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ABSTRACT

The European Monetary System (EMS) has recently gone through the worst crisis since its 

creation. Especially disturbing are the effects of the crisis on the central role that the Maastricht 

Treaty reserves for the EMS. This period of crisis has shown the unsuitability of the EMS as a 

mechanism to lead the European currencies towards Monetary Union. As a consequence, different 

proposdls hdve been put forward to reform the EMS or substitute it for alternative arrangements. 

This article contains an additional contribution to the debate on how to proceed ahedd. The  

convergence bands proposal advocates tor a reform ot the EMS. which renders the system more  

flexible. Flexibility is implemented through a continuous correction of the central parities and 

vdriable bdnd widths, according to an index of fundamentals. Some examples show the working 

of the convergence bands which, in our opinion, could facilitate a smooth transition to EMU.

The author acknowledges the valuable  comments o t Mark Salmon and the tinanclal 

support by Fundacion Ramon Areces .
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Th e  Eu ro p e a n  M o n e ta ry  Syste m  (EM S) h a s re c e n tly  g o n e  th ro u g h  the  

w o rst c risis sin c e  its c re a tio n . Th e  c o n se q u e n c e s h a v e  b e e n  fa r re a c h in g  a nd  

d o u b ts h a v e  rise n  a b o u t th e  fe a sib ility  a nd  e v e n  th e  su ita b ility  o f p ro c e e d in g  

w ith  Eu ro p e a n  M o n e ta ry  Unio n  (EM U) sc h e d u le d  in th e  M a a stric h t Tre a ty,

Esp e c ia lly  d istu rb in g  a re  th e  e ffe c ts o f th e  c risis o n  th e  c e n tra l ro le  th a t 

th e  M a a stric h t Tre a ty  re se rv e s fo r th e  EMS. Th e  EM S is in te n d e d  to  b e  the  

e xc h a n g e  ra te  fra m e w o rk fo r th e  c o n v e rg e n c e  p ro c e ss in th e  tra n sitio n  p e rio d . 

Ho w e ve r, th is p e rio d  o f c risis h a s sh o w n  the  u n su ita b ility  o f th e  EM S to  le a d  the  

Eu ro p e a n  c u rre n c ie s to w a rd s th e  EMU g o a l. A s a  c o n se q u e n c e , d iffe re n t 

p ro p o sa ls h a v e  b e e n  p u t fo rw a rd  to  re fo rm  th e  EM S o r su b stitu te  it fo r 

a lte rn a tiv e  a rra n g e m e n ts.

Th is a rtic le  c o n ta in s a n  a d d itio n a l c o n trib u tio n  to  th e  d e b a te  o n ho w  to  

p ro c e e d , in th e  lig h t o f th e  p re v io u s c rise s a nd  th e  fu n c tio n in g  o f the  EM S. It is 

d iv id e d  into  fo u r se c tio n s. Th e  tw o  first se c tio n s se rv e  a s a  in tro d u c tio n  to  the  

p ro p o se ! w hic h  is p re se n te d  in th e  la st tw o  se c tio n s.

A c o n c ise  a c c o u n t o f th e  EM S re c o rd  a nd  th e  re c e n t c risis is p re se n te d  

in se c tio n  I, in o rd e r to  h ig h lig h t th e  lo ng  a nd  sh o rt run  fa c to rs w hic h  trig g e re d  

th e  tu rm o il. In p a rtic u la r, th e  d a n g e rs o f la rg e  e xc h a n g e  ra te  m isa lig n m e n ts, 

w hic h  th e  c u rre n t stru c tu re  o f th e  EM S a llo w s, a re  illu stra te d  th ro u g h  a  sim p le  

m o d e l. Se c tio n  II su m m a rize s th e  p ro p o sa ls w h ic h  h a v e  b e e n  m a d e  up  to  no w  

to  re fo rm  th e  sy ste m . Th e  o b je c tiv e  o f th is se c tio n  is to  e xp lo re  th e  re a so n s fo r 

m a in ta in in g  th e  e xc h a n g e  ra te  to o l in th e  tra n sitio n  p e rio d ; th us, a  re v ie w  o f 

th e  o p tim u m  c u rre n c y  lite ra tu re  is c a rrie d  o ut in th e  c o n te xt o f th e  Euro p e a n  

e xp e rie n c e .

Th e  c o n c lu sio n s d e riv e d  fro m  th e se  tw o  se c tio n s a llo w  us to  list th e  

e le m e n ts w hic h  a  re fo rm  o f th e  EM S sh o uld  c o n ta in ; th e y  a re  p re se n te d  in 

se c tio n  III. Fina lly , a  b lu e p rin t o f o ur 'c o n v e rg e n c e  b a n d s' p ro p o sa l is 

su g g e ste d  in se c tio n  IV. Th is p ro p o sa l a d v o c a te s a  re fo rm  o f th e  EM S, w hic h  

re n d e rs th e  sy ste m  m o re  fle xib le . Fle xib ility  is im p le m e n te d  th ro u g h  a  

c o n tin u o u s c o rre c tio n  o f th e  c e n tra l p a ritie s a nd  v a ria b le  b a nd  w id ths, 

a c c o rd in g  to  a n  in d e x o f fu n d a m e n ta ls. The  sy ste m  a v o id s la rg e  e xc h a n g e  

ra te  m isa lig n m e n ts a n d  g ra n ts a  p ro g re ssiv e  h a rd e n in g  o f th e  b a n d s, a s lo ng  

a s c o n v e rg e n c e  is a c h ie v e d . A n  'e n try  c la u se ' c o u ld  b e  a d d e d  to  th e  rule s, 

su c h  th a t c o u n trie s w hic h  a tta in  c o n v e rg e n c e  c a n  e n te r th e  m o n e ta ry  unio n 

a u to m a tic a lly . So m e  e xa m p le s illu stra te  the  o p e ra tio n  o f th e  c o n v e rg e n c e  

b a n d s p ro p o sa l.
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C o n v e rg e n c e  b a nd s, in o ur o p in io n , re n d e r th e  syste m  m o re  tra nsp a re nt, 

in th e  se n se  th a t th e  c o sts o f lo o se  e c o n o m ic  p o lic ie s w o uld  b e  kno w n. Thus, 

fre e -rid e r typ e  b e h a v io u r w o uld  b e  ru le d  o u t a nd  th is w o uld  e n c o ura g e  

c o o rd in a tio n  a nd  p ro m o te  th e  c re d ib ility  o f th e  syste m . Fu rth e rm o re , th e  syste m  

a llo w s b o un d e d  o v e rv a lu a tio n s w hic h  c a n  fo ste r c o n v e rg e n c e  a nd  c a n  he lp  

to  fa c ilita te  a  sm o o th  tra nsitio n .

I-The EMS experience and its turbulent end

Th e  EM S e xp e rie n c e  ha s b e e n  th o ro u g h ly  a n a lyse d  (se e  G ia v a zzi e t. a l. 

(1988) , G ro s & Th yg e se n  (1992) , G o ld ste in  e t. a l (1993) , e tc ) , so  he re  w e  o n ly  

p ro v id e  a  su m m a ry , stre ssin g  th e  m a in  re a so n s w hic h , in o u r v ie w , p ro vo ke d  

th e  c o lla p se  o f th e  syste m .

Re g a rd in g  th e  e xp lic it ta rg e ts o f p ro v id in g  e xc h a n g e  ra te  a nd  p ric e  

sta b ility  to  th e  EU c o u n trie s, it c a n  b e  c o n sid e re d  a  su c c e ssfu l e xp e rim e n t. An 

a d d itio n a l ro le  w a s im p lic itly  g ive n  to  th e  EM S b y th e  h ig h  in fla tio n  m e m b e rs 

o f the  syste m  ( le t us d e n o te  th e m  a s pe riphe ry c o u n trie s)  in th a t it sh o u ld  a lso  

b e  th e  v e h ic le  b y w hic h  c o n v e rg e n c e  w ith  lo w  in fla tio n  c o u n trie s w o uld  b e  

a c h ie v e d  (c o re  c o u ntrie s) . Th is g o a l re lie d  o n th e  p o ssib ility  o f b o rro w ing  

a n tin fla tio n a ry  re p u ta tio n  fro m  th e  c o re  c o u n trie s in o rd e r to  re d uc e  th e ir 

d o m e stic  in fla tio n  ra te s. Ho w e ve r, th is im p lic it g o a l ha s b e e n  o n ly  p a rtia lly  

a c h ie v e d , a nd  in fla tio n  ra te  d iffe re n tia ls p e rsists.

The  tric ky suc c e ss o f the  EMS

Th e  d e v e lo p m e n t o f th e  EM S c a n  b e  b ro a d ly  d iv id e d  into  tw o  d iffe re n t 

p e rio d s, b e fo re  a nd  a fte r th e  Ba se l-Nyb o rg  A g re e m e n ts o f 1987. During  the  

p e rio d  b e tw e e n  1979 to  1987 th e  EM S b e h a v e d  a s a  'd e  fa c to ' c ra w lin g  p e g  

re g im e , w he re  fre q u e n t re a lig n m e n ts a d ju ste d  in fla tio n  d iffe re n tia ls. The re a fte r, 

th e  EM S su rv iv e d  fo r m o re  tha n  fiv e  ye a rs w ith o u t re a lig n m e nts, until the  

su c c e ssiv e  e xc h a n g e  ra te  c rise s w hic h  sta rte d  in Se p te m b e r 1992.

Th is lo ng  p e rio d  o f fixe d  e xc h a n g e  ra te s ha s b e e n  c a lle d  the  'n e w  EM S' 

b y G ia v a zzi & Sp a v e nta  (1990) . Th e se  a u th o rs stre ss th e  sta b ility  o f the  

e xc h a n g e  ra te  d e sp ite  th e  d e e p e n in g  in th e  in te g ra tio n  o f th e  fin a n c ia l 

m a rke ts a nd  th e  p e rsiste nc e  o f d iv e rg e n c e s in th e  p e rip h e ry  e c o n o m ie s. The  

p a ritie s o f th e se  c o u n trie s' c u rre n c ie s w e re  p e rc e iv e d  b y th e  m a rke t to  sta y  

fixe d  in th e  m e d iu m -ru n ; a t the  sa m e  tim e , th e  a tte m p t b y th e  a u th o ritie s to  

re d uc e  th e  re m a in in g  d iv e rg e n c e s in th e  fu n d a m e n ta ls p ro v o ke d  the
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im p le m e n ta tio n  o f re stric tiv e  m o n e ta ry  p o lic ie s; the  re su ltin g  in te re st ra te  

d iffe re n tia ls le d  to  a n  im p o rta n t in flo w  o f c a p ita ls to  th e se  c o u n trie s w hic h  ke p t 

th e ir c u rre n c ie s in a  stro n g  p o sitio n , d e sp ite  b e in g  in trin sic a lly  w e a k c u rre n c ie s, 

w h ic h  im p lie d  th e y  w e re  b o un d  to  b e  d e va lu e d  in a  fu tu re  re a lig n m e n t.

h o w  c a n  th is p a ra d o x b e  e xp la in e d ? ; in o th e r w o rd s, w h y  d id  the  

m a rke ts re ly  o n  th e  sh o rt a nd  m e d iu m  run  sta b ility  o f th e se  c u rre n c ie s? . Po rte s 

(1 993 )  a sse rts th a t th e  EM S h a s b e n e fitte d  fro m  th e  'c o n v e rg e n c e  p la y ': the  

m a rke t ha s b e t o n th e  su sta in a b ility  o f the  p a ritie s a s lo ng  a s a d v a n c e s in the  

c o n v e rg e n c e  a m o n g  th e  e c o n o m ie s w e re  b e in g  o b se rv e d . Th e  m a rke t 

ju d g m e n t th a t th e  p e rip h e ry  c o u n trie s w e re  o n  a  g o o d  tra c k to  a c h ie v e  

c o n v e rg e n c e  d ism isse d  fe a rs o f a  sh o rt run re a lig n m e n t, Fu rth e rm o re , h ig h 

in fla tio n  c o u n trie s w e re  e a g e r to  ke e p  a  stro n g  c u rre n c y  in o rd e r to  fu lly  

b e n e fit fro m  th e  b o rro w e d  re p u ta tio n . Th e  lo ss o f c o m p e titiv e n e ss d e riv e d  fro m  

th e  o v e rv a lu a tio n  o f th e ir c u rre n c ie s w a s re g a rd e d  no t o n ly  a s a c c e p ta b le  b ut 

a lso  w a s c o n sid e re d  a n  a d d itio n a l m e c h a n ism  to  re d uc e  fu rth e r th e  in fla tio n  

d iffe re n tia ls. M a rke ts a nd  g o v e rn m e n ts e xp e c te d  th a t th e  o u tc o m e  o f th is 

stra te g y  w o uld  b e  th e  fo llo w in g ;

"A c o untry whic h fixe s its e xc hange  rate , sta rting  with hig he r 

infla tio n than its trading  partne rs, will initia lly furthe r lo se  

c ompe titive ne ss and e xpe rie nc e  an inc re a se  in une mplo yme nt. 

...Eve ntually, infla tio n will b e c ome  le ss than fo re ig n infla tio n, 

c ompe titive ne ss will impro ve , de mand will inc re a se  and the  

e c o nomy will re turn to  full e mplo yme nt, c ompe titive ne ss, low 

infla tio n and a stro ng  c urre nc y." [Q uo te d  fro m  Bla n c h a rd  &

M ue t (1993) , w ho  w e re  re fe rrin g  to  the  Fre nc h  e xp e rie n c e ]

Ho w e ve r, w h e n  a d v a n c e s in c o n v e rg e n c e  slo w e d  d o w n  o r w e re  

re v e rse d , e xp e c ta tio n s o n  th e  fe a sib ility  o f the  o u tc o m e  c h a n g e d  a n d  e ro d e d  

th e  c re d ib ility  o f th e  syste m .

