In Africa, the CFA zone was created when the former French colonies gained independence in the 1960s.!

It includes two unions: the West African Economic and Monetary Urdon (Benin, Burkina Faso, Cote
dTvoire, Guinea Bissau, Mali, Niger, Senegal, Togo) and the Central African Economic and Monetary
Unlon {Caineroon, Central African Republic, Chad, Democratic Republic of Congo, Equatorial Guinea,
Gabon). These countries never created their own currencies (Mali and Equatorial Guinea did, until they
Joined the CFA zone in 1985). The two monetary unjons are formally independent of each other and
each has its own ceniral bank, yet both pegged their currency to the French franc at the same rate,
and both devalued just once, by 50 per cent in 1994. They have been pegged to the euro since 1999. The
arrangement is special, a legacy of colonial times and based on a guarantee by France, butitis a true,
modern monetary union, Belgium and Luxembourg formed a monetary union until they joined the euro
area.

The East Caribbean Comumon Market {Antigua and Barbuda, Dominica, Grenada, St Kitts and Nevis,
5t Lucia, and St Vincent and the Grenadines) forms a2 monetary union, These are small islands that can
hardly be compared to the Buropean monetary union,

Brunei and Singapore also form a currency union.

Other countries have unilaterally adopted a foreign currency and therefore do not actively
participate in the yurming of the central bank. This is the case of Kiribati, Nauru and Tuvalu, which
use the Australian dollar; Lesotho, Namibia and Swaziland, which use the South African rand; and the
Bahamas, Liberia, the Marshall Islands, Micronesia, Palan and Panama, which have adopted the US
dollar. Since 2001, Ecuador and San Salvador have also adopted the US dollar. In Burope, Monaco uses
the French franc (now the euro), Liechtenstein the Swiss franc, and San Marino the Italian lira (now
the euro). These are not true monetary unions, since the centre country is not commumitted to taking into
account the interests and viewpoints of its ‘satellites’, and actually never does.

! The term CFA comes from the ald colonial French designation ‘Comptoir Frangais d'Afrique’. The western Afrida CFA
means Communouts financidre d’Afrique (Financial Community of Africa), while the central Africa version means
Coopération financiére en Afrique centrale (Financial Cooperation in Central Africa).
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i4 Essential facts of monetary integration

This chapter presents the main steps in the history of monetary integration in Europe. The aim is to reveal
the deep logic that has led to the creation of the euro. As we know all too well, the monetary union ig f;
from perfect - more on that in subsequent chapters - and political considerations have been paramount all
along, yet there is also an economic logic behind it. Indeed, the concepts developed in the previous chaptey
provide a powerful interpretation of the main events.

All the countries that completely eschew capital controls are financially integrated already — the interest
rate parityy condition applies. This is often referred to as financial globalization and it concerns all the developed
countries and, increasingly so, the emerging market countries. Monetary integration goes much further ag it
seeks to achieve a high degree of cooperation in the area of monetary policy. The interest rate parity condition
links interest rates in two countries and their bilateral exchange rate. This shows that there is an intimate
relationship between monetary policy - seiting the interest rate — and exchange rate policy. In fact, one is just
the other side of the coin of the other one. Indeed, the impossible trinity principle states that, when capital is
freely mobile, a central bank can choose the interest rate, or the exchange rate, but not both at the same tim

"This is why monetary integration can be viewed from the perspective of the exchange rate regime. When
two countries want to stabilize their bilateral exchange rate, they have to cooperate in the area of monetary
policy. The more exchange rate stability they wish to achieve, the tighter must be cooperation. At the end
of the spectrum lies a monetary union, where the bilateral exchange rate has disappeared completely or,
equivalently, has been set once and for all. In that case, there can be only moenetary policy and, therefore;
one central bank. A nurmber of European countries have now reached this end of the road, The trip has been

eventful and erratic. Part of the reason is that the concepts presented in Chapter 13 were either unknown:

or ignored. Going back over the events through the prism of curreni knowledge is not just fascinating;
also reveals the deep logic behind European monetary integration, as well as the reasons why a number of
countries have chosen to pursue that process.

The chapter starts far back in the nineteenth century with a brief review of the Gold Standard, Interest
in history is justified by the fact that, in many respects, a monetary unton works like the Gold Standard.
In both cases sovereign couniries share the same currency — gold back then, the euro now - and can no
longer use the exchange rate to correct imbalances. The correction was achieved automatically through
price adjustments, a feature highly relevant to the Eurozone crisis. This is a warning, rather a rerninder, that
automaticity may be very painful.

The chapter next looks at the inter-war period, that of the Great Depression, currency crises and the
dislocation of international trade as the Gold Standard crumbled. Policy mistakes accumulated during these
years, providing a large nuinber of important lessons. These lessons, in fact, have played a crucial role in

shaping policy makers’ thinking, and they still do. For one thing, the Bretton Woods system was shaped;

to avoid these past mistakes, From a European viewpoint, this system offered exchange rate stability. Its
demise left Furope in need of a replacement. The chapter recounts the history of the ‘snake’ and its much—
improved successor, the European Monetary System (EMS).

The EMS worked well as long as capital controls were pervasive. When these controls were removed as
predicted by the impossible trinity principle developed in Chapter 13, the EMS was no longer the solution to
the quest for intra-European exchange rate stability. The logical response was a common currency.

We will see that the rise of capital mobility within Europe has forced a choice between monetary policy
autonomy and intra-European exchange stability, There is no obviously better alternative; both have
advantages and disadvantages, which is the main theme of Chapter 15. With some notable exceptions

(Sweden and the UK, so far), some countries still undecided (the Czech Republic, Hungary and Poland) and *

others not yet ready (Bulgaria, Croatia and Romania), the other countries have opted for exchange rate
stability (Denmark is a special case discussed below). Over several decades, this choice, largely driven by
past experience, has triggered a series of moves that made the adoption of a common currency a natural step.
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Europe’s path to complete monetary integration is spectacular but, in many ways, it is just a return to the -

situation that prevailed before the introduction of paper money. This section reviews the historical record,
partly for its own sake, and partly because some important lessons have been learnt and forgotten.

Back to the future: before paper money

1411 The world as a monetary union

From time immemorial until the end of the nineteenth century, money was metallic (mainly gold and
silver) and a bewildering variety of currencies were circulating side by side. Each currency was defined
by its content of precious metal and each local lord endeavoured to control the minting of currency in his
fiefdom, chiefly because it was a source of revenue, called seigniorage. Exchange rates existed between
these coins — recognizable by the Face of the lord - but they merely corresponded to the different contents
of precious metal in coins. This was the Gold Standard.

In effect, goods were priced in gold (or silver, but we ignore this detail from now on) weight. Bugers
and sellers would then exchange various coins whose gold content added up to the price. In practice, gold
was the currency and monies were merely the materialization of gold. The ‘world’ was just one monetary
union. While there are vast differences between now and then, chiefly the existence of central banks that
can create money, the functioning of this monetary union is of more than historical interest.

