changes in the parity of the sole currency or
the {rrevocably Llinked currencies. The Centre would have to be
politically responsible to a European Parliament,

({4)A Community system for the central banks, which could bé based on
the structure of the federal Reserve System. It would conduct the
principal elements of internal monetary policy and be responaible

for intervention on the foreign exchange markets.

2. The First and Second Stages

The primary aim of the first and second stages was to reinforce the
co-ordination of ecomomic policies so as to make it possible to decide on
guidelines in common. The intention was that constraint on national policy
making should be applied progressively. This was to be achieved by & strong
interaction between decision-making at Community and national Llevels.
National decisions were to be made progressively in the Light of Community
guidelines; and as well as there being a system for prior consultations for
budgetary and monetary policy, performances would be clesely monitored. A
szstem‘of indicators would detect the emergence of potentially dangerous
situations.

The co-ordination of general economic policy-making was to be principally
the responsibility of the Council, which would fix medium=term objectives
and eannual programmes on the basis of a detailed procedure which was
designed to lLead to a permanent surveillance of the economic situation.

The Committee of Governors of the Central Banks was to play an increasingly
important role in both internal and external monetary policy-making. So as
to define the general guidelines of monetary and credit policy, the
Committee was to have prepared the regular Council meetings which the
Governors were to attend.
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The Governors would alsc manage the proposed system for Community exchange
rate relations, which would progressively lead to & narrowing of the
fluctuation bands.

"progress in the convergence of economic and monetary policies should be
such in the course of the second stage that Member States no longer have to
resort on an sutonomous basis to the {nstrument of parity adjustment."

The creation of a “European Fund for monetary co-operation" was necessary
in the second stage, but it could be part of the first stage. The Fund
would take over the short- and medium-term support mechanisms and would
progressively manage Community reserves. 1n the final stage it would have
been integrated into the system of Community central banks.

1I. Follow=up to the Report

1. The Werner Report considered that the first stage could last three years
and begin at the start of 1971, In March that year the Council adopted a
Decision on the strengthening of co-operation between Central Banks, and
a Resolution on the attainment of economic and monetary union by stages.
That Resolution accepted the definition of the final objective that had
been given in the Report, and the necessity for a broadly based package
of measures to strengthen the co-ordination of economic policy-making.

Over the following three years, other important measures were taken to
implement the first two stages:

= 1972: the "Snake"™ was created, and the Council Directive on
regulating international cepital flows and neutralising their
undesireable effects on domestic Liquidity was adopted.

= 1973: the European Monetary Co-operation Fund (EMCF) was set up.

- 1974: the Council Decision on the attainment of a high degree of
convergence of economic policies and the Directive on stability
growth and full employment were adopted.

2. However the legislative implemantation did not fully correspond to the
Lletter or the spirit of the Report.

First, policies other than monetary or budgetary ones were neglected :
the dnitial actions only concerned Limitating exchange rate
fluctuations, and the 1974 Convergence Decision concentrated largely on
the procedures for the coordination of budgetary policies

Second, interaction between the Community and the Member States over
policy-making was not really put into practice. The all important prior
consultation was absent, and there was no internal pressure on Members
to follow the quidelines given at the Community level. Procedures were
specified for ex-post monitoring and giving recommendations, but these
were rarely used.

Third, the Committee of Governors was not given extended powers to play
an increasingly important role 1in the co-ordination of monetary and
credit policy as had been called for in the Report. Procedures were not
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put in place, as had been recommended, for obligatory prior

consultations and to allow the Committee to Llay down the general
guidelines of monetary and credit policy for the Community. Moreover,
whereas the Report had said that monetary policies should be determinde
"having regard®™ for the guidelines for general economic policy, the 1971
Resolution said that monetary policy should be co-ordineted while
"observing” these guidelines. Furthermore the EMCF was put firmly under
the control of the Council, whereas the Report had said that it should
be under the control of Governors of the Central Banks.

I111. An Assessment

The Werner Report had concluded that economic and monetary unfon could be
achieved within a decade, provided that the political will to realise the
objective was present. However by the mid=1970s the momentum had been Lost
and the Werner Report was no longer a driving force in Community
developements. This can certainly be attributed tc the change in the

“international environment, but one may wonder {f it was not also due to

possible intrinsic weaknesses in the Report. Among these the following
could be of special relevance : 1insufficiant constraints on national
policies, institutional ambiguities, {nappropriste policy conception and
Lack of internal momentum.