A ll in a ll, th e  a p p a re n t su c c e ss o f th e  ne w  EM S in a  situ a tio n  o f e c o n o m ic  

e xp a n sio n  a nd  o th e r e xo g e n o u s fa c to rs, a s th e  e v e n ts o f th e  Ea ste rn  Euro p e , 

c re a te d  a  w a v e  o f Eu ro p tim ism , w h ic h  a c c e le ra te d  th e  EMU p ro je c t. Th is 

p ro je c t w a s la u n c h e d  w ith  th e  a p p ro v a l o f th e  Sin g le  A c t in 1986 a nd  

sa n c tio n e d  w ith  th e  sig n a tu re  o f th e  M a a stric ht Tre a ty  in D e c e m b e r 1991. In 

th is c o n te xt, p e rip h e ry  g o v e rn m e n ts w a v e d  a s a  p o litic a l su c c e ss th e  stre n g th  

o f th e  c u rre n c ie s w ith  re sp e c t to  th e -D M  a nd  th e  b o o st o f c a p ita l in flo w s,

Th is id e n tific a tio n  o f c u rre n c y  sta b ility  w ith  su c c e ssfu l p o lic y  m a kin g  ha s
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tw o  d a n g e ro u s im p lic a tio n s: first, sh o rt te rm  re d u c tio n  o f in fla tio n  m a y  d istra c t 

g o v e rn m e n ts fro m  se rio u sly  ta c klin g  th e  stru c tu ra l so u rc e s o f d iv e rg e n c e  

(rig id ity  in th e  la b o u r m a rke t, p ub lic  fin a n c e s, sh e lte re d  se rv ic e  se c to rs) ; 

se c o n d , in a  re c e ssio n  c o n te xt, a s o th e r in d ic a to rs su c h  a s c u rre n t a c c o u nt, 

un e m p lo ym e n t, fisc a l d e fic it, e tc , d e te rio ra te  th e  d e fe n c e  o f th e  c u rre n c y  

b e c o m e s a n e sse n tia l p o litic a l a sse t o f th e  G o v e rn m e n t, w hic h  th e y  a re  no t 

w illing  to  lo se . O n ly  w h e n  o th e r d ise q u ilib ria  b e c o m e  u n su sta in a b le  o r so c ia lly  

u n a c c e p ta b le  is th e  c o m m itm e n t o f th e  G o v e rn m e n ts to  d e fe n d  th e  p a ritie s 

p ut a t sta ke , Th is la st p o in t w ill p la y a n im p o rta n t ro le  in th e  EM S c rise s, a s w e  

p o in t o u t b e lo w .

A s te n sio n s w e re  b uild in g  up , th e  M a a stric h t Tre a ty  sa n c tio n e d  the  

c e ntra l ro le  o f th e  EM S in the  tra n sitio n  to  EM U. Ind e e d , th e  c o m m o n  c u rre n c y  

is sc h e d u le d  to  e v o lv e  in sta g e s fro m  th e  c u rre n t syste m , th ro u g h  a  ha rd e ning  

o f th e  b a nd s. C le a rly , th is re sp o n sib ility  w a s no t w e ll su ite d  to  th e  syste m , sin c e  

it ha s fa lle n  a p a rt le ss th a n  a  ye a r a fte r M a a stric ht. A s a  m a tte r o f fa c t, th e re  

se e m s to  b e  a  c le a r lin k b e tw e e n  M a a stric h t a nd  th e  c o lla p se  o f th e  syste m , 

a  p o int to  w hic h  w e  w ill re turn  b e lo w . The  d re a m  o f a  c o m m o n  c urre n c y, 

b e c a m e  a  n ig h tm a re  w h e n  Euro p e  to o k up  th e  c o m m itm e n t to  turn  it into  

re a lity.

The  EMS c o llapse

The  m a ssiv e  sp e c u la tio n  a g a in st the  p e rip h e ry  c u rre n c ie s o f th e  EM S 

m a d e  the  d e fe n c e  o f th e  p a ritie s un su sta in a b le  a n d  c a use d  th e  c o lla p se  o f 

th e  syste m , Fro m  th is p e rsp e c tiv e , th e  fin a n c ia l sy ste m  c a n  b e  c o n sid e re d  the  

kille r o f th e  syste m ; th is in te rp re ta tio n  w o uld  e n d o rse  th e  th e o ry  o f 'fin a n c ia l 

c o m p lo t' a d v a n c e d  d u rin g  th e  c risis b y so m e  o ffic ia l so u rc e s. But th is is a  ve ry  

su p e rfic ia l p ic tu re  o f th e  p ro b le m  w hic h  m isse s th e  u n d e rly in g  re a so n s fo r the  

a tta c ks; ind e e d , fin a n c ia l m a rke t a g e n ts w e re  th e  e xe c u tio n e rs o f a  se n te n c e  

th a t th e  c irc u m sta n c e s a nd  th e  v e ry  sa m e  EM S stru c tu re  ha d  e n su re d . In a n y 

c a se , b e fo re  g o in g  fu rth e r it is c o n v e n ie n t to  u n d e rline  so m e  p o ints re g a rd ing  

th e  ro le  o f fin a n c ia l m a rke ts ( fo r a  m o re  d e ta ile d  a c c o un t, se e  G o ld ste in  e t a l. 

(1993) ) .

In th e  first p la c e , th e  c o m p le te  lib e ra liza tio n  o f fin a n c ia l m a rke ts in m o st 

o f Euro p e  a llo w s ve ry  fa st p o rtfo lio  sh ifts; in th e  se c o n d  p la c e , th e  e xp o n e n tia l 

g ro w th  a nd  in c re a sin g  so p h istic a tio n  o f fin a n c ia l in stru m e n ts d w a rfs th e  re la tive  

im p o rta n c e  o f C e n tra l Ba n ks in th e -fo re ig n  e xc h a n g e  m a rke ts. Bo th fa c to rs 

re d uc e  th e  p o w e r o f th e  C e n tra l Ba n kin g  Syste m  to  c o u n te ra c t sp e c ula tio n ,
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b o th  th ro u g h  d ire c t in te rv e n tio n  o r th e  im p o sitio n  o f c a p ita l c o n tro ls. He nc e , 

th e  fin a n c ia l m a rke ts h a v e  in d e e d  th e  p o w e r to  d e sta b ilize  the  e xc h a n g e  ra te , 

o n c e  th e  p a rtic ip a n ts b e t o n  th e  sa m e  d ire c tio n  o f c h a n g e . The  c ru c ia l 

q u e stio n  to  a n sw e r is th e n  w hy  th e y  d id  so  a t th e  tim e  th e y  d id .

First o f a ll, th e re  w e re  o b je c tiv e  re a so n s fro m  a n e c o n o m ic  p o int o f v ie w  

fo r a  sp e c u la tiv e  a tta c k, d u e  to  th e  e xc h a n g e  ra te  m isa lig n m e n ts a nd  o th e r 

e c o n o m ic  im b a la n c e s a c c u m u la te d  in fiv e  ye a rs w ith o u t re a lig n m e n ts. It is 

c ru c ia l to  no te  th a t th e  a c c u m u la tio n  o f m isa lig n m e n ts is a n intrin sic  

c h a ra c te ristic  o f th e  sy ste m  a fte r 1987, sin c e  fixe d  e xc h a n g e  ra te  b a nd s c o 

e xist w ith  d iv e rg e n c e s in th e  fu n d a m e n ta ls.

Th e  a p p e n d ix p re se n ts a  m o d e l o f a g e n ts w ith  h e te ro g e n e o u s b e lie fs, 

in w hic h  a  ta rg e t zo n e  is e sta b lish e d  b e tw e e n  d iv e rg in g  e c o n o m ie s. The  m o d e l 

sh o w s th a t th e  ta rg e t zo n e  d o e s in fa c t a llo w  th e  a c c u m u la tio n  o f la rg e  

e xc h a n g e  ra te  m isa lig n m e n ts, w hile  g ra n tin g  e xc h a n g e  ra te  sta b ility . Th is 

m o d e l illu stra te s a  fe a tu re  o f th e  p o st- '8 7  EMS: th e  ta rg e t zo ne , w h e n  c re d ib le  

p e rm its th e  o v e rv a lu a tio n  o f th e  p e rip h e ry  c u rre n c ie s; th is o v e rv a lu a tio n  c a n  

b e  b e n e fic ia l to  re d uc e  d iv e rg e n c e s, suc h  th a t th e  c o n v e rg e n c e  p la y is 

su sta in e d , b ut th e  sy ste m  w ill e v e n tu a lly  c o lla p se s.

No te  th a t th e  o u tc o m e  o f th e  m o d e l illu stra te s a  p e rv e rse  m e c h a n ism  

b u ilt in th e  EM S; sta b ility  is a c h ie v e d  o n the  fa c e  o f in c re a sin g  e xc h a n g e  ra te  

im b a la n c e s. Th e se  im b a la n c e s ha v e  to  b e  c o rre c te d  so o n e r o r la te r, th a t is, a s 

p e rip h e ry  c o u n trie s c lim b  la d d e rs a nd  b e c o m e  m o re  a n d  m o re  c o n fid e n t, the  

syste m  is a lso  b re e d in g  th e  sn a ke s w hic h  w ill p ro v o ke  th e  c o lla p se ,

Th e  situ a tio n  o f d ise q u ilib riu m  w a s e sp e c ia lly  e v id e n t fo r Ita ly , Sp a in  a nd  

th e  Unite d  Kin g d o m  a t th e  tim e  o f th e  c risis b u t th e re  re m a in  d o u b ts fo r th e  

o th e r c o u n trie s o f th e  sy ste m  (se e  Eic h e n g re e n  & W yp lo sz (1993 )) . Ho w e ve r, 

th e se  d ise q u ilib ria  a lso  e xiste d  w h e n  fin a n c ia l m a rke ts w e re  still e n d o rsin g  the  

stre n g th  o f o ve rv a lu e d  c urre n c ie s; th e  e xc h a n g e  ra te  w a s e ffe c tiv e ly  o n a  

b u b b le  w hic h  so o n e r o r la te r ha d  to  b urst, fo rc in g  th e  th e  e xc h a n g e  ra te  to  

re turn  to  e q u ilib riu m ’ . W h a t m a d e  it e xp lo d e ?

Th e  c o lla p se  o f th e  sy ste m  in th e  th e o re tic a l m o d e l is e n d o g e n o u s; in 

re a lity , it c o m e s a b o u t w h e n  a  se rie s o f c irc u m sta n c e s o r e v e n ts (c a ll th e m  

c re d ib ility  sh o c ks)  d e te rio ra te  th e  c o n fid e n c e  o f th e  m a rke t in th e  c e n tra l

There has been an important amount of research devoted to explain the persistence of 

exchange rate disequilibria by exploring the significance of trends (chartism), herding behaviour, 

self-sustaining expectations or fads in the foreign exchange both empirically (Allen & Taylor (1989), 

Frankel & Froot (1987)) and with different theoretical models (Frankel & Froot (1988), De Long et 

al. (1990), Kirman (1993), Bickchandani et al. (1993), etc.).
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p a ritie s. Th e  c h a n g e  o f m o o d  in th e  fin a n c ia l m a rke ts p ro v o ke d  b y the  

c re d ib ility  sh o c ks ra p id ly  sp re a d s a nd  re su lts in a  sp e c u la tiv e  a tta c k w hic h  the  

C e n tra l Ba n ks a re  un a b le  to  su sta in  e ith e r th ro u g h  o ffic ia l c o m m u n iq u e s no r 

in te rv e n tio n s in th e  fo re ig n  e xc h a n g e .

The  first sh o c k h ittin g  th e  sy ste m  g o e s b a c k to  1990, th e  d a te  o f G e rm a n  

u n ific a tio n . Th e  fisc a l sta n c e  in W e st G e rm a n y  tra n sla te d  into  d o m e stic  

in fla tio n a ry  p re ssu re s. It is o p p o rtu n e  to  m e n tio n  th a t a t th e  tim e , m o st 

a c a d e m ic s fa v o u re d  a  re v a lu a tio n  o f th e  DM w ith  re sp e c t to  th e  re st o f the  

EM S c urre n c ie s. G e rm a n y  e v e n  a ske d  fo r it, b u t th is p e titio n  w a s re je c te d  b y 

th e  p a rtn e rs ( e sp e c ia lly  Fra n c e ) . W hy? , O n th e  o ne  ha nd , th e re  w a s a  fa lse  

se n se  o f se c u rity  a nd  o v e rc o n fid e n c e  w hic h  ha d  g ro w n w ith  tim e ; o n th e  o the r 

ha nd , e xc h a n g e  ra te  sta b ility  ha d  b y  th a t tim e  b e c o m e  th e  c o rn e rsto n e  o f 

d o m e stic  e c o n o m ic  p o lic ie s.

