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November L, 1958

'Currengy“Problems of an Integrated Europe* Ralph C, Wood

In order to provide & framework for our discussion of the brosad
subject we ere to consider, I have orgenized my remarks under two msjor
headings: +the international payments system, on the one hand, and currency
end payments problems, on the other, Under the first of these two headings,
1 shall discuss the payments arrangements implied by the Tresty of Rome,
end the payments arrengements that might be expected under the proposed Free
Trade Area. While the Free Trade Area plan may not constitute *integration®
in the sense in which that term is currently used, at least in some quarters,
the plen certainly has an important bearing on our subject, We must there-
fore take account of it, as well as of the Common Market,

Under the second heading (that of currency and payments problems),
I shall exemine first the implications of the integration plans for internal
financial stebility in the member countries. After that, I shall say something
about the problem of balance-of-payments equilibriunm,

We cen now move to the first topic, the system of international
payments; and I shall begin with the Cormon Market,

I. The System of International Payments

A. Ths Common Merket

1, A common currency

In order to understand the currency arrangements iikely to exist
under the Treaty of Rome, we shall want to look presently at the essential
implications of the Treaty in such matters, However, it has frequently
been suggested that & common currency should be established for the six
countries of the Common Market, Such an arrangement could not flow from the
existing provisions of the Treaty, some of which would in fact have to be
changed if a common currency were established, We maey as well take up the
common=currency question immediately, :

* Talk given in New York on Qctober 23, 1958, at a seminar of the
Anerican Menagement Association, International Menagement Division, on
"Capitalizing on the European Common Market." The views expressed are those
of the author, and are not necessarily those of the Board of Governors of
the Federal Reserve System,
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~ This question is one of those complex problems that ‘have alﬁher to
et some length, or disposed of in rather few-words, and71n view

:fashlon. I shall make only two comments, the flrs,q
,mnch to be said fer the v1ew that a common curren“"

b j,not the ultlmate establlshment of such a currency is I think
al ¥ inevitable if and when the basic underlying aim of the COmmon
which is nothing less than the political unification of Europe, 1s
- realized, On the other hand=-and this is my second commente=I
strongly doubt that it will be possible to establish a common currency until
 political unification is realized or at least until it is imminent, This is
admittedly a personal judgment, based on what seem to me to be the present
realities of the situation,

Argulng from the extraordinary speed of events from M9531na in

June 1955 to Rome in March 1957, some people urge that it is = mistake to
underestimate the possibility either of a fairly rapid move to the ultlmate
goal of politicel unification, or at least the adoption of a common currency
well in advance of political unification, This is a matter of opinion, of
course, We may be in for surprises in the speed of further evolution of
the Common Market; and we cortainly need to keep in mind the fact that some
very able men are involved in the drive toward such evolution, Nevertheless
I believe we should view the common=currency idea as one that is not 8

"starter" right now, end one that may not be for very many years to come.

Y With that thought in mind we can move on to consider the payments

. aspects of the Common Market in the absence of a common currency, In
passing, however, it should be noted that even if there were & common cur-
rency for the six countries of the Common Market, there would still be
problems of payments relations between the 8ix and the rest of Europe, as
well as betwsen Europe and the rest of the world, While & common eurrency
for the 8ix might narrow the number and scope of European payments problems,
it could not, of itself, be expected to eliminate them altogether, This
follows from the fact that there can be payments imbalances between any ine
tegrated currency area=-the United States, for example~-and the rest of the
world,

2, Payments arrangements in the Common Market in the absence of e
Common Currency

Turning to the question of the payments arrangements which would
be desirable for the Common Market in the absence of a common currency
among the 8ix, in one respect the answer is very simple, Under a system
of complete free trade--which is essentially what is aimed at inside the
Common Mearket--there has to be a multilateral payments system, because no
member country will be in exact balance in its commercial and financial re-
lations with each other member., Indeed, & multilateral payments system is
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essential even under trading arrangements which are far from being completely
free, This isclearly illustrated in the fact that trade liberalization in OEEC
--which has never pretended to be a system of entirely free trade--~had to be
paralleled by a multilateral payments system, namely the Europesn Payments
Union., The Common Market, which contemplates eventually complete freedom

of trade esmong its member countries, obviously requires a payments system
that will enable each member country to offset its deficits with some members
against its surpluses with others,

