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Introduction

The exchange-rate experiences and policies of the smaller European
economies in the 1970s span a wide range, from the management of
strongly appreciating currencies to the defense of others against large
and rapid depreciation. As any study of interventions will demonstrate,
only pure floating—in the sense of the absence of any exchange-rate
target—is missing. Table 1 summarizes the present and past practices of
thirteen smaller European countries.

It would be unsatisfactory to attempt to cover this wide range, from
the Swiss franc to the Portuguese escudo, in an essay. Rather, I shall
concentrate on the "median" case of the smaller European countries
that have pegged to the deutsche mark during most or all of the past
decade. This narrows the subject to past members •of the snake—the
Benelux and Scandinavian countries and, unilaterally, Austria—and
present members of the European Monetary System ( EMS )—the Bene-
lux countries, Denmark, and Ireland. While there are obvious differences
among these countries with respect to both macroeconomic experience
and design of exchange-rate policies, one common element is the at-
tempt to peg to an external currency or unit facing less rapid inflationary
prospects than domestic prices and costs. This policy is sometimes
labeled "the strong-currency option" to distinguish it from the individ-
ually managed floating, with or without a declared exchange-rate tar-
get, practiced by some other European countries. By concentrating on
the countries that have taken up the strong-currency option, it becomes
possible to identify more clearly the likely costs and benefits to such,
countries of participation in the EMS on various assumptions concerning.
the management of the EMS.
In discussing the experiences of countries that have taken up the

strong-currency option, the example of Denmark will be used frequently
imply because of my greater familiarity with that country. However,
much of the analysis is applicable to other small economies in Western
Europe that have participated in the joint currency arrangements of the
European Community. The Danish experience will be contrasted with
that of Finland, Norway, and Sweden, all currently pegging to their in-
dividual baskets of currencies.

This paper was presented at the Ford Foundation—Bank of Spain conference on
Macroeconomics under Flexible Exchange Rates in September 1979 and published in
Spanish by the Bank of Spain. The part of the paper that relates to Danish experi-
ence was presented at the Summer Seminar on Small Open Economies at Trinity
College in Dublin in July 1979.
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TABLE 1

EXCHANGE-RATE REGIMES OF SMALLER EUROPEAN ECONOMIES

Country Mid-1979 /973-78

Austria

Belgium'

Denmark

Finland

Greece

Iceland

Ireland

Netherlands

Norway

Portugal

Spain

Sweden

Switzerland

Informally in EMS

EMS

EMS

Basket pegger"

Basket pegger

No announced margins

EMS

EMS

Basket peggerb

Crawling relative to
basket

No announced margins

Basket peggerb

No announced margins

Informally in snake

Snake

Snake

Basket pegger from Nov. 1977

Basket pegger from Mar. 1975

No announced margins from
June 1973

Pegged to U.K. pound

Snake

Snake until Dec. 1978

Crawling relative to basket
from Aug. 1977

No announced margins
from Jan. 1974

Snake until Aug. 1977

No announced margins

a Belgium/Luxembourg Economic Union.
Composition of basket shown in Table 5.

SOURCE: IMF Annual Report on Exchange Restrictions, and International Finan-
cial Statistics, June 1979.

Changes in Nominal and Real Exchange Rates, 1970-79

Both nominal and real exchange rates have shown greater changes in
the 1970s than during the previous two decades. Table 2 and Figure 1
summarize the evidence for Canada, Japan, the United States, and
eleven European countries—the four large ones and seven smaller ones.
Five different indices of costs and prices are used in Table 2: (1) unit
labor costs ( ULC), (2) "normalized" ULC, i.e. wage costs adjusted for
trend productivity, (3) value-added ( GDP) deflators, (4) wholesale
prices, and ( 5) export unit values. All five indices refer to the manufactur-
ing sector; they are presented quarterly in recent issues of International
Financial Statistics.

Several comparative studies, notably Artus (1978) and "The Inter-
national Competitiveness of Selected OECD Countries" in OECD (1978,
pp. 35-52), have demonstrated that conclusions about competitiveness are
highly sensitive to the choice of cost or price index. Even leaving aside the
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TABLE 2

INDICES OF RELATIVE COSTS AND PRICES
VIS-A-VIS OTHER INDUSTRIAL COUNTRIES, 1978

(1970 = 100)

Country

Costs and Prices in Manufacturing Effective
Nominal Unit Normal- Value- Whole- Export Rate Change
Effective Labor ized Added sale Unit Agreed at
Rate Costs ULC Deflators Prices Values Smithsonian

Austria 136.5 122.4 134.7 123.2 119.3 102.6 102.0
Belgium 117.2 102.7 105.5 101.3 96.6 105.2 102.1
Denmark 106.9 91.6 88.4 103.4 111.8 107.7 99.2
France 95.8 104.6 104.0 100.1 97.1 103.3 99.4
Germany 155.3 114.3 126.3 114.5 116.9 107.1 105.7
Italy 52.4 88.8 80.7 88.9 86.2 89.1 99.6
Netherlands 123.1 113.5 109.6 116.3 110.5 100.7 101.8
Norway 106.6 124.0 109.6 113.3 102.7 104.4 99.4
Sweden 90.3 106.9 88.6 98.9 97.6 109.3 99.4
Switzerland 189.0 134.6 123.3 147.4 136.7 138.2 104.9
U.K. 60.1 95.4 91.3 93.6 97.8 104.0 99.4

Canada 85.9 86.9 88.2 100.0 89.8 74.7 105.2
Japan 147.1 173.2 152.6 143.8 122.5 107.6 113.6
U.S. 79.0 61.4 66.7 68.3 79.4 88.8 91.5

SOURCE: International Financial Statistics and unpublished data from the IMF
Research Department.

extraordinary Japanese case, where the estimates of real appreciation
over the eight years 1970-78 vary from 8 per cent in the case of export
unit values to 73 per cent in the case of unit labor costs, the variation
among the indices is very large. Generally, as one would expect, the
indices heavily weighted with traded goods-wholesale prices and ex-
port unit values-show closer conformity to purchasing power parity
( PPP) than the broader-based price indices such as the GDP deflator
and consumer prices ( not shown in Table 2). But even in terms of
traded-goods prices, the real exchange rates of some of the smaller
countries' currencies have changed significantly.
The surprisingly wide range of answers supplied by the different in-

dices makes it impossible to write a story that fits all the observations
well. The most that can be said is that there appears to have been, on
average, a positive association between appreciations in nominal and
real terms. The slope of a line through the first and third quadrants of
Figure 1 suggests that a 3 to 5 per cent change in the nominal effective
exchange rate has been associated with a change in the real rate of 1
per cent. Departures from this average pattern may be found among
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FIGURE 1

CHANGES IN NOMINAL EFFECTIVE EXCHANGE RATES AND IN
RELATIVE COSTS AND PRICES, 1970-78

Nominal effective exchange rate
(1970=100)
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SOURCE: International Financial Statistics and unpublished data from the IMF Re-
search Department.

both strong and weak currencies for some or most of the indices, and
it would be naive to put any great faith in the stability of the rela-
tionship. Behind each national constellation for the 1970-78 period
there is a separate and detailed story to be told, involving national
policy reactions and institutional arrangements. A cross-country regres-
sion would not make much sense.