A t th is sta g e  e c o n o m ic  re c e ssio n  w a s sta rtin g  to  b ite  e lse w h e re  in 

Euro p e . Th e  se e d  fo r p o lic y  c o n flic t w a s so w n, w he n  th e  Bu n d e sb a n k a im e d  

a t c o n tro llin g  in fla tio n  a t a  tim e  w h e n  o th e r g o v e rn m e n ts w e re  e a g e r to  

re d uc e  in te re st ra te s in o rd e r to  p ro m o te  e c o n o m ic  a c tiv ity . A t th is p o int, the  

p a rtn e r c o u n trie s o f G e rm a n y  in th e  EM S ha d  to  c h o o se  b e tw e e n  fo llo w in g  

G e rm a n  d isc ip lin e  o r ta c kle  d o m e stic  re c e ssio n  b y re d uc in g  in te re st ra te s, 

w hic h  w o uld  im p ly  a n e xc h a n g e  ra te  re a lig n m e n t. Do ub ts o n  th e  fin a l c ho ic e  

a le rte d  fin a n c ia l m a rke ts, a lth o u g h  o ffic ia l d e c la ra tio n s c o n tin u e d  to  b e  firm  

o n th e  e xc h a n g e  ra te  c o m m itm e n t.

Th e  stra in s w e re  e xa c e rb a te d  w h e n  th e  M a a stric ht Tre a ty  w a s sig ne d  

a nd  e c o n o m ic  c o n d itio n s fo r jo in in g  the  c o m m o n  c u rre n c y  w e re  in c lud e d . The  

c o n v e rg e n c e  c rite ria  w e re  p ushe d  a h e a d  b y G e rm a n y, w ho  fe a re d  the  

m e rg e r o f its so lid  D e utsc h e  M a rk a nd  its to u g h  Bun d e sb a nk, w ith  le ss stric t 

C e n tra l Ba n ks a nd  w e a ke r c u rre n c ie s. Thus, th e  G e rm a n  g ra d u a list a p p ro a c h , 

a lso  c a lle d  c o ro n a tio n  th e o ry , w a s im p o se d  in th e  M a a stric h t Tre a ty : c o u n trie s 

w o uld  e n te r th e  c u rre n c y  un io n  o n ly  w he n  th e y  ha d  c o n v e rg e d  to  th e  G e rm a n 

le ve ls, o r, a s it h a s tu rn e d  o u t to  b e  th e  c a se  in p ra c tic e , b e y o nd  th e  G e rm a n  

le v e ls; i.e ., th e  p riv ile g e  to  sh a re  a  c u rre n c y  w ith  G e rm a n y  w o uld  o n ly  b e  

g ra n te d  to  th o se  w ho  p ro v e d  to  b e  'm o re  G e rm a n  th a n  th e  G e rm a n s'.

Th e  c o n v e rg e n c e  c rite ria  c o n ta in e d  in th e  Tre a ty  a re  ve ry  to u g h  a nd  

un re a listic . Th e  in c lusio n  in th e  Tre a ty  o f a  'la st re a lig n m e n t' c la u se  a lso  

c o n trib u te d  to  d e sta b ilizin g  th e  sy ste m . Th e  c o n v e rg e n c e  c rite ria  a p p e a re d  

to  b e  c le a rly  u n a tta in a b le  a nd  w e re  h ig h ly  c ritic ize d  e ve n  b e fo re  th e  c risis 

(Be g g  e t a l. (1991) ) ; th e y  in tro d u c e d  u n c e rta in ty  o v e r th e  a b ility  o f c o u n trie s 

to  a c h ie v e  th e se  d iffic u lt g o a ls, in c re a sin g  th e  sc o p e  fo r th e  fa ilu re  o f th e  EMS.
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Th e  fin a l re a lig n m e n t c la u se  m a d e  th e  m a rke t a g re e  th a t a  re a lig n m e n t w o uld  

ta ke  p la c e  in th e  fu tu re  w ith  c e rta in ty  (G io v a n n in i (1993 )) . Bo th fa c to rs 

c o n trib u te d  to  c re a te  th e  c o n se n su s th a t the  syste m  w a s b e c o m in g  fra g ile  a nd  

inv ite d  b e ts o n  th e  u n su sta in a b ility  o f th e  p a ritie s,

A t th is sta g e , th e  g a in s fro m  th e  c o n v e rg e n c e  p la y w e re  b e c o m in g  a  

b u rd e n  fo r th e  p e rip h e ry  e c o n o m ie s g ive n  tha t, in a n tic ip a tio n  o f a  fu tu re  

re a lig n m e n t, in v e sto rs sta rte d  to  re p a tria te  c a p ita l w hic h  th e y  ha d  in ve ste d  in 

th e  p re v io u s ye a rs. Fina lly , a s re c e ssio n  d e e p e n e d  in Eu ro p e  a nd  in fla tio n  fa ile d  

to  b e  c o n tro lle d  in G e rm a n y, th e re  c a m e  th e  Da n ish  a n d  Fre nc h  re fe re n d a , 

w hic h  sh o w e d  th e  p o litic a l d iffic u ltie s o f p ush in g  M a a stric h t a h e a d  a nd  

c o n v in c e d  th e  m a rke ts th a t the  b e n e fits o f ke e p in g  th e  p a ritie s c o u ld  no t 

o ffse t th e  c o sts o f m a in ta in in g  h ig h  in te re st ra te s. A le a  ia c ta  e ra t.

A fte r th e  first c risis in Se p te m b e r 1992, w h e n  UK a nd  Ita ly  a b a n d o n e d  th e  

sy ste m  a nd  Sp a in  d e v a lu e d  th e  Pe se ta , m o re  e p iso d e s o f in sta b ility  fo llo w e d  

(Pe se ta , a g a in , a n d  Esc u d o  d e v a lu a tio n  in No v e m b e r 1992, Irish Pun t in 

Ja n u a ry  1993) un til th e  sy ste m  e v e n tu a lly  b ro ke  d o v/ n 'd e  fa c to ' in A u g u st 

1993, w he n  p a ritie s w e re  a llo w e d  to  flo a t in a  3 0%  b a nd . A t th e  tim e  o f w riting , 

no  sc h e d u le  fo r th e  re turn  to  th e  o ld  b a n d s a n d  th e  re in c o rp o ra tio n  o f th e  Lira  

a nd  th e  Po u nd  to  th e  sy ste m  ha v e  b e e n  p ro p o se d .

Il-From here  to EMU: an analysis o f the options

De sp ite  th is p e rio d  o f m o n e ta ry  tu rm o il, th e  M a a stric h t Tre a ty  h a s b e e n  

fin a lly  ra tifie d  w ith  no  m a jo r m o d ific a tio n s. A c tu a lly , th e  p ro sp e c ts fo r a  re fo rm  

o f the  EM S w hic h  w e re  d e c la re d  in th e  a fte rm a th  o f th e  c rise s h a v e  fa d e d  a nd  

th e  EU C o u n c il a p p e a rs to  e n d o rse  th e  sc h e d u le  fixe d  in th e  M a a stric h t Tre a ty , 

to g e th e r w ith  th e  c o n v e rg e n c e  c rite ria , h a rd e n in g  o f th e  EM S a n d  M o n e ta ry  

Unio n  fo r th e  q u a lifie d  c o u n trie s b y th e  e nd  o f th e  c e n tu ry . No t e v e n  EU 

o ffic ia ls a nd  m o st p o litic ia n s b e lie v e  th a t th e se  p la n s c a n  b e  fu lfille d .

Th e  o ffic ia l v ie w  rig htly  stre sse s th a t the  situ a tio n  is b e tte r th a n  b e fo re  the  

c rise s: first, th e  la rg e  d e v a lu a tio n s ha ve  re sto re d  th e  e q u ilib riu m  e xc h a n g e  

ra te s: se c o n d , th e  c risis m a y  ha v e  b e e n  h e lp fu l to  in d ic a te  th e  c o u n trie s w hic h  

m a y  c o n v e rg e , a s D o rn b u sc h  (1990)  su g g e ste d ; fin a lly , th e  w o rst o f the  

re c e ssio n  se e m s to  b e  o ve r. A ll th e se  fa c to rs m ig h t c le a r th e  ho rizo n  o f so m e  

o f th e  o b sta c le s a n d  m a ke  th e  e v e n tu a l EMU ta rg e t fe a sib le .

Ho w e ve r, se rio u s d o u b ts re m a in , First, it is no t c le a r ho w  th e  c re d ib ility  o f 

th e  sy ste m  c a n  b e  re sto re d  in th e  sh o rt te rm . Th e  re a c tio n  o f th e  m a rke t to  the  

re sto ra tio n  o f th e  o ld  b a n d s is fe a re d  b e c a use  th e  c o n c e rn  e xists th a t the
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a g e n ts w ill te st the  c o m m itm e n t o f th e  a u th o ritie s w he n  it is a c h ie v e d . Se c o nd , 

e v e n  if th e  ne w  sy ste m  w e re  to  b e  sta b le , w h y sh o u ld  it p ro m o te  m o re  

d isc ip lin e  th a n  b e fo re ? . Th e  n o m in a l c o n v e rg e n c e  c rite ria  im p o se  se rio u s 

a d ju stm e n ts in m o st o f th e  c o u n trie s w hic h  w ill b e  c o stly  in te rm s o f re a l 

va ria b le s. In th is c o n te xt, w o uld  it b e  p re fe ra b le  to  ha v e  a n  a d d itio n a l 

in stru m e n t in th e  tra n sitio n  p e rio d  b y le a v in g  th e  e xc h a n g e  ra te s to  flo a t? , th a t 

is, is a  ta rg e t zo n e  d e sira b le  in th e  tra n sitio n ? . Th e  a n sw e rs to  th e se  q u e stio ns 

ha v e  g ive n  rise  to  se v e ra l a lte rn a tiv e s to  th e  M a a stric h t sc h e d u le  a nd  the  EM S 

w hic h  w e  a n a ly se  no w .

* -  De g re e  o f e xc hang e  ra te  fle xib ility - *  
i— t------------ 1— t--------- i----- 1-------------i— i-

F w
R i
E d
E e

F b
L a
O n
A d
T s

P M
r a
e a

s
c t
r r
i i
s c
i h
s t

E E
M M
S S

Th e  sc h e m a  a b o v e  su m m a rize s th e  d iffe re n t so lu tio n s p ro p o se d  fo r the  

e xc h a n g e  ra te  sy ste m  to  g u id e  th e  tra n sitio n  to w a rd s th e  Ec o n o m ic  a nd  

M o n e ta ry  Unio n . A n y  o f th e se  a lte rn a tiv e s c o u ld  b e  c o m p le m e n te d  w ith 

a d d itio n a l m e a su re s w h ic h  h a v e  a lso  b e e n  su g g e ste d  to  im p ro v e  the  sta b ility  

o f th e  syste m : im p ro v e m e n t o f p o lic y  c o o rd in a tio n , h ig h e r C e n tra l Ba nk 

a u to no m y, re v isio n  a nd  stre n g th e n in g  o f th e  in te rv e n tio n  rule s, re g u la tio n  a nd  

ta xe s o n sp e c u la tiv e  tra n sa c tio n s, e tc  (se e  G o ld b e rg  e t a l. (1993) , fo r a  c ritic a l 

a c c o un t) .

No te  th a t the  o p tio n s ra n g e  fro m  a  re turn  to  th e  fre e  flo a t re g im e  

(g re a te st fle xib ility )  to  th e  e a rly  a n d  irre v o c a b le  lo c king  o f e xc h a n g e  ra te  

p a ritie s (h ig h e st rig id ity) . Be tw e e n  th e m , a nd  fro m  le ft to  rig ht, w e  c a n  find  the  

w id e n in g  o f th e  b a n d s -i.e . th e  c u rre n t EM S, w ith  3 0%  flu c tu a tio n  b a nd s, the  

c ra w lin g  p e g  w hic h  c h a ra c te rize d  th e  first p e rio d  o f th e  EM S: o ur p ro p o sa l, tha t
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is, c o n v e rg e n c e  b a nd s, o n  w hic h  w e  w ill e xp a n d  in th e  n e xt se c tio ns; th e  EMS, 

p rio r to  th e  c rise s, w ith  no  e ffe c tiv e  re a lig n m e n ts a nd  na rro w  b a nd s; a nd  the  

tw o -sp e e d  a p p ro a c h , w h e re  a  M o n e ta ry  Unio n  is fo rm e d  fo r the  c o re  c o u n trie s 

o f th e  syste m  w h ile  th e  p e rip h e ry  c o u n trie s c o n tin u e  w ith  a n a d ju sta b le  p e g .

A lth o u g h  e v e ry  p ro p o sa l a im s a t a v o id in g  th e  e xc h a n g e  ra te  c rise s o f 

th e  p a st tw o  ye a rs, o n ly  th e  e xtre m e  o p tio n s c a n , in p rin c ip le , g ua ra n te e  the  

a b se n c e  o f sp e c u la tiv e  a tta c ks, e ith e r b e c a u se  th e re  is no  e xc h a n g e  ra te  

p a rity  to  d e fe n d  o r b e c a use  th e re  is sim p ly  no  e xc h a n g e  ra te  a t a ll.

Th e  p ro p o sa ls fo r e xc h a n g e  ra te  m a n a g e m e n t b a sic a lly  d iffe r in the  

d e g re e  o f fle xib ility  g iv e n  to  th e  e xc h a n g e  ra te ; c o n se q u e n tly , e a c h  v ie w  g iv e s 

a  d iffe re n t ro le  to  th e  e xc h a n g e  ra te  in th e  tra n sitio n  p ro c e ss. Th e  ro le  is 

d e c re a sin g  w ith  th e  d e g re e  o f fle xib ility . Th e  c h o ic e  to  b e  m a d e  is the n  

d e te rm in e d  b y  th e  im p o rta n c e  a ssig n e d  to  th e  e xc h a n g e  ra te  in stru m e n t in 

th e  tra n sitio n  p e rio d , W e  no w  c o n sid e r th e  e xtre m e  so lu tio n s, in o rd e r to  

h ig h lig h t th e  ro le  o f th e  e xc h a n g e  ra te  u n d e r e a c h  re g im e  a n d  b rie fly  

e v a lu a te  th e  re a so n s fo r ke e p in g  o r re lin q u ish in g  th is p o lic y  in stru m e n t.