However, we can go further than this, Just as nc member country
can expect to have an exactly balanced position in its commercial end
finencial relations with each other member, neither can it expect that its
position with all the other members together will necessarily be in continuous
balence; it would be curious, in fact, if such & balance existed, To take
en exemple, there is no reason in logic for Italisn exports of goods, services,
end capital to the other member countries of the Cormmon Merket %o equal,
continuously, her imports of goods, services, and capital from those same
countries, This means that Italy will normally be either in net deficit or
in net surplus inside the Common Market, Assuming the position will be one
of net deficit, Italy will naturally want to be sble to settle that recurrent
deficit out of her surplus with other areas,

One of the virtues of the EPU is that although it is only a
regional payments system, it does permit member countries to offset deficits
incurred almost enywhere in Western Europe against surpluses earned almost
anywhere in Western Europe, (In fact, the scope of EPU extends beyond
Western Europe itself, There are several reasons for this, chief of which
is the fact that transactions between a metropolitan EPU country and countries
in the monetary areas of other EPU countries are reflected in the accounts, )
What I em suggesting is that the Common Market countries will want & payments
system which provides at least as many possibilities for offsetting deficits
as exist at present under EPU, Because EPU is already in existence, what
this means in effect is that the Common Market countries will want EPU itself
to continue until something better comes along, This would assure Italy-=to
refer back to my example--that she would be able %o go on offsetting deficits
against surpluses without difficulty on at least a Western Eurcpean-wide basis,

The point I have been making may seem a very obvious one., The
reason I have elaborated it in some detail is that it was suggested to me
that Americen business firms with esteblished interests snd comnections in
Western Europe have become familiar with EPU, and accustomed to doing business
under its influence; and I understand that some of these firms have raised
questions as to what will become of EPU as the Common Market develops, What
I have been trying to show is that purely from the standpoint of logical
payments arrangements, the Common Market need not constitute a threat to the
continued existence of EPU, Whether it constitutes a threat to EPU for other
reasons will emerge when we move on to discuss the Free Trade Area,
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Convertibility and the EPU, My suggestion was that the Common
Market countries will want BPU to continue "until something better comes
along," I was elluding, of course, to the prospects for formal cone-
vertibility (in the sense of current usage, meaning convertibility of other
currencies into dollars, and not a legal right to conversion of currency
into gold), Current hopes thet the establishment of formal convertibility
may come in the notetoo=distant future are evident ine-for example=~ some
of the comments made at the recent annual meetings of the Internationsal

Monetary Fund, the World Bank, snd the International Finence Corporation,
in New Delhi,

Let me stress my use of the term "formal convertibility,"
The fact is, of course, that Europe already has a considerable measure of
the substance of convertibility, By the substance of convertibilitye=w
end here I am thinking of convertibility on current account, which is the
essential goal, slthough freedom for capital movements is also important,
and Burope has likewise made considerable progress in this sphere~~I mean
freedom to import desired goods and services from practically any source,
including the dollar area, Although some European countries still have a
considerable distance to go in the removal of quantitaetive restrictions
on imports from the dollar area, others have already made much progress
in this direction, and more is promised, As a result, the establishment
of formal convertibility, if and when it comes, will probably not make
startling differences in the conduct of most day=to=day business,

