August 11, 1988

Mr. Paul Gray
10 Downing Street

Dear Paul,

I think you (and the Treasury!) should be aware of Roland
Vaubel’s comment on the EMS. It is attached.

Yours sincerely,

Alan Walters

Attachment




10 DOWNING STREET
LONDON SWIA 2AA

From the Private Secretary 15 August 1988

I am writing, in Paul Gray's absence
on leave, to acknowledge your letter and
enclosure of 11 August.

I shall ensure that he sees this on
his return.

(P.A. BEARPARK)

Sir Alan Walters
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Roland Vaubel Symposium "New Institu-
tional Arrangements for
The World Economy",
Konstanz, July 1987

Fordncomning 1888 iu:
H.=J. Vosgaram (€d.),
Spruger,

Comment on "The European Monetary System: A Regional
Bretton Woods or an Institutional Innovation?"

by Manfred Wegner

Manfred Wegner's description and appraisal of the European
Monetary System (EMS) shows only one side of the coin: its
success in reducing exchange rate fluctuations among the member
currencies participating in the exchange rate mechanism (ERM).
What is the other side of the coin? Let us compare the years
before and after the establishment of the EMS.

1. Heminal and real exchange rate variations vis-a-vis (eight)

akner major 0ECD currencies have on average increased

more for the ERM currencies than for the other OECD

currencies or the other European 0ECD currencies (Ungerer
et al., 1986, Tables 22 and 25).

2. Nominal effective exchange rate variations have on averageé

decreased less for the ERM currencies than for the other

European OECD currencies (Ungerer et al., 1986, Table 28).1)

3. The average annual rate of depreciation vis-a-vis the DMark

has on average decreased less for the ERM currencies than

for other major European 0ECD currencies (calculated from
Lehment, 1987, Table 2 g)

Expected exchange rate changes as proxied by the standard

deviation of long or short term interest rates have increased

among the ERM currencies; they have grown a little less,

but since 1979 have been larger, than among the other major
0ECD countries (Ungerer et al., 1986, Tables 43 and 44;
Harbrecht, Schmid, 1987, Figures 12 and 15).

1) This cannot be explained by the fact noted by Wegner
that "a number of European countries such as Austria
Switzerland are quasi-members of the EMS, and others
as the United Kingdom have tacitly accepted exchange
targeting in recent years".




The weighted average of the inflation rates decreased much

more slowly, and in 1986 was still a little higher, in the

ERM countries than in the rest of the OECD (Scheide, Sinn,
1987, Table 1l de. Goauwes. 1987, ilable 181985, Eigure 43
Colliney i/l 98W 5 Table -2 Harbnecht . Sehmid, 1987 Figure:3):

It also decreased more slowly in the EMS than in the other

European OECD countries although it is still lower in the

former than in the latter group (Scheide, Sinn, 1987,
Table 1: de Grauwe, 1987, Table®l).

If the seven years before and after the establishment of

the EMS are compared, the standard deviation of inflation

rates shows an increase among the ERM currencies but a

decrease among the other major OECD currencies (Collins,
1987, Table 2). Over the whole life of the EMS, the dispersion

of inflation rates has also been much larger among the ERM

currencies than among the major OECD currencies (Collins,
1987, Table 2; Harbrecht, Schmid, 1987, Figureé.5; de Grauwe,
1985, Figure 3). For the more recent past, this is not true
any longer (Collins; Harbrecht, Schmid,ibid.) but there remain

the fact that inflation convergence took longer in the EMS

than in the rest of the OECD.

From December 1978 to December 1985, bid-ask spreads vis-a-

vis the DMark increased for the average of ERM currencies.

and they increased more for the ERM currencies than for

an average of other major European OECD currencies (Le’
1987, Tables 4a and 4b).
Since the establishment of the EMS, all old memberr

EEC!) have experienced larger growth rates in the

with non-ERM countries than with other ERM coun

Grauwe, 1985, Table 2).

1) As de Grauwe points out, this is not tru-
Ireland which joined the EC customs uni

and may still have been benefitting f
trade creation.




