The future of monetary arrangements in Europe

The Governor discusses'" a number of possible approaches to economic and monetary union in Europe in
the light of the economic factors that will determine its feasibility and desirability. He concludes that an
activist strategy that sought to force the pace on monetary union ahead of progress on economic integration
would be liable to create unacceptable regional strains, and argues the advantages of an evolutionary

approach.

The Governor goes on to examine the question of UK membership of the Exchange Rate Mechanism,
noting the potential benefits but stressing that membership would not be without strain, nor obviate the
need for disciplined policy actions. On the timing of entry, he again warns of the risks of seeking to force the
pace by early entry while such significant differences in demand conditions and inflation performance
between the United Kingdom and its Community partners persist.

It is a great privilege to have been asked to give the second
of the Institute of Economic Affairs’ annual lectures. The
inaugural lecture given last year by the Chancellor set a
demanding standard and established the IEA lecture as a
major event in the calendar. I think this makes it
incumbent on me to address a topical and important
issue. Bearing in mind the IEA’s record of confronting
controversial and complex subjects, I have chosen an
issue that is also emotive: the future of monetary
arrangements in Europe. And if anyone doubts that this is
emotive, may I remind you that members of the
Commons Treasury Committee have already accused me
of High Treason on account of my participation in the
Delors Committee work.

Economic and Monetary Union does unquestionably
raise some very important issues relating to economic and
political sovereignty, such as the degree of control
member states would continue to have over economic,
and especially monetary, policy and also whether we
would have to give up sterling as part of a European move
to a single currency. It is therefore essential that there
should be a full and rigorous public debate and that a
detached view should be taken of the various issues and
arguments that have been raised. I hope that I can do that
tonight.

EMU: the Delors Committee report

Perhaps I should start by recalling that the objective of
Economic and Monetary Union (or so-called E-M-U) is
not new. While the Treaty of Rome speaks only of ‘... an
ever closer union’, the progressive realisation of EMU was
first agreed by the Hague Conference in 1969 and was
confirmed by all the Member States of an enlarged
Community in Paris in 1972. The objective was further
reaffirmed by the Single European Act of 1985 and last
year, recalling this long-standing commitment, the

Hanover European Council set up the Delors Committee
to analyse the concrete stages needed to reach Economic
and Monetary Union.

But while the commitment is longstanding, what would be
involved is not generally understood. Indeed, one of the
problems that has loomed largest over the past few
months has been with definitions. I should therefore make
clear my own definitions. I shall take full ‘Monetary
Union’ to mean a single currency area that requires an
area-wide monetary policy, and ‘economic union’ to be an
unrestricted common market with some co-ordination of
policies between its regions. EMU therefore covers both.

The Delors Committee envisaged a three-stage approach
to achieving EMU. In Stage 1, greater convergence of
economic performance would be brought about by
strengthening policy co-ordination and completion of the
internal market through the 1992 project. It has already
been agreed that, as part of that process, the remaining
controls on capital flows will be abolished, in most cases
by 1990, creating a single financial area in which capital,
as well as goods and labour, will be able to move freely.
Before the end of Stage | —for which incidentally the
Committee did not set a timescale—all Community
currencies would under the Delors proposals participate
on the same terms in the Exchange Rate Mechanism of
the European Monetary System.

In Stage 2, the transition would begin from the
co-ordination of independent national monetary policies
to the formulation and implementation of a common
monetary policy. Exchange rate realignments within the
ERM framework would not be ruled out, but there would
be a growing preference for other adjustment
mechanisms. As part of this process, there would be
increasing co-ordination of official foreign exchange
operations involving non-member currencies, leading
eventually to a common Community approach.

(1) Inthe annual lecture of the Institute of Economic Affairs. on 26 July.
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In Stage 3, exchange rates would be locked irrevocably
and ultimately a single European currency could replace
national currencies. This would require the transition to a
single monetary policy to be completed.