Theoretical considerations suggest that conformity to PPP depends
on the degree of openness of the economy: The more open the econ-
omy, the more sensitive domestic costs and prices will be to changes
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in the nominal exchange rate, ceteris paribus; conversely, the more dif-
ficult it will be to maintain any given nominal rate in the face of a
trend in domestic costs and prices diverging from some international
average. Indeed, the two largest and least open economies in terms of
foreign-trade shares—the United States and Japan—do show the largest
departures from PPP, at least when ULC or the GDP deflator is used
for reference. But there is no clear evidence that the seven small Euro-
pean countries and Canada have had less scope for changing their real
exchange rates than have the four larger European countries. On most
definitions, Canada and Sweden retained in real terms most of the de-
valuation of their nominal effective rate, while Austria, the Netherlands,
and Switzerland retained about half their substantial revaluations. These
are rather larger shares than those for Germany and Italy, which have
had the largest changes in nominal effective rates, in one direction or
the other, among the bigger European countries. They are much larger
than the share for the United Kingdom; by 1978 higher inflation had
already offset the very large 1972-76 depreciation of sterling. The nomi-
nal effective rate of the French franc has not changed much, nor has
French competitiveness. The cases of Belgium and Denmark are both
ambiguous on the basis of the data in Table 2, the direction of change
in competitiveness depending on the index chosen. I shall argue below,
however, that in the case of Denmark, at least, there seems little doubt
on the basis of broader evidence that substantial real appreciation has
taken place over the 1970s.

Appraising the Changes in Real Exchange Rates

Even if we tentatively conclude that there has been scope for chang-
ing the real exchange rate or competitiveness on most definitions of that
concept, not only in the largest and least open economies but also in the
smaller European countries, we must still ask whether such changes were
desirable in the specific context of the 1970s. PPP is a convenient start-
ing point for an analysis of the longer-run interaction between national
inflation rates and movements in nominal exchange rates. But it should
not be elevated into a firm norm, in the sense that departures from PPP
must be regarded as undesirable from the viewpoint of the international
adjustment mechanism or national policy preferences.
From a policy-oriented viewpoint, we must ask first which changes in

real exchange rates were desirable, looking back to the balance-of-pay-
ments constellation of the base period ( 1970 ) and subsequent policy-
induced or exogenous disturbances. Even when we find that real rates
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have changed in the right direction, we must go on to ask whether it
was worthwhile to let nominal rates move as far as required, in the light
of the observed tradeoff between nominal and real changes, rather than
rely on domestic policy measures to bring about the required adjust-
ment.
Following this strategy, the first thing to note is that the base period

was far from being one of equilibrium. Indeed, the Smithsonian Agree-
ment of December 1971, one year after the end of the base period, was
an implicit reply to the first of the policy questions raised above. The
Agreement resulted in a comprehensive exchange-rate realignment,
designed to alter exchange rates in order to achieve an acceptable con-
stellation of current balance-of-payments positions among the Group of
Ten countries and, indirectly, all countries in the Organization for Eco-
nomic Cooperation and Development. The outcome of the negotiations
was very close to the patterns of exchange rates produced by simula-
tions using the world trade models developed by the IMF and OECD
staffs—simulations aimed at approximate current-account equilibrium
on a cyclically adjusted basis by 1974, i.e. after a lengthy period of ad-
justments. ( The one exception may be the Canadian dollar; the simula-
tions did not indicate the need for the revaluation embodied in the polit-
ical compromise.) Since little attention was paid in these calculations
to the feedback from the suggested exchange-rate changes to domestic
costs and prices, it would be fair to say that the Smithsonian Agreement
was an attempt to agree on what national• and international officials felt
were the required real rate changes. These changes, expressed in terms
of U.S. dollar rates, ranged from revaluations of 17 per cent for the yen
to 7.5 per cent for the lira and the Swedish krona. Expressed in terms
of effective rates, they were generally small relative to the changes in
real rates - that have actually been observed over the 1970-78 period
( see the final column of Table 2).

If all subsequent disturbances to the industrialized countries had been
primarily of a monetary nature, i.e. accelerations and decelerations in
national money creation relative to other countries, which would not
call for changes in relative competitiveness, subsequent exchange-rate
changes could have been expected to roughly match inflation differen-
tials over the 1972-78 period. There have, indeed, been large differences
in rates of national money creation, particularly in the United Kingdom
in 1972-73 and in Italy in 1975, that subsequently led to doses of de-
preciation and accelerating inflation in those two countries. Since the
speed of reaction to monetary disturbances in foreign-exchange markets
is typically faster than in the market for domestic output, monetary ac-
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celerations have led to temporary real depreciations. The mirror image
of this process could be observed most clearly in Germany in 1973-74,
when the Bundesbank tightened monetary policy earlier and harder
than most other central banks, and in Switzerland during much of 1975-
77. In these cases, the nominal appreciations ran well ahead of the im-
provement in relative inflation performance, leading to substantial real
appreciations. This phenomenon of "overshooting" has been documented
recently for a number of currencies ( see, e.g., Swoboda, 1979; Artus
and Young, 1979; and Korteweg, 1979).'

In any case, purely monetary disturbances may lead to temporary, but
not to permanent, changes in the real exchange rate. By implication, a
careful analysis of monetary policies may explain some of the variability
of real exchange rates but not the longer-term trends observed in some
of them over the 1970-78 period.
There is no shortage of possible nonmonetary explanations, however:

the oil-price hike of 1973-74; changes in the international division of
labor and in the structure of foreign trade, particularly with respect to
the role of nonprice factors; and the timing of fluctuations in real eco-
nomic activity. All of these have to some extent affected the OECD
countries differently and have elicited somewhat dissimilar policy re-
sponses. In particular, the timing of the initial deflationary reactions in
1973-74 and the vigor of reflationary actions in 1976-77 varied consider-
ably, resulting in a sharp desynchronization of the growth rates of real
output in the three major countries, the United States, Japan, and Ger-
many.2
The desynchronization swamped other factors, including the changes

in real exchange rates that had already taken place and were operating
to bring current-account balances closer to equilibrium. There followed
rapid real depreciation of the dollar paralleled by unprecedentedly rapid
real appreciations of the yen and Swiss franc and by a slower but still
significant real appreciation of the deutsche mark, producing the realiza-

