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| After many yea.ra of progreas ainco 1958 the movement towards an

Economc and Moneta.ry Umon, an element of a larger Buropean Union, has|

stalled and is giving way to an intensive search ‘for new approaches,

The Manifesto for Monetary Union and Smfé‘_bi_lity, published in the
London Economist on November 1, 1975 as the “Ail Saints' Day Manifeston,
moatly of moneta.rlst J.nsplrat:.on, holdas tha fa.llure 'I:o ‘be due to the lack

Mone'ta.;x Union in wh:.ch a smgla currency is used and a s:.mrlo monetary

pollcy, ba.cked by budgetary transfers, is 1mplementeda L

Other economists, who are of more eclectic inspiration,' and whom we

. shall _refer tolhere as the advocates of a "New I-Ionetary Unlflcat ien Policy"

"(the "New Pol:.cy“), balieve that 1ack of economic 1mag1nat1on, ‘ag wall am
political will, lie &t the root of our_,present d:.ffxcultiea, " They argue

in fa.vor of a more subtle unlflcatmn pollcy devxsed to support, by calculated -
exchanga rate adaustments, economi:c mtegratlon through long transrtlonal ‘

' sgtages, during which the very dlvergent natmnal economic aystems wul ‘be

homogem.zed. by market forcas as the economes 0pen up to each other. They '

thereforo conclude tha.t the single European currancy, stable or not, ie

undesirable and costly_ as long as the economies diverga 'but that 2 parallel

' ‘currency is needed to satisfy the needs of mtra-Europea.n trade and. ccmmerce.

According . to them, tha politicians?® J.natlncts were 'ba.sically co§'rect in .

. reﬂmmg to sub;iec'h _very diversified E.lropea.n economiesg to 8 centra,llzed S

- economic management - even if this un:fomlty were
imposed, as in the Manifesto, by the ‘nest currency 1n -l:he worlc‘l.

1

Tha proponenta of the "New Pohcy" bel:.eve that the 1n‘tegra,t10n polxcy .
pursued m the past broke down mamly becauge the instruments developed for '
governments to cope Hl'th the problems ra:.sed 'by the EuroPean 1ntegrat10n

*) The au hor, an eoonomist in the Moneta,ry Affa:.rs"]}iractora.te of . the N
Commigsion of the' Europea.n Gomnmnltles, writes,in-hig personal_capacitx.
His views do not’ necessarlly reflect: tho-e of; the Oomm1ssion or its o
staff, 'I‘he Commission'’s polmy is s’cated, mter alia, 1n 11:5 "Report “on
European Un:.on" (sectlons 40 1o 42). i il '




proconn wers insufficient. The governmenta fherefora rightly refhned an ’
intolerable burden. But, 1f econommts vere to deviﬂe means to alleviata ;
this burden ~ mainly by solv:ng-tha addxtional problemﬂ that ar15e from

"~ the. etate. of anl-mtegratxon that presently characterzzes Europe - enough’
"political w:.ll" would he forthcoming" to mplement a. ref‘orm that would he
beneficial to all._ The "oy Policy" 15 baued.on nuch lnntrumpntr vin :_;‘s
(1) a common oeurrency, the Europa, to be :mbatltuted for the Euro-dollnr |
and thus to do. away with the dmturbanc:es it causes; (2) & controlled

" exchange rate Fflexibility to support econom:.c 1ntegrat10n {a speedy

transnlon to fixed excha.nge rates is advoca,ted, de jure, 'b:.r the Werner " .
plan and, via the ‘single currency, by the Ma.m.festo) (3) more mdcpendence

of fisecal policma to combat unemployment, supported 1f necassar,f by
borrowinga from the European capltal ‘market (the "Europa" market), Having
rega:med control over “the Beparato facets of thelr sem:.—mtegrated eoonomes,
the European countries would 'I:hen be a.'ble -I:o pursua a moro stablhty—omentated

