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THE TRANSITION TO EUROPEAN MONETARY UNION

An earlier draft of this paper was presented at the Institut d’Etudes Européennes,
Brussels, March 21, 1990, and appeared as CEPR Occasional Paper No. 2 (April 1990).

1 Introduction

The Delors Report, prepared in 1989 by the Committee for the Study
of Economic and Monetary Union, provides a broad framework for the
transition toward monetary union in Europe. It does not, however,
specify in detail how to manage it:

At this juncture, the Committee does not consider it possible to propose a
detailed blueprint for accomplishing this transition, as this would depend on
the effectiveness of the policy coordination achieved during the first stage,
on the provisions of the Treaty, and on the decisions to be taken by the new
institutions. Account would also have to be taken of the continued impact of
financial innovation (par. 57).

It is necessary now to consider detailed plans. In December 1990,
European governments will meet to shape the institutions and make
appropriate changes in the Treaty of Rome to guide the transition and
manage the monetary union. Discussion of proposals now will help to
establish the structure and agreements necessary to effect timely
progress toward integration and to forestall problems during the
transition.

This essay describes a plan for monetary transition that both challeng-
es and expands upon the conclusions of the Delors Report. It identifies
the conditions that must be met to ensure stability of the European
Monetary System (EMS) during transition and achieve agreement
within the European Community (EC) regarding the role of the Euro-
pean System of Central Banks (ESCB) in harmonizing national and
Community monetary and exchange-rate policies.

The main feature of the Delors Report is the concept of gradualism:
integration is to be achieved over time in order to adapt the economies
and policymaking processes to monetary union. The transition will be
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accomplished in stages by removing barriers to the integration of goods
and financial markets while simultaneously strengthening policy coordi-
nation and progressively building up the institutions that will manage
the new European money.

This essay considers the questions raised by gradualism and the
reasons why that strategy might lead to weak economic convergence
that will make the transition more difficult to accomplish. It suggests
several simple devices to strengthen the credibility of the gradual
reforms and to forestall disruptions that could postpone monetary
integration.

The essay accepts the fundamental premise of the Delors Report that
monetary union is the final objective, for the reforms European govern-
ments will be considering would, and should, be quite different if that
were not the final goal. To embark upon reforms without committing to
ultimate integration would create a monetary system in Europe that
would be truly “half baked” (to borrow the expression, but only the
expression, from an outspoken observer), prone to financial instability
and inflationary pressures.

Some possible explanations for the Committee’s choice of a step-by-
step approach are analyzed in Section 2 of this essay. Section 3 discuss-
es the risks of the transition. Section 4 presents a proposal to ease the
transition and discusses in detail the institutions that could support it.
The currency reform is outlined in Section 5. Section 6 relates the
proposal presented here to the framework of the Delors Report. And
Section 7 contains concluding observations.

2 Gradualism in the Delors Report

The choice of a gradual approach to monetary union in the Delors
Report is not the result of an explicit analysis of alternatives. Indeed,
the Report simply states that, following the 1988 deliberations of the
European Council confirming the objective of economic and monetary
union, the Committee has concentrated on “studying and proposing
concrete stages leading towards the progressive realization of economic
and monetary union” (par. 15).

One of the reasons for adopting a gradual approach appears to be the
political difficulty of monetary integration. The Committee offers a
sequence of three concrete and pragmatic stages leading toward mone-
tary union but leaves the choice of pace to the national governments; it
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states that “the question of when these stages should be implemented
is a matter for political decision” (par. 15).

Another likely reason for the Committee’s choice is that monetary
union is viewed as only one part of a much broader plan for an econom-
ic union that includes the single market, common competition and
structural policies, and the coordination of macroeconomic policies. The
Committee recognizes a double feedback between economic conver-
gence and monetary convergence (see par. 42). Because economic
convergence can be achieved only through a slow and lengthy series of
reforms, monetary convergence should conceivably be designed to
follow at the same pace. This argument is also supported by the view
that monetary integration can be achieved only when the loss of the
exchange-rate instrument has ceased to be serious, that is, when
markets and policies are sufficiently integrated. It is likewise related to,
but does not fully coincide with, the classic theory of optimum currency
areas (see Kenen, 1969). Although the completion of the single Europe-
an market will presumably create the conditions for Europe to become
an optimum currency area, the convergence of national macroeconomic
policies is not necessarily a desirable goal for such an area. The rele-
vance of arguments relating to optimum currency areas for the transi-
tion to monetary union is discussed further in Section 4 below.

A final explanation for the Committee’s choice of a gradual transition
might be the cost of adapting institutions. The management of a
European currency, or even irrevocably locked exchange rates, will
require a European monetary institution operating alongside other
institutions. Its creation will require a change in the Treaty of Rome,
and that change will have to be incorporated into national laws. This
sequence will inevitably take time. In addition, because the political and
administrative structure of the EC is quite different from that of a
federal state, the new European central bank will operate in unprece-
dented political and economic circumstances. It can be argued, there-
fore, that the shaping of the new institutions should take time, to allow
for some learning by doing and some flexibility in adapting to unfore-
seen problems.

In line with the gradualist approach, the Delors Report recommends
that the duration of the two stages preceding the monetary union be
left unspecified. The first stage, begun in July 1990, should accomplish
the liberalization of financial markets, enlargement of membership in
the exchange-rate mechanism (ERM) of the European Monetary System
(EMS), and a change in the mandate of the Committee of Central Bank
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Governors (CCBG). The second stage should establish the European
System of Central Banks (ESCB), which would initially operate along-
side the national monetary authorities. The third stage should accom-
plish the irrevocable fixing of exchange rates and complete the transfer
of monetary authority to the ESCB.

The Report clearly reflects an awareness of the need for substantial
monetary convergence following the removal of capital controls and the
increased substitutability of national currencies (par. 22), but it does not
seem to have weighed appropriately the threats to monetary stability
that may arise from the liberalization and deregulation of financial
markets. It does not even seem to regard exchange-rate stability as an
overriding requirement for the transition to monetary union; even
during the second stage, exchange-rate changes are not ruled out (par.
57). Finally, the Report does not ask what would happen if the plan for
monetary union were seen to be less than fully credible, but the effects
of that possibility are likely to be the main problem of the gradualist
approach. These threats are discussed and evaluated in the next section.

3 The Dangers of the Transition

The main economic problems of the transition toward European
Monetary Union (EMU) stem from the uncontrollable behavior of
private-sector expectations in both the financial and the goods and labor
markets. These problems are discussed below.