This system had a very nice property: it automatically restored a country’s external balance. This
property, which was lost when we adopted paper money, is known as Hume's price-specie mechanism (see
Box 14.1 for a note on Hume). The mechanism is well worth a modern visit because it applies to the internal
working of a monetary undon. It is presented at some length in the Annex. Briefly stated, the mechanism
worlks as follows. A country whose prices are too high is uncompetitive and runs a trade deficit. This means
that importers spend more gold money, which is shipped abroad, than importers receive from abroad in
pagment for their sales. Overall, therefore, the stock of money declines. Long—run monetary neutrality
means that eventually prices will decline. The process must go on automatically until competitiveness is
restored and the external deficit has been eliminated. The opposite occurs when prices are too low and the
current account is in surplus: inflows of gold eventually lead to higher prices and a correction of the surplus.
Thus, even though there is no exchange rate, imbalances cannot last forever. They are self-correcting.

Oy

Born in 1711 to a well-to-do family in Berwickshire, Scotland, Hume mostly
wrote on philosophy, including the Principles of Morals (1751), which
founded, among other things, the theory of utility. His works were highly
influential even though they were denounced at the time as sceptical and
athelstic. His economic thinking, mainly contained in Political Discourses
{1752), had a large impact on Adam Smith and Thomas Malthus.

Source: Library of Congress Prints and Photographs Division

The automatic return to external balance implies that the ‘world monetary union’ was inherently stable.
The underlying reason is the impossible trinity principle. There was no exchange rate as money was
everywhere simply gold, so it was a universal fixed exchange rate regime. There were no capital controls;
although moving gold across borders was cumbersome and necessarily slow, it was moving. Monetary
policy autonormy could not exist, therefore, and it did not since there was no central bank (and no paper
money). Beyond what could be extracted from the ground and rivers, the stock of gold money was entirely
determined by the balance of pagments and interest rates were adjusting according to market demand and
supply.

Great, then? Not so fast, please. Note that prices had to do the balancing work. They were going up
and down, as did wages. What was bringing prices and wages down were long periods of recession and
rising unemployment. Poverty was rampant and was worse during these periods of adjustment. It is easy
to admire the automatic world of gold money and to forget the hardship that it imposed. The invention of
paper money is a great achievement but, like any invention, it can be misused.
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The European monetary union bears more than a passing resemblance to the Gold Standard, The éuy

replaces gold since national central banks are no longer allowed to issue national currencies and there is

no national exchange rate. Within the Eurozone, when one country runs a balance of payments surplus

receives an inflow of euros, and conversely, in the case of a deficit, its money supply automatically shrinks

Thus, the Hume mechanism is at work inside the Eurozone. In particular, a deficit cowllry can no lon
use the exchange rate to re-establish its competitiveness. This will have to be achieved through prices (an

wages), which will kave to increase more slowly than in the rest of the FEurozone, possibly even to deckina

This is precisely what happened in the early 2010s in a number of crisis-hit countries. It came as a shock, but}

should not. Hume's mechanism was left to work. As we will see in Chapter 19, there are better ways of runnin'g

a monetary union, without the full rigour of the mechanism, but they were not used, at least not sufficiently;
Paper money started to exist on a significant scale in the late nineteenth century. Gradually, it startec

to spread and even to circulate internationally. It was convenient and presumed safe since each banknote

was very explicitly a right to obtain a specified amount of gold. This is why the new arrangement was call
the Gold Exchange Standard. In contrast with gold, however, paper money did not have to be dug out ¢

the ground. It could be produced at will by the relevant anthority. How much should that be? It has taken

several decades to find answers to that question. Meanwhile, experimenting with this new instrument ha
not been an entirely happy process. :

It was also during the nineteenth century that people started to identify money with individual countri

even decided to share the same currency.

el ..
as part of the process of creating nation-states.! Efforts were then made, not fully successfully, to put sorn"é_,-- :
order into what we would now call the international monetary system. As Box 14.2 explains, some countries

By the early nineteenth century, gold and silver coins circulated side by side. The exchange rate
between gold and silver fluctuated depending on discoveries of these precious metals. Britain was the
first large couniry to drop silver and adopt the Gold Standard. On the Continent, bimetallism survived
much longer, even though some countries (Germany, the Netherlands, the Scandinavian countries)
favoured silver, until gold discoveries in the 1850s resulted in the disappearance of silver money on
much of the Continent.

To preserve bimetallism, Belgium, France, Italy and Switzerland formed the Latin Euaropean
Monetary Union in 1865 - a distant ancestor of today’s monetary union. Greece joined in 1868. That
effort foundered following the Franco-German war of 1870-71, when the newly established German
empire shifted from silver to gold and weakened French finances by imposing war reparations to
be paid in gold. When silver discoveries in Nevada depressed the price of stlver, the Latin European
Monetary Union was abandoned in 1878 and gold became the monetary standard.

The Scandinavian Monetary Union was created in 1873 by Denmark, Norway and Sweden, as
part of the ‘Scandinavianism' movement in support of the symbol of a conumon krona. These countries’
currenctes circulated widely in each other’s territories. At the outbreak of the First World War, the
Scandinavian Monetary Union ceased to exist, and was officially pronounced dead in 1924

These precedents are merely of historical interest and bear little resemblance to modern monetary
unions now that the currency is no longer metallic and central banks create money. These old monetary
unions amounted to nothing more than harmonized coinage. They were not associated with any trade |
agreerent and, more importantly, there was no common central bank and very little coordination |
among the national monetary authorities, When external conditions became difficult (the fall of the
price of sjilver in the case of the Latin European Monetary Union, and the dislocations of war in the case

of the Scandinavian Monetary Union), each country reacted in its own way to protect its own interests.

Y 7
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! Germany and Italy achieved political unification late in that century, and many different canrencies still circulated there well into
the 1850s. Tt took Italy two decades after its political unification in 1861 to achieve monetary unification, Similarly, even after the
creation of the German Reich in 1871, different monetary standards survived until the Bank of Prussia unified German monies.

Back to the future: before paper money

4.1.2 The unhappy inter-war period

The Gold Exchange Standard was suspended in 1914 when hostilities disrupted gold shipping and therefore

he ability to pay for international trade. Paper money was not trusted at this time of uphgaval fa.nd gold
ould not be shipped safely. The subsequent inter-war period left a bitter taste in Europe, which still haunts
fie Continent. Belligerent countries had emerged exhausted from the First World War facing huge debts.

“Gyer the next 30 years they would never quite fully recover. In many ways, post-war European economic
.qd political integration represents an effort to rule out any repeat of the inter-war disaster.

Wars are cxpensive and strain budgets, especially as governments are loath to raise taxes. The two
Iternatives are either to issue debt or to run the printing press. Both were used during the First World War.