Real growth of investment and GDP was much slower in the ERM
countries than in the other OECD countries; compared with

1973-78, it declined more in the ERM-countries than in the

other major OECD countries; in the other European OECD

countries, investment has even increased (de Grauwe, 1987,
Table l).l)
To sum up: the exchange rate mechanism of the EMS does not seem
to have contributed to reducing nominal effective exchange rate
variations, inflation and inflation differences of the member
currencies, or to increasing intra-ERM trade, investment and
growth in the member countries.

The EMS exchange rate arrangement is a cartel of national
money producers with a price leader. Cartels are inherently
unstable; ceteris paribus, they raise price (here: the price
of holding money) and reduce the output (here: real money
balances). The EMS money supply cartel is neither a necessary
nor an efficient step on the way to a common European currency.

Whether such a single European currency should be "the
final objective of the Community", as Wegner (p. 29) suggests,
is an open question to which politicians and economists cannot
know the answer. It depends on the trade-off between price
level stability and transaction costs. As I have argued else-
where (Vaubel 1987), only individual money users possess the
knowledge and incentive required to make that choice. The optimal
way of finding out whether currency union is efficient and,
if so, of bringing it about is unrestricted currency competition

or "choice in currency" (Hayek 1976). The European Currency

Unit (ECU) can be instrumental in this process, especially if

its weights are permitted to respond to revealed currency

preferences (Vaubel 1987).

1) "The disinflationary stance and the high real interest rates
of the 1980s" emphasized by Wegner (p. 26) do not explain
this difference, since disinflation was faster in the other
OECD countries.
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Table 22. Variability of Bilateral Nominal Exchange Rates Against Non-ERM Currencies, 1974-1985!

Average

1974 1975 1976 1977 1978 1979 1980 1981 1983 1984 1985 1974-78  1979-85

Belgium 366 408 294
Denmark 0.8 1336 ..25.5
France J4.1 345 478
Germany, Fed. Rep. of 343  35.1 30.0

Ireland L 479 84
Italy 248 287 704
Netherlands 354, 389 354

Average ERM? 3.8 370 428

Austria 40 380 334
Canada 12:9% +16.7 17.0
Japan J 3224 22.1
Norway 30.5: =402 - 30.7

Sweden We I 288
Switzerland 0 e 18.7
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Average European
non-ERM? I 400 382 451 49 405 32 604 832 L 4.7  62.2 2.5 46.2

¢ Sources: International Monetary Fund, /nternational Financial Statistics, various issues; and Fund staff calculations.

| Weighted average (MERM weights) of variability of bilateral nominal exchange rates against non-ERM currencies, with vanability
measured by coefficient of variation (multiplied by 1,000) of average monthly bilateral exchange rates.

! Unweighted average.

Table 25. Variability of Bilateral Real Exchange Rates Against Non-ERM Currencies, 1974-85!

Average
1974 1977 1980 1981 1982 1983 1984 1985 1974-78 1979-85

50.6 564 50. 46 360 559 35.6
40.9 50.0 o Ty Rl iy e 37.2
1 R - ) 0. 363 A2 353
I8 L0 4.2 405 99 32.7

Belgium 42.8
Denmark 38.7
France 4.7
Germany. Fed. Rep. of 9.1

[reland ol : =, R 5260 8. 7.4 6%:8 343
[taly 26.4 - S ’ 8.1 S M. 36.5 RN S04 324
Netherlands 0.6 36, 3 ’ - 89 614 48.3 49 631 342
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Average ERM? 32.5 A . . . 6.2 534 456 ' 3.6 . 817 344

Austna 49 > ] / ¥ed 6.4 5s 428 9.3 .
Canada 14.0 ’ ; % / B R n ; o | 26.4 21.8
Japan 30.6 : : g ‘ ;) IO i 3.6 % 820 43.5
Norway kA I W S . 298 43, L3 .7 L5d2 36

Sweden L S Al A 3 29.8 66§ 3.7 9.1 49.6 34.0
Switzerland 2.6 .36, y ’ 528 62, 8 98 7 gmial .y % 43.2
United Kingdom 30.0 30. t ‘ 68 698 426 476 819 39.9
United States 249 : ; 36T AT 4T 37.6  58.6 T

\verage non-ERM? 30.0 " > L 98 A 239 346 59 5.1

Average European
non-ERM!? M1 357 # . 239 4TSN 55 s 8.8 1.7 628 6.8

Sources: International Monetary Fund. International Financial Statistics. various issues: and Fund staff calculations.