Money Demand

Since the summer of 1990, financial capital has moved free of control
among all the members of the ERM except Spain. This new freedom
will create an environment for monetary policy that is dramatically
different from that of the past ten years.1

A number of economists (including this one) believe that the EMS
worked asymmetrically during its first decade, with one country at the
center, the Federal Republic of Germany, serving as the “Nth country”
and setting its monetary policy independently and the other members
serving as the “N-1 countries” and progressively adjusting their mone-
tary policies to accommodate those of the Bundesbank. Controls on

1 For a discussion of the possible effects of the removal of capital controls, see
Giavazzi and Spaventa (1990).
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capital flows were also important for EMS operations during its first
decade and served two main purposes: 2 (1) they allowed countries
other than Germany to deviate, if only temporarily, from the monetary-
policy stance followed by the Bundesbank, thus easing the convergence
toward low inflation, and (2) they protected monetary policies from
speculative pressures that were not dictated by fundamentals (i.e., self-
fulfilling speculation).

The asymmetric structure of controls thus supported an asymmetry in
monetary management. This structure has been altered, however, by the
liberalization of French capital controls and the substantial loosening of
Italian controls since 1985-86, and some believe that this liberalization
also removed the asymmetry underlying the operations of the EMS.
Whichever mode of operation, symmetric or asymmetric, will come to
prevail following the full liberalization of capital movements in the
summer of 1990, the conduct of monetary policy will become more
difficult, not only for countries like France and Italy, but also for
Germany, which will no longer be able to pursue its own objectives
independently of external constraint.

In addition to the foreign-exchange pressures generated by temporary
differences between national monetary policies, there is an intensified
risk of “nonfundamental” speculation. It will be easier for speculators to
provoke exchange-rate turbulence for their profit because it will be
easier to take very large positions in European currencies. The rele-
vance of destabilizing speculation is suggested by the behavior of the
dollar exchange rate since the inception of generalized floating: to date,
no sensible model of the foreign-exchange market based on fundamen-
tals has been able to explain the extreme short-run volatility and
unprecedented long-run swings of the dollar, a failure that suggests that
much of the speculative activity in the foreign-exchange markets is not
tightly linked to fundamentals.3

Further turbulence in the foreign-exchange market will come from
the very substantial innovations in banking and financial markets soon
to take place in Europe. The removal of barriers to competition in the
banking industry (sanctioned by the Second Banking Directive) will
create tremendous opportunities in the transactions-services business

2 This theory is presented in Giavazzi and Giovannini (1989).
3 For a recent critical appraisal of the experience with floating exchange rates, see

Rolnick and Weber (1989).
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and in consumer banking. A first look at the data shows that the use of
checks, credit cards, and automatic-teller machines is much more
limited in Europe than in the United States. The potential for growth
in these services is therefore significant. In addition, the currently wide
divergence of reserve-to-deposit ratios suggests that the removal of
competitive barriers will also put pressure on governments to lower
them to a uniform standard, with very large effects on the stocks of
national high-powered moneys. All of these developments will inevitably
have destabilizing effects on the demand for money and will thus have
repercussions in the exchange markets.

Finally, there are good reasons to expect switches in the demand for
currencies. Firms and individuals are now able to hold checking ac-
counts in any EC currency and are certainly free to choose any EMS
currency to settle bilateral obligations.4 The substitutability among
currencies will be drastically increased by the ability of firms and
individuals in all the EMS countries to diversify and actively manage
their currency portfolios across a wide range of national moneys.

In summary, developments in financial markets during the transition
will bring about (1) fluctuations in the demand for money provoked by
financial innovation and deregulation in the banking industry, with
ensuing instability in money markets, and (2) higher substitutability of
national moneys, which will make the demand for individual currencies
very responsive to rational or irrational views about the success of the
transition to European Monetary Union and views about prospective
movements of exchange rates.

Expectations

A second set of problems relates more directly to the adjustment of
expectations. The first ten years of the EMS witnessed a very substan-
tial, but incomplete, convergence of inflation rates. The lira and the
French franc were remarkably stable in 1988 and 1989 despite the
persistence of inflation differentials. As a result, the real effective
exchange rates for these two currencies appreciated by between 2 to 4
percent in 1989 alone. The real appreciation of the Spanish peseta was
even more significant at 5 percent. These movements in real exchange
rates are the sum of two phenomena: real shocks and expectations. The

4 Until very recently, residents of most EC countries were effectively limited to
checking accounts denominated in their own currencies.
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Latin countries have tended to grow faster than the Federal Republic of
Germany, producing differences in productivity growth, real wage
pressures coming from demand pressures, and so on. These real shocks
have given rise to changes in relative prices, reflected in appreciations
of the real exchange rate and in the dynamics of current-account
balances within the European Community. They cannot be effectively
counteracted by monetary policies.

Expectations have also contributed to inflation differentials. Price
setters, producers and unions, embody in their pricing and bargaining
policies expectations about exchange-rate changes. These expectations
are influenced by the credibility of the bilateral parities in the ERM,
and they represent the most difficult obstacle to convergence. If, for
example, producers and unions expect a devaluation of the national
currency, and they raise prices and wages in light of that expectation,
the rate of inflation will rise. The central bank can either refuse to
devalue and thus accept a real appreciation and a current-account
deficit, or it can accommodate inflation by devaluing the currency and
thus validate the expectations.

The pressure to devalue will come not only from domestic exporters,
but also from ERM partners, who would otherwise suffer from import-
ed inflation. An example of this is provided by the debates throughout
1989 between the Bundesbank, on the one hand, and the Banque de
France and Banca d’Italia, on the other, concerning the desirability of
a devaluation of the lira and the French franc. Because inflation
differentials had not been eliminated in 1989, fixed parities meant that
Germany was importing inflation from her neighbors. For this reason,
the Bundesbank advocated a devaluation of the franc and the lira, giving
as the official justification the need to balance current accounts. France
and Italy resisted these pressures, however, stating that devaluation
would not by itself reduce current-account imbalances, but would
simply give an extra push to domestic inflation.

This sequence illustrates a general phenomenon: even a slight
probability of a devaluation prompts wage and price setters to hedge
and therefore increases the domestic inflation rate. The resulting
appreciation of the real exchange rate induces tensions with the part-
ners in the ERM, because it exports inflation to the country that has
exercised monetary restraint the most. Yet, changes in exchange rates to
accommodate inflation differentials and angry partners amount to a
declaration that public expectations were right, and that fixed rates are
not sustainable. These devaluations also make the inflation differentials
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permanent, because they return relative prices to equilibrium. Thus,
exchange-rate realignments defeat the purpose of the transition to
monetary union. Only the fixing of bilateral parities can induce the
convergence of expectations that is necessary to eliminate inflation
differentials and—with the help of the full liberalization of capital
movements—the convergence of national currencies. The achievement
of these objectives will ease the final steps toward a single currency.