Prices were often kept artificially stable through rationing schemes; when war ended and prices were free(.i,
“the accumulated inflationary pressure burst. Some of the most famous hyperinflations erupted during this

period, with Germany, Hungary and Greece facing monthly inflation rates of 1000 per cent or more in the

early 1920s,

Lacking the vision of how a world of paper money could work —many even doubted that it could exist -

:'post-war policy makers committed to return to the Gold Exchange Standard as soon as practical, but at

which exchange rate? Different European countries adopted different strategies, which ended up tearing
them apart, economically and politically. We look at three prominent cases: the UK, France and Germany.

The UK

Hoping to retain its traditional leadership in international monetary matters in the face of. a n}ounting Uus
challenge, the UK decided to return a much-depreciated sterling to its pre-war gold parmt.],' to look the
dollar in the face’. This forced appreciation of the pound is shown in Figure 14.1.° This decision has bet?n
recognized as a landmark policy mistake. Since 1914, prices had increased much more in the UK than in
the TISA, the newly emerging economic powerhouse. Returning sterling to its pre-war vahlle resulted in
overvaluation. Restoring competitiveness required bringing prices back down through deflation, a lengthy
and painful process. As the impossible trinity principle suggests, monetary policy autonomy V\faS lost. .Poor
growth and a weak current account eroded trust in sterling, once considered ‘as good as gold'. The City of
London lost ground to New York's Wall Street.

When the Great Depression followed the 1929 Wall Street crash, the British economy was already WE'EE'li(.
The UK was in no position to deal with yet more hardship. The exchange markets sensed this vu]ne.rablhtg
and repeatedly launched speculative attacks on sterling. When, at long last, the Bank of England withdrew
from the Gold Standard in 1931, sterling promptly lost 30 per cent of its value with respect to gold and the
dollar. An ambition was gone, and the price was high: a decade of miserable growth. :

France, t00, initially intended to retuwrn to its pre-war gold parity, but lost control of inflation for a period of
several gears. During the war the French debt had grown significantly higher than UK debt. The government
allowed it to rise further after the war on the premise that Germany's huge war reparations imposed by the
Treaty of Versailles would eventually pick up the bill. When, by 1924, it became clear that Germany would
not plug the hole, inflation soared to an annual rate of close to 50 per cent. The franc was attackec.l and
sunk. When inflation was finally halted in 1926, the franc was stabilized at one-fifth of its pre-war parity.

France officially returned to the Gold Standard in 1928 but, in contrast to the pound, at an undervaiued
exchange rate. Over the next few years, the indervaluation served France well as it could run surpluses on
its balance of payments and the Bangue de France accumulated large foreign exchange reserves. France
thus escaped the Great Depression relatively unscathed because it was competitive. Trouble started when
rany countries followed Britain's 1931 decision to devalue. Their renewed competitiveness came at the
expense of that of France. The last blow came when the USA also abandoned the Gold Standard, in 1.933,
and devalued the dollar by 40 per cent. Fighting the inevitable, France and some other countries (Belgium,

% Note that the exchange rate is expressed as the number of pounds needed .u? ’bug one U$ dollar. A decrease means an
appreciation, since fewer pounds are needed to buy one dollar. The same definition is used in the other charts collected in

Figure 14.1.
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depreclation, henee a higher exchange rate as defined here,

Sowrce: Mitchell (1998)

Luxembourg, Italy, the Netherlands, Poland and Switzerland) formed the Gold Bloc, in an attempt to jointly
protect their now overvalued currencies. Overvaluation is the channel through which France was finally hit
by the Great Depression. Facing speculative attacks, exactly as had the UK ten years earlier, France finally .
devalued its currency by a whopping 42 per cent.

domestic public debt was huge, without even taking the massive war reparations imposed in 1919 by the
Treaty of Versz;ﬂles into account. As In France, Germany's post-war inflation was high, but in 1922 it slipped
out of control.” The result was one of history’s most violent hyperinfiations. A new Deutschmark — worth

3 This is why pre-hyperinflation prices and exchange rates are not shown in Figure i4.1 — the scale doesn’t allow for them!

Bretton Woods as an antidote to the inter-war debacle

one million times the old one — was established in 1924 as part of a successful anti-inflation programme.
The German economy started to pick up just when it was hit by the Great Depression. Preservation
of the restored value of the mark was seen as essential to dispel the ghosts of hyperinflation. Like the franc,
the mark became overvalued when more and more countries devalued their own currencies. Germany
first suspended its debt and then started Lo move away {rom a free trade system. Then capital controls
were established. As the depression deepened, the Nazis combined public spending with wage and price
increases. 'This further dented external competitiveness and deepened the trade deficit. The response was
to stop the converston of marks into gold and foreign currencies — an extreme form of capital control - and
to impose ever-widening state controls on imports and exports. Germany bypassed completely the foreign
exchange market by working out bilateral barter agreements with one country after another.

Lessons

With free capital mobility re-established, once they had restored the Gold Exchange Standard — Le. when
they set a fixed gold vahie for their paper monies — France and the UK had to forego autonomy over their
moenetary policies. In the depths of the Great Depression, however, the urge to use monetary policy became
too strong. The impossible trinity principle was violated and the result was the end of the fixed exchange
rate system. Germany respected the impossible trinity principle, in an extreine way, by severing all market-
based relationships with the rest of the world.

Once the Gold Exchange Standard collapsed, exchange rates were left to float, a fairly novel experience.
Faced with a deep recession, each country — except Germany — sought to boost its exports by letting its
exchange rate depreciate and become undervalued. But one country’s undervaluation is another country's
overvaluation, hurting foreign exports. The ensuing round of tit-for-tat depreciations, which came to be
called beggar-thy-neighbour policies, led nowhere but began to disrupt trade. Protectionist measures soon
followed and trade exchanges went into a tailspin, aggravating the depression. The result was political
instability, leading to war.

This traumatic period left a deep imprint within Europe, shaping post-war thinking among policy makers
who started to realize the complexity of paper money. Among the many lessons learnt, two are relevant for
the monetary integration process:

» Floating exchange rates can be manipulated. The resulting misalignments breed trade barriers and
eventually undermine prosperity. Most European countries developed a fear of floating, which
remains a key concern today.

= The management of exchange rate parities cannot be left to each country’s discretion. We need
an international order that deals with the fact that one country's depreciation is another country's
appreciation, In other words, we need a ‘system’.

Even before the end of the Second World War, the USA and the UK started to plan the Bretton Woods
conference. The aim was to establish an international monetary system based on paper currencies,
Gold remained the ultimate source of value, but the dollar became the anchor of the system, and the US
government guaranteed its value in terms of gold. All other currencles were defined in terms of the dollar.
Exchange rates were fixed but adjustable’ to avoid both unreasonable adherence to an outdated parity
(over- or undervaluation) and an inter-war-type free-for-all. The system was a collective undertaking, with
the International Monetary Fund (IMF) both supervising compliance and providing emergency assistance.
As supplier of the system’s central currency and host of the IMF in Washington, the USA was the ultimate
economic and political guarantor of the system. Capital controls were not outlawed and most countries
made abundant use of them. This was compatible with the immpossible trinity.

