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Have we come closer to economic and monetary union? This is
the question which the organizers have asked me to discuss
in the 1light of the Report of the Committee for the Study
of Economic and Monetary Union, the so-called Delors Com-
mittee, which was discussed at the European Council Meeting
in Madrid in late June, 1989. I take up this challenge with
pleasure, particularly because the debate on the Delors
Report and its implication for the kind of European Commu-
nity we want to have has been more profound and critical in
Britain than in ény other EC member state. Since many
British observers - and not only those who are critical of
Europeén integration - have labelled the approach of the
Delors Report as "flawed", or even "badly flawed", it may
be appropriate to devote the first half of my talk to a
survey of what the Report actually contains and in what
sense it is controversial.

The European Council, which met in Hanhover at the end
of June, 1988, adopted as part of its conclusions the
following paragraphs:

"The European Council recalls that, in adopting the
Single Act, the member states confirmed the objective of
progressive realization of economic and monetary union.

They have therefore decided to examine at the European
Council Meeting in Madrid in June, 1989 the means of achie-
ving this union.

To this end they decided to entrust to a committee the
task of studying and proposing concrete stages 1leading

towards this union."

It is interesting to note that whereas the heading of
this section is "monetary union", the text speaks of both
economic and monetary union. This enlargement of the agenda
was adopted at the insistence of the British Prime Minis-
ter, and it should cause no surprise therefore in this
country that the Delors Report does, indeed; deal with more
than monetary union.

In fulfilling its mandate the Delors Committee, con-
sisting of twelve central bank governors, two members of

the European Commission and three independent experts, of



which I had the honour to be one, "essentially did two
things: (1) it outlined what the ultimate stage of economic
and monetary union would look 1like, and (2) it sketched
three stages through which EC member states could approach
this union. I skip in my presentation reference to the
first chapter of the Report, which is largely historical
and brings little new analysis.

An important aspect of the Report is that it does not
pretend to give a proper cost benefit analysis of economic
and monetary union. The Report chose‘the logical, but argu-
ably cowardly, route to take this objective as given by the
terms of its own mandate. The discussion in the Report is
therefore an effort to clarify how such a union may func-
tion and what its monetary, economic and institutional pre-
requisites and implications are. The Report is similarly
cautious - in not taking an explicit stance on whether a
union is necessary to assure the completion of the single
market.

As regards the monetary dimensions of a union the

Report follows closely on the lines of its predecessor, the:

so-called Werner Report of 1970. According to this report

the monetary union is basically characterized by two ele-

ments: (1) completely free capital movements and a high

degree of financial integration, and (2) elimination of
margihs of fluctuations and irrevocable fixity of exchange
rates. | SR

The Delors repqrt is able to note that with respect to
the first of these't@o points steps have already been taken
to assure a high degree of fulfillment. The Council of Mi-
nisters has adopted, in June 1988, a decision containing a
precise timetable for the removal of remaining controls of
capital movement in those countries that still practise
them. According to this timetable France and Italy will
lift restrictions on short-term flows on July 1st, 1990,
while Spain, Ireland, Greece and Portugal will do so by the
end of 1992. Belgium will by the same date cease to operate
a two-tier exchange market which is based on capital con-
trols. While Portugal and Greece may request and obtain a
further delay in the 1992 deadline set for them, there is

no reason to continue to raise doubts that France and Italy
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will proceed as planned by the mniddle of next year. _

The United Kingdom was with some justification criti-
cal of the early EMS experience, which was clearly sustai-
ned with the help of significant capital controls in
several member states. However, the fact that the UK was
well ahead of several continental countries in adopting a
liberal attitude to capital flows already in 1979, there is
no reason fo' overdramatize the steps that remain to be
taken. France and Italy have already very substantially 1i-
beralized portfolio movements and trade credits have been
free of restrictions for several years. The generally posi-
tive experience with gradual liberalizations in the past
few years has made it a virtual certainty both that the
final steps will be taken and that they will not in them-
selves lead to any major tensions.

The irrevocable fixing of exchange rates is clearly
some way off, particularly among all the twelve currencies
of the EC. Even for the present eight currencies, which
have participated in the EMS for a decade, the absence of
realignments since January, 1987 has not led to any assump-
tions that no realignments will be required fof an indefi-
nite future. Assuring that parities can be irrevocably
fixed is, therefore, the remaining challenge to them as
well.

'In the Werner and Delors definitions of monetary
union it is not assumed that there will necessarily be a
common currency. The Report only says that such a step
would be a natural and desirable extension of the monetary
union, since it would demonstrate that the locking of pari-
ties is, indeed, irreversible. A single currency has advan-
tages additional to those that follow from the locking of
parities: lower transaction costs, as the need to exchange
money disappears, and very close substitutability between
financial assets within the area. There would also be an
external gain as the union would become less vulnerable to
shocks from the rest of the world and more credible as an
actor in the international monetary system. It is, indeed,
difficult to believe that the monetary union could acquire
a true common identity in the eyes of the outSide_world

without a single currency. In this light the Report says



"that national currencies should be replaced by a common
currency as soon as possible after the locking of parities.

Whether this final step is taken or not, the locking
of parities and full freedom of capital movements does
imply that only one monetary policy is feasible. The defi-
nitidn adopted is, therefore, sufficient to justify the
high degree of centralization of monetary authority in a
European institution, which is sUbsequently proposed.