The Delors Committee also envisaged that, in its later
stages, this process would be accompanied by institutional
changes. In Stage 1, the existing framework for economic
and monetary policy co-ordination would be strengthened
and, in particular, there would be enhanced policy
surveillance by the Council of Economic and Finance
Ministers and by the Committee of Central Bank
Governors. In Stage 2, a new institution, which the Delors
Group called the ‘European System of Central Banks’,
would be set up that would progressively assume the
responsibility for monetary policy scheduled for Stage 3.
And in Stage 3 itself, when the ESCB became responsible
for a Community-wide monetary policy, the Community
institutions would assume an increased role in the process
of international policy co-operation with non-Community
countries.

This, then, was the Delors Committee’s outline for
concrete stages leading to full EMU. I should stress that
the Committee did not address whether EMU was
desirable or recommend a timetable for achieving it.
Indeed, it would have been quite wrong to ask a group of
technicians an essentially political question. The decisions
falling to politicians must, however, depend heavily on an
assessment of the technical economic factors which will
determine both the feasibility and desirability of a
transition to EMU. I want to consider those economic
factors in some detail.

Optimum currency areas

In doing so, it is important to be clear about the
circumstances in which Stage 3 of the Delors outline could
be obtained. I will therefore begin with a rather abstract
but nevertheless fundamental question: under what
conditions would full Monetary Union with a common
currency be desirable or, put another way, in what
circumstances would the benefits of a single currency
exceed the costs?

The benefits are fairly easy to identify. Where prices
within an area are quoted in a common currency,
uncertainties arising from unpredictable exchange rate
fluctuations within the area are removed. In consequence,
business decisions are not complicated by a need to take
account of possible exchange rate changes within the
currency area, which would help to improve confidence,
particularly in relation 1o investment decisions with long
time horizons. Furthermore, there would no longer be any
transactions costs associated with exchanging one
currency for another or with trying to hedge against
changes in rates.

These benefits stem from reducing the costs of exchanging
goods and services. Larger gains will therefore be
available, the greater the extent of trade and investment

between the regions of a currency area. The cost
reductions are, moreover, themselves likely to encourage
trade and lead to a more efficient allocation of resources
within the area.

The potential drawbacks of Monetary Union are rather
more complex and difficult to assess. The main costs arise
from the loss of autonomy over domestic monetary policy
and, in particular, the loss of nominal exchange rate
variations as a means of promoting economic adjustment.
The ability to realign is most valuable where the local
currency prices of capital and labour within a region are
inflexible and where labour is relatively immobile. In
those circumstances, exchange rates can have an
important effect on a region’s competitiveness, at least in
the short run, and can thus help to cushion the region
against shocks which affect it more adversely than its
trading partners. If, on the other hand, a region trades
extensively with its neighbours, its wages are likely to
respond to a rise in import prices following a fall in the
exchange rate, while shocks with distinctive effects are less
likely if its economy is structurally similar to its partners.

The question of how the benefits and costs of Monetary
Union compare as regards Europe therefore relates to the
degree of economic and cultural integration. Our everyday
perceptions are not necessarily reliable in this respect.
Indeed, attitudes towards integration within the
Community vary greatly, and it is surely legitimate that
there should be a range of opinions on the big issues
raised by EMU. But, for better or worse,as a technical
matter, Europe is gradually evolving in a direction in
which the benefits of a common currency are becoming
larger and the economic costs are diminishing. As regards
the volume of trade and the mobility of factors of
production, the Community has moved some
considerable way to meeting the conditions for an optimal
currency area. Since the late 1950s, intra-European trade
has grown rapidly—both in absolute terms and relative to
the total trade flows of the member states. For each of the
major Community economies—France, Germany, Italy
and the United Kingdom—uvisible trade with other
Community members accounts for around 50% of total
trade and is around 10% of national product.

The establishment of the single internal market through
the 1992 programme will further increase the pace of
economic integration in the Community by enhancing the
mobility of both labour and capital. But the Community
1s, and will plainly continue to be, less integrated than a
successful industrialised single currency area like the
United States, where the benefits of having a common
currency surely do outweigh the costs. For example, US
trade is more integrated and labour mobility, which
depends in part on cultural factors and not least a
common language, is much higher than in Europe.
Cultural differences—and therefore the institutional and
structural differences which reflect them—will continue to
limit economic integration in the Community, however
much they enrich the Community in a broader sense.
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If Economic and Monetary Union in Europe is desired,
other measures will therefore undoubtedly be needed. In
broad terms, one could envisage a range of approaches. At
one extreme there would be what one might call the
‘activist strategy’, which would involve moving rapidly
towards Monetary Union as a means of speeding up the
process of economic integration but which would raise
some important regional policy issues. At the other
extreme lies the minimalist position of making steps
towards Monetary Union totally dependent upon
increased integration. In between there are strategies
which in varying degrees would make movement towards
Monetary Union dependent upon increased economic
and cultural integration, but would also recognise that
active moves towards greater Monetary Union would
actually enhance economic integration.