The system unravelled when capital controls started to be lifted in the 1960s. The impossible trinity
principle required that exchange rates be freed — including the link between the dollar and gold — or that
the authorities give up monetary policy autonomy. Most governments — Canada being a rare exception as it

chose to letits currency float in violation of the Bretion Woods agreements - refused to make such a choice.

g
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With widespread capital controls in place, most countries actively used monetary policy to prop u y
growth. The monetary neutrality principle was not yet well established so there was no concern regardinp
inflation. By the late 1960s, however, inflation started to rise in a number of countries, including the US :
The anchor of the system, the US dollar, gradually became overvalued. The Bretton Woods system camia
under strain when the USA could no longer guarantee the dollar’s gold value because the stock of doﬂé,rs.
exceeded the value of its gold reserves. The demise of the system occurred in two steps. First, in 1971, the USA
‘suspended’ the dollar’s convertibility into gold. Then, in 1973, the ‘fixed but adjustable’ principle was officially
abandoned; each country would now be free to choose its exchange rate regime and could retain monetarg.
policy autonomy if it accepted a flexible exchange regime. This effectively ended the Bretton Woods era. :
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In the 1970s, the European countries were focused on developing the Common Market. With fresh memories of
the interwar period, they wanted fairly fixed exchange rates and reassurances that competitive devaluations
would be held in check, The Bretton Woods system had provided the solution: exchange rates were fixed and
the IMF exerted surveillance on all member couniries. Once the system fell apart, Europe found itself witho
a solution. Its early reaction charted the path for the monetary union that was created three decades later.

The first response was the ‘European snake', a regional stepped-down version of the Bretton Woods systen
designed to limit intra-Europesn exchange rate fluctuations by pegging European currencies to the dolls,
Under the protection of capital controls, monetary policy was available. Still ignorant of the link between
money growth and inflation, many countries used their central banks to expand credit in order to sustain rapic
economic growth. The monetary neutrality principle predicts that, with the money stock growing at a sustained
rate, inflation should creep up gradually, which is exactly what happened. Germany and Switzerfand, which
had forfeited capital controls, used monetary policy sparingly and kept inflation in check. Real exchange rates’ :
started to move away from their equilibrium levels.? PPP implies that this situation cannot last for long. External
deficits deepened in those countries experiencing inflation and surpluses emerged in Germany and Switzerland.
In the late 1960s, France and the UK, two high-inflation currencies, devalued their currencies. The realization
that exchange rates were as adjustable as they were fixed, riggered speculation and more countries devalued,
Soor European nominal exchange rates became unhooked, as Figure 14.2 shows. PPP was asserting itself. :
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Wlth f:].XEd nomai exchange rates E, higher increases in the domestic price level led to real appreciation as EP/P* rose. Low
inflation countries, on the other hand, underwent real depreciations as EP/P* declined,

After Bretton Woods: Europe’s snake in the tunnel

As explained in Box 14.3 below, the snake was a loose arrangement. It did not deal with the impossible
trinity principle: capital controls were often in place but they were not tight and could increasingly be
evaded, while there was no resiriction on national monetary policies. When inflation rose abruptly in
the wake of the first oil shock of 1973-74, the central banks reacted differently. Some (Germany, the
Netherlands, Belgium} succeeded at keeping inflation in check, whereas others (e.g. Italy and the UK) did
not. Maintaining exchange rate fixity with divergent monetary policies was hopeless and, indeed, several
countries had to leave the snake arrangement.

In 1971, In & last-ditch effort to save the Bretton Woods system, it was decided to widen the margin
of fluctuations vis-2-vis the dollar from 1 per cent to £2.25 per cent. Non-dollar currencies, like the
mark and the frane, would now fluctuate by as much as 9 per cent vis-2-vis each other, as is shown in
the upper part of Figure 14.3, Under the Bretton Woods system, the exchange rates of the franc and
the mark were determined in terms of dollars. Consider the case, represented by both points A, where
these currencies are at their opposite extremes vis-2-vis the dollar; the mark is 2.25 per cent above the
dollar and the franc 2.25 per cent below it. As a result, the mark is 4.5 per cent above the franc. At the
opposite extremes (points B), the mark is 4.5 per cent below the franc, with a total amplitude of 9 per
ceni. A number of European countries (the EC members as well as Denmark, Ireland, Norway, the UK
and Sweden) felt that this was too wide a margin and decided to maintain thelr bilateral rates within
a common =2.25 per cent band of fluctuation. This was called the ‘snake in the tunnel’ —a colourful
representation of their joint movements vis-4-vis the dollar, as shown in the lower part of the figure,
Once the Bretton Woods systern ended, the tunnel was gone but the EC countries resolved o keep the
snake, i.e. to limit the range of variation of their bilateral exchange rates to a maximum of 4.5 per cent.
The snake crawled out of the vanishing tunnel and, in doing so, led directly to the EMS.

DM per dollar B

2. The snake in the tunnel

The snake had embodied the determination of policy makers to keep intra-European rates fixed,
irrespective of what happened elsewhere in the world. Ii was meant to be ‘an island of stability in an ocean
of instability’. It failed because it did not recognize that increasing freedom of capital moverments was
incompatible with monetary policy autonomy. That lesson was not yet taken on board but another lesson
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shaped the next step, the creation of the European Monetary System (EMS). It was slowly being recognized’
that paper money does not need any backing. The Gold Exchange Standard and the Bretton Woods systern
still retained a link to gold. The snake had given up on gold but replaced it with the dollar. Europe now
realized that it did not need the dollar either, much as the dollar was not linked to any superior anchor since
1971, From there on in, the European currencies would be defined vis-i-vis each other. 5
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The decision to create the system was taken in 1978 by German Chancellor Helmut Schmidt and French'

President Valéry Giscard d’Estaing, The heart of the EMS is the Exchange Rate Mechanism (ERM), a system
of jointly managed fixed and adjustable exchange rates backed by mutual support. Open to all EU countries;
the ERM has seen its membership grow and then decline (see Table 14.1} as countries give up their Ilationai'
currencies for the euro. Several more recent EU member countries have followed this pattern, leaving the'
mechanism with just one member, Denmark.

ERM membership

Austria oo 1905 ©0 1999 - | Bulgaria
Belgium/Luxembourg' 1076 " 01999, Ggpms ' 2005 2008
Demmack | 199 | Silamember |CrechBep
Fland 6 19 Esonm | 2004
‘France " 19791099 | Hungary : ¥

. 1999 , Latm

Greece 10987 L2001 Mthhuama S 2004 201
Treland RN Ui N C1909 T Malta T '20'05'." 2008
Italy - 1979;1996" - .- 1092,1999 - Poland .~ |- .
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Note: Italyy, Portugal and Spain initially operated a wider (£6 per cent) band of fluctuation around the central parity than the normal
(£2.26 per cent) band. In 1993, the band was widened to 115 per cent, but Denmark has retained the narrow (£2.25 per cent) band. All
cther current members of the ERM operate the wide (+15 per cent) band, except for Latvia (41 per cent), Luxembourg used the Belgian
franc until the euro was created.