The latter study, like other recent monetarist macroeconomic work on the
determination of real output, attributes to unanticipated changes in the money stick
a significant impact on the real exchange rate over the short and medium run; antic-
ipated monetary changes, by contrast, have more nearly parallel effects on the
nominal exchange rate and domestic price level and accordingly have only a minor
impact on the real exchange rate. One may have difficulty accepting the particular
measure of unanticipated monetary changes Korteweg uses, but there can be little
doubt that the distinction he attempts to draw is highly relevant to the analysis of
exchange-rate determination.
'2 For a discussion of these policy differences, see Izzo and Spaventa ( 1979 ). Some
of these differential policy reactions appear in Korteweg's ( 1979 ) analysis as unan-
ticipated changes in real government expenditures.
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tion that too much of the burden of adjustment had been placed on the
foreign-exchange market. This realization resulted in major revisions of
policy, most dramatically in Switzerland and the United States, in the fall
of 1978. Though the most violent movements were in a few key bilateral
exchange rates, notably in the dollar rates for the yen and Swiss franc,
they are very visible in the 1978 annual averages of effective rates listed
in Table 2. By implication, the final observation for 1978, like the 1970
base period, is not one of equilibrium in which we could expect PPP
to hold even if all shocks had been of the monetary kind favorable to
the observation of this long-run state.
The main topic of this paper, however, is not the analysis of the

changes in real exchange rates of the main currencies that were floating
individually ( or at least had no announced exchange-rate targets). I
have dwelt on them mainly to make one point: Whatever we may think
of the size of those changes, the direction of change was undoubtedly
right—upward for countries in strong current-account positions, down-
ward for the dollar. My chief concern here is with the smaller European
countries, whose currencies did not float individually ( with the excep-
tion of the Swiss franc). The changes in their exchange rates were
more nearly a by-product of the movements of one or more of the major
currencies than the outcome of national developments, real or monetary.
I shall be concerned, in particular, with the interaction between the
currency arrangements of the European Community—the "snake" up to
the end of 1978—and the more global system of exchange-rate flexibility
surrounding those arrangements.

A Digression on the Measurement of Competitiveness in a
Small Open Economy3

As I pointed out in my commentary on Table 2, there is little agree-
ment among empirical researchers as to which of the many available or
conceivable indices of relative prices and costs is most appropriate for
assessing developments in competitiveness..
In highly competitive markets, where producers from several small

countries produce and sell under conditions that are fairly similar with
respect to technology and organization, one would ideally look for some
weighted average of hourly earnings corrected for total factor produc-
tivity as the starting point for measuring competitiveness. That is why
some researchers select unit labor costs ( or the smoothed concept of

3 This section owes much to the major study of Denmark's competitiveness by
Blomgrert-Hansen and Petersen ( 1977) and to discussions with the authors.
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normalized unit labor costs also shown in Table 2); they argue that
changes in output per manhour are a close approximation to changes in
the unobservable total factor productivity. Confidence in this conclusion
is easily dispelled, however, by looking at developments in the 1970s.
If hourly earnings rise faster at home than abroad, production and em-
ployment will be reduced until output per manhour has risen to offset
the increase in wages. The more similar the domestic and foreign econ-
omies with respect to output structure and production functions, the
more tightly will measured unit labor costs be tied together, regardless
of differences in rates of change of hourly earnings.
In practice, imperfection in competition and time lags in the responses

of producers will assure that changes in unit labor costs are positively
correlated with changes in hourly earnings. But measuring competitive-
ness ( or the real exchange rate) by relative unit labor costs expressed
in a common unit may lead to underestimation of the changes in rela-
tive competitive positions that are really taking place, because changes
in output per manhour are in part endogenous responses to changes in
hourly earnings. Furthermore, the correction made for changes in out-
put per manhour is excessive to the extent that it is offset by opposite
movements in the productivity of other factors. Such offsetting move-
ments are particularly likely for the other main factor, capital. And the
error may then be compounded in cases where the cost of capital has
been kept high and rising as part of a defensive monetary policy.
Changes in total factor productivity in one country relative to another

may be important in comparing a small European country to a develop-
ing country or, possibly, to Japan or the United States, but this is hardly
the case in comparisons between small European economies such as the
Scandinavian or Benelux countries. In these cases, we are likely to get
closer to a measure of changes in competitiveness by omitting alto-
gether the correction for changes in output per manhour and relying di-
rectly on hourly earnings.
The results for several countries change in quite a remarkable way

when we move from comparisons based on unit labor costs or normalized
unit labor costs to comparisons based on relative hourly earnings. In the
case of Denmark, the change is particularly striking. Using the first
two measures, we obtain an 8 to 12 per cent real depreciation; using
hourly earnings, we obtain a real appreciation of 25 per cent. The
latter figure is much easier to reconcile with the observed changes in
relative wholesale prices and export unit values, which showed a real
appreciation of 12 and 8 per cent, respectively, over the 1970-78 period.
To reconcile these last figures with a decline in relative labor costs of
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the same order of magnitude, we would have to look for an explosive
rise in profits, and this is strongly at variance with the evidence. The
salient facts are rather that the competitive sector has shrunk to such
an extent that the Danish combination of unemployment and current-
account performance has been persistently worse than that found in
other OECD economies ( see Figure 2). The unemployment percentage
for 1978 was matched only by that of Canada; the current-account
deficit, at 2% per cent of GNP in 1978, a relatively good year, was ex-
ceeded clearly but temporarily only by that of Norway—hardly the posi-
tion of a country that had improved its competitiveness.

FIGURE 2

CURRENT ACCOUNT AND UNEMPLOYMENT IN
SELECTED OECD COUNTRIES, 1978

in

3.00
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Current-account balance
per cent of GNP
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—3.00-

-4.00 —
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SOURCE: Det Okonomiske Rad (1979, p. 20).
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Figure 3 shows for each of six countries—Belgium, Denmark, Ger-
many, the Netherlands, Norway, and Sweden—indices for relative hour-
ly earnings and the nominal effective exchange rate, using trade shares

FIGURE 3

RELATIVE WAGES IN MANUFACTURING ( . . ) THE EFFECTIVE
EXCHANGE RATE ( - - - ) , AND COMPETITIVENESS ( - ) , 1970-78
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in manufacturing as weights in both cases, and indices for the product
of the two. The figures point to substantial real appreciations of the
Belgian franc and Danish krone and to smaller appreciations of the
Dutch guilder and Norwegian krone but, in both the Dutch and the
Norwegian cases, some recent improvement in competitiveness. By con-
trast, the deutsche mark and the Swedish krona have both depreciated
in real terms, the krona rather strongly over the two years 1977 and 1978.
On the measure used in Figure 3, the contrast with the previous pe-

riod, under the adjustable peg, is less clear than when using other
measures of the real exchange rate. In the cases of Denmark and the
Netherlands, the deterioration in competitiveness ( real appreciation)
continues a trend that became visible from 1961 in the case of Denmark
and from 1963 in the case of the Netherlands. For the other four coun-
tries, real rates were more stable prior to 1970 than after, particularly
in the short run. But even under the adjustable peg of the 1960s, the
pressure to keep changes in relative wages within narrow bounds did
not operate very strongly.

Exchange Rates in the Snake

It is useful to distinguish two subperiods in the 1970s, at least for the
Scandinavian currencies. During the first, Denmark and Norway were
in a clear "conflict" situation; the impact of relatively faster wage in-
creases was compounded by an appreciating nominal effective exchange
rate because the countries' currencies were pegged to the other snake
currencies and to the deutsche mark in particular. The Norwegian
krone even followed the deutsche mark and the Dutch guilder in the
series of 5 per cent revaluations of 1973 ( see Table 3). Both Denmark
and Norway took part in the snake arrangements from the start in
March-April 1972, and Norway remained in the snake despite a refer-
endum of September 1972 in which Norway rejected membership in
the European Community.
The Swedish case is more complex. Up to 1974, the economy had been

less overheated than other OECD economies, and relative wages were
falling between 1972 and 1974. There was thus serious discussion in
1974 of the need to revalue the Swedish krona in order to forestall a
boom generated by high profits. Some revaluation did indeed take place
in 1975-76 as a result of the link to the deutsche mark. But, at the same
time, the trend in relative wages was sharply reversed, leading to a
rapid deterioration in Sweden's competitive position and a worsening
of the current account.