4 A Proposal for the Management of the Transition

The foregoing discussion leads to the first pillar of this proposal: no
meaningful gradual transition to monetary union can allow exchange-
rate parities to be changed during the process. As argued above, the
fixity of central rates is necessary because any change in parities would
accommodate permanent differences in inflation rates, recognize
differences across European currencies, and indefinitely postpone
monetary convergence. To convey a clear message of commitment to
the public, irrevocably fixed parities could be accompanied by some
narrowing of the bilateral bands that limit fluctuations around the fixed
parities.

The most important economic effect of fixed parities is, of course, to
relinquish completely the advantages of changing the exchange rate to
offset relative price changes. Forsaking these advantages, which are
most prominently discussed in the literature on optimum currency
areas, is the most serious cost of the transition. There are reasons to
believe, however, that the stability of exchange rates might by itself
bring about the closer integration of goods and factors markets that
provides the backbone of an optimum currency area. This argument is
presented by Bertola (1989) and relies on the observation that the
reactions of producers and consumers to price incentives can be
significantly less elastic in the presence of exchange-rate uncertainty
than in its absence. This important modification of the original theory
of optimum currency areas might substantially diminish the cost of
relinquishing exchange-rate changes from the beginning of the transition
period. Eichengreen (1990), in a thorough and highly valuable analysis
of the experience of the United States as a currency area, suggests that
capital mobility is the most likely absorber of country-specific imbalanc-
es. He concludes, along the lines of Bertola, that the mobility of
productive capital is likely to be enhanced by the disappearance of
exchange-rate risk.
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Because bilateral parities should not be changed during the transition,
the gradualist approach cannot solve the fundamental problem of all
fixed-rate regimes: disagreements among member countries about the
appropriate stance of monetary policy cannot persist without bringing
down the system. Even involuntary errors by central banks, such as
errors in forecasting velocity, can seriously jeopardize exchange-rate
parities by triggering large capital flows. Indeed, the tradeoff to be
faced by European governments aiming at more stable exchange rates
and more integrated financial markets is between credibility and
flexibility. It is necessary to create a system in which exchange-rate
parities are fully credible, but which allows enough flexibility for the
monetary authorities both to adapt to changing conditions in national
money markets, and, as the Delors Report suggests, to learn by doing.

To achieve this, I propose a modification in the mechanics of gradual-
ism described in the Delors Report and suggest a structure for the
European System of Central Banks (ESCB) that would allow flexible
and credible management of the transition.

Gradualism Rescued

The Delors Report neither rules out exchange-rate changes nor specifies
deadlines for the completion of stages one and two. These two omis-
sions account for the weakness of the proposed transition plan. Recur-
rent instability in foreign-exchange markets and inflationary expectations
could force governments into a series of exchange-rate realignments that
would ultimately bring about a de facto dismemberment of the zone of
monetary stability successfully created by the EMS. For this reason,
realignments of central parities should be categorically ruled out during
the transition.

An official pledge not to change bilateral parities, however, is not
enough to ensure the credibility of the plan and smooth progress toward
monetary union; ostensibly fixed exchange rates have been changed
before in history. What is needed is a mechanism that automatically
prevents destabilizing speculation from being successful and yet pre-
serves the virtues of gradualism.

This mechanism would be a declaration by all governments embark-
ing on stages one and two that disruptions in the foreign-exchange and
money markets would be met, not by realignments, but by an accelera-
tion instead of the final monetary reform and the creation of the single
currency ahead of time. This option to accelerate the monetary union
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would give full credibility to the fixed bilateral parities during the
transition.

What would be the cost of exercising this option? As argued in
Section 2, the advantages of gradualism appear to be associated with the
political difficulties of a sudden monetary reform, the desire to achieve
more integration of goods and financial markets (the optimum-currency-
area argument) and the costs of adapting institutions.

If the acceleration of the monetary union were prompted by mone-
tary disruptions during the transition, and if the alternative were the
sure postponement of the union and the likely undoing of monetary
integration (and consequent delay in the completion of the single
market), the political obstacles to acceleration would probably be
reduced to a minimum.

The sudden adoption of a single currency during the transition should
not be of great concern from the standpoint of the optimum-currency-
area argument. The opportunity cost of jumping from a system of
irrevocably fixed rates to a single currency would be zero, because
changes in bilateral parities would have been ruled out during the
transition. Furthermore, central bankers in ERM countries are already
using parity changes extremely sparingly, so that the loss of flexibility
would be minimal.

The third argument for gradualism, the cost of adapting institutions,
would still apply. It is plausible, however, that, given the substantial
preparatory work governments are doing for the intergovernmental
conference to be held in December 1990, they will have worked out
most of the technical details for the creation of a European central
bank; accelerating its creation should not require a large additional
investment of technical resources.

Finally, it should be pointed out that the option of accelerating the
monetary union has a very small probability of being exercised in a
world of rational agents and well-working markets. The arguments
presented above suggest that inflation differentials and exchange-rate
realignments cannot disappear if governments have no credible means
of convincing the public of the fixity of exchange rates. Rational price
setters and foreign-exchange speculators would continue to expect
realignments and would continue to behave in ways that brought them
about, thereby validating their expectations. By contrast, rational agents
would have no incentives to raise prices and stage runs on the central
bank if they knew that the only effect of their activities would be to
trigger immediately the “bear squeeze” of the currency reform.
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Unfortunately, financial markets are not driven exclusively by rational
behavior and do not always work flawlessly. It is therefore necessary to
safeguard the option of acceleration by creating institutional arrange-
ments that can absorb nonsystematic shocks and facilitate the coordina-
tion of national monetary authorities prior to the achievement of full
monetary union. These institutional arrangements are described below.

How Should the European System of Central Banks Work?

To facilitate the transition to a common central bank, the ESCB could
begin operations through two agencies: an Exchange-Rate Stabilization
Authority (ERSA) and the Board of Central Bank Governors (BCBG).
This would allow for a clear separation of its responsibilities for bilateral
exchange-rate intervention and for regulation of the money supply, and
would distinguish them in turn from those of the national central banks,
which would continue to be responsible for the supplies of the national
currencies. Only the bilateral European exchange rates and foreign-
exchange operations affecting the dollar rate would be delegated to
ERSA. ERSA’s dollar position, however, would be strictly limited by the
member countries’ central banks through the BCBG, which would act
as a consulting body to help central bank governors coordinate national
monetary policies. This institutional structure would meet three criteria
necessary for a relatively easy convergence of monetary policies leading
to European monetary union:

1. Transparency. When operating on intra-European exchange rates,
ERSA would by definition be unable to affect the value of the aggregate
stock of money of the countries in the system. It could only change the
composition so as to accommodate shifts in demand among national
currencies and thus stabilize exchange rates. Its positions in European
currencies would therefore be limited by the size of its total resources.
Its dollar operations, however, could change the total stock of money in
Europe, and its dollar positions would therefore be strictly limited by
the BCBG.