' Weighted average (MERM weights) of variability of bilateral real exchange rates (nominal exchange rates adjusted for relative consumer
price movements—wholesale prices for [reland) aguinst non-ERM currencies. with variability measured by the coefficient of variation
(m‘ulupheq by 1.000) of average monthly bilateral exchange rates.

* Unweighted average.
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@

Table 28. Variability of Nominal Effective Exchange Rates, 1974-85'

Average
1975 1976 1977 1978 1979 1980 1981 - 1974-78  1979-85

Belgium . 5 B g 945184 985 T THI = 148 8. 18.8 17.3
Denmark : bR T R | o G O AR b e | e 1, i9.3 2.
France T2 209 a3t S o TR IR TR SIS 232 283
Germany. Fed. Rep. of x 23,66 S0 N0~ Yy g 283 3

Ireland : 396 631" H6B-19.9. 48 g any 3 299 3.7
ltaly 31 R e o AR R 86 229 39¢ i : 3
Netherlands s, 19.50>v33 . K.l 16.8 11.0 13 26.0 8. 18.5

Average ERM? . 21.7 . LY 17.7_. 513.% / 25.9 A 26.6 2 " 21,

Austna ] 17 SR | 17 14. A, AR 3.7
Canada ; 15.1 33 39.5 14.3 7 17.3 ) 1.1 16.8
Japan g 10.0 . S 71.0 1 b G e B 4
Norway < 256 . By i 0. R.8 3 10.3 X6 . (3 17.5

Sweden Q 28 ; 1.9 146 396 3.3 ; N4
Switzerland §4. 13.0 ? 18.4 BB 5 6.9 4 : 83 .
United Kingdom : 41.8 : 6.2 402 130, 58.3 238723, % 36.6
United States 7 299 o 10.3 48.8 3 30.4 3 : 374

Average non-ERM? F 22.5 26.3 35.7 16.2 . | 28.0

Average European :
non-ERM? K 249 5 3.3 . ="285.0 "B h 39.6 . 12.7 . . ‘ 25.2

Sources: International Monetary Fund, /nternational Financial Statistics. various issues: and Fund staff calculations.

' Based on the IMF's multilateral exchange rate model (MERM) and monthly data. Vanability is measured by the coefficient of vanation
(multiplied by 1,000) of average monlhlz effective exchange rates.

! Unweighted average.

Sowurce ! Llny-u‘xr at b ('13\}6)

Tabelle Za: Durchschnittliche jahrliche Knderung des DM-AuBenwerts gegeniiber
anderen europdischen wahrungen in v.H,

Marz 1973 - Marz 1979 Mirz 1979 - MErz 1586

Belgischer Franc 2.0
Danische Krone 4.1 ?,,3q
Holléndischer Gulden .8

Franzosischer Franc
irisches Pfund
italienische Lira

Norwegische Krone
Schwedische Krone
Pfund Sterling

“ungewichteter Durchschnitt

Quelle: Deutsche Bundesbank, Monatsberichte, verschiedene Ausgzben. ((_Ql\u‘g,‘i-)




APPENDIX [ « STATISTICAL TABLES

Table 44. Long-Term Interest Rates, 1974-85!
(Monthly averages in percent)

Average Average
1974-78 1979-84

o
=
=3

1976

3
3

12.1
16.9
13.3

8.5
15.6
17.4

9.6

13.3
1%

Belgium

Denmark

France

Germany, Fed. Rep. of
[reland

“taly

Netherlands

Arithmetic average ERM
Standard deviation
Difference between highest
and lowest value
Coefficient of variation
Weighted average
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Source: International Monetary Fund. /nternational Financial Statistics, various issues.
' Long-term government bond yields.

Table 43. Short-Term Interest Rates, 1974-85!

(Monthly averages in percent)

Average
1979-84 1985

°
oo
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3
14.8
15.3
113
13.5
19.6
11.0

13.9
28

oo
g

Belgium 10.0 8.
Denmark 4.0 10.
France 9.
Germany. Fed. Rep. of s,
[reland
Italy
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Source: International Monetary Fund. International Financial Statstics., various issues.
! In general call money rates. 3-month treasury bill rates for the United Kingdom.