12



TABLE 3

CHRONOLOGICAL HISTORY OF THE SNAKE

1972:

Apr. 24

May 1

May 23

June 23

June 27

Oct. 10

1973:

Feb. 13

Mar. 19

Mar. 19

Mar. 19

Apr. 3

June 2.9

Sept. 17

Nov. 16

1974:

Jan. 19

1975:

July 10

1976:

Mar. 15

Oct. 17

Basle Agreement enters into force. Participants: Belgium, France,
Germany, Italy, Luxembourg, the Netherlands.

The United Kingdom and Denmark join.

Norway becomes associated.

The United Kingdom withdraws.

Denmark withdraws.

Denmark returns.

Italy withdraws.

Transition to the joint float: Interventions to maintain fixed margins
against the dollar ( "tunnel" ) are discontinued.

Sweden becomes associated.

The DM is revalued by 3 per cent.

Establishment of a European Monetary Cooperation Fund is ap-
proved.

The DM is revalued by 5.5 per cent.

The Dutch guilder is revalued by 5 per cent.

The Norwegian krone is revalued by 5 per cent.

France withdraws.

France returns.

France withdraws again.

• Agreement on exchange-rate adjustment ( "Frankfurt realignment") :
The Danish krone is devalued by 6 per cent, the Dutch guilder and
Belgium franc by 2 per cent, and the Norwegian and Swedish kroner
by 3 per cent.

1977:

Apr. 1 The Swedish krona is devalued by 6 per cent, and the Danish and
Norwegian kroner are devalued by 3 per cent.

Aug. 28 Sweden withdraws; the Danish and Norwegian kroner are devalued
by 5 per cent.

1978:

Feb. 13 The Norwegian krone is devalued by 8 per cent.

Oct. 17 The DM is revalued by 4 per cent, the Dutch guilder and Belgian
franc by 2 per cent.

Dec. 12 • Norway announces decision to withdraw.
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During this early period, the Benelux countries underwent a similar
range of experiences. Both the Dutch guilder and the Belgian franc ap-
preciated significantly in real terms, though in different ways—Belgium
primarily through faster wage increases than those of its trading part-
ners, the Netherlands through slightly faster wage increases combined
with revaluation. The latter took place, as in Norway, not only as a
result of the upward pull of the deutsche mark but also as a result of a
decision in September 1973 to revalue by 5 per cent. It would appear
that this revaluation, analogous to the Norwegian one two months later,
checked the tendency for Dutch wages to continue to run ahead of those
in other countries, whereas Belgium and Sweden faced a two- to three-
year period during which wages accelerated relative to those else-
where.
In the second phase, starting with the realignment in the snake in

October 1976, the symmetry between the Scandinavian and Benelux
experiences breaks down. The former embarked on a substantial down-
ward adjustment of their currencies. Between October 1976 and October
1978, the Danish krone was devalued relative to the deutsche mark by
18 per cent in four steps, and the Norwegian krone was devalued by
23 per cent in five steps. The Swedish krona had been devalued by 9 per
cent in two steps by April 1977, and Sweden withdrew from the snake
in August. Thereafter, the Swedish authorities stabilized the krona in
terms of a basket of currencies at a level implying a further 12 per cent
devaluation relative to the deutsche mark.
The devaluations of the three Scandinavian currencies, clustering

around 20 per cent vis-a-vis the deutsche mark, are smaller and more
distinguishable from one another when expressed in terms of effective
rates. The percentage changes since the realignment of October 1976
are 13 to 15 per cent for the Swedish krona, 11 to 13 per cent for the
Norwegian krone, and 1 to 3 per cent for the Danish krone, depending on
the precise weighting scheme adopted. And in real terms, still using the
relative wages of Figure 3, they are even more strikingly different. The
Swedish krona and Norwegian krone have depreciated by approximate-
ly 18 and 14 per cent, respectively, while the Danish krone has hardly
changed at all. In other words, the four adjustments since October 1976
have maintained the status quo with respect to Danish competitiveness
but have substantially improved Swedish and Norwegian competitive-
ness.
The adjustments of the Dutch guilder and Belgian franc vis-a-vis the

deutsche mark have been very much smaller than those of the Scandi-
navian currencies, amounting to devaluations of 4 per cent made in two
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equal steps ( October 1976 and October 1978). Because of the general
strengthening of the deutsche mark over this period, the effective rates
for both Benelux currencies have appreciated by 5 to 7 per cent since
October 1976. In the Belgian case, this appreciation roughly matches
the extent to which domestic wages have risen more slowly than else-
where; the real exchange rate has been stable. In the Dutch case, a real
depreciation of 3 to 4 per cent appears to have taken place, because the
appreciation of the guilder has matched only about two-thirds of the
relative decline of Dutch wages. Comparable figures for Germany imply
a real depreciation of approximately 3 per cent during the post—October
1976 period; the decline in relative wages has more than offset the 8 to
9 per cent appreciation of the effective rate for the deutsche mark.

This very brief review of two periods in the history of the snake
raises two major questions: Why was such a long period allowed to,
pass after the early adjustments of 1973 before exchange-rate adjust-
ments were finally made inside the snake in October 1976? And what
guidance can the history of the snake supply for the management of
the EMS?

Interpreting Experience within the Snake

After the realignment of the German, Dutch, and Norwegian cur-
rencies in 1973, which may be viewed as the aftermath of the violent
dollar instability accompanying the transition to generalized floating
early that year, there followed a period of nearly three years during
which the smaller snake currencies stuck to their central rates for the
deutsche mark. This period spanned the oil-price hike of 1973-74 and
the dissimilar policy reactions to it; the deep recession of 1974-75; the
departure, re-entry, and second departure of France from the snake;

the rapid depreciation of two major currencies (the lira and sterling)
of great importance to the participating countries; and, last but not least,
periodic differences in monetary and other demand-management policies
and more continuous differences in inflation performance. Looking
back, it is indeed surprising that it was technically possible to maintain
the snake—or "mini-snake" as it became known during the absence of
France—with only intermittent and limited interventions.
The Bundesbank is the only central bank among those participating

in the snake to publish the volume of its interventions. As Table 4
shows, intervention was on balance small in 1974 and 1975. During the
months following the first departure of the French franc in January
1974, further defections were rumored and the Bundesbank intervened
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TABLE 4

CHANGES IN THE BUNDESBANK'S NET EXTERNAL POSITION
(in billions of DM)

Period Total
Interventions Other Foreign-
in the Snake Exchange Movements

1973:
January-March -I- 19.9 - 0.6 + 20.5
April-May - 0.9 - 1.5 + 0.6
June-July + 8.5 A- 5.8 + 2.7
August-September ± 3.4 + 4.3 - 0.9
October-December - 4.5 - 1.1 - 3.4

January-December ± 26.4 ± 6.8 ± 19.6

1974:
January - 2.5 -I- 0.2 - 2.8
February-June ± 5.4 + 4.1 -I- 1.3
July-September - 6.4 - 3.5 - 2.9
October-December + 1.6 - 0.7 ± 2.3