mone’bary pol icye

-

: The Manifeato, on the contrary, arguca that exoha.nge rate flex1b111t:f
and moneta.ry end fiscal pohc:tea are,‘ "in the long ru.n", maffm;ent and .
ghould be abandoned : thes long run is fery shor‘t, 'tne Phllllps curve does -
not exist, demand managenent is a deluslon. Excha.nge rate changes theref‘ore
contribute nothing to the ad;justmant of dlvergent ecc:nomlc structures; they -
meraly provent diverging monetary policies from disturb].ng mtegrated o
economic life, Consequently, a very atrong para.llel currency is need‘ed to
eliminats the nationnl currencies and to deprlve the central 'banlra of theu- ‘
poWors, Underlymg this reanom.ng', thore is’a pol:.tmal poaitmn : the . i
politicians! interference with demand management is harmful, | The '"New Pohcy "
_ _belleves national govemments h.ave beon overwhclmed by ithe already s1zea‘o1e

_integration of European economles and. must be helpod. to porform st111 usef‘ul ta.sks .

'I‘ha Manif'csto 8 reasonmg, 1f correct, Hould destrOy the bases of the
"New Pollcy" and ths instruments w1th which it geeks: to render the Eumpea.n
1ntcgmt10n proceps less costly : for the latter, ‘the Europa is an 1nrtrumen;
aimed at promoting orderly fma.ncxal cond:.tlons durmg the econouuc
integration procesn by stabllmmg the currency composltl.on of the portfol ioa

~of Furopean flrms by offering an attra.ct:l.vo subatztute for Euro-currnncms-
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for the Manifesto, it ie a device for firmly establighing a strict rule,

& new feature of an otharwise cenventional monsiary policy aimed at
stabilizing a price index, The "New Policy" aims at a balanced, and
therefore less costly, integration process, the Manifesto at =2 tra.ditlonal

price stability policy in disregard of economic integration. — -

.'Té'aﬁ"r‘eéliif;—if the Manifesto's arguments Her_;e to ﬁold,’ we are driven back
“to the Mall or nothing" proposition of a "gradwa.l“ (but rapid) transition
to a Monetary Union, 1nf1at10n—-proofed but supported. by taxes and transfers )

and to the "pol1tical will" necessary to impose these. S

Thus the Manifesto brings'the Europea'ﬁ monet'ary discussion back to |

“the starting point - and farther for its pfoposais ate everi iess realistic
_than those of the Werner plan : its {:ransition prbceas is faster and its
targets more demanding. No doubt, its transition procees is more elegant
_and smoother then that tentatively sketched by the Werner plan, but the
technigque of converting national currenciee is seeorndaryo “The real issus

is the imposition of a single currency on economies that remain ciiversified,
thus adm:Lt‘cedly necess:.tatmg budgetary tra.nsfers. __ 'I’hese must be more massive
the more stable the single currencyo . e |

Before clamour:.ng for more "pohtxcal will" and then glvmg up hope,
one might do well to examine whether the Manlfesto 1a correct in assuming that
the European economic structures-are ao flexible and f‘lv.id that exchange rate
changers are uaeless. “The Mam.festo has been carefal enough to attack exchange
rate unification by f’iat (somethmg which has been all but offa.clally abandoned)

and to avoid discusamg the usef.‘ulness of moderate exchange rate changes for

aupport:mg the mtegra.tion process as put forward 'by the "I‘Iew Pohcy",

. The "Hew Pol:.cy“ also requu-en pol:.tmal will the w:.ll to 1mplemen‘t -

‘ 'the necessary refome leading to an :.mprovement of some of the powers of '

‘_ national governments as well as to a centra.l:.zat:.on of a la.rge part of their
monetary policies and to the imposition of changes on the Euro-markets,

" But not a will to accept the sudden death of natlonal monetary pO].ZLCleS and

the aba.ndonment of a.ll demand management.
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II. The "New Policy"