Transition to EMU—alternative strategies

(a) An activist strategy

As I have indicated, the activist strategy would use steps
towards Monetary Union to force the pace of economic
integration. There would accordingly be a timetable for
narrowing the Exchange Rate Mechanism bands, locking
exchange rates and establishing a centralised institutional
framework. Deadlines for the ultimate introduction of a
single currency and monetary policy could also be set. At
an early stage, exchange rate movements would cease to
be a means of economic adjustment, which would instead
have to rely on changes in relative prices, productivity
and levels of economic activity.

The effects of this activist strategy cannot be known with
certainty. It might in principle accelerate economic
integration, for example if lower exchange rate volatility
led to increased trade flows. But it could also have the
effect of accentuating pressures towards regional
divergence—or, put another way, could mean that some
regions would be relatively disadvantaged by Monetary
Union. Long-standing structural problems could be
aggravated as there would be a risk that real wages would
tend to converge more rapidly than productivity levels
might justify. This risk would be greater if, as well as
requiring centralised macroeconomic policies, the activist
EMU blueprint was linked to policies emphasising
Community-wide standards of, for instance, incomes and
welfare benefits. In these conditions, Monetary Union
could have the perverse effect of increasing
unemployment problems in lower productivity regions.

Whatever the immediate response to such regional
problems—supporting the extra unemployed, subsidising
wages or providing cheap capital to create employment at
increased wage levels—large fiscal transfers would result,
which would tend to reduce the market incentives for
lasting adjustments and could create tensions within the
Community. More generally, a balance would have to be
struck in seeking to mitigate the effects of shocks on
regions without unduly delaying economic integration by
slowing the rate at which factor mobility increased.
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(b) Exchange rate adjustment as a response to regional
problems?

If rapidly implemented Monetary Union could aggravate
the difficulties of the Community’s less prosperous
regions, the question arises as to whether they should be
compensated for losing recourse to currency depreciation
as an adjustment mechanism.

In my view, however, currency devaluation is not a
remedy for relative poverty. It does not conjure resources
into existence and, as we in this country know all too well,
in the long run it is at best neutral in its real effects, while
at worst it can increase the costs of reducing inflationary
pressures.

Exchange rate adjustment can, on the other hand, play a
short-term role in national responses to transient or
unexpected shocks which may affect countries differently.
It is not, however, a necessary instrument even in these
circumstances. Indeed, it is important not to forget that
similar problems of regional disparities can arise within a
single country or currency area where exchange rate
adjustment 1s impossible. This is well illustrated in the
United States by the difficulties the oil-producing state of
Texas has experienced over the past few years. I am not
aware, however, of any suggestion that Texas should try to
solve its problems by breaking away from the dollar (and
creating a separate Texan currency). Nor has there been
much explicit federal aid for Texas. What does exist in the
United States—though to a lesser extent than in other
industrialised countries—is an automatic mechanism for
stabilising income, through progressive federal taxation
and social security arrangements. Such mechanisms can
temper the effects of unexpected shocks on the people
living in particular regions and reduce the pain of the
adjustments that would be necessary if such shocks
proved to be persistent.

An adherent of the activist strategy might therefore

argue not only that EMU required some form of
Community-wide progressive tax and welfare scheme, but
also that it should be introduced sooner rather than later
in order to reduce the risks of aggravating regional
problems. As I have already indicated, however, it would
be vital that any such scheme did not embody a uniform
level of social benefits across the Community, as that
would be likely to exacerbate unemployment in areas
where labour was less productive.