Under the plan proposed here, money creation during the transition
would be left to the national central banks. The BCBG, however, would
provide the ideal setting for monitoring the policy stances of member
countries and for facilitating the reconciliation of national policies with
the overall objective of fixed exchange rates. The BCBG would work in
conjunction with ERSA, as its operations would indicate which curren-
cies were “scarce” and which were “abundant.” This working relation-
ship is explained in more detail below.
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Because ERSA would act independently and the BCBG would
periodically evaluate the policies of individual countries in the light of
ERSA’s operations, the proposed separation of money creation from
exchange-market intervention would make it comparatively easy for the
BCBG to identify instances in which national central banks were
sterilizing the effects of ERSA operations on their money stocks and
thus to identify inconsistencies between national policies and the
viability of the fixed exchange rates. This increased transparency would
significantly facilitate the process of coordinating monetary policies so
as to sustain the fixed rates.

2. Credibility. As argued above, bilateral parities should remain fixed
during the transition to a single currency. The structure proposed here
is very likely to enhance the credibility of fixed exchange rates for three
reasons. First, it would provide a strong signal to foreign-exchange
markets that fixed rates had become the overriding objective in the
transition; an independent agency would act on behalf of the member
countries in the foreign-exchange markets. Second, it would facilitate
the coordination of monetary policies by separating the function of
money creation from the pegging of exchange rates (more on this
below). Third, it acknowledges that financial markets are not always
correct and that they can be the source of serious disruptions; the
proposed institutions would strengthen the system of fixed rates by
facilitating the absorption of fluctuations in currency demand that are
not justified by changes in the economic fundamentals, rather than
forcing countries to adjust to them immediately and passively.

3. Flexibility. The proposed system would be flexible both because it
would permit learning by doing, without unduly exposing the fixed
parities to speculative pressures, and because it could easily adapt to the
changes required for the subsequent transition to a single currency and
a common central bank.

Day-to-day operations under the new system would be facilitated by
the ability of ERSA to absorb currency-specific shocks without compel-
ling countries to adjust to them immediately. This flexibility would be
essential in the initial phases of union, when the central banks of the
individual countries would be learning how to operate the new system
and possibly making errors that should not be permitted to jeopardize
the system itself.

ERSA and the BCBG are well suited to become the two arms of the
permanent European central bank in the final phase of monetary union.
The BCBG could easily evolve from a purely monitoring and consulting
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organization into a decisionmaking body; it would be composed of the
governors of the member countries’ central banks, and it would have
the institutional experience accumulated as a regulatory and advisory
body. ERSA could become the principal foreign-exchange (dollar)
intervention agency for the new system and even the principal agent for
open-market operations, playing a role similar to that of the Federal
Reserve Bank of New York in the Federal Reserve System.

The proposed system can be viewed simply as a strengthening of the
current EMS institutions, and, seen in that light, it should be easy for
member countries to accept. ERSA would be a stronger version of
existing financing facilities and not very different from the original
concept of the European Monetary Cooperation Fund (EMCF). The
crucial change required would be to grant it independent status.
Similarly, the BCBG resembles the Committee of Central Bank Gover-
nors, especially since the recent reform of November 1989. Under the
proposed system, however, the BCBG would have a very precise role,
defined by the nature and operations of its companion institution,
ERSA.

More on the Exchange-Rate Stabilization Authority

ERSA would be physically and operationally distinct from the national
central banks, which would give it the resources required to intervene
in the foreign-exchange markets. Its foreign-exchange operations would
be mainly for the purpose of pegging intra-European exchange rates.
Specifically, at the beginning of its operations, ERSA would issue its
own obligations to the national central banks in exchange for national
currencies and foreign-exchange reserves. After that, the monetary
policy of the national central banks would be limited to domestic
operations and discount-rate changes.

In its intra-European operations, ERSA would be subject to no
restrictions other than its own balance-sheet constraints. By contrast, its
dollar operations would be strictly limited by position ceilings deter-
mined by the BCBG. To the extent that its transactions were aimed at
maintaining fixed exchange rates among European currencies, its dollar
portfolio would be unaffected by any operation involving a bilateral
European rate.

ERSA would serve two fundamental roles:
1. It would be a buffer stock of currencies. ERSA would rebalance its

portfolio in response to fluctuations in the demand for European
currencies in the foreign-exchange markets. These fluctuations might be
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due either to a lack of synchronization between private demands and
supplies of moneys (changes in velocity that cannot be perfectly forecast
by national authorities) or to the less-than-smooth working of the
foreign-exchange markets. The ability of ERSA to respond quickly to
market fluctuations would relieve the national central banks of the need
for an immediate response, thus strengthening the system.

2. It would be a thermometer. The evolution of ERSA’s portfolio
would reflect trends in imbalances between supplies of national curren-
cies and the demands for them. If there were no such imbalances on
average, the composition of ERSA’s portfolio would tend to be stable.

Pronounced and persistent imbalances in the portfolio would, there-
fore, constitute a warning that national monetary policies were not
consistent with the maintenance of fixed exchange rates. These portfolio
imbalances would be brought to the attention of the BCBG, which
would propose and facilitate the choice of strategies to eliminate
inconsistencies among national monetary policies.

Operations in the intra-European foreign-exchange market would
necessarily leave the value of ERSA’s portfolio unchanged; in the
absence of changes in intra-European exchange rates, the value of its
purchases would always equal the value of its sales. If its operations
could not change its total holdings of European currencies, however,
then ERSA could not affect the total value of European currencies held
by the public; it could only affect the composition.

The size of possible profits and losses from intra-European currency
management would be limited by the bilateral bands limiting currency
fluctuations relative to the bid-ask spreads. By contrast, the size of
profits and losses on dollar operations would be determined by the size
of the dollar positions ERSA was allowed to take and the horizon over
which it was given independence. These parameters could be fine-tuned
by the member countries. In general, the more stable the intra-Europe-
an exchange rates, the more profitable would be ERSA.

