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Introduction

When I first read the question I was not sure that this was the one to work out, since I did not really know to much about the European Monetary System (EMS) its Exchange Rate Mechanism (ERM) or even about the effect of capital controls. But the deeper I got into literature the clearer all these expressions appeared to me.

In fact, I should already state at this point that capital controls are neither to be recognised as only being good nor only being bad. Their effect very much depends on a country's experience with fixed exchange rates and on the reason they are used for, e.g. speculative attacks or capital flows in general. But that should not be an excuse for countries which justified capital controls with greater independence of their domestic monetary policy.

Historical Aspects

The EMS was by no means the first system that linked several currencies together in order to decrease their floating one against the other. Two of its predecessors were the Bretton-Woods system and the "Snake". Bretton-Woods - in contrast to both of the other systems - was designed as a asymmetric system, i.e. at its centre was the US-Dollar with a certain parity to gold and all the other currencies were fixed to the Dollar. Finally, the system collapsed because the parity between the Dollar and gold could not be kept up. The "Snake" was a first attempt of tying up exchange rates of European currencies. The EC-6 in 1971 agreed on allowing their currencies to change against each other for not more than ( 2.25%. Again, this system failed since it could not cope with the pressure deriving from foreign exchange markets.

As a result of this, the EMS was designed.

The European Monetary System and its Exchange Rate Mechanism

Why do countries have an incentive to fix their currency exchange rates against each other? What is the overall advantage that can be expected to be gained? These questions are probably the key to the whole discussion presented here.

It seems to be quite apparent that such a "zone of monetary stability in Europe"
 had (and still has) the purpose to support the liberalisation of trade, which would result in a risk-reduction being inherent to every trade contract that is based on more than one currency. In fact, trade partners would not have to cover or hedge future payments or revenues, respectively. Subsequently, costs could be reduced which would cause trade volume and welfare to grow. Interestingly enough, a survey amongst UK multinational companies' chief treasurers revealed rather indifference in respect of hedging strategies than a clear positive or negative evaluation after the UK had joined the ERM
. Here, one characteristic of the system is revealed. Exchange rates had not been completely fix. They floated within certain bands.

The EMS in general, which had been introduced in 1979, has been different in some respect from the preceding exchange rate systems. Firstly, the participating currencies had been tied to the European Currency Unit (ECU) which was a basket currency consisting of weighed proportions of several European currencies. Thus, a central rate (parity) of every contained currency to the ECU existed and therefore, a parity grid could be calculated, giving central rates for all bilateral currency-relationships
. Secondly, the EMS had been designed as a symmetric rather than an asymmetric system. That means, in case a currency reached its upper or lower band against at least one of the other currencies, action had to be taken by both the authorities of the weak- and the strong-currency country
. Furthermore, there was no single currency at the centre of the system, at least not by definition. Later, the Deutschmark became the anchor of the EMS, due to the restrictive monetary policy of the Bundesbank.

Here we can already see that the problem lies not in fixed exchange rates itself but in the differences of the countries that fix their currencies against each other. Countries which are very similar according to their monetary, fiscal and social policy and concerning their trade patterns, i.e. intra- or inter-industry trade, are much more likely to form a stable currency area because they face similar problems and they do prefer similar methods of solving these
. Unfortunately - in respect of stability only - the EMS did not only comprise a very homogenous group of countries. Consequently, exchange rates floated more or less heavily within the given bands (either ( 2.25% or ( 6.0%) or even agreements on realignments had to be reached, meaning that the pressure on a currency had become unbearable and not even the central banks could defend the parity by buying the weak for the strong currency on the foreign exchange markets.