1. Change in the international environment

The collapse of the Bretton Wooods system together wit the first oil price
shock altered significantly the ecomomic environment in which the Report
wags expected to be implemented. However, these unfereseen changes did not
pose unsurmountable problems of a technical nature. Adapstions of the
Report's technical features would have been possible and, indeed, were to
some extent attempted 1in the context of the "snake™. Rather, the
possibilities to coordinate economic policy were greatly undermined by
disagreements sbout the appropriate policy response to the oil shock, and
by expectations that more flexible exchange rates would enlarge the scope
for independent domestic economic management.

2. Insufficiant constraints on national policies

While the Report advocated obligatory prior consultation procedures -
initially involving exfisting Community bodies = the thrust for a process of
convergence and progressive integration rested basically on & voluntary
agreement on broad Community objectives which were to be achieved through
national polictes carried out in accordance with guidelines. These
guidelines had the character of recommendations and there was no provision
to ensure their observance. Such an approach could work only as long as
there was sufficently strong policy consensus and willingness to cooperate.
However once that consensus began to weaken more binding constraints on
national policy would have become necessary; 4in other words, the Report
Lacked safequards against (temporary) Lapses in policy consensus.



3. Institutional ambiguities

While the Report concentrated on the mechanics of how and when decisions
should be made, it left somewhat unclear who should make the decision and
how responsibilities were to be distributed. For {nstance, although the
Committee of Governors was supposed to be given extended powers, the scope
of these relative to those of the Counsil was left amb{guous,

4. Inappropriate policy conception

The procedures for policy co-ordination detailed in the Report assume a
very high Llevel of confidence in the ability of policy instruments to
affect policy goals in a known and predictable way. This over-optimistic
view of the efficacy of economic management gave rise to a rather
mechenistic end relatively rigid approach to policy co-ordination
Cespecially in the budgetary field) which left less room for discretionary
and flexible policy responses than was needed in the face of changing
economic circumstances.

5. A lack of internal momentum

The first stages were self-contained and lacked a dynamic element. They set
up a complete process rather than a framework within which there could be
growing pressures for policy co~ordination, This led both to a lack of
internal momentum within a given stage and insufficient impetus to move
from stage to stage towards the final objective. The report did not
envisage an interactive process in which the impementation of certain steps
would provoke market reactions that in turn necessitated further steps
towards economic and monetary union. Rather, the Report's method tended
more towards stressing the need for parallel progress,

IV. The Post-Werner Report Period

From the mid=1970's onwards developments in the economic environment, the
olicy consensus and the Communit increasing(y chenged the background
against which progress towards economic and monetary union c¢ould be
considered.

1. The Economic Environment

Two features can be singled out as of primary importance. First inflation.
The Werner report was written against the background of a relatively long
period of price stability. By contrast the subseguent decade saw the
average inflation rate in the Community rising well above 10 per cent. Over
the 1980's, the average inflation rate in the Community has again been
brought down to Levels not seen since the 1960's. The experiences with high
inflation and with the severity of the measures necessary to curb inflation
once it has permeated an ecoromic system have emphasised the need for
monetary arrangements that promote and ensure stability.

Second, international monetary arrangements have also moved through &
complete cycle. The Werner Report was written as the dollar-denominated
Bretton Woods System was collapsing. There then followed a perfod of
floating exchange rate in which policy co-ordination was at 8 minimum. More
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recently there has been an evolution towards a more managed and mult{=polar
system. Policy co-ordination has been strengthened through multi-tateral
surveillance procedures, and currency arrangements have been developed.

2. Policy Consensus

Towards the end of the 1960's there was a remarkable consensus on policy
making. The evidence geemed to strongly support the effectiveness of
medium=term plans and fine-tuning. In the 1970's experiences with
gtag-flation destroyed this consensus. Now 8 new consensus has developed in
which attention has shifted towards medium-term tinancial stability, the
supply=side of the economy and structural policies. Part of the legacy of
the earlier consensus 1s however large budget deficits and a high level of
government debt. When the Werner Report wes drafted, budgets in the
Community were in approximate balance. Deficits subsequently peaked at over
5 per cent of GDP and are still above & per cent. Government debt at the
beginning of the 1970's averaged under 40X of GDP, whereas it now averages
over 70X.