Moreover, I suspect the main issue is political. While the
existing member states are sufficiently politically and
culturally cohesive to employ redistributive welfare
programmes that go some way to alleviate regional
problems, it is not at all clear that the citizens and nations
of the Community are ready to see redistributive
mechanisms on the scale that would be necessary to
address Community regional problems. The level of the
fiscal transfers required might therefore become a source
of divisiveness within the Community.
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In summary, therefore, the activist approach would be
liable to create or exacerbate regional disparities that
could probably not be solved satisfactorily in economic
terms or acceptably in political terms.

(c) Evolutionary strategies

I have dealt at length with the first, activist strategy and
highlighted the regional policy issues that it would raise.
The evolutionary strategies that I identified earlier would
be very different in their effects, as movement towards a
currency union would not be allowed to get ahead of
developments in economic and cultural integration and
progress towards the optimum conditions for a single
currency area. Rather, constitutional and institutional
change would occur only when the growing links between
Community economies created a need for them.

An evolutionary strategy would not necessarily be passive,
however. It would include the steps described in Stage | of
the Delors report, and in particular the establishment of
the single European market, which will be tremendously
important in bringing about economic integration. But
monetary arrangements will also have an influence upon
the pace of integration.

An intermediate strategy would therefore be to aim for
parallel progress towards the twin objectives of economic
integration and Monetary Union. It is not easy to judge
what the rate of progress along the path to EMU would be
under this approach or to identify the institutional
arrangements which would be needed at particular points
on that path. In contrast with the activist strategy but in
common with the minimalist approach, the development
of Community-wide policy-making structures would
depend on economic and social conditions.

Fiscal policy and EMU

Under all of the strategies for moving to EMU, greater
co-ordination of economic policy between national
authorities would be desirable. But there is a very
important question as to how far and fast such
co-ordination should go and, more particularly, to what
extent it should cover co-ordination of fiscal policy. This
has perhaps so far been the most controversial issue raised
by the Delors report as it bears directly on matters of
political sovereignty, including the right of national
governments to tax and spend.

The Delors Committee argued that EMU would need to
be accompanied by limitations on national fiscal policy
and, specifically, on the size of budget deficits. The
Committee believed that, without any such limitation, the
governments of individual member countries might not
be subjected to effective discipline. Financial markets
would provide the most natural channel for applying this
discipline, but it must be recognised that they have a
patchy record in assessing sovereign risks, and might well
assume that member states would not, in the final
analysis, be allowed to default. In other words, there is a

possibility that they would act on the basis that there was
an implicit collective guarantee of individual member
states’ debts.

If market discipline on borrowing was inadequate,
individual nations would be able to borrow on a scale
liable to have a significant macroeconomic effect on the
Community as a whole. At worst, it could lead to
extremely disorderly situations and at the very least it
could affect the level of interest rates in the area as a
whole. Adjustment would therefore be required in the
Community’s aggregate monetary and fiscal policy. Just as
there is currently a need for co-ordination between
monetary and fiscal policy within individual countries,
there would need to be co-ordination of European-wide
monetary and aggregate fiscal policy in an Economic and
Monetary Union.

Against this, it can in principle be argued that the example
of the Gold Standard and the arrangements in the United
States for the fiscal policy of individual states show that,
in fact, no limitations on national fiscal policy would be
needed in a Monetary Union. There are some problems
with this argument, however. First, the Gold Standard
was, as its name implies, a commodity standard. As such,
the system did not need a single central bank to control its
supply and (provided there were no major discoveries
causing a rapid rise in the stock of gold) ruled out
persistent inflation, including that which might otherwise
have been generated by fiscal policies. In addition, so long
as the tie to gold held, governments did not have the
option of inflating away their debt. As a result, budget
deficits were not considered prudent, at least in peace
time, either by national governments or financial markets
and, in consequence, the issue of whether or not to set
limits on the size of deficits did not arise.

Second, the fiscal history of the American states is not so
clear cut. Some did run deficits in the mid-19th century.
Indeed, some states ran up large debts and defaulted,
suffering the capital market consequences. It was against
this background and the diminishing prestige of the states
following the Civil War that it was found expedient to
amend states’ constitutions, restricting their powers to
borrow either at all or in excess of capital spending
programmes. The US example does not therefore suggest
a painless route to federal fiscal soundness.