Capital Controls within the ERM

Now let us come to the crucial aspect of this essay. What were capital controls used for in the ERM and why have they been of such a great importance? Or have they not been of any importance at all? I will try to outline the pros and cons stated in the literature and finally, I am going to present my own opinion of how essential capital controls have been. It might be interesting to note initially that capital controls tend to have the same effect like exchange rate uncertainty - they lead to a decrease in capital movements
. That does not imply that capital controls had been implemented in times of exchange rate stability. They are likely to be used in times exchange rate volatility but certainty about the direction of their movement, since that is a situation when economic agents can make a profit by shifting around capital.

A move in the exchange rate between two countries can be caused by either trade flows, i.e. a trade surplus/deficit results in net demand/supply of the domestic currency or by asset allocation, i.e. money investors compare the domestic interest rate with the interest rate in another country plus the depreciation of this foreign currency (interest rate parity condition). In case the revenue of the latter is greater than the revenue of the former one, assets will be exported
. In a system of freely floating exchange rates there would not arise a problem but in the ERM we were dealing with semi-fixed exchange rates, that means, capital flows could affect exchange rates in a way that made them approaching their upper or lower band and, as a consequence of this, action had to be taken by the monetary authorities of the respective countries. Possibilities of stabilising exchange rates were to increase interest rates, to intervene directly in the market by buying/selling a currency, to prohibit capital flows or to alter economic policy in order to make it more stable.

The problem with intervention in the market was that, by definition, the system should have been symmetrical but, in fact, it was not. Due to Germany's inflation-oriented monetary policy the Bundesbank never really allowed for an increase in money supply but rather absorbed any inflowing money by issuing DEM denominated bonds. Consequently, the pressure of the foreign exchange markets had not been shared as conceived by the system
. Another difficulty with market intervention is that fact that it cannot be kept up eternally. If the confidence in the currency has gone, authorities are not able to intervene against a continuos pressure arising from foreign exchange markets. The examples of the UK and Italy when they suspended from the ERM in 1992 can be stated here
. When we are talking about confidence we might compare the situation to the recently collapsed LTCM Fond. In one of January's Financial Times an interview with one the LTCM managers could be read where he said: "It was as if somebody had the same portfolio as we had only three times as large as ours and that this somebody sold all his shares on the same day".

The possibility of playing around with interest rates in order to compensate a depreciation and to keep the money in the country bears the problem that increasing interest rates may result in a crowding-out effect, i.e. government soaks up money - e.g. by high bond yields - that investors otherwise would have used to finance real investments. That, in fact, does not improve competitiveness. Furthermore, interest rates could not have been handled very flexibly since the Maastricht criteria required convergence of interest rates on a rather low level.

So, haven't capital controls been a must in order to keep exchange rates stable? In different literary works we can find different answers to the question, some of which are presented now.

Maybe the most important argument against capital controls is their general effect of reducing welfare. If capital cannot be invested where its marginal revenue is larger then elsewhere, overall welfare - at least between two affected countries - will be less
. Capital is not allocated according to its rates of return, which, otherwise, would be an incentive for countries/regions to improve their economic performance in order to attract capital
. But note that distribution of welfare does not necessarily have to improve in case of abolishing capital controls
. A point that is quite often stated in favour of capital controls is that they had been used as a means of preventing from speculative attacks against a currency. Radaelli, referring to others, points out that this view cannot be confirmed by empirical data since volatility of currencies had not notably changed by making use of capital controls. He even shows that the French franc exchange rate [against the ECU or the Deutschmark] would have been better of without capital controls in the years from 1986 onwards
.

One particular keyword that can always be found in literature is "credibility". That is, domestic monetary authorities have to make credible their striving for a stable exchange rate which finally means that they have to follow a strictly inflation-oriented rather than a labour-oriented policy. If an authority achieves to "advertise" its commitment to a stable exchange rate, interest rate differentials of, say 10 year bonds yields which are taken as an indicator of long-term currency stability
, will not differ much from one another and, therefore, there will not be an incentive for economic agents to invest in a foreign country
. The commitment to anti-inflationary policy within the EMS had been reached by tying one's currency to the Deutschmark implying that monetary authorities had to adjust their monetary policy to the domestic monetary policiy of the Bundesbank. On the one hand, that improved the credibility of the participating countries but on the other hand, the system became asymmetric, ruled by the German Bundesbank which could set its policy independently
. The particular problem with this was that the Länder were represented within the Bundesbank by the presidents of the Landeszentralbanken (the branches of the Bundesbank). Thus, European monetary policy had become indirectly dependent on regional German interests.