January-December - 1.9 + 0.2 - 2.1

1975:
January-March + 5.0 - ± 5.0
April-September - 6.6 - 1.8 - 4.8
October-December - 0.6 - - 0.6

January-December - 2.2 - 1.8 - 0.4

1976:
January -I- 0.1 - ± 0.1
February-March ± 9.7 ± 8.7 ± 1.0
April-July - 4.6 - 1.4 - 3.2
August-mid-October + 7.7 ± 8.0 - 0.4
Mid-October-December - 4.1 - 3.5 - 0.6

January-December ± 8.8 -I- 11.9 - 3.1

1977:
January-June - 0.8 - 1.5 ± 0.7
July ± 2.0 + 0.0 + 2.0
August-September - 2.0 - 0.3 - 1.7
October-December ± 11.3 ± 3.1 ± 8.2

January-December ± 10.5 + 1.3 + 9.1

1978:
January-March -I- 4.1 - 1.1 + 5.2
April-June - 4.1 - 0.1 - 4.0
July-mid-October ± 12.8 , + 10.1 ± 2.7
Mid-October-December + 7.3 - 1.1 + 8.4

January-December ± 20.1 + 7.8 ± 12.3

NOTE: Figures may not add to totals because of rounding.
SOURCE: Deutsche Bundesbank, Annual Report, 1973-78.
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to support the smaller currencies, but its interventions were substantially
reversed during the third quarter.

It was ilot until 1976 that the central banks had to intervene again
on a major scale. Capital flows out of the weaker currencies into the
deutsche mark were especially large in March 1976, just before and
after the meeting of the finance ministers of the European Community,
which ended in the second withdrawal of the French franc. The changes
in central rates that had been expected by the market and, indeed, pre-
pared for political decision did not materialize, and this failure to take
action when the need was becoming obvious prolonged the period of
intervention up to the first days of April. The situation was particularly
serious for the Danish krone; nearly one-fourth of the Bundesbank's
purchases of snake currencies were Danish kroner. On this occasion,
moreover, the flows were reversed only to a minor extent in the follow-
ing months.

Another difficult period followed from August to mid-October 1976,
when expectations of a realignment became widespread at the time of
the German elections. During the campaign, there was sharp criticism
of the commitment to support the weaker snake currencies. Even though
only the smaller ones were left within the snake, the amounts involved
were not negligible; net interventions in the snake in 1976 amounted
to PA per cent of the broad money stock ( M2) in Germany and to more
than 6 per cent of the monetary base.
By the fall of 1976, opinion had converged in Germany and the

smaller countries that tensions in the snake had become too great and
some adjustments had to take place. Monetary measures had been taken
that tended to widen the uncovered interest differentials in favor of the
smaller countries, but these were insufficient to deal with the problem.
A less expansionary monetary stance took some time to have an impact,
given the generally high liquidity in the smaller countries, particularly
in Denmark. In Denmark, a 25 to 30 per cent increase in the money
stock in 1975 and early 1976 eased the way for ,domestic firms to repay
foreign loans, thereby straining the maintenance of the central rates.
The realignment agreed upon in Frankfurt in October 1976 strength-

ened confidence in the survival of the snake. With the exception of the
Danish krone, the adjustments of central rates were so small-2 or 3
per cent—that the band around the new central rate overlapped the
band around the old rate, making possible a continuity of market ex-
change rates. Even in the case of the Danish krone, which was devalued
by 6 per cent, the change in the market rate for the deutsche mark was
less than 2 per cent ( see Figure 4).
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FIGURE 4

THE DM RATE AND INTERVENTION LIMITS FOR THE
DANISH KRONE, 1976-79
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During the final two and a half years of the snake's existence, four
more adjustments were made. In the case of Denmark, as was shown
earlier, these changes sufficed to keep the effective exchange rate ap-
proximately stable. They did not go beyond that to reverse the cumula-
tive real appreciation of the krone but merely prevented a further de-
cline of competitiveness. The tendency for the Belgian franc and Dutch
guilder to appreciate in real terms was similarly checked, and a small
improvement in competitiveness took place between 1976 and 1978.

There were two major differences between the Benelux countries
and Denmark; ( 1 ) In the Benelux countries, there was no external im-
balance at the start of this second phase; both Belgium and the Nether-
lands were in approximate current-account balance. But Denmark had
a current-account deficit amounting to some 5 per cent of GDP. (2) The
breakaway from gradual real appreciation was achieved in the Benelux
countries by slower domestic inflation; the nominal effective exchange
rate actually continued to edge upward. In the case of Denmark, by
contrast, the rate of change of wages and most other broadly based in-
dicators of inflation continued to keep up with the average inflation
rate abroad. It should be remembered, however, that the larger weight
of Germany in the trade of the Benelux countries than in the trade of
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Nordic countries means that the effective rates of the Nordic currencies
will tend to appreciate more strongly when linked to the deutsche mark
than will those of the Benelux currencies.
The actions of Norway and Sweden supply an interesting contrast to

those of both Denmark and the Benelux countries. By 1976, Norway
and Sweden were running very large current-account deficits as a result
of declining competitiveness and demand-management policies that de-
viated from the typical international pattern of slump and slow growth
more clearly than any others in the OECD area ( see Paunio, 1978).
The exchange-rate experiences of these two countries deserve careful
study as illustrations of the limits to policy autonomy in small open
economies.
A combination of weakening competitiveness and relatively high de-

mand pressure prompted the Norwegian and Swedish authorities to
push for rapid realignments of their real exchange rates, initially inside
the snake, of which they had been associate members since 1972 and
1973, respectively. The initiatives of April and August 1977 came from
these two associate members, although Denmark found it convenient
to join in on both occasions.
In August 1977, however, the Swedish government decided that the

scope for real adjustment inside the snake was too limited, and Sweden
opted out, choosing to peg henceforth to its own basket of currencies.
Its policies were translated into a 6 to 7 per cent depreciation in the
effecti*ve exchange rate for the Swedish krona. Remarkably, however, the
downward adjustments did not tend to drive up Swedish wages faster
than those of competitors. Admittedly, there were at least two reasons
why a deceleration in Swedish relative wage costs should have been ex-
pected by 1976-77: ( 1 ) The pressure of demand and employment was
no longer markedly higher than elsewhere in the OECD area, as had
been the case in 1974-75. (2) Indirect labor costs were rising particular-
ly strongly in 1975 and 1976, probably adding a few percentage points
to total labor costs, on top of the rapid rate of increase of take-home
pay. Merely discontinuing the policy of adding to taxes on employment
would in itself have caused some deceleration in total labor costs. Never-
theless, the very clear break in the trend toward a deterioration in Swed-
ish competitiveness was remarkably swift. ( For a full account of this
reversal, see Calmfors, 1979.)
A similar turnaround can be observed in the case of Norway, though

here it was largely achieved without leaving the snake. The Norwegian
krone had been adjusted downward three times vis-à-vis the deutsche
mark, but the much larger Swedish devaluation, combined with con-
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tinued rapid increases in wages, made Norwegian products lose market
shares both at home and in foreign markets. A fourth devaluation in-
side the snake was undertaken by Norway in February 1978, but this
time in isolation and by 8 per cent—the largest single step in the his-
tory of the snake. There was considerable debate at the time as to
whether Norway should leave the snake and follow the Swedish policy
of pegging to a basket, given the continuing global instability and
prospects for an updrift of the snake currencies vis-à-vis the dollar, but
not until December 1978 was this course adopted.
The February 1978 devaluation of the Norwegian krone was accom-

panied by a temporary price freeze, extended in September to the end
of 1979. More significantly, it was also supplemented by a ban on nomi-
nal increases in all categories of wages and salaries, which is supposed
to keep the average wage level of 1979 from rising by more than 4 per
cent above that of 1978. Together with a decrease in employer con-
tributions to social insurance and a small wage subsidy to most enter-
prises, these measures should ensure that unit labor costs in Norway
remain nearly constant for more than a year.
In the light of this remarkable turnaround, it may seem puzzling that