The last problem to be addressed pertains to the optimal size of
ERSA—the total value of its currency portfolio. Because the objective
of ERSA would be to carry out operations in the foreign-exchange
market independently and efficiently, thus lending credibility to the
exchange-rate targets, it would be necessary to ensure that it had
sufficient resources without borrowing any of the currencies of the
member countries. It should never run out of any currency in its
portfolio. To measure sufficiency, it would be necessary to estimate the
likely fluctuations in money demand relative to supply, a procedure
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complicated by two sets of problems. First, expectations about the
credibility of the fixed exchange rates would be a crucial determinant of
the demand for individual moneys; the more credible the parities, the
less likely the occurrence of large relative switches in money demand.
Second, fluctuations in money demand would depend on the degree of
substitutability among European currencies, as well as the effects of
financial innovations that are currently underway and will accelerate in
the next few years. It is nevertheless possible to compute a range of
estimates for the optimum size of ERSA under a wide array of assump-
tions about the behavior of money demands and of national money
supplies. Preliminary experiments suggest that a portfolio comprising
about 10 percent of the total money supply of each member country
would enable ERSA to operate without borrowing resources, even in
the presence of large short-run fluctuations in relative money supplies.
This would undoubtedly lend credibility to the system, provided of
course that member countries were to achieve long-run consistency in
their national monetary policies.

Because estimates of the evolution of money demands are subject to
error, it would be desirable to supplement the actual resources of ERSA
with a provision allowing it to draw on participating central banks in
case of sudden and unavoidable need. This provision would be invoked
only as a last resort, but its existence would reflect the strength of the
commitment to the fixed-rates system; it would not entail any transfer
of national currencies or foreign-exchange reserves.

More on the Board of Central Bank Governors

Under the proposed plan, the BCBG would have three tasks: (1) It
would review the operations of ERSA, the composition of its portfolio,
and its operations vis-à-vis third currencies. (2) It would determine
whether the current and recent policy stances of member countries
were consistent with the fixed parities, and if not, to single out the
divergent policies (easily accomplished by an analysis of ERSA’s portfo-
lio). (3) It would prepare for each member country alternative mone-
tary-policy targets consistent with fixed exchange rates and would
facilitate and encourage the choice among these targets by the member
central banks.

It should be emphasized that the BCBG would not determine
national monetary policies or make collective decisions; it would be
limited to identifying viable alternatives and facilitating international
monetary cooperation. For this reason, it should be granted maximum
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independence from outside bodies like national governments. Its
independence, as well as the political weight it would carry as the
collective voice of the national central bank governors overseeing ERSA
and the management of fixed exchange rates, should help the individual
central banks to implement national monetary targets consistent with
exchange-rate stability, even though those targets might conflict with
the desires or objectives of domestic constituencies. By their very
nature, then, the operations of the BCBG would be more conducive to
sound anti-inflationary policies than are the current informal bargaining
processes among EMS members, in which there is always the possibility
of devaluation and thus the validation of inflation-rate differentials.

5 The Currency Reform

The ultimate objective of European monetary integration is the curren-
cy reform, which would occur after successful refinement of the rules
governing ERSA and the BCBG or by the exercise of the option to
accelerate if the transition proved to be too vulnerable to financial
instability.

A currency reform is preferable to fixed exchange rates for two
reasons. (1) The odd exchange rates linking European currencies
significantly complicate transactions and in themselves make national
moneys different from each other and monetary integration incomplete.
(2) A one-to-one exchange rate would be a clear message that the
monetary union is permanent. To convince the public that there is no
remaining difference among national currencies, the symbol of the
European Currency Unit (ECU) should be added to the currency notes
of each member nation (for example, the new deutsche mark note
would carry both the DM and ECU logos). Introducing the ECU as the
European currency in this manner would forestall the monetary instabil-
ities associated with its introduction as a parallel currency.

The currency reform would involve a simple redefinition of units,
and, without an attendant realignment of exchange rates, would not
affect the real values of existing assets and liabilities. To see how the
currency reform could be carried out in practice, consider the ECU
rates prevailing on January 31, 1990 for the eleven European currencies
(see table 1).

The reform would involve a joint declaration by the twelve govern-
ments that a new Belgian franc would be worth 42.67 old francs, a new
deutsche mark worth 2.04 old marks, and so forth (alternatively, the
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TABLE 1

EXCHANGE RATES RELATIVE TO THE ECU
ON JANUARY 31, 1990

(rounded to the hundredth point)

Currency Rate

Belgian/Luxembourg franc
Danish krone
German mark
Dutch florin
French franc
Greek drachma
Irish pound
Italian lira
Portuguese escudo
Spanish peseta
U.K. pound

42.67
7.89
2.04
2.30
6.93

190.90
0.77

1515.00
179.10
131.80

0.72

ECU central rates could be used). Each new national currency would
be equal to one ECU, and new banknotes would be printed by the
national central banks.

Immediately after the declaration, contracts could be cleared in either
ECUs or the old currencies. The value of the stock of new banknotes
would be equal to the value of the stock of old banknotes being retired.
This arrangement would eliminate all losses or gains that holders of old
banknotes and coins might experience as a result of the redefinition of
units.

Undoubtedly, this reform would produce a dramatic one-time in-
crease in the use of pocket calculators and a considerable but short-
lived nuisance, for it would require the recalculation of all prices and all
outstanding assets and liabilities. Those costs, however, should be
compared with the present discounted value of all gains to be obtained
from moving to a permanent regime whereby all European currencies
would have the same values and all transactions across Europe would be
enormously facilitated—in particular, the management and control of
Europe-wide businesses.

Immediately after the currency reform, the ESCB would be perma-
nently empowered to determine the common European monetary
policy. ERSA would be relieved of its initial tasks with the disappear-
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ance of the national currencies and would transform itself into the
operating agency of the monetary system, carrying out both foreign-
exchange and domestic open-market operations.

6 Relating This Proposal to the Delors Report

The plan offered in this essay provides the details left out of the Delors
Report: an exact description of the structure and operations of the
ESCB during stage two and a description of the currency reform that
would achieve full monetary union. The plan also suggests two slight,
but crucial, modifications of the original framework proposed by the
Delors Report: (1) the announcement that existing bilateral parities are
not to be changed during the transition to monetary union, and (2) the
commitment to accelerate progress toward union whenever speculative
pressures in the money markets would make it difficult to preserve
existing parities.

The approach taken in developing this plan was to design institutions
that could cope effectively with the most important economic problems
of the transition, the instability of financial and foreign-exchange
markets, the likelihood of wide fluctuations in demands for national
currencies, and the adjustment of expectations of price setters regarding
inflation and exchange-rate changes.

The necessity of strengthening EMS institutions after the liberaliza-
tion of capital flows was recognized by the Delors Committee’s French
delegation, which proposed that a European Reserve Fund (ERF),
similar in many ways to ERSA, be created during stage one (see, in
particular, de Larosière, 1989). The Report explicitly advocates the
pooling of foreign-exchange reserves during stage two (par. 57).