As regards the economic dimension of the union the

Report outlines four basic components:

(1) a single market within which persons, goods, ser-
vices and capital can move freely:;

(2) competition policy and other measures aimed at
strengthening market mechanisms;

(3) common policies aimed at strutural change in re-
gional development; and

(4) macroeconomic policy coordination including bind-
ing rules for budgetary policies.

The first three of these components are already wella
on their way to realization. Although there are significant
delays in the timetable, a large number of decisions have
been taken to implement the single market wunder the 1992
programme. Already in February, 1988 a doubling of the EC
structural funds up to 1993 was adopted; under this pro-
" gramme transfers to the weak peripheral economies (Greece,
Ireland and Portugal) will reaCh the size of 4-5 per cent
~of their . respective annual gross national products. The
Report is careful not to say that this level of transfers
will be insufficient to sustain also economic and monetary
union, but that obviously is a question which has to be
watched. Finally, competition policy has been strengthened
considerably in recent years, and Community bodies have as-
serted some degree of authority over state aid to indu-
stry.

The main remaining challenge to realize the economic
dimension of a union relative to what already exists or has
been decided is closer coordination of macroeconomic
policy. The Delors Report has caused considerable contro-

versy by its emphasis on the demands for coordination of




budgetary policies. Neither in the theoretical 1literature
on economic and monetary integration nor in past practical
discussions in the Community has this element played quite
the role that it is given in the Delors Report. There are
‘three reasons for this emphasis: '

The first and most obvious is that the European Commu-
nity as far ahead as one can see will be fundamentally dif-
ferent from large federal states. The EC budget is present-
ly a 1itt1é more than 1 per cent of the collective GNP of
member states, and there is no prospect that this share
will rise significantly in the next one or two decades. The
EC does have a somewhat larger influence on budgetary poli-
cies in member states than this figure suggests: some ex-
penditures over the EC budget require matching grants in
the receiving countries, and several sources of government
revenue are increasingly subject to pressures for harmoni-
zation. The latter feature may, however, 1in the shorter
term cause wider divergence between the macroeconomic
effects of fiscal policies, as reductions in indirect or

direct taxes cause budget deficits to rise in countries:

that have been at the top of the list in terms of tax pres-
sure. The inescapable conclusion is therefore that in order
to have significant macroeconomic effects one has to go
through the national budgets. Only by giving community
bodies some possibility of checking the aggregate of budget
deficits can the Community assert its ability to influence
the total policy mix of monetary and fiscal policy. Europe-
an spokesmen have been critical for a long time of the
failure of the United States to achieve a proper policy
mix. It would not be logical to deny that by emphasizing
solely monetary integration there would be a risk of even
more important. imbalances in the policy mix in the future
European Community.

A second argument is that large budget deficits and/or
debt to income ratios in some countries may constitute a
threat for fixed exchange rates within the area. It could
become both economically and politically unacceptable that
individual member states use up a large and growing share
of total savings within the Community. That could raise the

average level of interst rates, crowding out private in-
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vestment and/or having undesirable effects on the wunion’s
exchange rate vis-a-vis other major currency areas. This is
obviously an argument for some collective authority over
individual countries’® deficits.

The third argument is that, as a complement to a
common monetary policy direct, borrowing in the central
bank to cover public sector deficits should be excluded,
and that financing of such deficits through capital imports
from the rest of the world should be limited. This argument
is primarily a monetary rule in disguise, since norms for
the total growth of money and credit in the area should, in
principle, be sufficient to take care of the monetary imp-
lications of budgetary policy.

There was extensive disucssions in the Delors Commit-
tee whether it was necessary to go as far as stated in bud-
getary coordination. A counterargument to this line was
that a common monetary policy supplemented by the discipli-
ning effect on deficit countries of facing rising interest.
costs on the Europeran capital markets as they went into
debt would be sufficient through exert discipline within,
the union. The experience from large federal states and
from sovereign debt in the international capital market do
not indicate that this form of market discipline is effici-
ent to influence the borrowing by regions or single coun-
tries. Rising deficits lead only slowly to a rising risk
premium in the capital market as for example the small dif-
ferentials between borrowing costs for individual American
or Canadian states show. When financial markets finally
react to large deficits or indebtedness it may on the other
hand happen with a brutality that for some time cuts borro-
wers off completely from the market. Financial market dis-
cipline may, therefore, be either too slow or, suddenly,
too brutal.

Could the disciplining effect of the markets be rein-
forced if the EC authorities stated clearly from the outset
of the wunion, that they were not going to bail out, or
provide an umbrella for, individual member states? There is
really no way of knowing, but those who argue against any
explicit rules for budgetary coordination should recall
that there is much more of it in the existing federal



states than meets the eye. There is also the risk, evident
in statements by many policy makers in deficit countries,
that one important purpose they have in seeking a monetary
union 1is to assure more automatic mechanisms of financing
external deficits. While such financing may be made through
private borrowing, it seems to me unlikely that a monetary
union would be fully sustainable without a minimum of
fiscal rules for the Community as a whole.