Jource : uu_,»w el af, (1386)




Belgium
Denmark
France
GCermany
Italy
Netherlands

V.S,

Japan

U.K.
Switzerland

EMS
Non-EMS

Jource : CO(‘I‘A\\.” (43)4)

Table 1 : Macroeconomic performance of EMS and non-EMS
industrialized countries.

Growth of GDP
(yearly average)
1973-78
1979-85

Growth of Investment
(yearly average)
1973-78
1979-85

Inflation rate
(yearly average)
1973-78
1979-85

Source : OECD, Main Economic Indicators

Note : (1) The Non—-EMS countries are the following
Austria, Norway, Sweden, Switzerland, Finland, Spain,
UK, Canada, US, Japan. The European Non-EMS consists
of the same countries excluding the US, Japan and
Canada.
(2) The averages of each group of countries are
obtained using GDP weights.

Jource : ole Grauwwe (13 83)




Tabelle 3 - Inflationsraten in OECD-Lindern(a)

:
i
L

1979
1980
1981
1982
1983
1984
1985
1986

- Verédnderung 1986 gegeniiber 1979:
-5,8 -7,2
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. = Ver#nderung 1985/86 gegeniiber 1979/80:
-6,0 -7,8

(a) Anstieg der Verbraucherpreise gegeniiber dem Vorjahr (Gewichtung nach OBCD).

Quelle: OECD [a; b]; eigene Berechnungen.
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10 APPENDICES TO THE MINUTES OF EVIDENCE TAKEN BEFORE THE TREASURY AND CIVIL SERVICE SUB-COMMITTEE

Figure 3: Standard Deviation of national inflation rates Figure 4: Average Inflation Rates in the EMS and in the
in the EMS and in Non-EMS Industrial Countries. Non-EMS Industrial Countries.
(il\ per cem) (In percent)

with non-EMS countries®

with EMS countries

TABLE 2
Average Yearly Growth of Trade (Export & Import), 1979-84

Source: IMF, Direction of Trade.
*The same countries as in Figure |.

New EEC members

Denmark

Ireland
United Kingdom

Old EEC members

Belgium
France

Netherlands

Italy

Germany

1973 1974 1975 1976 19717 1978 1979 1980 1981 1982 1983 1984
1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984

EMS

= = = Non-EMS
~—————Inflation EMS

Source: IMF. Intemnational Financial Statistics — e« |nflation Non-EMS

Note: The non-EMS industrial countries are the US. the
UK. Japan, Canada. Austria. Norway. Sweden. Source: IMF. Intemational Financial Statistics.
Switzerland.
The standard deviation here measures the Note: The inflation rates in each group of countries
deviation of national inflation rates from the arc weighted averages. The weights are obtained
weighted mean inflation rate in each group from GDP figures.
of countries See also notes of Figure 3

X,
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’Tabeﬂe 4 a: Abstand des Geld- und Briefkurses vom Mittelkurs im amtlichen
Frankfurter Devisenhandel in v.H.?2

nezember 1970 Dezember 1978 Dezember 1985

Belgischer Franc Bk, il .20
Dinische Krone 4 ¥ Ly R 22 ¥ .18
Hollandischer Gulden =) poy . A2

. Franzosische Franc .15
Irisches Pfund a1
Italienische Lira ik b

. Norwegische Krone i

Schwedische Krone Ll
pfund Sterling g

8rm-1iche Devisenkurse qegeniber der D-Mark an car Frankfurter Borse.

Quelle: Deutsche Bundesbank, Monztsberichte, verschiedane Ausgaden.

Tehelle & b: phe+znd des Geld- und Briefkurses VOm pMitselkurs im Dissel-

dorfer Sor+enhandel in v.H.

tnde Dezember 1S7€ £nde Dezember 1985

Belgischer Franc 2.C
49

Danische Krone 21

-

Hollindischer Guiden T3
Franzgsische Franc i# Co
Irisches Pfund . - . > 3.1
1talienische Lire . :

1. Norwecische Krone
Schwedische Krone

Pfund Sterling

Handelsblatt, verschiedene Ausgaben.