A detailed comparison of ERSA and the proposed ERF can be made
by comparing part two of Section 4 above with de Larosière’s paper. It
is important to stress that, unlike the ERF, ERSA would have compe-
tence only in the foreign-exchange sphere. It would not foreshadow the
final European central bank, but would become one of its departments;
it would not exercise surveillance over monetary trends (the task of the
BCBG); and it would not supplement the actions of individual central
banks, but would, instead, carry out foreign-exchange operations for all
the participating central banks.
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7 Concluding Remarks

The EMS has helped to fight inflation in Europe and has improved
cooperation among central banks, but it is not the right institution to
effect the transition to monetary union. What is needed is a structure
that will encourage more cooperation among central banks and impart
greater credibility to the commitment to fixed exchange rates.

Because acceptance of the first stage of the Delors plan amounts to
acceptance of the ultimate aim of monetary union (par. 39), this essay
assumes that a single currency is the ultimate objective for Europe. It
is essential that the transition toward one currency be sustained by
institutions that are credible to the markets, allow some flexibility, and
ensure that sound policies will be carried out. The institutions proposed
here were designed to meet these three objectives.

8 Postscript: The Evolving Debate on Monetary Union in
Europe

While the first draft of this essay was being completed, a large number
of papers appeared on the transition to monetary union. The blossoming
of work on the subject is justified by two deadlines: (1) the December
1990 date set for the intergovernmental conference that will modify the
Treaty of Rome to set up the institutions that will manage the transition
and the monetary union, and (2) the resolution adopted by the Europe-
an Council in May 1990 to have the work of the conference completed
and the new Treaty articles ratified by national governments before
January 1993. No doubt more papers will appear in the months to
come.

Rather than adapt my essay to the evolution of the debate and take
account of these more recent papers, it seemed more appropriate to
leave it untouched, to highlight the ways in which the debate is evolv-
ing, and to show how my proposal fits into the discussion. That is the
purpose of this postscript.

My essay makes two main points: (1) The plan for gradual monetary
union is not likely to deliver the convergence of expectations implicitly
envisioned by its drafters; monetary convergence will not occur without
a substantial effort to increase the credibility of the plan (that is why an
accelerated move toward monetary union might be more successful). (2)
A single currency is the necessary endpoint of union, and a single
currency is best achieved by a monetary reform.
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A number of authors have pointed out weaknesses in the gradual plan
proposed by the Delors Committee. The best examples are Dornbusch
(1990), Cukierman (1990), and Bofinger (1990). Dornbusch points to
the problem of lingering inflation differentials (his paper helped inspire
the discussion in this essay); in contrast to my proposal, however, he
advocates the immediate locking of parities among a core group of EMS
countries, most prominently France and Germany, and the complete
elimination of the bands for fluctuations. In the absence of changes in
the rules for the conduct of national monetary policies, this reform
could become simply a monetary union with Germany. Cukierman
provides a critique of stage two, based on the observation that the
system is too vulnerable to exchange-rate realignments. Bofinger argues
that stage two should be eliminated, because it would be dangerous to
have the ESCB operating together with national monetary authorities.

This essay has not discussed the interaction between fiscal and
monetary policies. The omission is justified by my belief that fiscal-
policy imbalances are a lesser threat to monetary convergence than are
nonconverging expectations, which are reflected in diverging wage-price
dynamics and differences in ex post real interest rates. Yet, the wide
spectrum of budget deficits, and of debt-to-GDP ratios as well, preoccu-
pies many. Even the Delors Report (par. 33) calls for controls on
national budget deficits, and the point is also taken up in the recent
document of the Monetary Committee of the European Community
(1990). The controversy over the need for budgetary restraint in a
European Monetary Union is reviewed incisively by Buiter and Kletzer
(1990), who also offer the most compelling arguments against formal
budgetary rules.

There have been few specific proposals for the functioning of the
ESCB during the early stages of the transition, except, perhaps, that of
Meade (1990), who advocates the creation of a supernational central
bank to coordinate national monetary policies. Thygesen (1989) explores
a different role for the ESCB with reference to policy instruments and
to intermediate and final targets. The European Commission (1990) has
circulated a document detailing a structure for the ESCB, which it calls
the “EuroFed,” and advocating some margin for differentiation in the
implementation of the common monetary-policy directives, a position
justified by the different structures and practices in national money
markets.

The Delors Report calls for a single currency but does not give a high
priority to its establishment. Many observers have noted this and have
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argued that a single currency is the crucial building block of a European
Monetary Union. Advocates of the single currency include the Europe-
an Commission (1990), which cites a comprehensive study by Ernst &
Young (1990), as well as Thygesen and Gros (1989).

Of special interest is the debate on how to reach a single currency.
The U.K. Treasury (HM Treasury, 1989) suggested that the best way is
to let the markets choose it if they want to. The Treasury proposal is
extremely close to Hayek’s competing-currencies manifesto (Hayek,
1976), which claimed that the removal of all obstacles to the free
diversification of currency portfolios, including legal tender rules, would
allow Europe to choose the currency with the best store-of-value and
transactions services. Hayek assumed that exchange rates among the
competing currencies would continue to float, but the British proposal
does not advocate this. A more recent Treasury paper (HM Treasury,
1990) pursues the same line, suggesting the establishment of a bank
that would be in charge of issuing ECUs to circulate as a parallel
currency. The competing-currencies proposal and the introduction of a
parallel currency have been criticized by many (see, for example, Carli,
1989). Yet, a number of economists continue to favor either the com-
peting-currencies approach (see Vaubel, who also gives a useful survey
of alternative strategies for the EMU) or the general stance of the U.K.
government (see Eltis, 1990).

As the December deadlines draw near, more papers on stages two
and three will most surely be forthcoming.

References

Bertola, Giuseppe, “Factor Mobility, Uncertainty and Exchange Rate Regimes,”
in Marcello de Cecco and Alberto Giovannini, eds., A European Central
Bank? Perspectives on Monetary Unification After Ten Years of EMS,
Cambridge, Cambridge University Press, 1989, pp. 95-119.

Bofinger, Peter, “Problems of European Monetary Policy Coordination in the
Transition Phase,” Landeszentralbank in Baden-Wuerttemberg, Stuttgart,
May 1990.

Buiter, Willem H., and Kenneth M. Kletzer, “Reflections on the Fiscal
Implications of a Common Currency,” in Alberto Giovannini and Colin
Mayer, eds., European Financial Integration, Cambridge, Cambridge
University Press, forthcoming (1990).

21



Carli, Guido, “The Evolution towards Economic and Monetary Union: A
Response to the HM Treasury Paper,” Rome, Ministry of the Treasury,
December 1989.

Committee for the Study of Economic and Monetary Union, Report on
Economic and Monetary Union in the European Community, Luxembourg,
Office for Official Publications of the European Communities, 1989.