As regards the institutional framework for economic
and monetary union the Delors Report proposes the gradual
construction of a federal European System of Central Banks
(ESCB) composed of a central institution and the participa-
ting central banks. In the final stage that system - the
ESCB - will be solely responsible for the design and execu-
tion of monetary policy and for the management of ex-
change-rate policy vis-a-vis third currencies. The Report
is .at its most precise in describing the mandate, instru-
ments, structure and status of the ESCB, though the Commit-
tee did not go as far as a originally suggested by the

German foreign minister, viz. to prepare draft statutes for,

the ESCB. This task is clearly so political that it has to
be postponed to an intergovernmental conference. I note in
passing that the European Parliament through a Committee
report, submitted by Herr Otmar Franz in March, 1989, has
taken up this challenge in preparing precise statutes and
that the Spinelli Foundation has recently published an ela-
borate set of proposals for Treaty changes and statutes for
the ESCB.

Most noteworthy in the provisions for the ESCB is the
emphasis on price stability as an objective. The
formulation chosen: ‘

"-The System would be committed to the objective price
stability;

-subject to the foregoing the system should
support the general economic policy set at the Commu-

nity level by the competent bodies",

is close to that in the Bundesbank Act. It marks a return
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to the classical central banking function to improve the
predictability and stability of the future level of prices.
Though it is 'also said subsequently that the ESCB is
charged with the maintenance of a properly functioning pay-
ments system and with the coordination of banking supervi-
sion policies - tasks which may occasionally bring it into
conflict with its prime objective of assuring a stable
trend in prices - does not remove the impression that the
Report has giVen remarkable emphasis to price stability.
The reason for this is obviously that in order to assure a
maximum of continuity with the more successful features of
the present EMS it was found nécessary to give this mandate
a bias in favour of stability.

A federal system is proposed, because that corresponds
best to the diversity in European Communities. The gover-
ning bodies will be the Council, composed of the governors
of participating central banks and some members nominated
by the European Council. There is no hint as to how voting
will take place, and how the votes of national and European
nominated members of the Council will be weighted. The
latter category will constitute the Board, which is charged
wit following monetary developments and executing the'de—
cisions of the Council in close cooperation with the natio-
nal central banks, through which a number of interventions
and open market operations will continue to be . made.

The ESCB Council is to be independent of instructions
from national governments or Ccommunity bodies and its
members to be nominated for relatively long periods of ser-
vice. (In the Community at present periods of service are
normally from five to eight years with the exception of
Italy and Denmark, where governors are nominated for inde-
finite mandates). To achieve a proper balance between the
autonomy and the accountability of the ESCB vis-a-vis poli-
tical authorities, the ESCB is charged with reporting annu-
ally to the European Council and to the European Parlia-
ment. The chairman of the board is also invited to discuss
on a more regular basis with the select committee in the
Parliament and with the ECOFIN Council current matters of

monetary policy.
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The model of a central banking system here outlined
is in a number of respects inspired by the provisions 1in
central bank legislation in the United States and the
Federal Republic of Germany. Both countries aimed initial-
ly, 4di.e. in 1913 and 1948 respectively, to build up rather
decentralized central banking systems, though gradually the
need for a common monetary policy has been manifested in a
high degree of centralization in the Direktorium in Frank-
furt and in the Federal Reserve Board in Washington.

While the Report in a number of respects emphasizes
the need for parallellism in progress towards monetary and
economic union, this parallellism is not refound in the
description of institutions. There is no proposal to set up
new bodies to take up non-monetary tasks of policy formula-
tion or execution. Existing bodies, notably the Council of
Ministers, are seen as adequate for that task. The need for
coordination between budgetary and monetary policies could
be served through consultation procedures between the ESCB

and the Council of Ministers, including a right for the

President of the Council of Ministers and the President of,

the EC Commission to participate in the meetings of the
ESCB Council without a right to vote and vice versa for the
Chairam of the ESCB Board.

Reference to the international consequences of moving
towards economic and monetary wunion are unfortunately
ratherA»sketghy. They state, that EMU would give the Commu-
nity more ihfluence in international discussions of econo-
mic policy in the same way as has already occurred in trade
policy. The Chairman of the ESCB will together with the re-
presentative of the Council of Ministers represent the par-
ticipants in international meetings and in the 1longer-run.
The formation. of the EMU could imply that participants
merge their participation in the IMF.

The approach in stages.

The section in the Report, which attracted the most
controversy when the ECOFIN Council first discussed it in

May in S Agaro, Spain, was para. 39 which states:



"..The Committee agreed that the creation of an econo-

mic and monetary union must be viewed as a single pro-

cess. Although this process it set out in stages which
guide the progressive movement to the final objective,
the decision to enter upon the first stage should be a
decision to embark on the entire process" (italics in

original).

Since, in my view, the momemtum intended with this formula-
tion has been preserved in the conclusions of +the Madrid
Economic Council - which agreed that an intergovernmental
conference to lay down the Treaty revisions required to
move to the subsequent stages would meet "once the first
stage has begun" on July 1st, 1990 - it may be worthwhile
to recall why the Delors Committee made this linkage.

Three stages are outlined which may most briefly be
summarized as (1) closer coordination on a voluntary basis,

(2) a soft monetary wunion with the central bank, but no

locking of parities, and (3) the final phase of "hard"

union, as outlined above.