Progress toward convertibility has been reflected in the EPU
system itself, Over the years since 1950, when EPU was founded, there
has been substential growth in freedom from restrictions on trade and
payments within Europe; end in eddition, there has been substantisal
"hardening" of monthly EPU settlements, which now normally require that
three-fourths of the net amounts owed by or to member countries be paid
in gold or dollars, There has also been what might be termed Mconcealed
herdening," in the form of occasional consolidation and gradual smortiza-
tion of old outstending debt in EPU, Therefore, although EPU is still
a great convenience, and has the adventages which stem from the fact that
it is, after all, the "going" system, it no longer has the importance it
once did, This is true with respect to each of the three essentisl parts
of its original constructions credit, clearing, and discriminatory trade
liberalization, (Although OEEC trade liberalization doss not take place
under the rules of EPU as such, it is correct to say that such liberalization
is a vitel part of the EPU "system.") It is a tribute to the EPU system,
however, that while its importance is declining, this is the result of its
success, not of its feilure, The decline in its importance is a result of
the exbent of general progress toward convertibility which was always the
uitimete goal of the founders of EPU,

Since I am now digressing awey from the Common Market end into
EPU and convertibility=-=altnough I think it is not really a digression if
it illuminates our understending of the internationel payments arrange-
ments likely to exist in an integrated Burope--I might say something about
the specific arrangements which are expected to replace EPU in the event of
a move to formal convertibilitys if, indeed, they do not do so before that
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event, Some of you are probably familiar with these arrengements, which
ere covered by what is known as the European lMonetary Agreement,

The Buropean Monetary Agreement (EMA), which was drafted and
signed in Paris in the summer of 1955, was the result, on the one hand,
of the desire of the United Kingdom for an EPU "escape clause" which would
facilitaete the termination of EPU on relatively short notice in the event
of a move by some member countries to convertibility; it was also the
result, on the other hand, of the desire of the Continental countries at
that time that an organized multilateral settlement and credit institu~-
tion continue to exist after such e move, The original U.K. view was that
no such institution would be needed. As might be expected, the plan
established on a "stand-by" basis in 1955 under the EMA was a compromise
between these two views, For our purposes today, I think I need mention
only two or three main facts about the Agreement,

In the first place, the EMA deals mainly with two things: credit,
and multilateral settlements., (Somewhat as in EPU, trade liberalization
is also assumed; but also as in EPU, the arrangements for it do not form
part of the EMA itself.,) 1In principle, there would be no automatic credits
under EMA, of the type availasble under quotas in EPU; credit would be
essentially ad hoc rather than automatic, and would be made available,
under certein conditions, and for a maximum period of two years, by some=
thing to be known as the European Fund., The Fund would have a capital of
$600 million, made up of the residual assets of EPU plus subscriptions by
member countries of EMA.

Second, the multilateral settlements mechanism would be similar
in certain respects to that of EPU, Settlements would take place monthly;
central banks would provide each other with "interim finence" during the
month; end the system would be operated by an agent on behalf of OEEC,

In some important respects, however, the EMA multilateral settlement system
would differ from that of EPU, For one thing, the monthly settlements would
be entirely in U.S, dollars, instead of partly in dollars (or gold) and
partly in credit, For another, the amount of "interim finance" available
would be limited to & much smaller amount than under EPU, In addition,

the system has built-in incentives for central banks to settle outstanding
balances through the market, rather than through the formal monthly clearing.

Finelly, the Agreement requires each member country to establish
margins, which are to be valid "until further notice,™ beyond which it
will not allow the value of its currency to fluctuate. Taken in conjunc-
tion with the arrengements relating to monthly settlements, this provision
meens that central banks of member countries would have an implicit
exchange-rate guarantee for eany of their holdings of the currencies of other
member countries, Such a guarantee also exists in EPU; there is a difference,
however, in that the guarsntee implied by EMA would be at the lower 1limit of
fluctuation in the value of such currencies in effect prior to a change in
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their mergins, whereas the EPU guarantee is at the "parity" rate,

I have summarized these main points about the EMA in order to meake
clear the fact that it is e coherent plan, constituting an evolutionary
step forward from EPU, end better edapted than EPU to the conditions of a
convertible world, If that is so, industrial and commercial concerns with
interests in Western Burope should welcome it, just as they will presumably
woelcome the arrival of formal convertibility itself,