Fre e  flo a t

Th e  issu e  o f th e  re tu rn  to  a  flo a tin g  re g im e  ha s a  lo ng  m o n e ta rist 

tra d itio n . Its su p p o rte rs c o n sid e r th a t th e  e xc h a n g e  ra te  is like  a n y a n o th e r 

p ric e  a nd  sh o u ld  b e  se ttle d  b y th e  fo rc e s o f th e  m o rke t, w hic h  w o uld  

d e te rm in e  its e q u ilib riu m  v a lu e  a nd  w o uld  m a ke  it a d ju st in th e  fa c e  o f re a l 

a sy m m e tric  sh o c ks. Ta kin g  in to  a c c o u n t th e  d e e p  a d ju stm e n ts n e c e ssa ry  in 

se v e ra l EU c o u n trie s d u rin g  th e  tra n sitio n  p e rio d , th is a rg u m e n t w o uld  se e m  to  

h a v e  a  lo g ic , A n  in d e p e n d e n t e c o n o m ic  p o lic y  m a y  b e  d e sira b le  in th e  

tra n sitio n  a nd  fixin g  a n e xc h a n g e  ra te  p a rity  in a  c o n te xt o f fre e  c a p ita l 

m o b ility  e n ta ils th e  su b o rd in a tio n  o f, a t le a st, m o n e ta ry  p o lic y . G ive n  th e  

m u ltip le  p o lic y  g o a ls to  a tta in  in a  fin ite  h o rizo n , ke e p in g  o n e  a d d itio n a l 

in stru m e n t w o uld  he lp  to  a c h ie v e  th e se  g o a ls. In c o n tra st, o ne  o f th e  

M a a stric h t c rite ria  is p re c ise ly  to  ke e p  the  e xc h a n g e  ra te  sta b le  w ith in  th e  

na rro w  b a nd  fo r tw o  ye a rs, th a t is, th e  w o u ld -b e  in stru m e n t b e c o m e s a n 

a d d itio n a l g o a l a nd  th is m a ke s th e  fu lfillm e n t o f th e  c rite ria  e v e n  m o re  

c o m p lic a te d .

Ho w e ve r, th e  p e rio d  a fte r Bre tto n  W o o d s re v e a le d  th e  d a n g e rs o f 

flo a ting , w h e n  c u rre n c ie s b e c a m e  v e ry  vo la tile  a n d  d e v ia te d  w id e ly  fro m  th e ir 

e q u ilib riu m  va lu e s. Th is c re a te d  g re a t p ro b le m s in th e  fu n c tio n in g  o f th e  

C o m m o n  M a rke t a n d  p ro v o ke d  th e  'sn a ke ' e xp e rim e n t a n d  fin a lly  th e
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e sta b lish m e n t o f th e  EM S (se e  G ia v a zzi & G io v a n n in i ( 1 9 8 9 ) ,c h .l, fo r a  d e ta ile d  

re c o rd ) . Th e re fo re , th e  in stitu tio n a l a rra n g e m e n ts a n d  h ig h  d e g re e  o f 

in te g ra tio n  o f the  Eu ro p e a n  C o m m u n ity  p re c lu d e d  a  re tu rn  to  a  fre e  flo a t 

re g im e . Fu rth e rm o re , in a  c o n te xt o f stru c tu ra l a d ju stm e n ts a nd  re c e ssio n , th e re  

e xists th e  te m p ta tio n  to  im p le m e n t c o m p e titiv e  d e v a lu a tio n s w hic h , fo llo w e d  

b y  re ta lia tio n , c o u ld  d e te rio ra te  th e  c o o p e ra tiv e  c lim a te  a m o n g  th e  m e m b e r 

c o u n trie s. Fina lly , th e  lo ss o f th e  e xc h a n g e  ra te  a n c h o r w o uld  c o m p lic a te  the  

c o n tro l o f in fla tio n a ry  e xp e c ta tio n s in th e  p e rip h e ry  c o u ntrie s.

A ll in a ll, the  fre e  flo a t o p tio n  c a n  b e  d ism isse d , a lth o u g h  w e  sh o uld  

a c kn o w le d g e  the  a d v a n ta g e s o f th e  e xc h a n g e  ra te  in stru m e n t in th e  tra nsitio n  

p ro c e ss.

Fixe d ra te s and o p timum c urre nc y are as

Th e  o p p o site  v ie w  is re p re se n te d  b y  th e  e a rly  lo c kin g  o f e xc h a n g e  ra te s 

a nd  th e  a d o p tio n  o f a  c o m m o n  c u rre n c y  (G io v a n n in i (1991 ) , a m o n g  o th e rs) . 

Th is im p lie s th e  c o m p le te  lo ss o f th e  e xc h a n g e  ra te  a n d  th e  m o n e ta ry  p o lic y , 

a lre a d y  v e ry  lim ite d  in th e  EM S. Th e  tw o -sp e e d  tra c k (D o rn b u sc h  (1991) )  to  

M o n e ta ry  Unio n  is a  v a ria n t o f th is id e a : m o n e ta ry  un io n  c o u ld  in itia lly  c o nsist 

o f th e  c o re  c o u n trie s o f th e  sy ste m  , a nd  p e rip h e ry  c o u n trie s w o uld  b e  le t in 

a s th e y  c a tc h  up . Th is id e a  is g a in in g  su p p o rt in o ffic ia l a n d  a c a d e m ic  c irc le s 

th a t re a lize  th e  d iffic u ltie s o f fo rm in g  a  c o m m o n  c u rre n c y  th a t in c lu d e s a ll the  

c o u n trie s o f th e  Unio n . Ho w e ve r, it fa c e s p o litic a l d iffic u ltie s.

C le a rly , a  m o v e  to  a  c o m m o n  c u rre n c y  w o uld  fo ste r c o o rd in a tio n  o f 

e c o n o m ic  p o lic ie s a n d  e lim in a te  e xc h a n g e  ra te  m o v e m e n ts. Th e  su p p o rte rs 

o f th is fa st tra c k to  EMU stre ss th e  p ro b le m s o f th e  c o ro n a tio n  th e o ry  e m b ra c e d  

b y th e  M a a stric h t Tre a ty : a s lo ng  a s th e re  a re  c o n v e rg e n c e  re q u ire m e n ts to  b e  

m e t, th e re  e xist p ro b le m s o f c re d ib ility  a n d  th e  tra n sitio n  o f th e  p e rip h e ry  

e c o n o m ie s is un c e rta in  (se e , fo r in sta n c e , Be g g  e t a l. (1 991 ) ) . EMU w o uld  

su p p re ss th is u n c e rta in ty  a nd  c o n v e rg e n c e  w o uld  b e  fa ste r w ith in  a  M o ne ta ry  

Unio n .

Th e  ke y q u e stio n s a re  ho w  la rg e  w o uld  b e  th e  c o sts o f th is 'sh o c k 

th e ra p y ' a nd  w h e th e r th e se  c o sts a re  su sta in a b le  b y th e  in d iv id ua l c o un trie s, 

o r th e  EU a s a  w h o le . In o th e r w o rd s, w h a t w o uld  b e  th e  c o sts o f re n o u nc in g  

o n e 's o w n c u rre n c y? . W e  c a n  id e n tify  o n th e  o ne  ha nd  a  p o litic a l c o st, linke d  

to  th e  issue  o f so v e re ig n ty , w hic h  ha s b e e n  m a in ly  stre sse d  in G e rm a n y. 

W ith o u t d ism issin g  th e  p o litic a l c o m p o n e nt, w hic h  w ill re a p p e a r b e lo w , w e  

ha v e  m o re  in te re st in th e  e c o n o m ic  p a yo ffs o f th is o p tio n .
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Th e  c o m p e n sa tio n s fo r th e  lo ss o f the  e xc h a n g e  ra te  in stru m e n t a nd  the  

a u to n o m y  o f m o n e ta ry  p o lic y  a re  g ive n  b y th e  g a in s in e ffic ie n c y , lo ss o f 

un c e rta in ty , e c o n o m ic  p o w e r a nd  a n tin fla tio n a ry  re p u ta tio n . M a n y o f th e  c o sts 

a n d  b e n e fits a re  v e ry  d iffic u lt to  e v a lua te . Th e  C e c c h in i Re p o rt (1988)  a nd  

Em e rso n  e t a l. (1991)  a re  b ia se d  a tte m p ts to  m e a su re  th e  m ic ro e c o n o m ic  

c o sts a nd  b e n e fits. Be sid e s m a n y  o f th e  b e n e fits a nd  c o sts w ill o n ly  b e  re a lize d  

a fte r th e  ste p  to  m e rg e  th e  c u rre n c ie s ha s b e e n  ta ke n ,

Th e  m a c ro e c o n o m ic  p a yo ff is e ve n  m o re  c o m p le x to  c o m p u te . The  

p ro sp e c t o f EMU h a s re v iv e d  th e  in te re st in th e  O p tim um  C u rre n c y  A re a s 

(O C A ) lite ra tu re , w hic h  p ro v id e s the  fra m e w o rk to  a n a ly se  the se  

m a c ro e c o n o m ic  a sp e c ts. Th e  v a lu e  o f the  e xc h a n g e  ra te  in stru m e n t b a sic a lly  

d e p e n d s o n its 'a  p rio ri' u tility  a nd  its a c tu a l e ffe c tiv e n e ss. He re  w e  a tte m p t a  

v e ry  b rie f a p p ro xim a tio n  o f th e se  issu e s, m e n tio n in g  th e  b a sic  re fe re n c e s to  b e  

fo un d  in th e  O C A  lite ra tu re  ( fo r a  g e n e ra l a c c o un t, se e  Ish iya m a  (1975) ; in a  

Eu ro p e a n  c o n te xt, De  G ra u w e  (1992) ) ,

'A  p rio ri' u tility : A s m e n tio n e d  a b o v e , th e  e xc h a n g e  ra te  c a n  he lp  in

th e  a d ju stm e n t to  a sy m m e tric  sh o c ks. Th e re fo re , th e  first q u e stio n  to  c o n sid e r 

is th e ir like lih o o d . A sy m m e tric  sh o c ks a re  m o re  like ly  th e  lo w e r the  d e g re e  o f 

e c o n o m ic  a nd  fin a n c ia l in te g ra tio n , a nd  p ro d uc t d iv e rsific a tio n  (Ke ne n  (1969)) . 

Th e  C o m m o n  M a rke t a n d  th e n  th e  Sin g le  M a rke t ha v e  c o n trib u te d  to  in te g ra te  

th e  e u ro p e a n  e c o n o m ie s, b u t th e re  is still m u c h  sc o p e  fo r a sy m m e tric  sh o c ks, 

a s Eic h e n g re e n  8c Ba y o um i (1 992 )  sh o w .

Se c o n d ly , fo llo w in g  th e  se m in a l c o n trib u tio n  b y M un d e ll (1961) , the  

e xc h a n g e  ra te  a c ts a s a  su rro g a te  to  fa c to r m o b ility . Sin c e  la b o u r m o b ility  in 

th e  EU is v e ry  lo w  (Eic h e n g re e n  (1991 )) , g iv ing  up  th e  e xc h a n g e  ra te -w o u ld  

h a v e  a  h ig h  o p p o rtu n ity  c o st. Th e re fo re , the  e xc h a n g e  ra te  w o uld  b e  'a  p rio ri' 

use fu l in th e  tra n sitio n  p ro c e ss.

Exc h a n g e  ra te  e ffe c tiv e n e ss. Ne v e rth e le ss, th e  e ffe c tiv e n e ss o f the  

e xc h a n g e  ra te  a s a n a d ju stm e n t in stru m e n t ha s a lso  to  b e  p ro ve d . Th e  p ro o f 

is c o n tro v e rsia l a nd  is lin ke d  to  th e  d e e p e r q u e stio n  o n ho w  e ffe c tiv e  m o n e ta ry  

p o lic y  is c o n sid e re d  to  b e  in g e ne ra l. In a ny c a se , it sh o u ld  b e  re c o g n ize d  th a t 

th e  e xc h a n g e  ra te  c a n  fa c ilita te  the  stru c tu ra l a d ju stm e n t; b ut, a s w e  no te d  

a b o v e  th is m a y  o p e n  th e  fie ld  fo r d a m a g in g  c o m p e titiv e  d e v a lu a tio n s. In a  

c o n te xt o f v e ry  o p e n  e c o n o m ie s, w ith  h ig h v u ln e ra b ility  to  e xc h a n g e  ra te  

m o v e m e n ts (M c Kin n o n  (1963 )) , th e  p o te n tia l ha rm  m a y  c a ll fo r so m e  so rt o f 

e xc h a n g e  ra te  a rra n g e m e n ts, like  th e  EMS.

O n e  fu rth e r c o n sid e ra tio n  to  b e  m a d e  b e fo re  re a c h in g  a  fin a l c o n c lu sio n
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re g a rd s th e  in stitu tio n a l fra m e w o rk o f th e  EU. Th e  a d o p tio n  o f a  c o m m o n  

c u rre n c y  w o uld  c a u se  la rg e  re g io n a l d ise q u ilib ria  a n d  a d ju stm e n t p ro b le m s. 