For the first stage which was adopted without reserva-

tions in Madrid two changes in the monetary area relative
to the present practice in the EMS are recommended (1) an
effort to include all EC currencies in the course of stage
one should be‘made, (2) a higher profile for the committee
of central bank governors should be adopted. The committee
would from timéhtOVtime express opinions on economic policy
in the individual member states; such recommendations would
be made by a majority vote, but they would not be binding
from participants. The Committee is to report annually to
the European Parliament and European Council. The Committee
will work on the basis of a more structured sub-committee
system and drawing on a secretariat with some analytical
capacity. ‘

This outline of the first stage sounds perfectly unob-
jectionable and caused little discussion among the Finance
Ministers or at the Madrid European Council. It reflects a
natural preference to let voluntary cooperation carry the

load as far as at all possible. The EMS has proved over its

[
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first decade that it has been capable of developing prag-
matically, most recently with the so-called Basle-Nyborg
Agreement in 1987 on intramarginal intervention and coordi-
nation of monetary policy. The system might develop a bit
further without more wide~ranging changes than those propo-
sed for the first stage. Why not then leave the system at
that without proposing the formal linkage to the second and
third stage?

Apart from the fact that such an attitude would not
correspond ' to the ideas that inspired the Hanover resolu-
tion in 1988 and the mandate of the Delors Committee there
are two reasons for regarding a more indefinite extension.
of stage one as inadequate to conditions in the 1990s and
beyond: |

The first is that the challenges to monetary policy
coordination must be expected to grow significantly as
capital restrictions are removed completely in those coun-
tries that still retain them and as membership in the EMS
is extended beyond the present aid to Spain and the United
Kingdom during the first phase. I return to these challen—’
ges in my comments on the UK participation in the EMS.

Second, the scope for moving coordination forward
towards a genuine ex ante form of cooperation is extremely
limited, and the first non-institutional stage does not
modify these limits.

The - Delors Committee conducted a small questionnaire
study in fhe'EC central banks to clarify the scope for
moving ahead in coordination without Treaty changes.
Crudely summarized'the.smaller participants did not see
major problems in going further in the direction of sub-
mitting their monetary policy decisions to ex ante coordi-
nation within the Committee of Governors. But several of
the Iarger countries did not see a possibility of moving
in this direction without significant changes in national
legislation and in the Treaty basis for European monetary
cooperation. The reason for this was either that monetary
authority is today divided between the central bank and the
political authorities, or that the central bank itself has
a decision-making structure which makes it impossible for

it to delegate, through its president or others, competen-
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ce, even to recemmend, to a European body. The former of
these two situations corresponds; I believe, rather well
to the situation in France and the United Kingdom and the
latter to that in the Federal Republic of Germany. In these
circumstances it would be reckless to assume that improvi-
sation in coordination despite the good will of participa-
‘ting members of the Governors® Committee, could avoid the
tensions that have marked the EMS experience from time to
time in the past and which would become more likely with a
wider membership, including the United Kingdom. Some up-
grading of monetary competence from the present national
level to the Community 1level is required to achieve any
qualitative improvement and this in turn can only come
about through a Treaty revision which attributes such com-
petence. Hence the linkage of the first stage and the con-
vening of an intergovernmental conference. This endorsement
of procedure and momentum, though not of a precise outcome
- the "automaticity" denounced by the UK government - is
reassuring to those who, like myself, have seen the first
stage essentially as a period for deciding upon change
rather than as a change in itself. ‘u
_ The Report recommends that the first stage should
begin at the latest on July 1lst, 1990. The Report further
recommends that preparatory work be started immediately for
an intergove;nmental conference to negotiate a new Treaty.
The Madrid Eﬁropen Council followed both these recommenda-
tions, thougﬁ,ifldid choose the latest date for starting
the first phase and hence the earliest date at which an in-
tergovernmental conference ‘can be <called. Neither the
Report nor the conclusions of the Madrid Council set any
time limit to the conclusion of the conference and thereby
to stage one. '

A conclusion of a Treaty is necessary to move into
stage two since the ESCB does come into function at the
beginning of stage two and begins to have limited powers of
decision-making. It is a weakness in the Report that stage
two 1is not described in greater detail, because it poses
significant intellectual and practical problems to see how
monetary competence can be gradually transferred from na-
tional central banks to the ESCB. This task will now




largely fall on the preparations to be made in the Minis-
tries of Finance and the central banks in the year which
will pass until the intergovernmental conference is called.
Several members of the Delors Committee proposed the as-
signment of particular instruments to the ESCB in stage two
and outlined how foreign exchange interventions in third
currencies and a system of compulsory reserve requirements
applied to national money creation could give the ESCB a
grip on Dboth total moﬁey creation and relative adjustment
problems among the participants. These ideas certainly do
not provide a full blueprint for monetary management in
stage two; the central bank governors were clearly reluc-
tant to commit themselves to more precise methods of opera-
tion. After all monetary techniques continue to be in rapid
evolution, and few central bankers would five years ago
have predicted the methods of operation they are using
today. Stage two is, however, a necessary transition period
to the final stage of locked exchange rates, because it is
hard to envisage that one could move straight to the

locking of parities without some experimentation with joint

monetary decision-making. Stage two is also to be used for
a gradual narrowing of margins of fluctuations within the
EMS from the present *+ 2 1/4 per cent.

In the non-monetary area the second stage will evalua-
te the degree of goods market integration achieved during
the 1992—programme and the effects of the structural and
regional policies which have developed until the early
1990s. In addition the Council of Ministers will begin
through majority decisions to set up guidelines for budge-
tary policies in the medium term. Recommendations from the
Council will be more precise than today, but not yet
binding for member states.

The Report finally discusses two issues of some inter-
est.