Cukierman, Alex, “Fixed Parities versus a Commonly Managed Currency and
the Case Against ‘Stage Two,’ ” Tel Aviv University, June 1990, processed.

De Cecco, Marcello, and Alberto Giovannini, eds., A European Central Bank?
Perspectives on Monetary Unification after Ten Years of the EMS, Cam-
bridge, New York, Cambridge University Press, 1989.

Dornbusch, Rudiger, “Problems of European Monetary Integration,” in Alberto
Giovannini and Colin Mayer, eds., European Financial Integration, Cam-
bridge, Cambridge University Press, forthcoming (1990).

Eichengreen, Barry J., “One Money For Europe? Lessons from the U.S.
Currency Union,” Economic Policy, 10 (April 1990), pp. 117-187.

Eltis, Walter A., “Some Difficulties in Proceeding Towards Monetary Union,”
National Economic Development Office, April 1990, processed.

Ernst & Young, A Strategy for the ECU, London, Ernst & Young and National
Institute of Economic and Social Research, 1990.

European Commission, “Economic and Monetary Union: The Economic
Rationale and Design of the System,” Brussels, March 1990.

Giavazzi, Francesco, and Alberto Giovannini, Limiting Exchange-Rate Flexibili-
ty: The European Monetary System, Cambridge, Mass., MIT Press, 1989.

Giavazzi, Francesco, and Luigi Spaventa, “The ‘New’ EMS,” Working Paper
No. 369, London, Centre for Economic Policy Research, January 1990.

Giovannini, Alberto, “National Tax Systems vs. the European Capital Market,”
Economic Policy, 9 (October 1989), pp. 345-386.

Hayek, Friedrich A., Denationalization of Money, London, The Institute of
Economic Affairs, 1976.

HM Treasury, “An Evolutionary Approach to Economic and Monetary Union,”
London, November 1989.

HM Treasury, “Economic and Monetary Union: Beyond Stage 1,” Chancellor’s
Speech to the German Industry Forum, London, June 20, 1990.

Kenen, Peter B., “The Theory of Optimal Currency Areas: An Eclectic View,”
in Robert A. Mundell and Alexander K. Swoboda, eds., Monetary Problems
of the International Economy, Chicago, University of Chicago Press, 1969,
pp. 41-60.

Meade, James E., A Blueprint for a European Central Bank, Social & Liberal
Democrats Open Forum Series No. 7, 1990.

Monetary Committee of the European Community, “Economic and Monetary
Union Beyond Stage I, Orientations for the Preparation of the Intergovern-
mental Conference,” Brussels, March 26, 1990.

22



Rolnick, Arthur J., and Warren E. Weber, A Case for Fixing Exchange Rates,
Federal Reserve Bank of Minneapolis Annual Report, 1989.

Thygesen, Niels, “Institutional Developments in the Evolution From EMS
Towards EMU,” Institute of Economics, University of Copenhagen, August
1989.

Thygesen, Niels, and Daniel Gros, “Concrete Steps Towards Monetary Union,”
Centre for European Policy Studies, Brussels, 1989.

Vaubel, Roland, “Alternative Routes to European Monetary Integration,”
University of Konstanz, processed.

23





PUBLICATIONS OF THE
INTERNATIONAL FINANCE SECTION

Notice to Contributors

The International Finance Section publishes papers in four series: ESSAYS IN INTER-
NATIONAL FINANCE, PRINCETON STUDIES IN INTERNATIONAL FINANCE, SPECIAL
PAPERS IN INTERNATIONAL ECONOMICS, AND REPRINTS IN INTERNATIONAL
FINANCE. ESSAYS, STUDIES, AND SPECIAL PAPERS contain new work not published
elsewhere. REPRINTS reproduce journal articles previously published by Princeton
faculty members associated with the Section. The Section welcomes the submission
of manuscripts for publication under the following guidelines:

ESSAYS are meant to disseminate new views about international financial matters
and should be accessible to well-informed nonspecialists as well as to professional
economists. Technical terms, tables, and charts should be used sparingly; mathemat-
ics should be avoided.

STUDIES are devoted to new research on international finance, with preference
given to empirical work. They should be comparable in originality and technical
proficiency to papers published in leading economic journals. They should be of
medium length, longer than a journal article but shorter than a book.

SPECIAL PAPERS are surveys of research on particular topics and should be
suitable for use in undergraduate courses. They may be concerned with international
trade as well as international finance. They should also be of medium length.

Manuscripts should be submitted in triplicate, typed single sided and double
spaced throughout on 8½ by 11 white bond paper. Publication can be expedited if
manuscripts are computer keyboarded in WordPerfect 5.1 or a compatible program.
Additional instructions and a style guide are available from the Section.

How to Obtain Publications

The Section’s publications are distributed free of charge to college, university,
and public libraries and to nongovernmental, nonprofit research institutions. Eligible
institutions may ask to be placed on the Section’s permanent mailing list.

Individuals and institutions not qualifying for free distribution may receive all
publications for the calendar year for a subscription fee of $30.00. Late subscribers
will receive all back issues for the year during which they subscribe. Subscribers
should notify the Section promptly of any change in address, giving the old address
as well as the new.

Publications may be ordered individually, with payment made in advance. ESSAYS
and REPRINTS cost $6.50 each; STUDIES and SPECIAL PAPERS cost $9.00. An
additional $1.25 should be sent for postage and handling within the United States,
Canada, and Mexico; $1.50 should be added for surface delivery outside the region.

All payments must be made in U.S. dollars. Subscription fees and charges for
single issues will be waived for organizations and individuals in countries where
foreign-exchange regulations prohibit dollar payments.

Please address all correspondence, submissions, and orders to:

International Finance Section
Department of Economics, Fisher Hall
Princeton University
Princeton, New Jersey 08544-1021

25



List of Recent Publications

A complete list of publications may be obtained from the International Finance
Section.

ESSAYS IN INTERNATIONAL FINANCE

152. G. K. Helleiner, The IMF and Africa in the 1980s. (July 1983)
153. Rachel McCulloch, Unexpected Real Consequences of Floating Exchange

Rates. (August 1983)
154. Robert M. Dunn, Jr., The Many Disappointments of Flexible Exchange

Rates. (December 1983)
155. Stephen Marris, Managing the World Economy: Will We Ever Learn?