Political sensitivities were important in shaping the design of the ERM. Germany would never take the
risk of weakening its star currency, the Deutschmark, while France could not be seen to be playing second
fiddle to Germany. Additionally, the smaller countries had to be brought along, while the UK was staunchly
opposed to any fixed exchange rate regime. The squaring of the circle took the form of an explicitly
spmumetric arrangement, without any currency at its centre, and it established a subtle distinction between
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the European Monetary System, of which all European Community countries were de facto members, and
the Exchange Rate Mechanism, an optional but operational scheme.

1441 Fixed and adjustable exchange rates
The ERM involves four main elements: a grid of agreed-upon bilateral exchange rates, mutual support,
possibility of realignments but subject to unanimity agreement, and the European Currency Unit (ECH).

All FRM currencies were fixed to each other, with a band of fluctuation of +£2.25 per cent around
the central parity (Italy was initially allowed a margin of fluctuation of +6 per cent, in recognition of its
higher rate of inflation and internal political difficulties). The resulting bilateral rates formed the grid. The
responsibility for maintaining each bilateral exchange rate was explicitlp to be shared by both the strong-
and the weak-currency countries, thus removing the stigma of one weak and one strong currency. This
symmetry ended with the advent of the euro; the common currency has now become the reference for ERM
members — the grid has disappeared - and the responsibility to uphold the declared parity belongs to the
ERM not the ECB.

Defence of any bilateral parity required central banks to intervene in the foreign exchange markets,
buying the weak currency and selling the strong one. Crucially, this commitment was unlimited. If the
wealk-currency central bank had exhausted its reserves, it could borrow those of the sirong-currency
central bank. Other ERM central banks, even if they were not directly involved, could decide to give a
helping hand, by also intervening in the foreign exchange markets,

How long should interventions be pursued? Clearly, if markets remained unimpressed by the artillery
lined up against them, there remained the possibility of depreciating the weak currency, appreciating
the strong currency, or both. Realignments, as these actions were called, had to be agreed by all ERM
members because all parities were defined bilaterally. The consensus rule implied that, in effect, each
country gave up exclusive control of its own exchange rate. The history of realignments is shown in

Table 14.2.
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“ Al ERM currencies realigned;
Yin addition, twoe currencies (sterling and iira) leave the ERM.

14.4.2 From divergence to convergence and blow-up

Between 1979 and 1987, realignments occurred no fewer than 12 times, once every 8 months on average.
Most of them occurred in the midst of serious market turmoil. The reason is that, in violation of the
impossible trinity principle, most countries sought to retain monetary policy autonomy. Until the mid-1980s,
capital controls were in place in most countries, so policy autonomy was possible. The result was different
inflation rates, as indicated in Figure 14.4, As a result, realignments were frequently needed to re-establish
competitiveness, an implication of the PPP principle presented in Chapter 13. For this reason, they were
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easily guessed ahead of thne and investors rushed to sell off the currencies up for devaluation, which’
resulted in speculative crises that often forced the hands of the national authorities. ’ :
. As capital controls were lifted, realignments became increasingly destabilizing. This pushed high-
inflation and depreciation-prone countries to seek to bring down inflation to the lowest rate. The
monete.try policy of Germany, the perennial low-inflation country, became the ERM standard. The other |
countlt‘leds de facto surrendered monetary policy autonomy. The impossible trinity principle was finally
accepted. v '

With all central banks emulating the Bundesbank, inflation rates started to converge. For nearly 6° .-
years, from early 1987 to September 1992, there was no realignment.” The link became tighter as capital -.
controls were formally banned as of 1990, The Deutschinark served as anchor, leaving its central bank, the -
_Bundesbank, with full monetary policy autonomy. A system designed to be symmetric, in violation oi; the -
irmpossible trinity principle, had become perfectly asymmetric.

This unplanned evolution had two momentous implications. First, the other countries resented the
Bundesbank leadership. The next step in the reasoning was: if we have to give up national monetary policy
autonom]f), we should share it collectively, not delegate it to one national central bank. Of course, Germany
was unwilling to relinquish its lock on ERM monetary policies but, in the end, accepted a politi::al deal in
1991: the monetary union in exchange for its own reunification with the former East Germany. This is when
the second event occurred and nearly destroged the ERM, in 1992-93.

14.4.3 The crisis of 1992-33

The a,l?sence of any realigrnment for about 6 years looked good,® but inflation rates never fully converged
{see Figure 14.4) because monetary neutrality sets in very slowly. While countries such as Denmark and

5 e p
'(Il‘he‘ 1.990 rea.hgmnent (Table 14.2) was not really a realignment, It was merely a technical adjustment prompted by [taly's
ecision to switch to the narrow +2.25 per cent band of fluctuation, a consequence of the ‘strong lira’ policy. Parity was
A brought closer (from 6 per cent to 2.2 per cent) to its weak margin.
F.h.e Govlen}or of the Banque de France at that time, Jean-Clande Trichet, famously defined his objective as ‘competitive
disinflatior, a reference to the infamous competitive devaluations of the inter-war period.
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France indeed moved towards the German inflation rate, others, such as Italy, Portugal and Spain, falled to
get close enough because they had started from too far afield. Their real exchange rates kept appreciating,
which resulted in a dangerous loss of competitiveness. Any spark could trigger speculative attacks. In short
succession, three sparks were ignited.

The first spark came from Germany. Unification represented an inflationary rigk. The Bundesbank
responded by sharply raising its interest rate. Facing a global economic slowdown, several overconfident
Furopean central banks decided not to follow the Bundesbank and to recover some autonomy. The result
of this violation of the impossible trinity principle was bound to trigger speculative attacks on the countries
that had lost competitiveness.

The second spark came from Denmark. The Maastricht Treaty - the creation of a single currency —
had been signed in December 1991 and was to be ratified by each Member State. The first couniry to
initiate the ratification process was Denmark, where law mandates that international treaties be submitted
to referenda. For a variety of reasons, some quite obscure,” the Danes voted down the Treaty. This created
considerable confusion. Box 14.4 provides the details.

The third spark came from France, which also organized a ratification referendum. Negalive polls
alarmed the exchange markets. Speculative attacks started immediately, initially targeting Italy (the lira
was seriously overvalued by then) and the UK, which had finally joined the ERM a year earlier but at an
overvalued exchange rate?

In response to the speculative attacks, as mandated by the ERM agreements, the strong-currency
central banks initially intervened in support of the embattled Banca d’ltalia and Bank of England. By
mid-September 1992, the attacks had become so huge that a frightened Bundesbank decided that truly
unlimited interventions were not reasonable and stopped its support. Left to themselves, the lira and
the pound withdrew from the ERM. The markets concluded that the ERM was considerably more fragile
than hitherto admitted. Speculation shifted to the currencies of Ireland, Portugal and Spain. Each of
them had to be devalued, twice, Contagion then spread to Belgium, Denmark and France, even though
inflation in these countries had converged to below the German level and their currencies were not
overvalued.