Would one or several Treaty revisions be desirable? In
principle one could envisage separate revisions of the Rome
Treaty as the second and third stage are implemented and
possibly for the introduction of a single currency as well
or one could aim to incorporate all future Treaty changes

in this area into one, while 1leaving to the European
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Council the authority +to move by unanemous decision from
4one stage to the next. The Report takes no <clear stands
between these two possibilities though my owm interpreta-
tion is that it implicitly prescribes the second, the comp-
rehensive Treaty revision, primarily because revisions are
complicated and drawn-out procedures, which cannot be re-
peated at fairly short intervals. In any case the Report
states that at a minimum there ought to be agreement on the
final aim of economic - and monetéry union while more flexi-
bility can be permitted as to when and on what precise
terms some member states join the arrangements of a parti-
cular stage. If some EC member states do not participate
fully in a particular stage the degree of influence of
those countries on the administration of that stage must
obviously depend on the degree of participation.

On a second topic the Report has no doubt been a di-
sappointment to broad groups in European industry and ban-
king. The Report rejects the so-called parallel currency
approach to European monetary integration which has been

proposed regularly in recent years by bankers and indu-

strialists and by the Committee for Monetary Union in
Europe chaired by the two EMS fathers, former President
Valery.Giscard d’Estaing of France and Federal Chancellor
Helmut Schmidt. Many of these proposals have centered on
the idea that well before the permanent fixing of parities
a European central banking institution should begin to
issue a parallel currency, the ECU, no longer defined as a
basket (average) of community currencies, but as a new mo-
netary standard to which participating currencies would
define their central rate. The parallel currency would
compete with national currencies as a means of payment, a
unit of account and a store of value, as, indeed, is the
case already today in some respects for the present ECU
(and for other national currencies within each country).
The Delors Report is reluctant to adopt this strategy for
two reasons. Firstly, because an additional source of money
creation without a precise 1linkage to economic activity
could jeopardize price stability and, secondly, because the
addition of a new currency could further complicate the

already difficult task of coordinating national monetary



policies. In short, the Committee saw little that one could
do in addition with a thirteenth currency that could not
already be done with the existing twelve.

The Report did, however, give a more indirect and fun-

- damentally important support to the present ECU. It empha-

sized the Dbenefits of a single currency and it said that
the ECU has the potential to become the future common cur-
rency. When parities have been locked at the entry to the
third stage it is in principle of no importance which unit
is used as a common unit; it is analogous to the question
whether one should express amounts in pounds or in shil-
lings. . In practice, it has a very considerable importance
for markets to know that at an advanced stage of integra-
tion there will be a unit defined in continuity with the
present ECU as the most likely candidate for the common
currency.

Given this important long-run encouragement, and the
positive remarks made in the Report about removal of all
restrictions to the spreading of the ECU in private markets

and the use of it as a monetary instrument in the second,

stage of the ESCB, there may still be good prospects for
continued growth in the use of the ECU in both official and
private spheres. Yet it is obvious that the Delors Report
falls well short of the more radical suggestions made by a

number of other reports in recent years.

Have we come closer to economic and monetary union?

A few weeks ago, shortly after the publication of the
Delors Report, I was asked to give a talk under a similar
heading in the Danish Economic Society. Some weeks before
Madrid I answered the main question in the affirmative.
Following the Madrid European Council I would like to
enlarge on the reasons why I still have a positive answer
to the main question. I based my conclusion mainly on the
basis of political considerations that 1lie at the fringe of
an economist’s normal preoccupations and expertise. I do
not believe the question is answerable in terms of standard

economic theory about the costs and benefits of fixed ex-
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change rates and the extension of an optimal currency area.
Economic theory can help a lot to clarify the criteria by
which we judge economic and monetary integration. If one
were to ask today: is the present European Community an
optimal currency area, the answer would have to be no, and
the Delors Report has frankly drawn attention to some of
- the requirements that have to be met in order to make it
so. These requirements are primarily the removal of remai-
ning restrictions on goods markets integration and on fi-
nancial integration, structural and regional policies of
“approximately the scope designed for the early 1990s, and
some degree of budgetary policy coordination. By underli-
ning these additional requirements the Delors Report has
admitted that one cannot rely simply on the locking of pa-
rities. ,

Without claiming that the Delors Report is the only
in the second part of my talk.
basis or even the main basis for discussing the content of

economic and monetary union I would state as my firm con-

viction that a majority of member states are prepared to,

accept something like the version outlined in the Report.
This 1is the case despite the demanding prescriptions for
non-monetary policies which remove any hope that there are
easy routes. I find comments on a minimalist shape of eco-
nomic and monetary union with a gold-standard-like mecha-
nism, no explicit powers for a central banking system and
no transfer of authority over fiscal policy to the Communi-
ty level out of step with realities in the Community. Refe-
rences to the gold-standard period, which largely ended in
1914, are hardly relevant todéy with the present role of
national governments and their finances for judging the
feasibility of monetary wunion. Possibilities of conflict
and divergence exist today that were unlikely in the much-
praised experience of the gold standard in its final deca-
des. It is unlikely that these conflicts can be settled
without én explicit central authority in the monetary area
and some means of influencing fiscal policy decisions. Let
me 1look at the attitudes to these issues in the five

largest Community countries.
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The decisive country is without question the Federal

Republic of Germany. In 1978 as Chancellor Helmut Schmidt

proposed the EMS and its further evolution after two years
into a European Monetary Fund many circles in Germany ex-
pressed the fear that the institufion which above any other
has marked political stabilization in the post-war German
history - the Bundesbank - would be undermined in its ope-
rations by wide-ranging ties td other and less stable cur-
rencies. This had happened in relation to the dollar prior
to 1973 and to some extent in relation to other European
currencies under the so-called "snake" arrangements. Gra-
dually over the first ten years in the EMS German politici-
ans and the German public have become more confident in
the nature of European coordination. Price stability was
not dramatically undermined and monetary policy was able to
continue to be oriented 1largely on domestic objectives.
Indeed, the problem is that the present EMS may have become
so attractive in its way of functioning from a German per-
spective that it is difficult to persuade Germany to reform
the system.