Norway chose to leave the snake and to stay outside the EMS. The
strong-currency option would not appear to be too demanding for a
country that has achieved so rapid a deceleration of inflation. Indeed,
the Norwegian krone has been highly stable in terms of the EMS cur-
rencies since the transition to basket pegging in December 1978.

Several plausible arguments may explain the Norwegian and Swedish
preference for pegging to a basket rather than continuing as associate
members of the snake (now the EMS).
The first reason is a straightforward political argument. As coopera-

tion among member countries of the European Community becomes
more formal and communitarian in monetary and exchange-rate policies,
it will be less attractive to those with only associate status. Once the
taboo of sticking rigidly to agreed central rates was broken in October
1976, the snake had the advantage of arriving at decisions quickly and
without too much formality. There was a certain understanding about
the frequency with which adjustments could take place and, particularly,
about the maximum size of any individual adjustment. (Norway tested
the upper limit of this range by its 8 per cent devaluation in Septem-
ber.) There is understandably more uncertainty about how the EMS
will operate. In any case, the decisions will become more complex in
view of the larger membership, the link to agricultural-price adjust-
ments, the use of the European Currency Unit (ECU) as a pivot in the
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exchange-rate system, and the direct participation of the European
Council, involving the heads of state and government in the supervision
of the EMS. All these factors increase the risk that decisions to adjust
exchange rates will be delayed, leading to a recurrence of crises like
those of the Bretton Woods system and the first years of the snake.
The second argument is the lack of any assurance that membership in

the EMS also implies a high degree of short-term stability in the effec-
tive exchange rate for a participating currency. Experiences during the
periods of dollar instability in 1973, 1975, and 1977-78 all demonstrated
that pegging to the deutsche mark was not only a strong-currency
option—in the sense of implying a slow and gradual strengthening of
the effective rates for the participating currencies—but also a recipe
for sizable short-term instability in effective rates, because the snake
did not have a joint policy vis-a-vis third currencies, notably the dol-
lar. This line of reasoning is very close to the criticism raised by France
during its absence from the snake and to the worries that prevented
the United Kingdom from rejoining the snake or, so far, from taking
part in the EMS. This argument would be answered if a joint dollar
policy were to be developed, or if the EMS were based on either the
SDR or some other unit reflecting more approximately the weight of
the dollar, and of currencies related to it, in the trade of the partici-
pants.4 Table 5 illustrates the extent to which the weighting schemes
designed by Norway and Sweden in selecting their own individual
baskets differ from the weights used by the EMS for the ECU ( shown
in the column under the Danish krone). For comparison, Table 5 also
shows the weights used in the basket to which the Finnish markka has
been pegged since the Finnish stabilization program of 1975 succeeded
in reestablishing external balance.
The third and most interesting argument used to explain why the

Norwegian and Swedish currencies have not resumed their earlier as-
sociation with the deutsche mark and other snake currencies is that these
links are no longer seen as a necessary insurance against short-term
exchange-rate volatility or as an externally set disciplinary guideline for
noninflationary behavior. Maintenance of a fixed exchange rate between
the smaller snake currencies and the deutsche mark seemed essential
during most of the 1970s because it gave relief from short-term nervous-
ness about being involuntarily pushed •off an exchange-rate target
adopted unilaterally. The reserves of other participating central banks

For a discussion of the inward-looking nature of the snake, see Thygesen ( 1979,
pp. 99 if). For criteria in choosing what to peg to, see Branson and Katseli-
Papaefstratiou ( 1978 ) and Heller ( 1977 ).
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TABLE 5

COMPOSITION OF CURRENCY BASKETS TO WHICH NORDIC CURRENCIES WERE
PEGGED IN MID-1979 AND ( IN PARENTHESES) MERM WEIGHTS

USED IN CALCULATING EFFECTIVE EXCHANGE RATES

Currency
Finnish Norwegian

Danish Krone' Markka Krone Swedish Krona

Austrian schilling - (2.1) 1.3 - (1.2) 1.9 (2.2)

Belgian franc 9.6 (3.0) 2.2 2 (3.7) 3.7 (4.9)

Canadian dollar (2.6) (2.5) 1.2 (3.2)

Danish krone 3.1 - 3.8 7 (7.5) 9.5 (9.4)

Deutsche mark 33.0 (16.5) 13.4 14 (17.1) 17.0 (16.3)

Dutch guilder 10.5 (4.3) 3.8 4 (5.2) 5.2 (6.0)

Finnish markka - - 3 - 7.1 -

French franc 19.8 (5.5) 4.1 4 (6.0) 5.4 (7.8)

Irish pound 1.2

Italian lira 9.5 (5.3) 2.3 2 (5.0) 3.4 (5.1)

Japanese yen (3.5) 2.2 6 (3.5) 2.6 (3.7)
Norwegian krone (7.0) 3.9 - 10.1 (9,4)
Spanish peseta - - 1.0 - - 1.3
Swedish krona (15.3) 17.5 18 (15.5) -

Swiss franc - (3.4) 2.2 2 (2.0) 2.5 (3.7)
U.K. pound 13.3 (20.0) 13.7 13 (19.9) 13.1 (16.9)
U.S. dollar - (11.5) 9.3 25 (10.9) 16.0 (11.3)
U.S.S.R. ruble - 19.3 - - -

100.0 (100.0) 100.0 100 (100.0) 100.0 (100.0)

MERM = multilateral exchange rate model (of the IMF).
a Weights shown are percentage shares of currencies in the basket defining the

ECU on the starting date of the EMS (Mar. 13, 1979).
SOURCES: For basket composition, national central banks; for MERM weights,

OECD (1978, p. 51).

could be mobilized quickly, and this availability indirectly improved
a country's creditworthiness in private international capital markets,
helping it to finance large short-term outflows. More important still, the
fixed link to the deutsche mark communicated to the domestic labor
market and to strategic price setters more efficiently than any purely
domestic target the determination of the national authorities to decelerate
inflation gradually to the German level.
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For Norway and Sweden, this insurance no longer seemed necessary

once a significant real devaluation had reconciled the conflict between

the strong-currency option and the ambitious policy of keeping demand

high during the recession. Domestic efforts were more important, in par-
ticular the slowdown in the rate of increase of nominal incomes achieved
by various combinations of less expansionary demand-management pol-

icies and direct intervention in price and wage setting. These measures

were sufficient to lower inflationary expectations at home and strengthen

the confidence of domestic firms and foreign banks in the feasibility of
financing the remainder of the adjustment period.