(October 1984)
156. Sebastian Edwards, The Order of Liberalization of the External Sector in

Developing Countries. (December 1984)
157. Wilfred J. Ethier and Richard C. Marston, eds., with Kindleberger,

Guttentag and Herring, Wallich, Henderson, and Hinshaw, International
Financial Markets and Capital Movements: A Symposium in Honor of
Arthur I. Bloomfield. (September 1985)

158. Charles E. Dumas, The Effects of Government Deficits: A Comparative
Analysis of Crowding Out. (October 1985)

159. Jeffrey A. Frankel, Six Possible Meanings of "Overvaluation": The 1981-85
Dollar. (December 1985)

160. Stanley W. Black, Learning from Adversity: Policy Responses to Two Oil
Shocks. (December 1985)

161. Alexis Rieffel, The Role of the Paris Club in Managing Debt Problems.
(December 1985)

162. Stephen E. Haynes, Michael M. Hutchison, and Raymond F. Mikesell,
Japanese Financial Policies and the U.S. Trade Deficit. (April 1986)

163. Arminio Fraga, German Reparations and Brazilian Debt: A Comparative
Study. (July 1986)

164. Jack M. Guttentag and Richard J. Herring, Disaster Myopia in Interna-
tional Banking. (September 1986)

165. Rudiger Dornbusch, Inflation, Exchange Rates, and Stabilization. (Octo-
ber 1986)

166. John Spraos, IMF Conditionality: Ineffectual, Inefficient, Mistargeted.
(December 1986)

167. Rainer Stefano Masera, An Increasing Role for the ECU: A Character in
Search of a Script. (June 1987)

168. Paul Mosley, Conditionality as Bargaining Process: Structural-Adjustment
Lending, 1980-86. (October 1987)

26



*169. Paul Volcker, Ralph Bryant, Leonhard Gleske, Gottfried Haberler,
Alexandre Lamfalussy, Shijuro Ogata, Jesús Silva-Herzog, Ross Starr,
James Tobin, and Robert Triffin, International Monetary Cooperation:
Essays in Honor of Henry C. Wallich. (December 1987)

170. Shafiqul Islam, The Dollar and the Policy-Performance-Confidence Mix.
(July 1988)

171. James M. Boughton, The Monetary Approach to Exchange Rates: What
Now Remains? (October 1988)

172. Jack M. Guttentag and Richard M. Herring, Accounting for Losses On
Sovereign Debt: Implications for New Lending. (May 1989)

173. Benjamin J. Cohen, Developing-Country Debt: A Middle Way. (May 1989)
174. Jeffrey D. Sachs, New Approaches to the Latin American Debt Crisis.

(July 1989)
175. C. David Finch, The IMF: The Record and the Prospect. (September

1989)
176. Graham Bird, Loan-loss Provisions and Third-World Debt. (November

1989)
177. Ronald Findlay, The "Triangular Trade" and the Atlantic Economy of the

Eighteenth Century: A Simple General-Equilibrium Model. (March 1990)
178. Alberto Giovannini, The Transition to European Monetary Union. (No-

vember 1990)

PRINCETON STUDIES IN INTERNATIONAL FINANCE

52. Irving B. Kravis and Robert E. Lipsey, Toward an Explanation of Nation-
al Price Levels. (November 1983)

53. Avraham Ben-Basset, Reserve-Currency Diversification and the Substitu-
tion Account. (March 1984)

*54. Jeffrey Sachs, Theoretical Issues in International Borrowing. (July 1984)
55. Marsha R. Shelburn, Rules for Regulating Intervention under a Managed

Float. (December 1984)
56. Paul De Grauwe, Marc Janssens and Hilde Leliaert, Real-Exchange-Rate

Variability from 1920 to 1926 and 1973 to 1982. (September 1985)
57. Stephen S. Golub, The Current-Account Balance and the Dollar: 1977-78

and 1983-84. (October 1986)

* Out of print. Available on demand in xerographic paperback or library-bound copies from
University Microfilms International, Box 1467, Ann Arbor, Michigan 48106, United States, and
30-32 Mortimer St., London, W1N 7RA, England. Paperback reprints are usually $20. Micro-
film of all Essays by year is also available from University Microfilms. Photocopied sheets of
out-of-print titles are available on demand from the Section at $9 per Essay and $11 per Study
or Special Paper, plus $1.25 for postage and handling.

27



58. John T. Cuddington, Capital Flight: Estimates, Issues, and Explanations.
(December 1986)

59. Vincent P. Crawford, International Lending, Long-Term Credit Relation-
ships, and Dynamic Contract Theory. (March 1987)

60. Thorvaldur Gylfason, Credit Policy and Economic Activity in Developing
Countries with IMF Stabilization Programs. (August 1987)

61. Stephen A. Schuker, American "Reparations" to Germany, 1919-33:
Implications for the Third-World Debt Crisis. (July 1988)

62. Steven B. Kamin, Devaluation, External Balance, and Macroeconomic
Performance: A Look at the Numbers. (August 1988)

63. Jacob A. Frenkel and Assaf Razin, Spending, Taxes, and Deficits: Interna-
tional-Intertemporal Approach. (December 1988)

64. Jeffrey A. Frankel, Obstacles to International Macroeconomic Policy
Coordination. (December 1988)

65. Peter Hooper and Catherine L. Mann, The Emergence and Persistence of
the U.S. External Imbalance, 1980-87. (October 1989)

66. Helmut Reisen, Public Debt, External Competitiveness, and Fiscal
Discipline in Developing Countries. (November 1989)

67. Victor Argy, Warwick McKibbin, and Eric Siegloff, Exchange-Rate
Regimes for a Small Economy in a Multi-Country World. (December
1989)

68. Mark Gersovitz and Christina H. Paxson, The Economies of Africa and the
Prices of Their Exports. (October 1990)

69. Felipe Larraín and Andrés Velasco, Can Swaps Solve the Debt Crisis?
Lessons from the Chilean Experience. (November 1990)

SPECIAL PAPERS IN INTERNATIONAL ECONOMICS

15. Gene M. Grossman and J. David Richardson, Strategic Trade Policy: A
Survey of Issues and Early Analysis. (April 1985)

16. Elhanan Helpman, Monopolistic Competition in Trade Theory. (June
1990)

REPRINTS IN INTERNATIONAL FINANCE

24. Peter B. Kenen, Forward Rates, Interest Rates, and Expectations under
Alternative Exchange Rate Regimes; reprinted from Economic Record 61,
1985. (June 1986)

25. Jorge Braga de Macedo, Trade and Financial Interdependence under
Flexible Exchange Rates: The Pacific Area; reprinted from Pacific Growth
and Financial Interdependence, 1986. (June 1986)

28



26. Peter B. Kenen, The Use of IMF Credit; reprinted from Pulling Together:
The International Monetary Fund in a Multipolar World, 1989. (Decem-
ber 1989)

29



The work of the International Finance Section is supported
in part by the income of the Walker Foundation, established
in memory of James Theodore Walker, Class of 1927. The
offices of the Section, in Fisher Hall, were provided by a
generous gift from Merrill Lynch & Company.



ISBN 0-88165-085-4