B. The Free Trade Ares

Thus far we have considered internationel payments arrangements
under the Common Market; end I have tried to show how that subject led us
back to EPU, and to the system into which EPU seems likely to evolve, I
shell now turn, much more briefly, to the proposed Free Trade Area, As of
this moment, of course, we do not know its ultimste form and character,
However, there is nothing in its beasic concept that would lead to a con-
clusion different from the one we have already reached in the case of the
Common Market, on the question whether the countries concerned will went
to have EPU continue, and to evolve into EMA when the moment ror that event
arrives, 8o far as movements of goods end services inside the ares covered
by the system are concerned, those visualized for the Free Trede Area are
very similar in principle to those planned for the Common Market, It is
true that the Free Trade Area may not achieve (or even seek) the degree of
freedom for some kinds of movements——for example, of persons, or of cepital--
which is aimed at in the Common Market, There is also the possibility of
special limits on free movement, in connection with the well=known "dis-
tortions of trade" question, Such differences, however, will constitute
differences merely in degrees of freedom between the two systems, So far
as one can now judge, the Free Trade Area will be one in which there will
be a very large amount of free or relatively free movement; and for the
"non-8ix" countries of the Free Trade Area there will be just as much in-
centive as for the Six to have the widest possible system of multiletersl
settlements within Europe. Moreover, one basic aspect of the Free Trade
Aree plan is that the Common Market would be inside the Free Trade Ares,
with ultimately free trade (in principle) throughout the combined ares of
the two groupings, This clearly reinforces the need for a single payments
system in Burope, and does nothing to detract from the idea thet that
system should be EFU or (later) the EMA,

It seems clear, therefore, that there will be a general desire
in the Free Trade Area countries as well as in the Common Market countries
(end also in the central bodies of both institutions) to continue EPU until
the move to EMA. In saying this, however, I am assuming that a Free Trade
Area will come into existence, Whether it will be possible to continue EPU
if the Free Trade Area negotiations fail is not at all clear. The prospects
for an FTA may be clarified through the meetings in Paris which begin
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«%bdﬁyya/-although it is probably advisable to keep in mind thet in the past
there have elrendy been agreements "in principle™ that there would be a
Free Trade . 3a, and it has not yet been possible to transpose these agree=-
ments into something concrete,

In the event of failure of the negotiations, it can be argued
that after the dust had settled, EPU would still be intact, because all
parties would be anxious to continue a system thet is both convenient end
femiliar, On the other hand, in addition to uncertainty as to what might
be done in snger and in spite, there is a substantive problem involved in
the close connection between EPU and trade liberalization., In the past,
all members of EPU have been subject to the same rules of liberalization;
but the Treaty of Rome envisages steps which go beyond those rules and be=
yond the goals now envisaged by OEEC, Under the circumstances there might
be a strong feeling that continuation of EPU would not be possible, be=
cause unanimity (or en approximation to it) on one of the vital clauses of
the "contrect" no longer existed. In terms of its merely technical arrange-
ments, EPU would be just as workeble as ever; the breakdown, if it came,
would be caused by a belief among some of the member countries that there
was no longer a sufficient degree of reciprocity in trade liberslization,
one of the underlying bases of EPU,

There is a real possibility, therefore, that EPU would be brought
to an end; and it is not easy to see what would take its place, It is
tempting to consider that such a situation might precipate the move %o
formal convertibility; end whatever the merits of either EPU or EMA, in-
stitutional arrangements of this kind are not essential in a convertible
world, However, in view of the great uncertainty which would exist as to
the future rules of trade between the Six and the non-Six, I strongly
doubt that collepse of the FTA negotiations would precipitate a move to
formal convertibility.

Fortunately, we do not have to dot the last "i" and cross the
last "t" on whaet would heppen in this purely hypothetical situation, I
suggest we proceed on the assumption that a modus vivendi will be achieved
under which it will be possible for a rational multilateral payments system
to continue in BEurope, on a European-wide besis.