Th e se  re g io na l im b a la n c e s c o u ld  b e  o v e rc o m e  if th e  a p p ro p ria te  e c o n o m ic  

tra n sfe r sc h e m e s w e re  a rra n g e d ; h o w e v e r, th e  fo re se e a b le  m a g n itu d e  o f 

th e se  tra n sfe rs la rg e ly  e xc e e d s th e  c a p a c ity  o f th e  EU c u rre n t in stitu tio n a l 

m e c h a n ism s, w hic h  a re  la rg e ly  d isc re tio n a ry . Sa c h s a n d  Sa la -i-M a rtin  (1991)  in 

a n e m p iric a l stu d y  sh o w  th a t Euro p e  c a n  h a rd ly  c o m p e n sa te  fo r a sy m m e tric  

're g io n a l' sh o c ks, in c o m p a riso n  to  th e  USA . Ind e e d , a  fe d e ra l fisc a l syste m  

sim ila r to  th e  o ne  fu n c tio n in g  in th e  Unite d  Sta te s sh o u ld  b e  se t up  b e fo re h a n d , 

b u t th is im p lie s a  lo ng  p o litic a l p ro c e ss. C o n se q u e n tly , th e  p o litic a l c o m p o n e n t 

c o m e s to  th e  fro n t o f th e  sta g e  a g a in  . A s G o o d h a rt (1975)  a lre a d y  no te d  a nd  

Bra g a  d e  M a c e d o  (1991)  ha s re m in d e d , th e  fe a sib ility  o f a  M o n e ta ry  Unio n  is 

e sse n tia lly  b a se d  o n th e  d e g re e  o f so c ia l c o h e sio n  a nd  in te rsta te  so lid a rity . 

Su re ly , Euro p e  is fa r fro m  ha v in g  a c h ie v e d  it.

A ll in a ll, th e  e v id e n c e  is th a t th e  EU is fa r fro m  a n  o p tim u m  c u rre n c y  

a re a  a n d  th a t d e e p  stru c tu ra l a d ju stm e n ts a re  still re q u ire d . Sinc e  the  

n e c e ssa ry  c o m p e n sa tio n  m e c h a n ism s still ha v e  to  b e  p ro v id e d , th e  m o v e  to  

a  sin g le  c u rre n c y  in th e  p re se n t c irc u m sta n c e s is in a p p ro p ia te . Thus, w e  th in k 

th a t th e  e xc h a n g e  ra te  c a n  p la y a  ro le  in th e  tra n sitio n  p e rio d , a lb e it in the  

c o n te xt o f so m e  e xc h a n g e  ra te  a rra n g e m e n t.

Ill-Ingredients for a reformed EMS

Th e  b rie f a c c o u n t o f th e  EM S a n d  its c risis ha s stre sse d  th e  d iffic u ltie s a nd  

u n d e rly in g  te n sio n s o f th e  syste m . Th e  c o lla p se  o f th e  EM S le a v e s no  sc o p e  fo r 

o p tim ism  re g a rd in g  th e  EMU ho rizo n  sc h e d u le d  in M a a stric ht. A t th e  m o m e nt, 

th e re  is a n  im p a sse  w hic h  re v e a ls se rio u s d o u b ts o n ho w  to  p ro c e e d , a nd  no  

a lte rn a tiv e  o u t o f th e  c u rre n t flo a tin g  se e m s fe a sib le . Und e r th e se  

c irc u m sta n c e s, it se e m s c le a r to  us th a t M o n e ta ry  Unio n  w ill b e  p o stp o ne d .

Th e  le sso n s th a t th is d istre ssin g  p e rio d  ha s p ro v id e d  sh o u ld  b e  a ssim ila te d  

in o rd e r to  se t up  th e  m e a n s a nd  m e c h a n ism s to  a tta in  e ffe c tiv e  c o n v e rg e n c e  

a t th e  lo w e st p o ssib le  c o st.

O u r p ro p o sa l lie s a t th e  m id d le  p o in t b e tw e e n  th e  tw o  o p tio n s w hic h  

ha v e  b e e n  a n a lyze d  a nd  a sp ire s to  re a p  th e  b e n e fits o f b o th  w ith o u t in c urring  

th e ir c o sts. W e  e n d o rse  th e  v ie w  th a t a  e xc h a n g e  ra te  m e c h a n ism  is n e c e ssa ry  

in th e  tra n sitio n , b u t th e  EM S ha s to  b e  re fo rm e d  to  d e liv e r c o n v e rg e n c e . Thus,
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w e  su g g e st a  g ra d u a list a p p ro a c h , b u t in th e  c o n te xt o f a  re fo rm e d  EM S. The  

a im  o f th e  syste m  sh o u ld  b e  to  p ro v id e  b o th sta b ility  a nd  c o n v e rg e n c e , so  w e  

a d v o c a te  th a t fle xib le  b a n d s (c o n v e rg e n c e  b a n d s)  su b stitu te  th e  fixe d  b a nd s 

o f th e  EM S. A lb e it re c o g n izin g  th e  d a n g e rs o f th e  c o ro n a tio n  th e o ry , w e  

c o n sid e r to o  a b ru p t a  d ire c t a d o p tio n  o f a  c o m m o n  c u rre n c y  b y  the  w h o le  EU 

a t th e  p re se n t m o m e n t, a lth o u g h  w e  w o uld  su p p o rt a  m u ltisp e e d  a p p ro a c h , 

if p o litic a lly  fe a sib le .

No w  w e  su m  up  the  in g re d ie n ts w hic h  a  re fo rm e d  EM S sh o u ld  c o n ta in , 

su c h  th a t th e  te n sio n s w hic h  p ro v o ke d  the  c risis c o u ld  b e  a v o id e d . A d e ta ile d  

d e sc rip tio n  o f th e  re g im e  p ro p o se d  is g ive n  in th e  n e xt se c tio n .

A p re -c o n d itio n  fo r re fo rm  is th a t economic realism ta ke s so m e  w e ig ht 

o u t o f p o litic a l p ra g m a tism . So m e  p a ritie s ha d  b e c o m e  c o m p le te ly  

u n re a so n a b le ; in sp ite  o f it, th e  a u th o ritie s o f th e  p e rip h e ry  c o u n trie s w e re  ve ry  

re lu c ta n t to  re a lig n , fo r th e  re a so n s p o inte d  o u t a b o v e . A s a  re su lt, the  

c o u n trie s w hic h  w e re  no t d isc ip lin e d , w e re  fre e  rid ing  c n  th e  sta b ility  d e live re d  

b y th e  d isc ip lin e d  c o u n trie s. Fina lly , th is a sy m m e try  b ro u g h t a b o u t p o litic a l 

stra in s, w hic h  fu rth e r d e te rio ra te d  the  re p u ta tio n  o f th e  syste m .

M o re o ve r, th e  c o lla p se  o f th e  EM S to o k p la c e  b e c a u se  it d id  no t o b lig e  

to  d isc ip lin e  e n o u g h  th e  p e rip h e ry  c o u n trie s a n d  g e n e ra te d  in th e se  c o u n trie s 

d ise q u ilib ria  w hic h  e v e n tu a lly  b e c a m e  u n su sta in a b le . Th e  d isc u ssio n  o f 

o p tim u m  c u rre n c y  a re a s a b o v e  stre sse d  the  ne e d  to  a c h ie v e  a  c e rta in  d e g re e  

o f c o n v e rg e n c e  b e fo re  m o v in g  to  EM U. This c o n v e rg e n c e  sh o u ld  b e  no t o n ly  

no m in a l (a s in th e  M a a stric h t Tre a ty )  b ut a lso  re a l, g ive n  the  la c k o f 

c o m p e n sa tio n  m e c h a n ism s o f th e  EU; c o n se q u e n tly , th e  e xc h a n g e  ra te  syste m  

sh o u ld  induce discipline to  a  g re a te r e xte n t th a n  th e  EM S use d  to  d o . In fa c t, 

th e  h o n e ym o o n  e ffe c t (sic )  g ra n te d  b y  a  ta rg e t zo n e  in d u c e s u n d isc ip lin e d  

b e h a v io u r.

A c a rro t-a n d -stic k stra te g y  w o uld  b e  c o n v e n ie n t to  fo ste r d isc ip lin e  a nd  

c o n v e rg e n c e . Th e  c o sts o f n o -d isc ip lin e  sho u ld  b e  m a d e  e xp lic it a nd  d isc ip lin e  

sh o u ld  b e  re w a rd e d . Thus, th e  sy ste m  w o uld  b e c o m e  m o re  tra n sp a re n t a nd  

fre e -rid in g  p ro b le m s w o uld  b e  o v e rc o m e . Th is p e rc e iv e d  fa irn e ss w o uld  m a ke  

th e  syste m  in c e n tiv e  c o m p a tib le  a nd  w o uld  facilitate policy coordination 

a m o n g  th e  m e m b e r c o u ntrie s.

M o re o ve r, if th is p e rc e p tio n  o f fa irn e ss is a p p re c ia te d  b y th e  m a rke ts, the  

reputation lo st in th e  re c u rre n t c rise s c o u ld  b e  ra p id ly  re b u ilt. Ho w e ve r, 

re p u ta tio n  m a y  no t b e  e n o u g h  in th e  p re se n c e  o f th e  la rg e  m isa lig n m e n ts 

p ro m p te d  b y th e  fixe d  c e n tra l p a ritie s. Thus, a  fin a l in g re d ie n t th e  re fo rm
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sh o u ld  c o n ta in  is a  m e c h a n ism  w hic h  a llo w s g re a te r flexibility .

Th e  m e a su re s w e  a re  p uttin g  fo rw a rd  to  m a ke  th e  sy ste m  m o re  fle xib le  

a re  e xp e c te d  to  b rin g  a b o u t th e  re st o f e le m e n ts.

IV-Convergence bands for the EMS

W e  p ro p o se  a  syste m  o f 'c o n v e rg e n c e  b a n d s' c o n sistin g  o f fle xib le  

c e n tra l p a ritie s a n d  v a ria b le  b a n d s o f flu c tu a tio n  p lu s a  re in fo rc e m e n t o f the  

in te rv e n tio n  m e c h a n ism s a n d , e v e n tu a lly , o th e r c o m p le m e n ta ry  m e a su re s.

Th e  c o n v e rg e n c e  b a n d s a lte rn a tiv e  b o rro w s so m e  e le m e n ts o f 

W illia m so n 's (1985)  p ro p o sa l fo r a n e xc h a n g e  ra te  ta rg e t zo ne , na m e ly, the  

id e a  o f c e ntra l p a ritie s b a se d  o n  re a l e xc h a n g e  ra te s. W illia m so n  p ro p o se d  a  

W o rld  M o n e ta ry  Syste m  in w hic h  re a l e xc h a n g e  ra te s w e re  a llo w e d  to  

flu c tu a te  w ith in  w id e  b a n d s (10%). Th e  c ru c ia l p o in t m a d e  b y W illia m so n  is th a t 

c e ntra l p a ritie s fo r th e  n o m in a l e xc h a n g e  ra te s w e re  n o t fixe d , b u t th e y  w o uld  

a d ju st fo r in fla tio n  d iffe re n tia ls (o r o th e r fu n d a m e n ta l ind e x) , suc h  th a t la rg e  

e xc h a n g e  ra te  m isa lig n m e n ts w e re  a v o id e d . Th e  g o a l o f W illia m so n 's ta rg e t 

zo n e  w a s to  a c h ie v e  e xc h a n g e  ra te  sta b ility  a n d  in c e n tiv e  c o o rd in a tio n  

a m o n g  th e  e c o n o m ic  b lo c s, b u t g ra n tin g  a u to n o m y  in th e ir d o m e stic  p o lic ie s 

b u t it la c ke d  th e  c o n v e rg e n c e  d im e n sio n  w hic h  w e  a lso  w a n t to  inc lud e .

Th e  a d d e d  v a lu e  o f o u r p ro p o sa l is to  b u ild  in a  m e c h a n ism  w hic h  

e n c o u ra g e s c o n v e rg e n c e  in th e  e c o n o m ie s, o n  th e  b a sis o f th e  e le m e n ts 

m e n tio n e d  a b o v e .

Struc ture  o f the  ta rg e t zo ne

Th e  c h a n g e s o f th e  sy ste m  d o  n o t im p ly  c h a n g e s in th e  Exc h a n g e  Ra te  

M e c ha n ism  (u n d e rsto o d  a s EC U c o m p o sitio n , p a rity  g rid s, e tc .) , b ut o n ly  o n  the  

EM S stru c tu re : c e n tra l p a ritie s, b a n d s o f flu c tu a tio n  a n d  in te rv e n tio n  rule s.

-Central parities sh o u ld  b e  c o rre c te d  a c c o rd in g  to  th e  e xp e c ta tio n s o f 

th e  e v o lu tio n  o f th e  fu n d a m e n ta ls o f e a c h  c o u ntry . A n  in d e x o f fu n d a m e n ta ls 

c a n  b e  c o n stru c te d  in m a n y  d iffe re n t w a ys. C o n sid e rin g  M a a stric ht 

c o n v e rg e n c e  c rite ria , a d d in g  o th e r m a c ro e c o n o m ic  in d ic a to rs o r, m o re  sim p ly, 

ta kin g  into  a c c o u n t in fla tio n  d iffe re n tia ls. An in d e p e n d e n t c e n tra l a u th o rity  (a  

C o m m itte e  w ith in  th e  Eu ro p e a n  M o n e ta ry  Fund  ? ) sh o u ld  d e te rm in e  q uite  

o fte n  th e  n e c e ssa ry  c h a n g e s in th e  c u rre n c y  p a ritie s. W he n  th e  e ffe c tiv e  

e v o lu tio n  o f th e  fu n d a m e n ta ls v a rie s fro m  th e  e xp e c te d  o n e , it is c o rre c te d  in
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th e  n e xt p e rio d .