On balance, it therefore seems to me that there could well
be risks in ruling out some form of fiscal policy
co-ordination. I should immediately stress, however, that
very careful consideration needs to be given to the form of
co-ordination that would be appropriate in an Economic
and Monetary Union in the European Community.
Certainly I cannot see that constraints on member states’
fiscal positions would need to be particularly tight. Rather
their purpose might only be to prevent major deviations
from generally agreed fiscal policy. Most decisions,
including the tax structure and the scale and nature of
government expenditure, would remain the preserve of
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member states, and the impact on sovereignty need not
in practice therefore be material for member countries
choosing to adopt a prudent fiscal stance.

Conclusions on transition strategies to EMU

I have discussed a range of strategies for approaching
Economic and Monetary Union. My own conclusion is
that there are real and serious risks in forcing the pace
towards EMU by establishing an activist, centralised
policy-making structure ahead of progress on economic
integration. Moreover, I believe the alternative,
evolutionary strategies have advantages. It would be
harder to predict how fast we would progress and what
kind of union we would end up with, but in my view that
need not be a disadvantage.

And here I should make one thing absolutely clear: one
cannot say of the road to Economic and Monetary Union
described in the Delors report that taking the first step
requires one to be able to predict with confidence that you
will reach full EMU. As I indicated earlier, the Delors
Report set out a number of major steps which would
represent a significant move towards a more
fully-integrated Community. Each step should be taken
only when it is seen as having a balance of beneficial
consequences. In this sense, if further steps were to prove
impossible or undesirable, each stage would be a better
resting place than-the preceding one.

The all or nothing claims made about starting on the road
to Economic and Monetary Union are therefore
misleading. Nor does the Delors report make any such
claims. The decision to take the steps contained in Stage 1
of the Committee’s outline was, to quote the report, ‘a
decision to embark on the entire process’. There is no
implication that embarking on the process should require
one to plough on even if progress beyond some point
would plainly be unwise. The Madrid summit recognised
how undesirable such a rigid strategy would be.

Indeed, if the kind of Monetary Union set out in the
Delors Report were rejected, for example on the grounds
that it entailed an undesirable surrender of national
powers, then looser forms of Monetary Union might be
sought. For example, one alternative would involve the
removal of all barriers to trade and the free movement of
capital, services and labour—that is, the creation of the
internal market—and the establishment of fixed, but
ultimately still adjustable, exchange rates. This form of
union—which may be termed ‘soft union’—would in fact
be similar in many ways to what is envisaged for the end
of the Stage 2 of the Delors Report’s outline. It would not
be Monetary Union in a strong sense, but one could
describe it as a point on a spectrum—and it need not be
only a temporary stopping point.

A number of such alternatives are potentially available
and deserve consideration, and in this connection it is
noteworthy that the Madrid European Council identified
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the Delors Report as providing one possible blueprint for
EMU but not necessarily the only one. Work on Stages 2
and 3 therefore continues.

But we should not let different views about the
desirability of remoter objectives or the means of
achieving them divert attention from the present task of
completing the first steps toward greater integration. All
member countries are fully committed to the completion
of the internal market, where the goal is the free
movement of goods and services, labour and capital
between all member states. As [ have already said, this in
itself will do much to increase European economic
integration. Much more can be done on the co-ordination
of both fiscal and monetary policy and on the creation of a
Community-wide competition policy aimed at
strengthening market mechanisms. There is, I believe, no
disagreement between member states on the desirability
of progress on all these fronts, and certainly no reluctance
on the part of the British Government. Indeed, faster
progress can be made by concentrating on those initial
steps towards which all are genuinely committed rather
than by dragging those who are as yet unpersuaded into
areas where they are reluctant to go.

ERM—the issue of UK participation

For the United Kingdom, one of the most important
elements of the Madrid Summit agreement on Stage | was
that there will be full participation in the Exchange Rate
Mechanism of the European Monetary System on the
same terms for all members—that is to say, within the
narrow band.

Since ERM membership is not always adequately
distinguished from EMU, I think I should stress in this
connection that the issues raised by sterling membership
of the ERM are of a different order of magnitude from
those involved in Economic and Monetary Union,
whether soft or hard. In particular, ERM membership
would not require any significant institutional changes
because, as a member of the Community, we already
participate in the Committee of Central Bank Governors
and the European Monetary Co-operation Fund. Indeed,
in practice there would be no greater transfer of
sovereignty than occurred through our membership of the
IMF during periods of fixed exchange rates.