Recent Norwegian and Swedish experiences suggest that the real

exchange rate can be reduced significantly if external action is bolstered
by strong domestic measures. In Denmark and the Benelux countries,
the scope for such an adjustment is still seen to be very limited. Ad-
mittedly, the clear deceleration in both the Dutch and Belgian infla-
tion rates to levels very near that of Germany has also removed im-
mediate concerns about competitiveness, though both currencies have
come under pressure at times since the start of the EMS. Anyway, the
composition of Belgian and Dutch foreign trade resembles the composi-
tion of the ECU basket much more closely than does the composition

of the trade of Scandinavian countries, so that pegging to' the ECU
implies less risk of significant fluctuations in the effective rates for the
Belgian franc and Dutch guilder.
As was argued earlier, the most relevant questions for assessing a

country's exchange-rate experience are: ( 1 ) Which changes in the real
exchange rate are desirable for external adjustment? ( 2 ) How can they
best be made in view of the impact on domestic prices and costs of a
change in the nominal exchange rate, the constraints on monetary policy
implicit in the various options, and other considerations?

Given the initial situation of the early 1970s and subsequent events
in the larger international economy, including the policy responses of
the United States and Germany, the snake undoubtedly contributed to
an appreciation of the smaller currencies participating in it. This trend
was not justified by their inflation or balance-of-payments performances.
When the snake entered the second phase, from late 1976 onward, the
weakest members started to make sizable nominal adjustments. But it
is significant that the countries that were most successful in reducing
their real exchange rates did so by a combination of nominal devalua-
tions and relative decelerations in domestic costs and prices—a com-
bination in which the domestic contribution was very important. Once
a clear deceleration of costs and prices was under way, moreover, it
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seemed to matter less whether the country was pegging to a basket or
was a member of the snake.
In Denmark the nominal adjustments undertaken were smaller than

those for the other Scandinavian countries and did not meet the need
for an improvement in competitiveness. It is therefore in Denmark that
the consequences of the strong-currency option can most clearly be
studied.

Denmark as a Case Study of the Consequences of
Choosing the Strong-Currency Option

An externally strong ( appreciating) currency yields important bene-
fits by lowering inflation and strengthening the home country's terms
of trade, at least in the short run. But it also makes more difficult the
simultaneous achievement of high employment and current-account
equilibrium. As Figure 2 showed, the Danish performance with respect
to these two targets has been so unsatisfactory that it cannot be justi-
fied even by the reduction of the inflation rate in 1974-76 and the sub-
sequent stabilization.

Increasing awareness of the persistence and severity of macroeco-
nomic imbalance in the Danish economy has turned attention both to
exchange-rate policy and to domestic institutional factors that impede
higher employment and push up domestic inflation, particularly the
level of unemployment compensation and the partial indexation of
wages, salaries, and transfer payments. A thorough assessment of the
costs and benefits of choosing the strong-currency option has not yet
been made, but some of the main elements are readily available.
There would be obvious advantages in a real depreciation of the

Danish krone—if it could be achieved. The independent Danish Eco-
nomic Council has repeatedly argued in recent years that a 10 per cent
real depreciation could drastically lower unemployment by breaking
the worsening trend in the current account; no other change in policy
would be required. Even when all wage and salary earners are assured
of a steady 1 per cent annual increase in real take-home pay by means
of a gradual lowering of income taxes, simulations show that a 10 per
cent real depreciation would produce an output-employment path far
superior to that achievable by tightening fiscal policy enough to produce
the same impact on the current account ( see Det Okonomiske Rad, 1979).

Similar results have been reported by Blomgren-Hansen and Petersen
(1977), who attribute the bulk of the deterioration in Denmark's cur-
rent-account balance to real appreciation, using this term, as in Figure
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3, to mean relative wages in manufacturing corrected for changes in the
effective exchange rate of the krone. Their study distinguishes clearly be-
tween the effects of two different ways of achieving a real devaluation—
through a relative decline in wages or through a nominal devaluation.
While the two methods—still assuming that there is an operational
choice between them—appear to lead to nearly identical results in the
long run, the adjustment proceeds much faster in the former than in
the latter case. In particular, the initial J-curve effect on the current
account is absent in the situation where the adjustment is triggered by
the relative decline of domestic wages.

Assuming that recent studies have correctly assessed the sensitivity of
the Danish current balance to the real exchange rate, it may seem sur-
prising that the observed real appreciation was allowed to persist up to
1976. The current account was in a weak position at the start of the
1970s, when the deficit was ,already running at more than 3 per cent of
GNP ( see Table 6). In practice, however, the external pressure either
to conform to the inflation performance of the main partner country
( Germany ) or to adjust the nominal exchange rate accordingly has
been remote over most of the 1970s, because the scope for financing
sizable semipermanent current deficits has widened enormously. Mem-
bership in the snake relieved the authorities from short-term nervousness
about their ability to defend the exchange rate, since the combined
resources of the partners were clearly adequate to the task. Membership
als.o bolstered creditworthiness, which might otherwise have been erod-
ed by the failure to adjust more quickly. Given the advantages of mem-
bership and the weak starting position, further exposed by the hike in
the oil price in 1973-74 and a large short-term foreign debt, it was
thought that the options of floating individually or pegging unilaterally
were both too risky.

It is impossible to say for sure whether these other options would
have been feasible. They have proved to be feasible for several other
small economies in the 1970s—Austria and Finland for several years and
Norway and Sweden more recently. But in none of these four countries
was the external imbalance as long-lasting as in Denmark. Net foreign
debt relative to GNP may be larger for Norway and of similar size in
Finland, but in Norway there was the prospect of an early current-ac-
count improvement due to North Sea oil and in both Norway and Fin-
land ( from 1975) the authorities displayed a firm determination to re-
duce domestic inflation prior to the experiments with the exchange-rate
regime.

This analysis should logically lead to the conclusion that the strong-
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TABLE 6

SELECTED FINANCIAL AND GENERAL ECONOMIC INDICATORS FOR DENMARK

Indicator 1970 1971 1972 1973 1974 1975 1976 /977 /978

Percentage changes dnring year:
Money stock:

-2.0 8.5 17.0 10.2 5.8 26.4 6.1 9.0 16.0
2.9 8.8 15.0 12.7 8.9 25.5 11.3 9.8 6.7

Commercial-bank lending 5.1 3.5 11.5 14.5 7.6 0.4 19.5 12.6 11.4
Circulating bonds ( nominal value) 14.6 16.6 17.1 20.0 19.0 20.5 18.9 17.8 18.8

Per cent, end of period:
Drawings against commercial-bank loan
commitments 65.2 64.4 66.8 73.1 76.2 70.3 79.1 82.3 83.1

Average domestic bond yield 11.5 11.2 11.2 13.8 14.5 12.7 15.6 16.8 17.4
International bond yield' 8.1 7.8 7.6 8.3 9.4 8.5 7.4 8.0 8.5

Per cent of GNP:
Current balance -3.5 -2.5 -0.3 -1.7 -3.0 -1.4 -5.0 -3.9 -2.7
Change in foreign-exchange reserves - 0.6 0.8 1.2 -0.4 -1.0 0.1 2.3 1.7
Central-government financial balance' 2.9 0.8 1.4 3.0 -0.2 -4.2 -2.4 -2.8

Percentage changes:
Real GDP 2.7 3.6 4.3 2.8 0.2 -0.5 5.4 1.6 . 2.0
Implicit GDP deflator 7.7 6.2 8.6 10.3 11.3 12.2 8.6 9.2 9.2

Per cent of dependent labor force:
Unemployment rate 1.1 2.5 6.0 6.1 7.3 8.0

a Long-term issues by U.S. companies in U.S. dollars.
Budget basis; balance on current, investment, and lending accounts; financial year ending March.