My main argument is that the Delors Report'despite its

defects has given a framework which is 1likely to be accep-
table to German opinion, including the majority in the Bun-
destag which the Bundesbank counts on as. support for its
autonomy and monetary policy, and which has on at least one
occasion in‘recent years been mobilized to block the adop-
tion of 1legislation which threathened autonomy' without
setting any clear principles in its place.

Two elements in the Delors Report are important to
German opinion. Price stability is clearly defined as a
major objective of monetary policy and the criticism from
France and Italy, which originally prompted the set up of
the Delors committee, is not raised in the Report itself.
It is explicitly recognized that the objective of price
stability is to be seen in continuation of and in substitu-
tion for the present EMS with the Bundesbank as a nominal
anchor. Second, the Report in its description of a central
banking system contains a wide-ranging assurance of auto-
nomy. These two points are important and possibly suffici-

ent to convince German opinion to engage in something which
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‘can only in German terms be described as a long-run curren-
cy reform with major institutional innovations.

There is little doubt that the German government as a
whole is somewhat more favourable to economic and monetary
union than the Bundesbank. This impression has been con-
firmed by the discussion up to and during the Madrid Econo-
mic Council. The German government sees a close economic
and monetary cooperation with other European countries as
an integrated part of its European policy where the impor-
tance of interests in other policy areas at times justify
less emphasis on monetary and budgetary perfectionism. Lord
Jenkins put the German dilemma well in December, 1977 when
he said that Germany has the choice of submitting to global
pressures for adjusting its domestic policy or to embrace
European integration wholeheartedly. The attractiveness of
economic and monetary union including some fiscal powers to
community institutions is that Germany becomes further
removed from the frontline of discussions with the United

States and Japan on adjustments of its domestic policies.

Such discussions can legitimately be regarded as internali-,

zed in an economic and monetary union.

France 1is basically positive in its reactions to the
Delors Report. If anything, there is disapppointment that
the Report did not move more radically ahead and choose a
brutal way to economic and monetary union. To France the
thought of:%giVing up sovereignty in economic policy is
closer to beihg accepted than one might expect in a 1large
country. Sinée 1983 the externél constraints on macroecono-

mic policy have repeatedly been stressed by governments of

different colours. If one regards the modest French current

account deficit and the fact the public sector deficit is
smaller in relative terms than that of Germany, this atti-
tude may seem surprising. There is a growing confidence in
France that one can in the 1long run stay close to the
German inflation rate. What the French governments who 1led
France into the EMS were unable to do at the time Jacques
Delors and his successors as Finance Ministers have largely
implemented. There must, of course,.be doubts whether par-
allellism in inflation will in itself be sufficient to make

a permanently fixed exchange rate to the DM sustainable,
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. and there are signs of weakening of competitiveness in some
branches of industry. Yet it is characteristic in contrast
to the discussion in the United Kingdom and in my own coun-
try, for example, that much less emphasis is put on ex-
change-rate adjustments than on structural instruments in
order to rectify this weakness in the French economy. It is
a widespread attitude among French economists and politici-
ans that France has today made most of the sacrifices of a
fixed exchange-rate policy without yet reaping fully the
benefits, primarily in the form of having the same real in-
terest rate as the low inflation country of Germany. EMU
would protect France more efficiently against the need to
raise interest rates defensively relative to Germany and
assure a smoother financing of temporary balance of pay-
ments deficits.

Italian wviews have many points in common with the
French. Membership of the EMS has been used as a discipli-
ning element vis-a-vis domestic prices and wages and fiscal
policy, though in all respects with less success than in
France. Discipline had been harder to establish, partly,
because of the wider scope for fluctuations for the 1lira,
partly because the EMS has at no time put wide-ranging con-
ditions to Italy in connection with the agreement to deva-
‘luations of the lira. Such a 1linkage of the EMS membership
‘to the revision of economic policy was one important
feature of the French 1983 devaluation. Italy is left with
the serious prdblem that the government budget deficit has
refused to drop below 10-11 per cent of GNP, and Italy is
no doubt the major example of why a ceiling on budget defi-
cits may be required as an element in EMU. The loss of the
possibility of financing part of that deficit through money
creation or through surprise inflation will in itself ex-
ercise a stronger pressure on decision-making in the
Italian Parliament. Several 1Italian politicians in fact
welcome more explicit pressure from the EC partners, inclu-~
ding guidelines for fiscal policy. There is not the opposi-
tion to the fiscal policy aspect of the Delors Report that
one might expect.
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Spain has recently joined the EMS, a step well justi-
fied by the confidence generated over the past 3-4 years of

EC membership. Spain has seen a surprisingly rapid integra-

tion of its goods markets and, even more dramatically, of '

- its capital markets. Considerable net flows into Spain have
occurred, which suggest that private financial markets can
solve several of the disequilibrium problems which a rapid
integration process gives rise to. There is in Spain consi-
derable doubt whether the present exchange rate vis-a-vis
the EMS currencies is the one that will prove definitely
sustainable, but the doubt relates to the transition with
some turbulence up to and beyond 1992, rather than to a
long-term doubt as to the feasibility of fixed exchange
rates vis-a-vis the present EMS currencies.