1, The innovations gince the Werner plan

The Werner plan is a complex document describing the many =social,
aconomic and political facets of a monetary and economic union in its
trangitional and final etages. In the more technical field of monetary
unicn, the plan advocated -~ at a time ef already congiderable exchange
rate stability ~ further progress towards an exchange rate ugggy gggg% it
conceived mainly as a tool for speeding up the harmonization of;wgpggﬁ/“Mf
policies, thus making the issue of a single scurrency possible. Supporting
gstructural policies (aimed at harmonizing the diverging Burcpean economies);
baged on congiderable budgetary transfers, were clearly seen a3 a prere-
gquigite of such a Union. The Manifestoc sees no mesns other than siructural
policies based on transfers for.adjusting economies. Ite integration policy
therefore does not differ substantially from that of the Warner plan. This
leads to the conchusion that “pg}}}}gg;“ﬂ}}}f_}p:@gggggwjqngghieve
such large transfers of weal%ﬂménd sovereignty.

The New Policy, on the other hand, puts forward three principlesi

~ Exchange rate flexibility is needed for some time to support the real
integration of divergent economiesj o

— A parallel currency is needed {6 deal with the financial eonsequences of
the economic integration of the marketsy

-~ European integration haénalready deprived national governments of their
real power in monetary matterss-there is little sovereignty left to be
tranafered to the federal level. |

The New. Policy set out to strengthen national policies as well as to
"coordinate™ them at the Commmity level.

2. The analysis of the New Policy

A, Exchange rate flexibility was shown to be a useful tool for reducing

the divergence between BEuropean economies and an indispensable adjunct
to the gtructural policies. Conpequently, the rapid transition towards
a single currency and/or the narrowing of exchange frexibility was

verfonn
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rejected as guboptimal even if "a political will" to impowse these
exigted. Such a policy would merely subject the weaker members of
the union to cumulative underdevelopment or increasing dependence
on transfers. Exchange rate flexibility was to remain moderate be-
ceusa the proponents of the New Policy were well aware that exceasive
depreciation would throw the depreciating countries into an inflatio-
nary spiral. The higher the degree of openness, the less this instru-

ment was to be used; openness develops with integration.

A parallel currency was advocated (the term "Buropa" was then coined)

as the instrument necessary to infuse a measure of monetary order into
[possibly long transitional. stages. . |

« First, it was showm that any economic integration would lead to
"monetary @ifficulties". Adopting modern monetary (portfolio)theory
to the mituation where very open national economies, each using ite
own currency, coexist, the New Policy showed that efficient and
rational behaviour would inevitably lead firms, because of the very
conditions impoéed on them by deing business in Europe, to beshave as
follows:

(i) They would use varioms financial instruments denominated in
several ocurrencies and continuously alter thae composition of
their holdings as interest rates and expectations changedj this
leads to capitai flows that disrupt economic life and constrain
monetary policless

(ii) They would preferably include the most widely-iraded financial
assets denominsted in the most important currencies in their
holdings. Thus European economic integration explained to an
important extent the growth of the Earo—dollar market and,
later, the markets in other Euro-currencies.

One major drawback of uasing the dollar in Eurcpe, asg ligunidity
for Enropean buniness, is that its supply conditions are mainly
determined by US monetary policy. This is perhaps the major burden
placed on the European Governments' peolicies. A first priority
is to alleviate the already sizeable burden originating in the

_uss of multiple or “parallel” currencies.
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The New Polioy thus conocluded that such "monetary disorders" (i.e.
the "unavoidable® changes in the composition of financial holdings)
mede any co-operation exceedingly difficultj govermmenis should not
be expected to devote themselves to such a tasky yet, at the same
time, it also concluded that the inevitable development of esuch
parallel currencies in integrated areas makes the coordination of
such monetary policies imperative (because independent action is
inefficient).