Furthermore, while entry into the Exchange Rate
Mechanism would have effects that lie largely within the
realm of experience, moves towards Economic and
Monetary Union would in the words of the Delors
Committee ‘represent a quantum jump’ towards a system
at whose final form we can only guess.

What, then, would we stand to gain from ERM
membership? There is a range of potential benefits. Our
participation should for example visibly confirm our
commitment to greater European economic integration
and, it is widely believed, would therefore enhance our
influence within the Community, both in the debate on
EMU and more generally. By the same token, there is a
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real risk that, if we were to remain outside the ERM and
were to abstain from the EMU debate, our influence
within the Community could diminish. It is partly in this
context that one hears concerns expressed about the
dangers of a two-speed Europe and potential damage to
London’s position as the pre-eminent European financial
centre. While these latter dangers can certainly be
exaggerated, it would be unwise to be complacent about
London’s future at a time when the competitive pressures
in the financial services industry globally are already so
intense.

But there are also potential economic benefits available
from the ERM. First, there is a good deal of evidence that
the system has, especially in recent years, brought its
members a significant reduction in intra-EC exchange rate
volatility, which would of course be valuable for UK
business. And furthermore this increased currency
stability has not, in their circumstances, been at the
expense of more volatile interest rates. I should add in this
connection, however, that ERM membership will not
lessen the impact of volatility against non-Community
currencies. Nor will it do anything to reduce that
volatility. There will continue to be a considerable volume
of trade with non-Community countries and also very
large capital flows between Community and
non-Community countries. As now, fluctuations in the
value of other currencies—particularly the US
dollar-—caused by events outside Europe will continue to
have major implications for policy-makers in the
Community.

A second possible economic benefit relates directly to the
control of inflation. It is clear that some ERM member
countries have dramatically improved their inflation
performance in recent years. While the same has been true
of the United Kingdom outside the ERM, one of the
potential benefits of our membership is that it could
provide an additional anchor for prices. The experience of
France and Italy is particularly relevant in this respect.
They have used the link to the deutschemark which the
Exchange Rate Mechanism has provided to help reduce
their inflation rates towards the German level. This has
not been costless and both countries have, in the short
run, lost some competitiveness which will have affected
trade and activity. But the benefit is equally undeniable.
Since the early 1980s the inflation gap with Germany has
been much reduced in Italy and virtually eliminated in
France. Certainly the authorities in these countries doubt
whether this could have been achieved, at least at a
comparable adjustment cost, without the discipline of
ERM membership.

In this connection, it is sometimes argued that the
commitment implied by ERM membership to maintain
the external value of one’s currency could strengthen the
credibility of the authorities’ counter-inflationary policy.
In its strongest form, this argument holds that inflationary
expectations could be sufficiently reduced so that the
parties to wage bargains would be induced to settle for

lower increases and inflation would fall quickly and
sharply, allowing monetary policy to be less tight.

This seems rather optimistic to me. Indeed it is important
to recognise that none of the potential economic
advantages that I have identified would accrue painlessly
or automatically, simply as a consequence of ERM
membership. They have to be worked for through
disciplined policy actions, whether inside or outside the
exchange rate framework. Membership would be no
panacea. If the exchange rate commitment were to be
credible, it would need to be absolutely and unequivocally
clear that policy would be continuously directed to the
counter-inflationary discipline needed to sustain it.

It is also important to recognise that joining the ERM
would not be riskless. UK participation could create
strains on the mechanism and it is relevant in this respect
that sterling is more heavily traded than any of the ERM
currencies apart from the deutschemark. The depth and
liquidity of the sterling money and asset markets generate
such a weight of mobile funds that a shift in confidence
would be likely to cause greater flows into or out of
sterling than is the case for the other non-deutschemark,
ERM currencies.