This brings me to the issue of British attitudes which
continue to show a hard resistance both to participation in
the present EMS and to active moves towards EMU. It may be
useful to keep these two sources of opposition separate.

The major part of the discussion over the past ten

years in Britain has clarified that fixed but adjustable,

exchange rates may be difficult to reconcile with a high
degree of capital mobility which marks London as the main
financial centre in Europe. Anticipated realignments in the
EMS give rise to major flows from the weaker to the stron-
ger currencies. But what may be more destabilizing in
the long run is the reflow that takes place after a rea-
lignment during the long period when there is considerable
confidence that there will be no further change in parities
for some time. Inflation remains higher in the weak curren-
cy country and the inflows may create ‘difficulties for a
properly anti-inflationary policy and may serve to perpe-
tuate inflation differentials. That experience may be illu-
strated by the inflows observed. into Italy and France after
realignments, or at times when the credibility of fixed ex-
change rates was strengthening as has been the case for
example in 1988. At such times the authorities of the weak-
currency country are faced with the unpleasant option to
either accept a fall in their domestic interest rates or
resist it and accept a large inflow. Capital controls on

inflows has been a method of resolving this dilemma in the
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past - and was practiced by Italy in late 1988 - but this
option is now being eliminated as capital controls are to
disappear in 1990.

British critics on the present EMS, such as the

chapter in Sir Alan Walters ™ book on Britain’s Economic Re-

naissance written largely in 1984, exaggerate, from my
point of view, both the short-run instability features of
the system and its post-realignment distortionary effects
on relative monetary policies. Instability has been curtai-
led by limiting the size of realignments so as to preserve
a high degree of continuity in market exchange rates before

and after realignments, or by undertaking, on a couple of

occasions, unexpected realignments. Speculators have had .

far more difficulties than in the final years of Bretton
Woods and their gains have been insignificant. The flexible
management which has evolved since the Basle-Nyborg Agree-
ment of 1987 with wider use of the fluctuation bands has
helped in this respect. As regards the longer-term distor-
tionary effects of perverse flows into inflationary and

high-interest-rate currencies, such effects have dwindled, .

as interest rate differentials have narrowed. The interest
rate premium over DM assets now roughly corresponds to the
excess inflation over Germany in Belgium, Denmark, France

and Italy and this appears to be close to what is required.

to sustain portfolio equilibrium. Most EMS member states
have found it ?gradually easier, not more difficult to
manage their external flows, though obviously at the cost
of monetary autonomy.

I realize that it may have has become more diffiéult
to win acceptance for this view. Since the experience of
"shadowing"” the DM between March 1987 and March 1988, the
accepted wisdom is that this policy forced the UK authori-
ties to maintain interest rates below what the domestic si-
tuation, with a gradual overheating of the economy, requi-
red. The sharp subsequent appreciation, as short-term in-
terest rates were raised to cool off the economy, seemed to
bear out that analysis.

There are at least two reasons why the 1987-88 episode
should not be interpreted as a general indictment of parti-

cipation in the EMS. The first is that there is no substi-
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tute for the explicit exchange-rate target implied by full
membership in the system. Both the disciplining impact on
domestic demand and the discouragement of speculative
inflows work very differently in the 1latter case. The
second is that even if a country has brought itself into a
situation of divergently strong expansion where increases
in relative interest rates and appreciation appear unavoi-
dable as a short run check on inflation, there are other
instruments that could be used to the same effect, for
example the degree to which borrowers can claim deductibi-
lity of interest expenses in their tax returns. In general,
financial integration should push national authorities to
think more in terms of instruments that have moderst inter-
national repercussions.

Whether the conflict between domestic and external ob-
jectives could have been resolved by other instruments or
not - or, indeed, whether the conflict should have been
allowed to develop so far during the 1987-88 boom - is, of
course, now a moot point. But to Britain’s EC partners the

abandonment of the shadowing experiment and the once more:

increasingly domestic orientation of UK monetary policy

which it signified was a further cause for reflection on

- the terms on which sterling’s participation in European mo-

netary arrangements might become feasible.

Sterling’s inclusion in the EMS (I apologize for using
this terminology rather than the Exchange Rate Mechanism,
preferred in Britaih'to underline that there are some, less
important, aspects ofithe EMS in which there is UK partici-
pation) has been on the agenda since the initial negotia-
tions of 1978. Most of the time participation has been ad-
vocated by Britain’s partners and rejected or pestponed by
the UK authorities. In retrospect, entry from the start
during the early years of petrocurrency overvaluation and
the stabilization effort of the Medium Term Financial Stra-
tegy weuld no doubt have been upsetting, possibly fatal to
an EMS which was in any case highly fragile. As overvalua-
tion was corrected, there appeared to outsiders to have
been several opportunities for sterling to join on a more
sustainable basis, but the time was not considered ripe.