SOURCES: Danish National Bank and Morgan Guaranty Trust Company.



currency option has a deflationary impact on a small open economy
like Denmark's. Fading competitiveness checks the demand for domesti-
cally produced tradables and creates increasing unemployment. But in
Denmark much of this impact on output and employment has been off-
set by a relatively expansionary fiscal policy. Through tax reductions in
1974-75 and faster growth of public spending in 1977-79, employment
was brought substantially closer to the rapidly growing supply of labor.
Though the surplus or deficit of the central government on current, in-
vestment, and lending account is not an adequate measure of the stance
of fiscal policy, the swing from a surplus of 3 per cent of GNP in 1974
to a deficit of 4 per cent in 1976 ( Table 6) was exceptionally large both
by Danish historical standards and in the international context.

If fiscal policy can be used to offset much of the deflationary impact of
an appreciating real exchange rate, it would appear that the best of both
worlds has become feasible; the link to a strong currency supplies as-
surance without imposing pressures to adjust quickly. Contrary to what
textbooks in international economics may teach, policy autonomy is
sometimes greater for a small than for a large country. The United
Kingdom and Italy reached the limits of their ability to finance external
imbalances and thereby the limits of their policy autonomy around
1976, when the IMF was called upon to review domestic policies and
supply conditional lending. This was at a time when British and Italian
external imbalances and debts were relatively small compared with
those of Denmark. Absolute amounts matter; the European Community
and its main creditor country, Germany, have been able to take a fairly
relaxed attitude to the absence of formal policy coordination with the
smaller member countries.

This background leads me to conclude that the deflationary effect on
the strong-currency option did not clearly materialize in Denmark in
the medium term. What did materialize as a result of the combination
of real appreciation and expansionary fiscal policy was a renewed push
like the one during the long growth period of the 1960s toward a change
in the composition of demand and output—toward a greater share for
consumption, particularly in the public sector, and a lower share for
private investment and exports. Whether or not one considers such a
push desirable depends on political preferences; it is likely to appeal
more to those to the left of the political center than to conservative or
liberal opinion.
A shift of demand toward the public sector does bring relief to the

current account in the short run, because most public expenditures have
an import content below that of private consumption and investment.
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Blomgren-Hansen and Petersen show that Denmark might have had
a current-account deficit equal to 5 per cent of GNP in 1977 instead of
3 per cent if the composition of demand and output had remained un-
changed from 1960. While this estimate may be exaggerated, notably
because it neglects the long-run effects on productivity of maintaining
a high level of private capital formation, the argument in favor of em-
ployment-creating expenditures in the public sector is important in the
short run. It is further reinforced when, as in Denmark, unemployment
compensation reaches 90 per cent of average hourly earnings for un-
skilled workers and well above 80 per cent for all wage earners.
My tentative conclusion is that for Denmark the deflationary bias

inherent in the strong-currency option has been compensated by an
expansionary fiscal policy, which has affected the composition of de-
mand and output. But this process is not sustainable in the longer run,
for two main reasons: ( 1 ) It builds up a foreign debt, the mere servicing
of which is approaching 2 per cent of GNP, and there are both internal
and external reasons for not allowing it to rise further. ( 2 ) It imposes
severe constraints on monetary management and requires tight controls
on movements of private capital.
Over the past decade, monetary policy has almost continuously been

designed to protect Denmark's international reserves, in accordance with
the Mundell-Fleming assignment principle ( see Hoffmeyer and Hansen,
1978). Interest rates have been kept an increasing distance above inter-
national rates, as represented by the Eurodollar market, and a ceiling on
loan commitments of commercial banks has acted as a brake on any sud-
den desire by Danish firms to shift financing from the international to
the domestic market. In combination—there is less than full agreement
on relative roles—these two instruments have assured financing of the
large current-account deficit through net private capital inflows. Danish
residents are effectively prevented from investing in foreign financial
assets. At the same time, government borrowing has been stepped up
in recent years, so that Denmark's international reserves have increased
( see Table 6).

This considerable buildup may be explained by the experience of
1968-69 and 1975-76. In both periods, monetary policy was eased rela-
tive to the prevailing stance in other countries. Very large foreign-ex-
change outflows in 1969 and 1976 drove home the lesson that external
constraints arise quickly if monetary policy is assigned an expansionary
role.

Apart from its role in achieving short-run external balance, Danish
monetary policy, with its high interest rates and increasingly tight
credit ceilings, also contributes to current-account adjustment by reduc-
ing private consumption and investment. But this latter contribution is
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mainly of a short-run nature, particularly as it reduces private fixed
investment, either directly through higher borrowing costs or indirectly
by supplying in the form of government debt financial assets more at-
tractive than most forms of physical assets. By dampening private in-
vestment, monetary policy reinforces the effects of fiscal policy. It shifts
the composition of demand in a direction that is not sustainable in the
long run, because it undermines the possibility of increasing exportable
output through the creation of new productive capacity in the interna-
tionally competitive sectors. This possibility can be brought within
reach only by a fundamental policy revision with more emphasis on
fiscal restraint and less on monetary restraint.

Conclusions

This review of the exchange-rate experiences of the small open econ-
omies in Europe that have chosen the strong-currency option suggests
conclusions that are also lessons for the management of the EMS:

1. It is obvious that central rates have to be adjusted from time to
time in the absence of much stronger policy coordination than has been
practiced so far in the European Community. It is important that the
EMS continue the snake's 1976-78 practice, when it was beginning to
look more like a crawling peg system than the Bretton Woods system
to which it is so often compared. Another long learning period like the
one from 1973 to 1976 could prove very costly; sticking to the initial
central rates for long periods would create tensions between high- and
low-inflation countries and require large interventions that could make
monetary management extremely difficult. Fortunately, the first realign-
ment in the EMS on September 24, 1979, in which the deutsche mark
was revalued by 2 per cent and the Danish krone devalued by 3 per cent,
suggests that the system will be managed flexibly and that its largest
member, Germany, is prepared to take the initiative to modify EMS
central rates in small and not infrequent steps.

2. The experiences of the 1970s suggest that while flexibility in nomi-
nal exchange rates is essential in order to offset inflation differentials
and make appropriate changes in real exchange rates, the main contri-
bution to changes in real rates must come from the domestic efforts of
the participants. This has been the lesson of the Norwegian and Swedish
experiences.

3. Once a small open economy has been successful in decelerating
domestic inflation, it may have less incentive to participate in a currency
bloc like the snake or the EMS unless the bloc gives its participants
greater assurance of stabilizing their effective exchange rates than the
snake was able to do in the 1972-78 period.
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