Further reasons in favour of capital controls especially for southern European countries like Spain, Portugal and Greece are mentioned by Gibson and Tsakalotos. They state that these countries, due to lack of experience with a (semi-)fixed exchange rate system, should be allowed to maintain capital controls for an extended period in order to give them the possibility to keep interest rates low and to remain in a position of gaining seignorage-revenue
. If, for example, there is a downward pressure on a currency but it is allowed to make use of capital controls, then there will be no need to adjust interest rates in upward direction in order to keep capital in the country. The other argument, i.e. the seignorage-revenue, is presented in a rather indifferent way. On the one hand, public deficits may be financed by reserve requirements applying to banks rather than by increasing public debt. On the other hand, banks will be less able to invest in real capital which will lead to a decrease in future tax-revenue. Thus, the net-revenue - or the net utility - of that means depends on the possibility of taxing assets in future and on the trade-off between current and future tax-revenues
.

Gibson and Tsakalotos also mention credibility as a reason why to allow these countries to maintain capital controls
. I cannot agree on this because, to my mind, credibility will not grow by restricting capital movements since this is a rather defensive than offensive tactic. Credibility shall increase if economic agents are convinced of anti-inflationary policy and strict commitment to stable exchange rates.

Conclusion

The management of semi-fixed exchange rates is obviously very difficult, since exchange rates are neither allowed to flow freely nor are they definitely fixed. Thus, economic agents are always likely to speculate on an appreciation or depreciation of a currency. Here lies the utmost problem of such a system. In my opinion, the solution is not so very far away, at least, it does not sound as if it was.

The crucial thing, monetary authorities have to do, is to make their commitment to a stable exchange rate credible, i.e. to let monetary policies converge but on a basis that other political issues do not suffer from that. Politics must have a national and, foremost, regional aspect. That's what it is for. So, taking these aspects into account, converging monetary policy - guaranteeing stable exchange rates - should be based upon regional (implying national) redistribution, i.e. on the regional policy of the EU.

Another aspect that we should bear in mind is that the European ERM allowed for realignments (it was a semi-fixed ERM). The danger of those realignments lied in the certainty with which economic agents expected them to appear. If it had been made credible that in any case a market intervention would have had taken place when the exchange rates reached their upper or lower limits, economic agents would not have been that actively in selling the weak and buying the strong currency before an expected realignment.

But since it was practically impossible to eternally maintain an exchange rate that had got under pressure, realignments had to take place. Unfortunately, realignments sometimes occurred when they had been expected which made it easier for economic agents. Here, I would like to quote the following dilemma, I found in Britton's discussion paper:

A prisoner was told that he would be executed on a day when he was not expecting it. He worked out logically that no such day existed and concluded that he would never be executed. He was therefore surprised when the executioner arrived
.
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Literature

Artis, Mike and Norman Lee: The economics of the European Union; Oxford University Press, Oxford, 1997

Belk, PA: The European Exchange Rate Mechanism: The views of group treasurers in United Kingdom multinational corporations; Loughborough University, 1992

Britton, Andrew: Exchange-rate realignments in the European Monetary System; London

Deutsche Bundesbank: Die Geldpolitik der Deutschen Bundesbank; 1995

Gibson, Heather and Euklid Tsakalotos: Between "New" and "Old" EMS: Fiscal and capital controls in Southern Europe, University of Kent at Canterbury, 1991

MacDonald, Ronald and Mark P Taylor: Exchange rates, policy convergence and the European Monetary System; Dundee Discussion Paper in Economics, 1990