By the surnmer of 1993, huge amounts of reserves had been thrown info the battle and, yet, speculation
was still going strong. In order to uphold the principle of the ERM, the monetary authorities adopted new
ultra-large (15 per cent) bands of fluctnation.? Figure 14.5 shows the ERM history of the French frane/
German mark exchange rate as it moved throughout six realignments within the fluctuation band. The tight
ERM was dead.

14.4.4 The EMS re-engineered

The post-crisis ERM agreed upon in 1993 differed little from a floating exchange rate regime. Bilateral
parities could move by 30 per cent, a very wide margin. Unsurprisingly, therefore, the (non)system worked
well because it left enough room for some degree of monetary policy autonomy. Figure 14.5 shows that the
franc/mark fluctuated slightly outside of its earlier narrow +£2.25 per cent range for a few years and then
gently converged to its ultimate EMU conversion rate.

One precondition set by the Maastricht Treaty for joining the monetary union is atleast 2 years of ERM
membership (the other conditions are presented in Chapter 16). This means that the ERM is still in use as
a temporary gateway to the Eurozone. Currently, its only member is Denmark, which has a non-official
+1 per cont band. Figure 13.13 shows that it has given up monetary policy autonomy, so the arrangement
is stable.

" The No camp warned that a monetary union would encourage Germans to buy Danish properties alony the common border.

8 The UK had jeined the ERM a few months before, soon afier John Major replaced Margaret Thatcher as Prime Minister, largely
because her opposition to ERM membership appeared anachronistic in the midst of a wave of Euro-optimism.

® Germany and the Netherlands independentll agreed to keep their bilateral parity within the old £2.26 per cent margins.
Belgium decided on its own to follow the same rule. In effect, these countries had given up monetary policy auionomy.

I
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14.4.5 Assessment and lessons

The EMS represents an important step in the European monetary integration process. For the first time,I
European currencies defined their interrelationship without reference to an external store of value, like

gold or the US dollar. It involved deep and comprehensive agreements among sovereign states that
remain unmatched elsewhere in the world, with the exception of existing monetary unions. [ts unplanned
evolution into a de facto Greater Deutschmark Area made the adoption of a common currency a natural
next step.

The tools developed in Chapter 13 provide the keys to understanding the ups and downs of the long
road to monetary integration. The impossible trinity principle implies that a commitment to exchange rate
stability requires the loss of monetary policy autonomy once capital is allowed to float freely. PPP, in
turn, explains that lasting inflation differences are unsustainable if the exchange rate is fixed. This too
pleads for a close alignment of monetary policies. Once antonomy is given up, the difference between a
fixed exchange rate regime and a monetary union is mostly symbolic. Monetary neutrality means that,
over the long run, monetary policy autonomy does not matter for economic growth or unemployment; put
differently, there are no long-run costs of giving up a currency. However, monetary policy does matter in
the short run and the costs can be significant. In the face of serious disturbances, the decision to bypass
monetary policy can be painful. The Burozone crisis has made that fact plain to see (Chapter 19), but it was
clear much earlier, at least since the EMS crisis of 1993 as explained above.

Not all European countries have put exchange rate stability at the top of their priorities. The Czech
Republic, Poland, Sweden and the UK have chosen monetary policy autonomy and correctly concluded
that this precluded fixing the exchange rate or joining the Eurozone. (The UK briefly joined the EMS but
withdrew soon thereafter; see above.} Figure 14.6 shows that, following the creation of the euro in 1999, the
Czech Republic and Sweden did not make much use of their policy autonomy until 2010, when the Eurozone
crisis erupted. The UK, on the other hand, did carry out a different monetary policy.

The maastricht treaty

—— Euro area -—— Czech Republic
— Sweden - UK

0 T T T T T T T T ) T T T T E3 T ‘I_ 1_[_ 1 T 1
pEEESfiifeisgsisseis
TTARARNANNARNNAANRQNN N NN
Note: Interbank interest rates,
Sowrce: IMF
‘x -

iy
¥

e
F H

£y

T EEP A

Maastricht — unpronounceable by non-Duich natives — is a picturesque Duich town. In December 1091, the
12 heads of state and government of the EU gathered there to sign a treaty that replaced the European
Community (EC) with the BEuropean Union (EU). The change of name was meant to signal that the Treaty
was not just about economics but also included political considerations. Two new pillars — foreign and
defence policies, justice and internal security — were added to the first, economic, pillar. Yet, the Maastricht
Treaty will remain mostly known for having established the monetary union.

A monetary union was already in the back of the minds of the signatories of the Treaty of Rome in
19567. Chapter 1 describes the first attempt that failed, the Werner Report. The second attempt, the 1989
Delors Report, was successful, The report, commissioned by the European Council, was formally adopted
in July 1989, Two intergovernmental conferences followed and their conclusions were presented to the
Council meeting held in Maastricht at the end of 1991, Even though the debt crisis that started in 2010 casts
a shadow on this achievement — and could lead to the demise of the euro as we know it — the Treaty marks
the end of a long road: three decades of attempts to achieve a monetary union, summarized in Table 14.3.
Maybe as a bad omen, the Treaty ratification process turned out to be eventful, as recalled in Box 14.4.

The Treaty described In great detail how the system would work, including the statutes of the European
Central Bank (ECB). The Treaty specified entry conditions, also described in Chapter 16. These conditions —
called the convergence criteria—were established mostly at the request of Germany. Germany, which considered
the strong Deutschmark an essential achievement and a key economic success factor, was not willing to swap
it for a weaker carrency. Against much German public opinion, Chancellor Helmut Kohl was convinced of the
paramount importance of European integration and was ready to abandon the mark. In return, he requested
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Any international reaty must be ratified by the signatories, The ratification procedure varies from cne country
to another: some countries require a referendurm, others must obtain parliamment’s approval, yet others can
decide between these two alternatives. The first country to undertake ratification of the Maastricht Treaty
was Denmark, and it had to be by referendum, The Danish people chose to reject the Treaty by a small
margin. Since European treaties are all-or-nothing, the Treaty looked dead before the other couniries even
had a chance to consider it. Yet, hoping that a legal solution would be found, it was decided to continue with

the rafification process.

France offered to be the second country to consider ratification. In the hope of re-launching the
project after the Danish vote, President Mitterrand chose the referendum procedure — he could have
followed the more modest parliamentary approval procedure, As the campaign weni on, support
aradually eroded. When some polls reported 2 majority against the Treaty, leading to fears of a collapse
of the whole project, the exchange markets became jittery and speculation gained momentum. In the
event, Italy and the UK were gjected from the ERM and several currencies had to be devalued, some of
them many times, as described above. Meanwhile, the French approved the Treaty by a narrow margin.

The Danes were asked to return to the polls, after the Danish government was given the right,
included in a special protocol, not to adopt the single currency. This time, the Danes approved the
Treaty, Just when the road seemed clear, the German Constitutional Court was asked for an opinion
on whether the Treaty was compatible with Germany's constitution. The Court took several months
to deliver its opinion, keeping the process hanging. The Court finally decided that the Treaty did not
contradict the German Constitution. This allowed Germany to ratify the Treaty in late 1993, the last

country to do so.