Second, it was concluded that the time had come to do away with the
monetary arrangements, characteristic of the early stages of integra-
tion, necessitating the uss of the dollar, and other national curren-
cies, for conducting business in Burope. Accordingiy,'a large scale
redenomination of Buropean assets and liabilities, denominated in
dollars and other Buro-currencies, was advocated to replace, overnight,
ag it were, the Euro—dollar and other Enro-currencies by a large and
attractive Buropa zone j the Buropean Fund for Mometary Gooperation

would be reformed., No other institutional changes would have to

bé-made in the present highly liberal set up of the Euro-markets.
Finanecial institutions and supervisory agencies would continue to
apt as before. The change—over to the Europa could, for example be
engineered by a temporary (e.g. 6 months) prohibition of dollar hol-
dings in Burope by Buropean residents. Non-residents would continue
" to have the right to hold Euro-dollars inEuropss The authorities
would commit themselves to maintain a "strong" Buropa during the
years following the change. {1)

Thus, the New Policy also requires ™political will': the will to
impose changea on a powerful and tradition-bound private sectors the
will, for some countries, to accept temporarily the amount of controls
necessary for carrying through the redenominationi the will to accept
the policies needed to¢ bring about a strong Furopaj but this is a
will of a different kind from that of the Manifesto. It is not a will
to impose fundamental changes in‘ .~ ‘national policies and to fight
inflation by speedily discarding national currencies tut a "will"

to implement the reforms called for by the very nature of the inte-
gration processj a will to act perhaps againet the short-sightedness
of the Buro-financial community (whose long term welfare and indepen-—
dence these reforms ensure) and against the general lack of imagination
which has characterized action of the fajlure to act in this field.

corfeen
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{1) The conversion of Euro-dollars into Buropas may appear to many
as an undue and politically unacceptable interference with the
markets. This objection wonld be fully correct if the amount of
"European" Buro-currencies were negligible. If this assumption
does not hold the choice will increasingly be between exchange
controls which interfere with the markets but do not solve the
problem, and the conversion operation which in comparison appears
as a liberal solution. Purthermore, if the need for a common
European Currency is sizeable, the markets are, to a great extent,
indifferent as to which currency they use, provided this currency
will be a good one. The value of the Europa is ensured by the ex-
plicit commitment of the authorities described below (p. 9 *)j its
liquidity by the conversion operation itself.
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« Third, the New Policy sought to aohieve three targets :

1. "Monetary disorders" would ba reduced because their "raison d'&tre"
would be eliminmted, A satisfactory currency for intra-Eurcpean end
international trade would meet the operators! need for a common, iiquid,
and meoderately stable currency., The scope for speculation would also
be reduced but few economists will argue that this represents a consi-
derable social losa, As far as the weaker currencies are concerned, once
the need for restruioturing private financial holdings has been satisfied,
exchange and capital contreols are likely to bs more efficient since they
would no longer conflict totally with the irrepressgible force of markets
in need of & common eurrency. In particular, if the dollar should weaken
again, international business would find another acceptable currency
besides the DM, DM appreciations, aimed at reducing capital inflows into
the German economy, but detrimental to its partners' price stability,
could be avoided,

2, After the conversion of euro-currencies into Europas, fthe authorities
will obvicusly hsve gained more control over the European liguidity base
than {they can evar hope %o have with the Euro—dollar.?‘The deposite of
the Buro~banks in New York now are naturally largely determined Ly US
policy. The conversion will strengthen control by the authorities on
both sides of the North Atlantic over their economies and improve the
working of the entire International Monetary Systeme. One must not for-
get that, as highly authoritative voices bhave claimed, monetary policy
in the United States also now requires protection against the ebbsand
flows of Euro-money.

3. The authoritiea will have met up a Europa that captures the features of
the Euro—currency market, The Buropa will not circulate among the
Furopean population at large;j there will mot be excessive inducements to
denominate wage coniracts in Europas. The continued use of exchangs rate
flexibility as an instrument of economic adjustment will not be jeepardi~
zed (as is the case with the Manifesto which aims at displacing
the European:currencies rather than the dollar § the latter's high liquie

dity compensates for its comparatively lesser.estiractiveness in
terms of price stab2lity). i