Th e se  ru le s d o  no t im p ly  th a t th e  c e n tra l p a rity  (c ) is se t e q ua l to  the  

e xp e c te d  e q u ilib riu m  e xc h a n g e  ra te  (s) , b u t ra th e r th a t it m o v e s in its d ire c tio n  

a c c o rd in g , fo r in sta n c e , to  a  lin e a r re la tio n  o f th e  typ e  c =P('s), p >0. Sinc e  

e xc h a n g e  ra te  o v e rv a lu a tio n s c a n  e xe rt a n  im p o rta n t d o m e stic  d e fla tio n a ry  

e ffe c t th ro u g h  th e  lo ss o f c o m p e titiv e n e ss a nd  c h e a p  im p o rts. C h o o sin g  a  

v a lu e  fo r th e  p a ra m e te r ft lo w e r th a n  o ne  w o uld  p ro v o ke  th e  o v e rv a lu a tio n  o f 

th e  c u rre n c y  w ith  re sp e c t to  its c e n tra l p a rity  a nd  th is o v e rv a lu a tio n  w o uld  

g ra n t th e  d e fla tio n a ry  e ffe c t.

Th e  re m a rka b le  fe a tu re  o f th is a lte rn a tiv e  is th a t th e  size  o f the  

m isa lig n m e n t is b o un d e d  b y  th e  w e d g e  b e tw e e n  th e  e q u ilib riu m  e xc h a n g e  

ra te  a n d  th e  lim it o f c u rre n c y  a p p re c ia tio n , a n d  it c a n  b e  c h o se n  a nd  

c h a n g e d . In c o m p a riso n , in th e  c u rre n t EM S, p c a n  b e  se e n  a s a  d u m m y 

v a ria b le , e q u a l to  ze ro  a m o n g  re g im e s a nd  w ith  d isc re te  ju m p s to  o ne  in the  

re a lig n m e n ts2.

-Th e  width of the fluctuation bands w o uld  b e  c ho se n  in a  sim ila r w a y  to  

th e  c e n tra l p a ritie s, a s a  p o sitiv e  fu n c tio n  o f th e  e xp e c te d  d iv e rg e n c e . A sm a ll 

a d d itio n a l m a rg in  o f flu c tu a tio n  c o u ld  b e  a llo w e d . Th us, a  fo rm u la  fo r the  

w id th  o f th e  b a n d s c a n  b e  e sta b lish e d , to o ; le ttin g  s+ sta nd  fo r th e  up p e r lim it 

o f flu c tu a tio n , w e  c a n  w rite , [s'-c ]=y0+y^  Th e  ru le  c o u ld  b e  c o rre c te d  in 

p e rio d s o f stra in .

Bo th m e c h a n ism s w o uld  in c lu d e  a  c la use  w h ic h  a d ju ste d  fo r d iffe re n c e s 

b e tw e e n  e xp e c te d  a nd  o b se rv e d  d iv e rg e n c e s.

-Fin a lly , th e  intervention mechanisms sh o u ld  b e  re in fo rc e d , th a t is, th e re  

sh o u ld  b e  a  stro n g e r c o m m itm e n t o f the  C e n tra l Ba n ks to  in te rv e n e  in d e fe n c e  

o f th e  p a ritie s, in o rd e r to  im p ro v e  c re d ib ility .

-Th e  ne w  ru le s c o u ld  b e  c o m p le m e n te d  w ith  o th e r m e a su re s p o in te d  o ut 

b y th e  lite ra tu re . In p a rtic u la r, g re a te r C e n tra l Ba nk in d e p e n d e n c e  a nd  

re stric tio n s o n th e  m o v e m e n ts o f sp e c u la tiv e  na ture .

Th e  m a in  a im  o f th is a d d itio n a l fle xib ility  is to  rule  o u t th e  a c c u m u la tio n

2

-In practice, less than one, since exchange rate realignments in the EMS have not completely 

corrected for inflation differentials.
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o f e xc e ssiv e  m isa lig n m e n ts w hic h  m a ke  the  b a nd  un su sta ina b le . C o nse q u e ntly , 

th e  a tta c ks o n  a  p a rtic u la r c u rre n c y  w o uld  no t b e  ju stifie d  o n  a  stric tly  

e c o n o m ic  b a sis, i.e . o n ly  p ure ly  sp e c u la tiv e  a tta c ks w o uld  b e  p o ssib le . In th is 

situ a tio n , th e  d e fe n c e  o f re a so n a b le  p a ritie s w o uld  b e  e d sie r b e c a u se , a s 

m e n tio n e d  b e lo w , th e  c o re  c o u n trie s w o uld  b e  m o re  w illin g  to  o ffse t th e  

sp e c u la tiv e  p re ssu re s.

But a lso  n o te  th a t th e  c o n v e rg e n c e  b a nd s, g ive n  th e  a d ju stm e n t rule s, 

im p o se  a  c o st to  th e  c o u n trie s w hic h  a re  un a b le  o r un w illin g  to  c o n v e rg e . 

W h a t a re  th e se  c o sts? . Th e  c o n sta n t (c e n tra l p a rity )  d e p re c ia tio n  o f the  

d iv e rg in g  c u rre n c ie s im p lie s a  c o st fo r th e se  c o u n trie s (risk p re m iu m , in c re a sin g  

p ro b le m s o f c o n tro llin g  in fla tio n , e tc ) . No te  fu rth e r th a t th e  e xiste n c e  o f the  

b a n d s a nd  the  d e g re e  o f fre e d o m  o f e a c h  c o u n try  c a n  fa c ilita te  the  

im p le m e n ta tio n  o f a d ju stm e n t p ro g ra m s. In th is situ a tio n , th e  m a rke t v ie w  c a n 

p la y a  sta b ilizin g  ro le  b e c a use  th e re  e xists th e  c e rta in ty  th a t p ro g re sse s in 

c o n v e rg e n c e , w hic h  w ill b e  a c c o m p a n ie d  b y the  stre n g th  o f th e  c u rre n c y ; o n 

the  c o n tra ry, p ro b le m s o r o b sta c le s o f im p le m e n tin g  th e  stru c tu ra l a d ju stm e n ts 

to  c o n v e rg e n c e  c a n  c a u se  th e  o p p o site  e ffe c t.

Th is c le a r p a yo ff c o u ld  he lp  to  re lie v e  u n d e rly in g  p o litic a l te n sio n s b y 

so lv in g  th e  fre e  rid e r p ro b le m . M o re o ve r, th e  c o re  c o u n trie s w o uld  b e  m o re  

w illin g  to  d e fe n d  th e  w e a k c u rre n c ie s in th e  e v e n t o f a n  a tta c k, b o th  b e c a use  

the  a tta c k w o uld  b e  re g a rd e d  a s u n ju stifie d  a nd  b e c a u se  th e  p e rip h e ry  

c o u n trie s a re  no t p e rc e iv e d  to  ta ke  a d v a n ta g e  o f th e  c o re  c o u ntrie s. The  

sy ste m  im p ro v e s th e n  its in c e n tiv e  c o m p a tib ility  a n d  in th is c o n te xt, in te rv e ntio n  

ru le s c o u ld  b e  re a listic a lly  re in fo rc e d  a n d  a  b e tte r c lim a te  fo r c o o rd in a tio n  

c o u ld  b e  a c h ie v e d . Th e  c ru c ia l p o int is to  fin d  a  b a la n c e  b e tw e e n  p ro m o tio n  

o f c o n v e rg e n c e  a nd  e xc h a n g e  ra te  m isa lig n m e n ts, w hic h  is g ive n  b y the  

c ho ic e  o f p. A  p e q u a l to  o ne  ru le s o u t m isa lig n m e n ts, b u t it w o uld  d e liv e r little  

ro o m  to  p ro m o te  c o n v e rg e n c e . A sm a ll p w o uld  h a v e  o p p o site  e ffe c ts. He nc e , 

the  c h o ic e  o f p is su b je c t to  b a rg a in in g  a m o n g  th e  m e m b e r c o un trie s.

O n c e  the  b a la nc e  is e sta b lish e d , th e  c o n v e rg e n c e  b a nd s g ive  the  

a u th o ritie s so m e  d isc re tio n  d urin g  the  tra n sitio n  p e rio d , b ut sta te s c le a rly  the  

c o sts o f a  to o  slo w  c o n v e rg e n c e , in te rm s o f p o stp o n e d  a d ju stm e n t a n  

d e p re c ia tio n . W e  c a n  a ssu m e  th a t th ro u g h o u t th e  tra n sitio n  p e rio d  d iffe re n t 

c o u n trie s fo llo w  d iffe re n t tra je c to rie s: th e  m o st su c c e ssfu l c o u n trie s w ill b e  

o b se rv e d  to  na rro w  th e ir b a n d s a nd  ha rd e n  th e ir p a ritie s w hile  th o se  la g g ing  

b e h ind  w ill ke e p  w id e  b a nd s.

A s a  c o ro lla ry  to  th e  syste m , it c o u ld  b e  e sta b lish e d  th a t c o u n trie s w o uld  

a b a nd o n  th e  c o n v e rg e n c e  b a n d s a nd  a d o p t a  c o m m o n  c u rre n c y , o n c e  th e y  

ha v e  h a rd e n e d  the  p o sitio n  o f th e ir c u rre n c y  up  to  a  d e te rm in e d  th re sh o ld .
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Th is c la u se  w o uld  in tro d u c e  a n  a d d itio n a l fa c to r o f d isc ip lin e  in th e  syste m .

Some  e xample s

Ta kin g  th e  m o d e l o f h e te ro g e n e o u s a g e n ts p re se n te d  in th e  a p p e nd ix, 

w e  c a n  b rie fly  illu stra te  the  w o rkin g s o f c o n v e rg e n c e  b a nd s.

Th e  tra d itio n a l EM S b a n d s a re  su b stitu te d  b y o u r p ro p o se d  c o n v e rg e n c e  

b a n d s. W e  ne e d  to  sp e c ify  th e  p a ra m e te r o f a d ju stm e n t p, fo r th e  c e n tra l 

p a rity  a n d  a  fo rm u la  to  d e te rm in e  th e  w id th  o f th e  b a nd . W e  p ro p o se  th re e  

e xa m p le s, w hic h  sim u la te  th re e  d iffe re n t situ a tio n s. Th e  b a sic  e q u a tio n s w hic h  

d e te rm in e  th e  c o n v e rg e n c e  b a n d s a re :

Struc tura l re la tio ns

(Fundame nta ls dive rg e nc e ) £ ,M A s, -n ,

(De fla tio n e ffe c t) Ap .,-( / o -1 )[A (s,_, - s , ,)]

Co nve rg e nc e  bands

(Ce ntra l parity) c ,-p (s,+ n ,)

(Band width) [ s , - c ,]-y0+y,h ,

O s p , h s l ; Yo/^r-O

W e  h a v e  d iv id e d  th e m  in to  tw o  c a te g o rie s: th e  stru c tu ra l re la tio n s o f the  

e c o n o m y, w h ic h  d e te rm in e  th e  size  o f th e  d iv e rg e n c e  (n) a nd  th e  a b ility  to  

c o n v e rg e  (1-h), a n d  th e  c o n v e rg e n c e  b a nd , c o n sistin g  o f th e  e xp re ssio n s fo r 

th e  d e g re e  o f a d ju stm e n t o f th e  c e n tra l p a rity  (P) a n d  th e  w id th  o f th e  b a nd  

(y). C h a n g e s in th e  e q u ilib riu m  e xc h a n g e  ra te  $ a p p ro xim a te  in fla tio n  

d iffe re n tia ls, so  tha t, n is th e  e xp e c te d  in fla tio n  d iffe re n tia l. If th e  d e fla tio n a ry  

e ffe c t o f o v e rv a lu a tio n  is ta ke n  into  a c c o un t, th e  c o u n try  is a b le  to  c o n v e rg e . 

M o re  p re c ise ly , th e  in fla tio n  d iffe re n tia l is re d uc e d  p ro p o rtio n a lly  to  th e  size  o f 

th e  o v e rv a lu a tio n  a nd  b y  a  m a g n itu d e  w hic h  p o sitiv e ly  d e p e n d s o n  th e  v a lu e  

o f (1-h), th e  d e fla to r p a ra m e te r. This, in turn  is p o sitiv e ly  re la te d  to  th e  d e g re e  

o f o p e n n e ss o f th e  e c o n o m y  (Fo r m o re  d e ta ils o n th e se  stru c tu ra l re la tio n s, se e  

th e  a p p e n d ix) . Th e  c o n v e rg e n c e  b a n d s ha ve  b e e n  e xp la in e d  a b o v e .

Fo r sim p lic ity , in th e  e xa m p le s w e  p ro p o se  th e  e xp e c te d  in fla tio n  

d iffe re n tia ls a n d  th e  fo rm u la  fo r th e  b a nd  w id th  a re  e q u a l in a ll th e  c a se s:

H-2 %  p e r ye ar; [ s,*-c ] -( 0 .5 + 2 n ) %
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The  o u tc o m e  o f the  sim u la tio n s th e n  d e p e n d s o n th e  d e fla tio n  

p a ra m e te r (1-h) a n d  th e  c h o ic e  o f p .The  fig u re s sh o w  th e  d iffe re n t o u tc o m e s 

o f th e  sim u la tio n s.