Summary

tough entry conditions.'? Germany would rather start the monetary union with a small nuraber of like-minded
countries than bring on board more countries several of which, in its eyes, had not adopted its cudture of price
stability. Greece, [taly, Spain and Portugal were not on the list of welcomed members. Neither was France, but
Chancellor Koht decided that politically France could not be kept out. It is striking that these are precisely the
countries that ended up being caught in the public debt crisis that started in 2009,

The convergence criteria were designed with this objective in mind. Fulfilment of these criteria was
to be evaluated by late 1997, a full year before the euro would replace the national currencies. In the end,
partly through window-dressing and creative accounting, all the countries that wanted to adopt the euro
qualified, with the exception of Greece, which had to wait for another 2 gears.

On 4 Japuary 1999, the exchange rates of 11 countries!! were ‘irrevocably’ frozen. The old currencies
formally became (odd) fractions of the euro, and the power to conduct monetary policy was transferred
from each member country to the European System of Central Banks (ESCB), under the aegis of the
European Central Bank {ECB) headquartered in Frankfurt. Ordinary citizens had to wait another 3 years,
until January 2002, to see and touch euro banknotes and coins, Since then, 8 more countries (see Table 14.3)
have joined the Eurozone, which includes 19 members as of January 2015. Nine European Union members
have either decided not to join'® or do not fulfil the convergence criteria.'®

In 2010, asevere crisis initially affected Greece and then moved on to Ireland, Portugal, Spain, Italy and Cyprus.
Tt has profoundly transformed the monetary union, leading te a number of innovations while simultaneocusly
revealing several flaws in the Maastricht Treaty. The first innovation was the creation of a Troika to rescue
these countries. Composed of the IMF, the European Commission and the ECB, the Troika set conditions in
exchange for large-scale emergency funds. The second innovation was an agreement to reduce the Greek
public debt, well into the second year of the crisis. This debt reduction severely hurt Cypriot banks, which
found themselves also forced to call in the Troika. In the meantime, pressure on Italy and Spain mounted, but
1o rescue was needed. This led to the third inmovation, a new treaty designed to tighten oversight of national
budgets. The ECB then called for a banking union, the fourth innovation. After a long delay, the ECB used its
potentially infinite resources to quiet down the panic that had gripped the financial markets, This represents
the fifth major innovation and could be the definitive step to grant, temporarily at least, some respite in the
face of the raging crisis. Chapter 19 is dedicated to the study of these momentous events.

The process of monetary integration that led to the creation of the monetary union has taken decades and
was not free of economic crises and political tensions. It is not complete either, as a significant number of
countries have not adopted the eure, several of which have no intention of doing so, atleast in the near future.

A couple of centuries ago, monetary integration was complete, and not merely in Europe, by default.
A monetary union existed as all countries shared the same money — gold. There was no central bank
and no monetary pelicy. The discovery of paper money changed all that. As is often the case with major
discoveries, initially paper money was poorly understood. The Gold Exchange Standard experienced a
painful dislocation in the inter-war period. The Bretton Woods system, created in 1944, offered what many
FEuropean countries wanted: a degree of exchange rate stability. There followed various atternpts to fix
intra-Kuropean exchange rates without always paying due respect to the basic principles developed in the
previous chapter. The logic of these principles eventually prevailed and led to the adoption of a common
currency, with a cormmon central bank, by countries attached to exchange rate stability.

1 Germany also insisted on a strong statute of independence for the European Central Bank. This issue is examined in detail in
Chapter 16.

U Anstria, Belgium, Fintand, France, Germamny, Ireland, Italy, Iaxembourg, the Netherlands, Portugal and Spain.

12 The Czech Republic, Denmark, Hungary, Poland, Sweden and the UK.

'# Buigaria, Croatia and Romania.
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The great advantage of the Gold Standard lies in the automatic elimination of imbalances, Hume's price—
specie mechanism. Countries with balance of payment surpluses see their money supply increase, which
eliminates the surplus first through lower interest rates and capital cutflows and then through rising prices:
that undermine external competitiveness. The same mechanism is at work in the monetary union. But it
can be painful, as was the case with goid money and now again in the crisis-hit couniries of the Eurozone, -

The EMS was adopted in 1979 in an effort to preserve exchange rate stability within Europe following
the end of the Bretton Woods system. Initially created to shield Europe from international monetary

disturbances, all EU members are members of the EMS. The active part of the system, the ERM, is however
optional, in the sense that some countries (Denmark and the UK) have a derogation while the Czech Republic,
Hungary, Poland and Sweden have made it clear that they have no interest in joining an arrangement tha
is now a prerequisite for Eurozone membership.

The initial ERM was based on a grid specifying all bilateral parities and the corresponding margins of
fluctuation, normally +2.25 per cent. ERM members were committed to jointly defending their bilateral

parities, if necessary through unlimited interventions and loans. Realignments were possible, but require

the consent of all members. This amounted to a tight and elaborate arrangement. Over time, as capital:

controls were removed, the nature of the ERM changed. At first it was unstable because countries were

reluctant to give up on monetary policy autonomy. When they finally bowed to the rigour of the impossible

trinity principle, they adopted the Deuischmark as an anchor. Circamstances created a further relapse

which led to the 1892-83 crisis, which effectively brought the arrangement to an end. Two currencies, the -

Italian lira and the British pound, left the ERM and the others adopted very wide margins of fluctuation,

which pretty much made the mechanism irrelevant, By then, the Maastricht Treaty had been adopted, so

the ERM had only to nominally survive until the launch of the euro.

The adoption of the common currency led to a new EMS. The euro is now the reference currency and':

the responsibility to uphold declared parities rests only on individual countries. The ERM is just one of the
requirements for joining the Eurozone. As a result, countries join and then leave the ERM as they become
candidates for Eurozone membership. Denmark is the only ‘permanent’ ERM member.

The Maastricht Treaty, signed in 1991 and ratified over the following 2 years, established the monetary

union, to start on 1 January 1999. It included entry conditions designed to keep out those countries that were

not wed to price stability. In the end, all candidate couniries bar one were found to satisfy these conditions.

Greece was admitted 2 years later. Cyprus, Estonia, Malta, Latvia, Lithuania, Slovakia and Slovenia have -

Joined subsequently. The euro is now the currency of 19 countries.

A e g T
HT-ABERESMENT QUEsnng- o

1 During the inter-war era, misalignments led to competitive devaluations, which then prompted 2
tariff war. Explain why.

' What differences do you see between the Gold Exchange Standard and a monetary union?

3 What is the difference between the EMS and the ERM?

4 How does EMS-2 differ from EMS-17

3 What are margins of fluctuation? What role do they play?

& Why was it easy to foresee realignments with the ERM? How could speculators take advantage of that?

{ What do we mean when we say that the EMS-1 had become a ‘Deutschmark area’? How did that
happen and could it have been foreseen?