C.f The idea of a “tranafer of monetary sovereigmty", commonly assocciated with

European monetary unification, was criticlzed by showing that the actual
degree of openness of the markete and the use of financial aseets denominated

in non-national currencies had already taken away much of the substance of

A
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national power. Important exchange rate depreciations and domestic
monetary policies sfrongly divergent from the general trend, only lead

to inflation., A limitation of these powers to what the money and exchange
rate instruments can still reasonably achieve is no limitation of econemic
govereignty. Therefors the New Policy argued that if governments were

t0 implement institutional changes, ' eglﬁ.@.t}g taking into account the
actusl degres of integration, they could actuzlly recuperate a mederate
amount of their losi power, mainly by reducing "monetary imstability"

and dependence on the dollar,

The New Policy's proposals for a reform of the institutional sot-up of

the transitional stages are based on the belief that, if the governments
are given adequate means to cope with their legitimate national problems,
mainly their employment problems, there will be enough "political will"®
to accept this new institutional set-up. It advocates therefore two types
of measures @

(a) The strengthening of the mational governments in certain areas becauss

the solution of real economic problems requires this measure, and
because it is politically unwise to ask them to commit. themselves to
abandon all powers, as is implicit in the Manifesto. According to the
New Policy, the national governments should be strengthened (especially -

#n comparison with the Mam.festo proposals) by

-

« the in‘troduc‘l:icn of a moderate exchange rate flexibility (that results
in a greater degree of freedom of their menetary policies) and -

« & larger degree of independence of their fiscal policies which would
ba supported inter alia by governmentsborrowings: on the European
capital market (the Buropa market);

+ reducing the burdens imposed on them by the monetary disorders implied
by the (hitherto unaveidable) use of Eure-currencies through the issue
of a Buropa (in particular, capital contrels could be more efficient)
end by giving them instead a voice in the management of the Europa.

(b) Implementation of a Europesn monetary policy. The New Policy underlines

that — given the increase in their real power -~ the member governments
should be prepared to recognize the fact of their actual national
monetary dependence and to discuss the means of implementing European

eosfeos



monetary independesnce, The new European monetary policy would coensist

of determining, on the bapia of various considerations, the rate of
growth of the Eurcpsa and would result in a Buropa-dollar exchange rate,
It wonld be implemented by a reformed Eurepean Fund for Monetary

Cooperation which would decide on the maximum permissible annual
percentage changes in the central rates of the menmber states, National
monetary and exchange rate policies would be used to implement, within
each nation, monetary and economic policies at variance with the
Europa pelicy., National govermments would retain, with respect to the
Europa policy, about the mams effective power as they presently have,
they would, in addition, gain a voice in managing the Eufopr-z; at present
they have no say in dollar policy. The Europa monetary policy would
have to strike a balance between stability and growth. The poliocy
would be more gitability-orientated than the present system for at least
two reasons : the Europa system would replace tha infla.tionaiy Euro-
dollar sgystem; the authorities would have to commit themselves to a
moderate appreciation of the Buropa-~dollar rate and io no sizeable
depreciation of the Furopa-f4 rate during ths initial phases,

One of the major benefits of conducting an;‘pﬂi}p_i}lg__,European nonetary
policy wonld conmist in bringing into the open the fact that, the larger
the amount of intra-Europesn transfers, ths more monetary policy could be
stability—orientated. The Eidropean Council could discuss this genuine

political issue in more rational terms than is posmible today.
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ITTI. The Europa and the Manifesto

While the Europa advocated by the New Policy grew out of the above-
sketched analysis of the integration process as & means Lo reorganize this
process, the Europa of the Manifesto results from the confluence of two .
strands of economic thought : an older one, consisiing mainly of fthe critique
of the Wernerian technique of exchange rate unification by fiat; and a newer
one, representing the monetarist view with respect to demand management in

general,

a) The first strend is liberal but not necessarily monetarist; it objects to

the cartel-like aspect of the Werner plan (exchenge rate unification by
fiat) and to the New Policy proposals for introducing the Europa by

administrative incentives and orders. This liberal approsch wishes to

promote competition among European currencies (vime co-circulation of all
currencies in all Furopean nations), fThe indexing of the Europa is merely