Example  1: P -0 .9 0 ;  ( 1 - h ) -0 .0 5 . Fina l n - 1 .83%

Example  2 : P -0 .2 0 ;  ( 1 - h ) -0 .0 5 . Fina ls-1 .3 2%

Example  3 : P -0 .7 5 ;  ( 1 - h ) -0 .1 5 . Final p - 0%

In th e  first e xa m p le , th e  ta rg e t zo n e  is v e ry  fle xib le  a n d  a llo w s fo r a  ve ry  

sm a ll o v e rv a lu a tio n  o f th e  c u rre n c y . A s a  c o n se q u e n c e , its su rv iv a l is 

g u a ra n te e d , b e c a u se  th e re  a re  no  e xc h a n g e  ra te  stra in s, b u t it c a n  h a rd ly  

d e liv e r a n y  c o n v e rg e n c e . Th e  e xc h a n g e  ra te  fo llo w s a n  up w a rd  tra je c to ry  

w ith in  th e  b a nd , b u t it sta y s v e ry  c lo se  to  s. W e  sto p p e d  th e  p ro c e ss a rb itra rily  

a nd  c o m p u te d  th e  in fla tio n  d iffe re n tia l a t th a t p e rio d ; n w a s e q u a l to  l .83%, 

ju st 17 b a sis p o in ts le ss th a n  in th e  in itia l p e rio d .

Th e  se c o n d  e xa m p le , o n  th e  c o n tra ry , d isp la y s th e  e ffe c ts o f to o  rig id  a  

ta rg e t zo n e  w ith  lo w  c o n v e rg e n c e  c a p a c ity . In th is c a se , th e  ta rg e t zo n e  

g ra n ts a  la rg e  o v e rv a lu a tio n  b u t it is no t a c c o m p a n ie d  b y a  sig n ific a n t 

re d u c tio n  in th e  in fla tio n  d iffe re n tia ls. Th e re fo re , th e  zo n e  e v e n tu a lly  c o lla p se s 

w ith  no  c o n v e rg e n c e  ( n = l.3 2 % ) .

Fina lly , th e  th ird  e xa m p le  d isp la ys th e  su c c e ssfu l c a se  o f c o n v e rg e n c e . 

Th e  v a lu e  o f p is q u ite  h ig h , b u t it g ra n ts sig n ific a n t d e v ia tio n s fro m  the  

e xc h a n g e  ra te  e q u ilib riu m ; o n  th e  o th e r ha nd , th e  c a p a c ity  to  c o n v e rg e  is 

h ig h e r in th is e c o n o m y, so  th a t th e  o v e rv a lu a tio n  a llo w s fo r a  sm o o th  re d uc tio n  

o f th e  in fla tio n  d iffe re n tia ls un til c o n v e rg e n c e  is a c h ie v e d  w ith o u t p ro b le m s o f 

e xc h a n g e  ra te  sta b ility . If th e  e n tra n c e  c la use  is a p p lie d  a t th is p o int, th is 

c u rre n c y  w o uld  a b a n d o n  th e  c o n v e rg e n c e  b a n d s re g im e  a nd  e n te r the  

c u rre n c y  un io n .

W h a t c o n c lu sio n s c a n  w e  d ra w  fro m  th e se  e xa m p le s? . In th e  first p la c e , 

c o n v e rg e n c e  c a n  b e  a c h ie v e d  w ith in  th e  syste m ; b u t it sh o u ld  b e  o b se rv e d  

th a t th is o u tc o m e  is o n ly  p o ssib le  if th e re  e xists a n  a d e q u a te  c h o ic e  o f the  

c o n v e rg e n c e  b a nd . Th e  d e c isio n  d e p e nd s, a s w e  ha v e  sa id  a b o v e , o n  the  

b a rg a in in g  p ro c e ss a m o n g  th e  c o u n trie s, b ut a lso , a nd  m o re  im p o rta n tly , o n 

th e  c a p a c ity  o f th e  c o u n trie s to  c o n v e rg e . Im p o sin g  a  rig id  ta rg e t zo n e  o n  a  

c o u n try  w ith  stru c tu ra l p ro b le m s to  re d uc e  in fla tio n  w o uld  le a d  to  fu tu re  

e xc h a n g e  ra te  c rise s, a s sh o w e d  tn e xa m p le  2. O n  th e  c o n tra ry , a  to o  

c o n se rv a tiv e  c o n v e rg e n c e  b a nd  m a y  yie ld  e xc h a n g e  ra te  sta b ility , b u t it
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c a n n o t b e  a n  in stru m e n t fo r c o n v e rg e n c e .

Conclusions

W e  ha ve  p re se n te d  in th is a rtic le  a  p ro p o sa l to  re fo rm  th e  EM S in the  

tra n sitio n  to  th e  Eu ro p e a n  M o n e ta ry  Unio n . Th e  a d o p tio n  o f c o n v e rg e n c e  

b a n d s in ste a d  o f th e  fixe d  b a n d s o f th e  EM S in te n d s to  p ro v id e  m o re  fle xib ility  

to  th e  sy ste m  in o rd e r to  a v o id  e xc h a n g e  ra te  c risis, d e riv e d  fro m  th e  su p p o rt 

o f un re a listic  p a ritie s. W e  a lso  su g g e st th a t th e  ne w  sy ste m  c a n  he lp  to  d e liv e r 

c o n v e rg e n c e . Th us, th e  e xc h a n g e  ra te  b e c o m e s a n  in stru m e n t fo r 

c o n v e rg e n c e  in ste a d  o f a  c o n v e rg e n c e  g o a l, a s in th e  M a a stric h t Tre a ty .

De sp ite  th e  a p p e a l th a t th is c o n trib u tio n  m ig h t ha v e , w e  sh o u ld  m a ke  

so m e  a d d itio n a l c o n sid e ra tio n s a nd  re c o g n ize  th e  lim ita tio n s o f th is a p p ro a c h .

In th e  first p la c e , w hile  ru ling  o u t th e  m a in  so u rc e  o f insta b ility , the  

c o n v e rg e n c e  b a n d s d o  no t g u a ra n te e  th e  a b se n c e  o f sp e c u la tiv e  a tta c ks, 

p ro v o ke d  b y e xp e c te d  p o lic y  sh ifts (se e  O b stfe ld  (1986))  o r o th e r ty p e s o f 

sh o c ks no t c o n v e ye d  in th e  se ttin g  o f th e  b a nd s. Fo r in sta n c e , th e  stra in s to  

w hic h  th e  Fre nc h  Fra n c  w a s e xp o se d  in th e  re c u rre n t c rise s o f th e  EM S d id  no t 

e sse n tia lly  re fle c t fu n d a m e n ta l d ise q u ilib ria , b u t ra th e r th e  e xp e c ta tio n  th a t the  

Fre nc h  G o v e rn m e n t w o uld  e v e n tu a lly  a b a n d o n  its fra nc  fo rt p o lic y  fo r th e  sa ke  

o f a  m u c h  n e e d e d  re d uc tio n  in th e  in te re st ra te s.

Ne v e rth e le ss, th e  c o o p e ra tio n  a n d  c o o rd in a tio n  c lim a te  w hic h  th e  ne w  

sy ste m  is a ssu m e d  to  e sta b lish  c o u ld  he lp  to  o v e rc o m e  th e se  c rise s. 

Fu rth e rm o re , w e  sh o u ld  no t fo rg e t th a t th e  EM S tu rm o il a ffe c te d  a ll c u rre n c ie s 

in a  d o m in o  e ffe c t. First, th e  c u rre n c ie s w ith  la rg e r m isa lig n m e n ts w e re  

a tta c ke d  a nd  b e a te n  a nd  a fte r th e ir su c c e ss th e  sp e c u la to rs turne d  to  a ll the  

c u rre n c ie s o f th e  syste m , in c lu d in g  th e  h e a lth y  o ne s. O u r syste m , in p rinc ip le , 

w o uld  a v o id  th is so rt o f c o n ta g io n , b e c a u se  th e re  is sc o p e  fo r e xc e ssiv e  

m isa lig n m e n ts

Th e  p o ssib ility  o f p u re ly  sp e c u la tiv e  a tta c ks o n  c o n v e rg e n t c u rre n c ie s 

su g g e st a  m u lti-sp e e d  a p p ro a c h  to  EM U, sin c e  th is w o uld  c o m p le te ly  ru le  o ut 

th e  a tta c ks. W e  c o n sid e re d  th is stra te g y  a b o v e , a nd  th e  a u to m a tic  e n tra n c e  

c la u se  w hic h  w e  h a v e  c o n te m p la te d  a lso  w o rks in th is d ire c tio n .

Th e  se c o n d  se t o f c o n sid e ra tio n s re g a rd s th e  fe a sib ility  o f th is syste m , W e  

sh o u ld  b e  a w a re  th a t te c h n ic a l d iffic u ltie s c o u ld  a rise : ho w  o fte n  to  a d just, 

ho w  to  c o rre c t th e  d e v ia tio n s fro m  e xp e c te d  in fla tio n  d iffe re n tia ls, w hic h  b o d y 

sh o u ld  d e te rm in e  the  p a ritie s, ho w  m u c h  sc o p e  to  a llo w  fo r d isc re tio n  a nd  ho w  

m uc h  fo r ru le s, ho w  to  c h a n n e l th e  p a ritie s a nd  so  o n. Be sid e s th e re  re m a ins
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th e  q u e stio n  o f th e  p o litic a l fe a sib ility  o f th is o p tio n . W h ile  c o re  c o u n trie s m ig ht 

p re fe r it to  th e  c u rre n t EM S, th e  p e rip h e ry  m ig h t b e  re lu c ta n t to  a c c e p t a  

sy ste m  w h ic h  im p o se s a  c o st o n  d iv e rg e n c e s. But th e y  sh o u ld  a lso  re c o g n ize  

th e  re p u ta tio n  g a in s th a t a  g o o d  p e rfo rm a n c e  in th is sy ste m  w o uld  g ra n t a nd  

th e  h ig h e r c o m m itm e n t fro m  th e  c o re  c o u n trie s to  d e fe n d  th e  syste m . Fro m  th is 

p e rsp e c tiv e , th e  g o a l to  jo in  th e  c u rre n c y  un io n  w o uld  b e  p e rc e iv e d  a s c o stly  

b u t a lso  a s c h a lle n g in g , a nd  th is se n se  o f c h a lle n g e  a n d  th e  d a n g e rs o f no t 

fa c in g  it c o u ld  stim u la te  th e  w ill to  p ush  a h e a d  th e  n e c e ssa ry  re fo rm s.
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Appendix: Collapse of a target zone in a model with heterogeneous

expectations.

Th is a p p e n d ix p re se n ts a  m o d e l o f e xc h a n g e  ra te  d e te rm in a tio n  w ith  

h e te ro g e n e o u s a g e n ts. Th is m o d e l illu stra te  c o lla p se s in a  ta rg e t zo ne , a nd  w ill 

a lso  b e  use d  to  sim u la te  e xc h a n g e  tra je c to rie s w ith  c o n v e rg e n c e  b a nd . Th is 

m o d e l sh o w s th a t d iv e rg e n c e s in th e  fu n d a m e n ta ls a c c u m m u la te  in a  

e xc h a n g e  ra te  ta rg e t zo n e  a s th e  EM S, a m o n g  d iv e rg e n t e c o n o m ie s a s the  

EM S, le a d in g  to  la rg e  e xc h a n g e  ra te  m isa lig n m e n ts w hic h  fin a lly  p ro v o ke  the  

c o lla p se  o f th e  syste m . He re  w e  o n ly  d e sc rib e  the  m o d e l v e ry  b rie fly . In 

A lb e ro la  (1994)  a  m o re  d e ta ile d  e xp la n a tio n  a nd  a  c o m p le te  a n a ly sis o f th e  

re su lts c a n  b e  fo und .

The model. Th e  e q u a tio n s o f th e  b a sic  m o d e l a re :

Expe c ta tio n fo rmatio n e qua tio ns

(marke t) A s“ .1- w (f , + ( l-w,)l,

(fundame nta list) F, -A stf,, i -  v ( V s»)

(institutio nalists) , -/  [s;]

( A . l)  

(A .2)

(A .3)

(DLS fit)

y - A s- F;  X-F-l.

O sw sl ; s s s  s s

Exc hang e  ra te  mo tio n e qua tio ns

(e quilib rium ra te ) s, - sm +h+e , (A.5)

(e ffe c tive ra te ) s , - sM t0A s,“  ,+ v , (A .6)

e ,~/ \/ (0,a 5) ; vr N(0,o s)
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Th e  first se t o f e q u a tio n s p re se n t ho w  th e  e xp e c ta tio n s o f th e  m a rke t a re  

fo rm e d  (AstM), a s a  w e ig h te d  a v e ra g e  o f tw o  ty p e s o f e xp e c ta tio n s, 

re p re se n te d  b y tw o  d iffe re n t ty p e s o f a g e n ts: fu n d a m e n ta lists a nd  

in stitu tio n a lists (F,l, re sp e c tiv e ly ) . Fu n d a m e n ta list e xp e c t th a t th e  e xc h a n g e  ra te  

(s) w ill re turn  to  its e q u ilib riu m  le v e l (s) , a t a  a d ju stm e n t sp e e d  e q u a l to  v. Th e  

e q u ilib riu m  le ve l is d e fin e d  in te rm s o f PPP: s= p -p \  w h e re  p ,p ’ sta n d  fo r the  

( lo g )  d o m e stic  a nd  fo re ig n  p ric e  in d e x, re sp e c tiv e ly . In stitu tio n a lists (A .3) fo rm  

th e ir e xp e c ta tio n , ta kin g  in to  a c c o u n t the  e xiste n c e  o f a  ta rg e t zo n e  fo r th e  

e xc h a n g e  ra te  a nd  th e y  b e lie v e  th a t the  e xc h a n g e  ra te  w ill a lw a ys b e  

d e fe n d e d , su c h  th a t th e  ta rg e t zo n e  is p e rfe c tly  c re d ib le . A s a  re su lt, th e ir 

e xp e c ta c tio n s a re  d e te rm in e d  b y th e  p o sitio n  o f th e  e xc h a n g e  ra te  in th e  

b a nd  ( s') . Kru g m a n  (1 990 )  a nd  Fro o t & O b stfe ld  (1991)  sh o w  th a t th e  

c o m m itm e n t o f th e  a u th o ritie s a ffe c t e xc h a n g e  ra te  e xp e c ta tio n s th ro u g h o u t 

th e  b a nd : th e  c lo se r th e  e xc h a n g e  ra te  is to  th e  u p p e r lim it-s,, ( lo w e r lim it-s.)  

th e  la rg e r a p p re c ia tio n  (d e p re c ia tio n )  is e xp e c te d : a t th e  lim its o f flu c tu a tio n  

th e  c u rv e  is ta ng e nt, su c h  th a t e xp e c ta tio n s a re  n o n -lin e a r w ith  re sp e c t to  th e  

p o sitio n  o f th e  e xc h a n g e  ra te  in th e  b a nd . Fig u re  A . l sh o w s th e  e xp e c ta tio n s 

o f b o th  a g e n ts, w ith  re sp e c t s'.