£ What did countries gain and lose by transferring from the ERM to monetary union?

i The non-Eurozone EU member countries currently allow their exchange rates to float (relatively)

freely. Denmark is a member of the ERM. Is this in line with the impossible trinity principle?

i} The Danish people have rejected by referendum joining the Eurozone. So Denmark has been a
member of the ERM-2 since it was created in 1999, and the krone has almost never moved by more
than 1 per cent vis-4-vis the euro. What difference would Eurozone membership make?

~a

Further reading: the aficionado’s corner

i Inretrospectitis claimed that the 1992-93 EMS crisis could have been anticipated. Why/whynot? Once
the crisis started, could Italy and the UK have stayed in the system, and if so under what conditions?

7 Would the Bretton Woods system have survived had it been constructed more tightly, for example
likke the ERM?

2 Some suggest a return to the Gold Exchange Standard. Discuss, using the tools developed in
Chapter 13.

4 ‘The inter-war decline of Britain is sometimes imputed to the 1924 return to the Gold Standard at

the overvalued pre-war parity. Explain how and why lasting overvaluations hurt.

Proposals to return the world to the Gold Standard are regularly put forward. Evaluate the pros

and cons of this idea.

& ‘The creation of the European snake was a sign of US decline in monetary matters.” Comment.

7 Why did the ERM succeed while the snake failed?

% Britain and Sweden have decided not to adopt the euro. Discuss the econoric implications.

} Some couniries are attached to intra-Europe exchange rate stability, others are not, Comment,

U Imagine a break-up of the euro. What is likely to happen to the exchange rate regimes of the
ex-member countries?

On the Gold Standard:
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The European Commission publishes annual Convergence Reports that evaluate each country's position relative to the
EU: http:/ec.europa.ew/economy_finance/publications/european_economy/convergence_reports_en.him. -

The Exchange Rate Mechanism is described on the European Conunission’s site at http:/ec.europa.eu/economy.
finance/enro/adoption/erm2/index_enhtm.

i &%

Eichengreen, B. (2002) Lessons of the Faro for the Rest of the World, December. Download from http:/frepositories.
edlib.org/egi/viewcontent.cgitarticle=1006&context=ies.

Mitchell, B.R. (1998) International Historical Statistics; Europe 1750-1993, Macmillan, London.

Annex: Hume's mechanism

Hume’s mechanism Is based on several results from Chapter 13: the long-run neutrality of money and PPP,
and the short-run effect of money on interest rates. The neutrality principle is represented in panel (a) of
Figure Al4.1 by the upward-sloping schedule, which describes the proportionality between the money
stock M and the price level P. [n the same panel, we add a horizontal line meant to capture long-run PPP.
When all prices are defined in termns of gold, the exchange rate is fixed and simply equal to unity (¥ = 1,
as one gram of gold is one gram of gold everywhere!). Imagine that the price of domestic goods P rises
while the price P* of foreign goods remains unchanged. The domestic economy becomes less competitive
and must eventually run a current account deficit.' The horizontal line corresponds to the price level P at
which exporis equal irnporis and the current account is in equilibrium. Above this line, the current account
is in deficit, and it is in surplus below the line, Point F represents the external equilibrium where the money
stock M 1s consistent with the price level P.1P

Where is the gold money stock coming from? Scme of it may be dug out from the ground, the rest is
tmported. Ignoring for the time being financial flows, it is earned through exports and spent on imports.
Thus a current account surplus results in an inflow of gold money, the modern-day equivalent of the
accurmulation of foreign exchange reserves, the counterpart to a balance of payments surplus. Conversely,
gold flows out in the presence of a deficit. Now consider point 4, where the stock of gold money has been
large, resulting in a relatively high price level and, therefore, a current account deficit. The country sends
more gold abroad fo pay for its imports than if receives for its exports. The stock of gold money declines.
This mechanism is represented by the downward-sloping schedule in panel (b) of Figure Al4.1. It says that
the balance of payments deteriorates as the stock of money increases (because the price level rises, as
shown in the top left-hand panel). Point 4 in both panels describes a situation of external deficit, which
corresponds to money stock M. The deficit means that gold is flowing out and the money stock contracts,
which takes us to point A’ in both panels. Over time, the price level declines and the deficit is reduced.'® At
A’ the deficit is not yet fully eliminated, gold is still flowing out and the money stock keeps contracting,
50 we continue moving in the same direction. The process will not stop until point E is reached. At point
E, the price level is just ‘right’, the balance of payments is in equilibrium and the money stock is stabilized.
Obviously, a surplus such as point B will trigger an inflow of money (specie) and an increase in prices,
bringing the economy gradually to point E. This link between money and external balance is Hume's price—
specie mechanismn.

The mechanism that takes us from a situation of excessively high money and price level (point A) to
equilibrium {point £) involves two steps: (1) the link from the balance of payments to the money stock in
the right-hand panel, which is instantaneous; and (2) the link from money to the price level in the top left-
hand panel, which takes time when prices are sticky. This is a longrim mechanism, as predicted by PPP
and monetary neutrality. In the shorter run, most of the action takes place in the financial sector, which
has been overleoked so far. To remedy this, we now look at panel (c) in Figure Al4.1, which describes the
financial market. The downward-sloping schedule describes the fact that an increase in the stock of money
results in a lower interest rate. Since the exchange rate is fixed (remember, money is gold, everywhere),
the interest rate parity principle presented in Chapter 13 implies that, when the domestic interest rate { is
below the rate #* prevailing abroad, it pays to borrow gold at home where interest is low and ship it abroad
for lending at the higher interest rate, The horizontal line represents the interest rate parity condition. Along
this line, the domestic interest rate is the same as abroad (i = i*) and the financial account is in equilibrivm.
Above this line, the financial account is in surplus; below it, it is in deficit. The financial account is balanced

1 It is the trade balance that changes. It is assurmned that the other components of the current account remain unaffected.

15 If we normalize the foreign price index to be P* = 1, with & = 1 the real exchange vate is EP/P* = P, Thus the price level Pis
also the real exchange rate and the horizontal line corresponds to the equilibrisim exchange rate.

18 This is PPP, a long-run proposition, The detailed mechanism involves declining demand because money contracts and interest
rates rise, Then, the Phillips curve mechanism predicts declining inflation
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when the stock of gold money is M. If the stock of gold exceeds M, the interest rate is lower than i*, capital
flows out, gold is shipped abroad and the money supply contracts back to the equilibrium level M.

Overall, starting at point A in all three panels, where the money stock M’ exceeds the long-run equilibrivim
level M, both components of the balance of payments — the current and the financial accounts — are in
deficit. The overall deficit means that gold is flowing out. As the money supply shrinks, over time the
price level declines and the interest rate rises. The capital flow route is very fast while the trade route is
slower. Panel (b) of Figure Al4.1 accounts for both channels. The key resulf is that they both work towards
eliminating the external deficit. Likewise, they would eliminate a surplus if it arose,
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