The deep depreciation of sterling in 1986 - probably a more
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important cause of the present inflation divergence than
the shadowing experiment in itself -provoked some resent-
ment among policy-makers in other European countries, as
the UK authorities appeared to opt out of a common strategy
of jointly lowering inflation and absorbing part of the ne-
cessary adjustment to a reduction in the US external . defi-
cit. The instability of the sterling/ECU-rate over the most
recent period, though significant, has been less dramatic.
In straight economic terms Britain’s European partners may
today feel more detached towards the issue -of sterling’s
fluctuations than at any time since the start of the EMS;
they have proved less upéetting to the cohesion between the
other European currencies than could have been anticipated.
But the perception that sterling’s participation in an ot-
herwise wunchanged EMS could be upsetting to the results
that have been gradually achieved within the System is very
much alive.

These fears which may be more pronounced in countries

with so-called weaker currencies than in the Federal Repu-

blic and the Netherlands, traditionally the stongest sup-

porters of UK participation in the EMS, though they find
expression there as well. After all, there is a long tradi-
tion in the UK of referring monetary policy decisions to
the highest political 1level, and of limited autonomy for
the central bank. These elements and recent experience of
heavy reliance on monetary policy for domestic stabiliza-
tion offer a'recipe for conflict in the present framework;
including an extended first stage.

My maip point is that this line of reasoning suggests
that, from the viewpoint of several present EMS members,
full monetary unification with the UK is preferable to a
prolonged first stage with extended membership, but no in-
stitutional changes. It provides an argument, additional to
the traditional efficiency gains and the consolidation of
the single market and the financial integration already
largely achieved, for EMU.

It seems to me that fhere could also be important
gains from a British perspective in opting for full moneta-
- ry unification and an ESCB rather than an EMS. The inherent

instability of the combination of a European financial area

o
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.0of at 1least 12 currencies with discretely adjustable
central rates between them would disappear. The UK govern-
ment would be saved the embarrassmebnt, which it perceives
more strongly than others, of submitting to a consensus on
realignments, the one decision that is today taken jointly
in the EMS.

The prime consideration which could make irrevocably
fixed exchange rates vis-a-vis the EMS-currencies feasible
and attractive 1is that British inflation could be kept
broadly in line with that likely to be achievable in an
EMU. It 1is understandable that recollections of the half
century from 1926 onwards during which much of the UK ex-
perience was marked by efforts to contain external deficits
and defend sterling in an environment where the currency
was suspected of overvaluation, should have left a reluc-
tance to be locked permanently into a fixed-rate relations-
hip with currencies that have a good stability record. Pos-
sibly all that can be meaningfully said is that (1) both

the experience of several other countries where the in--
flation outlook was at least as bleak a decade ago, but:

which are now performing better than the UK, and (2) the
major reforms made in the UK to make the economy more com-
petitive and labour markets less inertial in their approach
to wage settlements make it overly pessimistic to extrapo-
late mechanically the past experience of negotiated
wages, wage drift and price-setting.

Behind the apparent defeatism in many British circles
with respect to inflafion lies another deeper concern. Will
not participation in an EMU submerge all major elements of
British econonmic policy-making to some bland European pat-
tern, effacing those elements of more radical innovation
which the present government sees as distinguiéhing Britain
favourably from her EEMS partners? Convergely, if an alter-
native government were to come into power at the next elec-
tion, or the one after that, would it not feel unacceptably
constrained by adhesion to an EMU in implementing its pre-
ferred policies? These questions are raised with more force
in Britain than in the other large EC states because there
remains more disagreement here on macroeconomic policies.

In the other four large EC-countries and in most of the
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smaller ones, typically marked by coalition governments,
one would be hard put to outline what the policies of an
alternative government would be 1like in macroeconomic

terms. There, too, the notions that governments 1left of

‘centre go for expansion, budget deficits and intervention

with a readiness to assume more inflationary risks, while
their competitors at thé centre- right have very different
preferences with respect to these macroeconomic wvariables
and instruments, have tended to disappear with the ex-
perience of changes of government. In Britain it 1lingers
on, and 1is even carefully cultivated, but it needs to be
thought through in a more explicit way. An EMU does under-

write the shifts in policies as national governments

‘change, provided of course that they are not too brutal and

that they accept some common rules and constraints on the
participants. This line of thinking may not be expplicitly
expressed in other countries, but without it they would not
be prepared to embark on the road to EMU.

It is unfortunate if the rather strong language of the
Delors Report on rules for budgetary policy has created the
impression in Britain that EMU is an all-out attack on so-
vereignty over the total range of economic policies. That
is certainly not the intention with respect to the details
of tax and expenditure policies, where some competition
between member states will continue to be feasible and de-
sirable, as is the case within at least some large existing
federations. There is plenty of scope for most of the
debates in your House of Common and in the House of Lords
on matters than_ currently form the core of the policy
debate. But nor should there be any illusion that one could
manage over decadeds a union solely with a unified monetary
policy, though such a policy could do much of the work. I
believe such a policy needs' to be supplemented by some
joint authority to adjust the sum of member states® budge-
tary policies and debt creation. '

"References to an alternative minimalist version of the

union based only on irrevocable fixing of exchange rates in

a gold-standard like system or currency competition, dear

to British, German and other 1liberals, by making all

national currencies legal tender throughout the EC, strike

o
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