3. The Community

a. §1gp1f1cant non-monetary developments

Although the Community entered a difficult phase as it absorbed new
Members within an unchanged framework and against a hostile economic
environment, there were also important developments. Amongst these, as well
as enlargement {tself, should be included: :

- 4n 1974 the European Council was born to supersede the earlier summit
‘meetings held -at irregular intervals and has became the driving force of
the subsequent development of the Comnunity;

- in 1975 the first European Regional Development Fund was set up and
represented a starting point of a growing redistribution role of the
Community budget; _

- 4n 1977 the sixth VAT Directive which established & uniform basis for
collection was adopted, thus making a major step in the process of fiscal
harmonisation;

- 4n 1979 the first direct elections to the European Parliament were held,
and broadened the democratic basis of the European construction,

b. Monetary developements

The European Monetary System was created in 1979, with the primary
objective of establishing & zone of monetary stability, involving both Llow
inflation and stable exchange rates. The exchange rate constraint has acted
as a focal point for improved policy co=ordination, and the EMS has
provided a framework to enhance multilateral surveillance within the
Community. Participants have gradually opted for a strong currency policy
stance, $0 putting most emphasis on domestic adjustment measures. The
System has evolved in response to changes in the economic and financial
environment, especially improved convergence and $ncreased capital
mobility, Most recently the Basle/Nyborg agreement of September 1987 made
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some important modifications to the mechanisms of the system which result
in a more balsnced implementation of the exchange rate commitment by all
participants. The procedures for surveillance were also strengthened.

The use of the ECU within the System has peen limited. In contrast, the
non=official use of the ECU has developed considerably. The financial
gector treats the ECU in the same way as any national currency, and all the
normal instruments are available in ECU, which has secured a significant
place on the world bond markets. More recently the non-financial use has
also been increasing.

c. New community impetus in the 1980's

The internal market. In 1985 the programme for completing the internal
market was proposed by the Commission and adopted by the European Council.
It entails, as stready stated in the Werner Report, the achievement of full
freedom of circulation of goods and services people and capital by 1992,
with the important specification of the removal fo sll physical, technical
and fiscal frontiers. '

In November 1987 propossle for the creation of a Eurcpean financial area,
including the full liberalisation of capital movement, were tabled., These
were adopted by the ECO/FIN Council of June 1988 and will be implemented by
most Members States by 1990.° The early implemantation of full capital
mobility will entail further developments in other areas. For example, 88
it will incresse the potential for exchange rate instability, it will be
necessary to further reinforce the EMS. Also, as the Werner Report
recognised, meassures will have to be taken so that differences between tax
regimes, especially for interest payments on fixed income securities, do
not Lead to distortions or incressed fiscal evasion.

The Single European Act {8 the first significant modification to the Treaty
of Rome. Tts ensciment was possible because the internal market programme
Ladd out in the White Paper of 1988 had given a new and concrete objective
to the Community, together with a more steamlined method based on mutual
recognition rather than full harmonisation and a fixed time-table. The
Single European Act makes changes that are vital to ensuring that the
internal market programme ¢an be completed within the specitied time scale.
In particular it greatly expands the scope of majority voting, and gives an
improved institutional balance within the Community with a strengthened
role for the Parliament. The Single Act deals not only with the internal
market but also sets objectives and provides for actions in the following
related areas : social policy, economic and social cohesion, research and
technological development and the menetary capacity of the Community

Accompaning policies. The Brussels European Council of February 1988 agreed
on 8 package of measures which, as well as putting the Community budget of
a solid basis end reinforcing the reforms of the common agricultural
policy, will Leed to a doubling in real terms of the Structural funds. By
1992 Portugal, Greece and Ireland will be receiving inflows of grants and
loans from the Community amounting to between 3.1/2 and 6.1/2% of their GDP
(and hence 15% to 30% of their gross investments). The transfers to Spain
and Italy could amount to something in the order of 1X of GDP.



V. Conclusions

The Link between the free movement of goods, services and capital and the
need to create an economic and monetary union was the point of departure of
the Werner Report; and the mandate from the Hanover Council alsc comes at a
time when significant progress is being made towards completing the
internal market. The two processes are self=-reinforcing, and the full
potential of the Llarge internal market will only be realised with
satisfactory monetary arrangements.

Since the Werner Report was written many of its recommendations have been
implemented and there have been significant developments going beyond those
that the Report considered to be necessary for the first steps towards
economic and monetary union. That ultimate goal however still remains
unachieved. This is partly because of unfavourable external circumstances,
but also because of intrinsi¢ wesknesses in the approach and an inadequate
implementation. A better understanding of these can only increase the
chances of future success.

Paris, 1 September 1988