geen as the means of rendering it attradtive, despite its initial lack of

liguidity, and thus of assisting its penetration into the domaine of natio-~
nal currencies. At the beginning the progress of the indexed Europa could
be slow because it lacks ligquidityj but as soon as its liquidity develops
the natienal currencies would be wiped Suizfgggythe dollar and for some
time the DM. At this stage of the development of the idea of an index-—
linked Europa, three objections were raised : first, during the initial
stages, this currency msy wéll not take hold (because of its lack of liqui-
dity, beceuse of exchange controls, or because depositors in Europa would
earn negative interest rates, especially if cbmpetitiviﬁ&_gggg}@ggglﬁhq
effactive yield of the Furopa to that of oompérable but more liquid assets).
Second, once the currency bacame successful, it would destroy the weaker
Furopean ourrencies first (entailing the distinct possibility of protect—
ive exchange controls and hence of the decline of convertibility). Finally,
once the "indsx~linked single Furopean currency" had replaced all other
currencies, the intra-~Furopean exchange rate mechanism would become inope-
rative. This system would thus have brought about the suboptimal single
currency. It was thbught that thie was a high price to pay for ulira libe~
ral "ideals" that could not accept even a measured amount of government
intervention in the money markets at a time when a mixed economy and

government interventions preveiled in all other sectors,

ooo/-.-
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b) The second, tha monaetarist strand, made a virtue out of this defect.
National currencies must be eliminsted because exchange rate changes
contribute nothing to the adjustment of divergent economic structuresy
they memaly prevent diverging monetary policies from wreaking havoc on
an otherwise harmonicus business world. National currencies must be eli-
minated because central bankers and politicians must be deprived of all
power to econduet economic policy. The long discourse in the Manifeato on
the presumed non-existence of the Phillips curve is aimed at establishing
that exchange rate changes and indeed monetary and fiscal policies have
no effect in the "long run" {the key-word of the Manifesto). For the
Manifesto, indeed, the "long run™ is very "short"™; there is no need of,
and no poseibility for, an anti-ecyoclical policys fiscal, monetary and
exchange rate effectas are washed out "in the long run", i.e. sc rapidly
that they are not worth being undertaken., Only structural policies have
effects. All thie is subsumed in the Manifesto's tirade againast the Fhillips

T oUYVE.

For the New Polioy, such an approach is utterly biased and wnfoundeds: there
are other rigidities besides those in the labor markets the Phillips Curve,
at best, captures only one part of reality. Besides, even in the narrow
fieldo%hillips curve analysis, the Manifesto's contentions are far from
reflecting the scientific consensua. Calculated exchange rate changes have
bernficial effects for the export sector; their effects are different from
those of domestic inflationhhnd it would he legihimate to reduce exchange
rate policy to the imposing of an undifferentiated inflation tax,as the
Manifesto does,only if economies are very open. Above all, the short run
{in which exchange rate and demand management are efficient) is quite long.
There are therefore "in the ghért run" other measures to support the European

integration procaess beside government transfers.
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As a result of its monetaristic slant, the Manifesto ends up by
supporting the essential features of the old Werner plan : a single currency,
monetary and budgetary harmonization, leading to a full-fledged centra.iization
of economic management. To this, the requirement of a 100 % price sta.’bility
is added, This implies, of course, high intra-Buropean transfers and hence
continued dependence of some regions on subsidies from others, as
administéi'g;;i " by a large central governmment, Successful ad justment of
economies through exchangs rate changes produce an increase in the domestic

saving rate of the depreciating country.

The Manifesto rightly concludes that "political will" is needed to
impose the new centralized BEuropean state against legitimate national
interests, & . monatarist stability policy against the will of large groups
of voters (the Unions) and a suboptimal integration poliocy.

The proposals presented hore a8 the "New Policy" combine the views of
peveral amthors, mainly JT.M. Fleming's criticisms of exchange rate uniflca—
tionj the contributions of G, Magnifico and the proposals of the author of
the present text, F, Woehrling,
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