Minikin, Robert: The ERM explained, 1993

National Institute of Economic & Social Research: Capital Market Liberalisation (Summary); Single Market Review Series, (http://europa.eu.int/comm/dg15/studies/stud9.htm)

Pu, Yonghao and Wen Zhang: Modelling exchange rates: Monetary and currency substitution models under the European Monetary System; Middlesex University Business School, London, 1996

Radaelli, Giorgio: The effectiveness of capital controls. An empirical analysis on the E.M.S.; London, 1990

Ungerer, Horst et al.: The European Monetary System: Development and perspectives; IMF Washington, DC, 1990

�	Artis, Mike and Norman Lee: The Economics of the European Union; Oxford University Press, Oxford, 1997, p. 331


�	Minikin, Robert: The Exchange Rate Mechanism explained; London, 1993, p. 12


�	Belk, P A: The European Exchange Rate Mechanism: The views of group treasurers in United Kingdom multinational corporations; Loughborough University, 1992, pp. 6


�	de Grauwe, Paul: The Economics of Monetary Integration, Oxford University Press, New York, 1992, pp. 97-101


�	Minikin, Robert: The Exchange Rate Mechanism explained; London, 1993, pp. 15, 18


�	Minikin, Robert: The Exchange Rate Mechanism explained; London, 1993, pp. 90-92


�	National Institute of Economic & Social Research: Capital Market Liberalisation (Summary); Single Market Review Series, 1996, (� HYPERLINK http://europa.eu.int/comm/dg15/studies/stud9.htm) ��http://europa.eu.int/comm/dg15/studies/stud9.htm)�, part 7


�	Minikin, Robert: The Exchange Rate Mechanism explained; London, 1993, pp. 84-88


�	Minikin, Robert: The Exchange Rate Mechanism explained; London, 1993, p. 26


�	Artis, Mike and Norman Lee: The Economics of the European Union; Oxford University Press, Oxford, 1997, p. 344


�	Radaelli, Giorgio: The effectiveness of capital controls. An empirical analysis on the EMS; London, 1990, p. 4


�	National Institute of Economic & Social Research: Capital Market Liberalisation (Summary); Single Market Review Series, 1996, (� HYPERLINK http://europa.eu.int/comm/dg15/studies/stud9.htm) ��http://europa.eu.int/comm/dg15/studies/stud9.htm)�, part 1


�	National Institute of Economic & Social Research: Capital Market Liberalisation (Summary); Single Market Review Series, 1996, (� HYPERLINK http://europa.eu.int/comm/dg15/studies/stud9.htm) ��http://europa.eu.int/comm/dg15/studies/stud9.htm)�, part 2


�	Radaelli, Giorgio: The effectiveness of capital controls. An empirical analysis on the EMS; London, 1990, p. 5, 18


�	Minikin, Robert: The Exchange Rate Mechanism explained; London, 1993, p. 24


�	Britton, Andrew: Exchange rate realignments in the European Monetary System; London, p. 4


�	Artis, Mike and Norman Lee: The Economics of the European Union; Oxford University Press, Oxford, 1997, p. 339, 340


�	Gibson, Heather D and Euklid Tsakalotos: Between "New" and "Old" European Monetary System: Fiscal Policy and Capital Controls in Southern Europe; University of Kent at Canterbury, 1991, p. 17


�	Gibson, Heather D and Euklid Tsakalotos: Between "New" and "Old" European Monetary System: Fiscal Policy and Capital Controls in Southern Europe; University of Kent at Canterbury, 1991, p. 14


�	Gibson, Heather D and Euklid Tsakalotos: Between "New" and "Old" European Monetary System: Fiscal Policy and Capital Controls in Southern Europe; University of Kent at Canterbury, 1991, p. 6


�	Britton, Andrew: Exchange rate realignments in the European Monetary System; London, p 18






1