The UK economy also has some important structural
differences from other Community economies, the most
notable being the continued, albeit diminished,
importance of oil to our trade position. Capital markets in
the future may, as they have at times in the past, respond
to changes in the oil price by putting pressure on exchange
rates and it may not be easy to offset these by interest rate
changes which are consistent with domestic monetary
objectives. Moreover, the United Kingdom’s direct
investment outside the Community is larger than that

of our Community partners. Developments in third
currencies and markets will therefore tend to have
different effects on sterling than on other ERM currencies.

Of course every new entrant to the ERM since its
inception has been a potential source of strain, and in this
sense UK participation would not be unique. It remains
to be seen how serious the strains would be, and what
measures, if any, would be needed to overcome them. But
it is fair to say that the importance of our distinguishing
structural features has been declining and will most likely
continue to do so.

ERM—the timing of UK entry

This leaves the particularly vexed, if also well-worn,
question of the timing of our entry into the ERM. In
many respects, the arguments here parallel those relating
to the appropriate pace of progress on Monetary Union
itself. Just as there are risks in forcing the pace on
Monetary Union, so early entry into the ERM designed to
force the pace of financial convergence with our
Community partners—most importantly in
inflation—could carry risks. The question is whether
conjunctural convergence—that is a convergence in the
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cyclical, rather than structural, position of the
economy—should have gone further before our entry or
whether membership could itself be used as a means to
bring about faster convergence.

My own judgement is clear. It would be a mistaketo enter
the mechanism in circumstances where our
anti-inflationary policy might be compromised or
undermined. This could happen if we wished to keep
interest rates high for domestic reasons but, by for
example committing ourselves to too low a parity, we
were pushed towards lowering interest rates to keep
sterling within its band. It would therefore be unwise to
enter the mechanism with the UK economy significantly
out of balance with the other major member countries.

In those circumstances, there could be no assurance that
we would enter at an approximately appropriate rate, and
it has to be remembered that too low a rate would have
damagingimplications for inflation, just as too high a rate
could have severe effects on activity and investment. It
would be an inauspicious start if we had to seek a
realignment shortly after joining the system, and even
worse if in the longer run sterling’s presence in the system
became a recurrent source of pressure for realignment.
Spain’s experience of joining in not wholly dissimilar
circumstances will be illuminating.

One could attempt to avoid an early conflict between the
Government’s domestic economic aims and the domestic
monetary implications of commitment to the ERM by
entering with a sufficiently wide band. But the cost of such
flexibility would be to risk reducing—or even
undermining—the potential advantages of exchange rate
stability and discipline.

So the problem is not easily solved. Ultimately, we can
enter the mechanism only at the prevailing market rate
and we cannot know within a wide range whether that rate
would be capable of being sustained without significant
disturbance to domestic economic conditions.

At present there is a difference in the cyclical position of
the UK economy relative to the major member countries.
There are significant differences in the rates of inflation
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and both real and nominal interest rates are several
percentage points apart. Adjustment is in train, but there
is still some way to go. We could be more confident in
choosing the time, and therefore the rate, at which to enter
the ERM when there are greater signs of convergence in
demand conditions and inflation performance between
the United Kingdom and our major Community

partners.

As the adjustment in the United Kingdom takes its
course—and as the expected narrowing of the structural
differences between the United Kingdom and other
Community countries takes place—the risks involved in
our entry to ERM will decrease. Meanwhile, the transition
to a single internal market will also be nearer completion
and the remaining capital controls will be being
dismantled, taking us closer to the conditions necessary
for UK membership and making it more desirable.

Conclusions

The two issues I have addressed this evening—EMU and
ERM—relate to very different time horizons. The pace at
which Monetary Union in Europe is approached should
partly depend upon the pace of economic and cultural
evolution. This cannot be expected to happen
dramatically in a few years, and in my view the
establishment of a single currency area in Europe
therefore remains distant. But important steps towards
EMU will nevertheless be taken over the next few years.

For the United Kingdom, one of these steps—our entry
into the ERM—has a number of large potential
advantages, although it is important not to expect
miracles. In contrast to EMU’s requirement for progress
towards economic and structural integration, ERM entry
depends (more particularly) on conjunctural convergence
over a much shorter timespan than the period which
fundamental integration will require.

I believe that our efforts should now be focused on
attaining these initial steps and that European visionaries,
as well as pragmatists, can unite in this aim.
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