G ive n  b o th  ty p e s o f e xp e c ta tio n s, th e  m a rke t c h o o se s th e  re la tive  

w e ig h t o f e a c h , su c h  a s to  m in im ize  th e  fo re c a st e rro rs, su b je c t to  ( A . l)  a nd  

th e  c o n sid e ra tio n  o f th e  p a st in fo rm a tio n  b y th e  m a rke t. W e  a ssu m e  th a t the  

m a rke t p la c e s m o re  w e ig h t o n  th e  re c e n t p a st (h e n c e  th e  d isc o u n tin g  

p a ra m e te r X<1) . Th is o p tim iza tio n  p ro c e ss re su lts in th e  Disc o u nte d  Le a st 

Sq u a re s (DLS)  c o m p u ta tio n  o f th e  re la tiv e  w e ig ht g iv e n  to  th e  fu n d a m e n ta lists 

(w ) , p re se n te d  in (A .4), w h e re  As a re  th e  e ffe c tiv e  e xc h a n g e  ra te  c h a n g e s.

Th e  e sse n tia l p o in t o f th e  m o d e l is the  e xiste n c e  o f a  ta rg e t zo n e  w hile  

d iv e rg e n c e s re m a in  in th e  e c o n o m ie s. W h ile  th e  e xp e c ta tio n s o f th e  

in stitu tio n a lists a re  sta tic  w ith  re sp e c t to  the  p o sitio n  o f th e  e xc h a n g e  ra te  in 

th e  b a nd , fu n d a m e n ta lists e xp e c ta tio n s c h a n g e  w ith  tim e , b e c a u se  s, o u r 

fu n d a m e n ta ls m e a su re , is a ssu m m e d  to  fo llo w  a  ra n d o m  w a lk w ith  d rift |x. Th is 

d rift c a n  b e  re g a rd e d  a s th e  e xp e c te d  in fla tio n  d iffe re n tia ls. Th e re fo re , th e  

e q u ilib riu m  d rifts a w a y  fro m  th e  c e n tra l p a rity  a t a n  a n n u a l e xp e c te d  ra te  o f 

\jl, a s th e  sla sh e d  lin e s in fig u re  A . l sh o w . W e  c a n  e a sily  se e  th a t a fte r so m e  

tim e , th e  e xc h a n g e  ra te  is d riv e n  b y  tw o  o p p o sin g  fo rc e s in th e  c a se  o f 

p o sitiv e  d e v ia tio n s fro m  th e  c e n tra l p a rity: in stitu tio n a lists e xp e c t a n  

a p p re c ia tio n  o f th e  c u rre n c y  a nd  fu n d a m e n ta lists e xp e c t a  d e p re c ia tio n  

w hic h , fo r a  g ive n  s', is la rg e r a s tim e  g o e s b y.

Th e  d yn a m ic s o f th e  p ro c e ss a re  g e n e ra te d  b y th e  a ssu m p tio n  th a t th e
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m a rke t ha s no t a  p e rfe c t kn o w le d g e  o f ho w  th e  e xc h a n g e  ra te  is a c tu a lly  

d e te rm in e d , suc h  th a t it m a ke s its g u e ss a c c o rd in g  to  its b e lie fs, re p re se n te d  

b y th e  m o d e ls o f fu n d a m e n ta lists a nd  in stitu tio n a lists. Ho w e ve r, th e  e xc h a n g e  

ra te  is a c tu a lly  d e te rm in e d  b y th e  m o tio n  e q u a tio n  (A .6), w hic h  p e rm its the  

e xiste n c e  o f fa d s a nd  w a v e s o f o p in io n  th ro u g h  th e  p a ra m e te r 0

Exc h a n g e  ra te  tra je c to rie s c a n  b e  g e n e ra te d  e n d o g e n e o u sly  fro m  

e q u a tio n s (A .1 -A .6 ) . Th e  p lo ts w ill sh o w  th a t th e  e xc h a n g e  ra te  e v e n tu a lly  

re a c h e s th e  b a nd , so  th a t in te rv e n tio n s to  d e fe n d  th e  p a ritie s a re  ne c e ssa ry. 

Th is ra ise s th e  issu e  o f th e  su sta in a b ility  o f th e  b a nd , sin c e  in te rv e n tio n s w ill 

d ra in  th e  sto c k o f re se rv e s o f th e  C e n tra l Ba nk. Th us, th e  m o d e l is c lo se d  w ith 

a  c o lla p se  c o n d itio n -p ro v e d  in th e  m e n tio n e d  p a p e r- w h ic h  sta te s th a t fo r 

po sitive  misa lig nme nts (s-s>0), the  b and will c o lla pse  whe n two  c o nse c utive  

inte rve ntio ns are  ne c e ssary, i.e , whe n the  e xc hang e  ra te  do e s no t re -e nte r the  

band a fte r o ne  inte rve ntio n.

Th e  sim u la tio n s in the  fig u re s A .2, A .3 re p re se n t d rifts e q ua l to  1%, 2%, in 

a n n u a l te rm s, re sp e c tiv e ly , th a t is in fla tio n  d iffe re n tia ls o f o ne  a nd  tw o  p o ints, 

re sp e c tiv e ly )3; th e  p e rio d s d isp la ye d  in th e  g ra p h s, c a n  b e  re g a rd e d  a s 

m o nths. W e  c a n  c o n c lu d e  th a t th e  zo n e  a llo w s a  w id e  d iv e rg e n c e  b e tw e e n  

th e  te m p o ra l tra je c to ry  o f th e  fu n d a m e n ta ls ( s)  a nd  th e  e ffe c tiv e  e xc h a n g e  

ra te ; th is d iv e rg e n c e  c a n  b e  o b se rv e d  b o th in te rm s o f tim e  a n d  o f m a g n itu d e . 

Th e  m a g n itu d e  o f the  d iv e rg e n c e  re p re se n ts the  o v e rv a lu a tio n  a llo w e d  b y the  

ta rg e t zo ne . A s a  c o n se q u e n c e  o f th e  te m p o ra l d iv e rg e n c e , th e  ta rg e t zo ne  

c a n  la st m u c h  lo n g e r th a n  th e  fu n d a m e n ta ls w o uld  im p ly , th o ug h  th e  zo n e  w ill 

e v e n tu a lly  c o lla p se . W e  c a n  a lso  se e  in th e  fig u re s th a t th e  la rg e r th e  d rift, the  

so o n e r th e  zo n e  w ill c o lla p se

Endo g e no us drift

Th e  m o d e l c a n  b e  e a sily  e xte n d e d  to  a llo w  fo r d e fla tio n a ry  e ffe c ts o f 

d e v a lu a tio n s, th a t is, fo r th e  c o n sid e ra tio n  o f a n  e n d o g e n o u s d rift in the  

fu n d a m e n ta ls. Le tting  th e  d o m e stic  p ric e  in d e x b e  a  w e ig hte d  a v e ra g e  o f 

n a tio na l (p „ ) a nd  fo re ig n  p ric e s (p „ ‘ ): p =  hpn+(1-h)pn', w h e re  h is th e  re la tive  

c o n trib u tio n  o f n a tio n a l g o o d s to  th e  d o m e stic  p ric e  in d e x, a nd  a ssum m in g  

th a t th e  n a tio na l c o m p o n e n t o f th e  p ric e  in d e x a d ju st fo r p re v io u s in fla tio n , 

w e  c a n  se e  th a t p o sitiv e  m isa lig n m e n ts e xe rt a  d e fla tio n a ry  b ia s o n p ric e s.

3-Ihe rest of the parameters are aj=0.05n,os=0.00l,v=0.5,e=l0,k=0.8. For details, see the  

mentioned reference.
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Ta kin g  in to  a c c o u n t th a t th e  e q u ilib riu m  e xc h a n g e  ra te  is d e fin e d  o n  a  PPP 

b a sis, w e  c a n  w rite :

(endogenous drift) A ( ir- ( A - 1 ) [ A ( s , (A.7)

Th e  p a ra m e te r h c a n  b e  c o n sid e re d  a s a  stru c tu ra l p a ra m e te r o f the  

e c o n o m y  a n d  it is n e g a tiv e ly  re la te d  to  th e  d e g re e  o f o p e n n e ss o f the  

c o u n try : fo r a  g ive n  m isa lig n m e n t, th e  sm a lle r h, th e  la rg e r th e  d e fla tio n a ry  

e ffe c t o f th e  e xc h a n g e  ra te  o v e rv a lu a tio n , th ro u g h  th e  re d u c tio n  in th e  d rift; 

he nc e , w e  w ill re fe r to  1-h a s th e  d e fla tio n  p a ra m e te r. Fig u re s A .4 ,5  sh o w  the  

e xc h a n g e  ra te  re a liza tio n s o f th e  e xc h a n g e  ra te  p ro c e ss fo r tw o  d iffe re n t 

p a ra m e te rs (1 -h=5%,1 -h=15%, re sp e c tiv e ly )  fo r th e  sa m e  in itia l d rift (p=1%) a s 

th e  fo rm e r e xa m p le s. W e  o b se rv e  th a t th e  e q uilib riu m  e xc h a n g e  ra te  d iv e rg e s 

m o re  slo w ly  a n d  it e v e n  b e c o m e s sta tio n a ry  in th e  se c o n d  c a se , d ue  to  the  

re d u c tio n  in th e  in fla tio n  d iffe re n tia l; c o n se q u e n tly , th e  c o lla p se  o f th e  ta rg e t 

zo n e  is p o stp o n e d .

Conve rg e nc e  bands

Th e  re fo rm  o f th e  EM S a n d  th e  in c o rp o ra tio n  o f th e  p ro p o se d  

c o n v e rg e n c e  b a n d s w o uld  no t c h a n g e  e se n tia lly  o ur m o d e l. Ho w e ve r, it 

sh o u ld  b e  no te d  tha t, w ith  re sp e c t to  fig u re  A . I,  th e  c e n tra l p a rity  w ill sh ift in 

tim e  a nd  th e  w id th  o f th e  b a n d s w o uld  b e  v a ria b le . A s a  c o n se q u e n c e , fo r a  

g ive n  se t o f p a ra m e te rs a nd  a su m m in g  $<1, th e  sh ift o f th e  fu n d a m e n ta lists 

e xp e c ta tio n s w ith  re sp e c t to  th e  c e n tra l p a rity  p e r u n it o f tim e  is e xp e c te d  to  

b e  e q u a l to  Re g a rd in g , in stitu tio n a lists' e xp e c ta tio n s, th e  n a rro w in g  o f th e  

b a nd s, d e riv e d  fro m  c o n v e rg e n c e  w o uld  im p ly c h a n g e s in th e  slo p e  o f the  

c u rv e , w hic h  w o uld  b e c o m e  ste e p e r.
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THEORETICAL EXPECTATIONS

0 . 0 8

S  0 . 0 4 -

- 0.02 ■ 

- 0 . 0 4  ■

Lower Imit of fluctuation Central parity Upper limit of fluctuation

- 0 . 0 8  L

- 0 . 0 4  - 0 . 0 2  0  0 . 0 2  0 . 0 4

D e v ia t io n s  f ro m  th e  c e n t ra l p a rity

0 . 0 6 0 . 0 8

Fig A .I.- Exchange rate expectations: Fundam entalists and institutionalists.

Fundam entalists have linear expectations but, if there exists divergence in the fundam entals, their 

expectations are not constant w ith respect to the position of the exchange rate in the band. Institutionalists 

have non-linear expectations which are constant w ith respect to the exchange rate position within the band.
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2 0  4 0  6 0  8 0  1 0 0  1 2 0

Tim e  ( m o n t h s )

EX C H A N G E R A TE  P A TH ;  D rif t  =  2 %

F ig  A .2 ,3  -Exchange rate trajectories simulated By the model. The solid line represents the equilibrium 

and the slashed line the path  of the effective exchange rates generated in the simulations. The central parity 

and upper band are also displayed. The target zone collapses when the collapse condition is fulfilled.
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Fig A.4,5 -Consideration of an endogenous drift in the model, through the overvaluation effect (1-h equal 

5% and 15%, respectively). The drift is set equal to"l%. The slashed line displays the effective equilibrium 

exchange rate, which conveys the effect of overvaluation; this is com pared with the equilibrium exchange 

rate if the overvaluation effect would have been dismissed. Finally, the effective exchange rate is also 

displayed: it can observed that the collapse period is postponed.
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EUI
W ORKING

PAPERS

E U I  W o r k in g  P a p e r s  a r e  p u b l i s h e d  a n d  d i s t r ib u te d  b y  th e  

E u ro p e a n  U n iv e r s i ty  In s t i tu te ,  F lo r e n c e
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