II. Currency and Payments Problems Under the Integration Plans

It is time now to move along to the second of my two topiecs, I
said earlier, you will recell, that I would deel first with international
payments errangements, and then with the question of currency and payments
problems. I added that under this second heading I would discuss two points:

1/ October 23, 1958. As of November l; the prospects are still not very
clear,
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first, the implications of the integretion plans for internal finencial
stability in member countries; and second, the problem of balance~of=payments
equilibrium, The two are so closely related that discussion of one leads
right into a discussion of the other,

The question which the first point raises can be stated as follows:
Is there anything sbout the integration arrangements--those in existence or
those proposed-=that can be expected to exorcise problems of internal
finenciel stability in Europe once and for all?

On this question;, I em tempted to modernize an old saying by
suggesting that nothing is certain but death, texes, end crises in some
country's balance of payments,

It is e central fact that under the Common Market, each member
country reteins its own national currency end its own ultimate control of
it, It is also a central fact that the institutions of the Common Market
have no police power (in the sense of armed force) to enforce their decisions,
The bald implication of these two facts is that if & member country were to
decide firmly on & highly inflationary course of action (or in what might
be the more likely case, to refuse to implement measures necessary to halt
8 serious inflation already under way), and if, as a result, it had to suspend
trade liberelization during a prolonged period of time, there is little that
the other Common Market countries could do, save to retaliate; and in such an
event, the Common Market could of course fall apart,

But it would be misleading to stop with the facts I have cited,
In signing end ratifying the Treaty of Rome, the member countries have
underteken serious commitments, Among these commitments is that of Article

10l;2

Each Member State shall pursue the economic
policy necessary to ensure the equilibrium of
its overall balance of payments and to maintein
confidence in its currency, while ensuring a

high level of employment and the stability of
the level of prices,

In addition to this, in Article 105 the member countries have agreed thet

"in order to facilitate the attainment of the objectives stated in Article 10l,
Vember States shall coordinate their economic policies.,” In Article 103 they
have agreed that "Member States shall consider their policy relating to
economic trends as a matter of common interest."™ And in comnection with all of
this, they have established & Monetary Committee which, it is true, has only
"eonsultative status" (in the language of the Treaty), but which is almost
certain to play a very influential role,.
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It is not without significence that the Treaty article establishe-

i ;ingﬁthemﬂbnetaryVGQMmittee is found in the chapter on the balance of pay-

ments, In other words, monetary questions of mutual interest to all parties

o “under the Treaty are viewed as being of such interest because of the connec-

tion between internal monetary matters and the balance of payments, It
seems to me that this view is correct for purposes of the Treaty, If a
country's internsl financial policy and problems had no potential impact
‘whatever on other members of the Common Market, it could be contended, with
considerable justice, that the internal monetary affairs of member countries
were of no concern to other member countries or the central institutions of
the Community, However, the monetary behaevior of any member country does
have an impasct on the other members; and that impact is transmitted through
the balence of payments,

In the first place, because of the freedom of trade which is pro=-
Jjected for the Common Market, excessively inflationary or deflationary
policies in one member country would quickly be transmitted to the others,
In the second place, if sny member country gets into balance of payments
difficulties it may call on the Cormunity, under the Treaty, to provide
assistance in one or more forms, Seversl of these, including the possibility
of suspension of trade liberalizetion, could be costly or create difficulties
for other member countries in the Community, Thus, the member countries do
have e legitimate interest in each other's monetary behavior,

There has been much discussion as to the proper epproach to the
balance-of-payments question inside the Cormon Market, Some people argue
for techniques which they believe can prevent balance-of-payments problems
from arising inside the Community, and three such techniques have been
mentioned: a common currency, the "coordination" of the economic end
financial policy of all member countries, and & system of floating exchange
rates, Other people argue that balance of payments problems cannot be
prevented from arising, and that one can hope only to eliminate or moderate
their impact, The main suggestion on this is mutual assistance by all other
members to the country in difficulty, oOf course, these four ideas sre not
mutually exclusive,

I shall not attempt to discuss the four in detail. As for the
proposal of a common currency, I suggested earlier than this is not a
realistic possibility now or in the foreseeasble future, Two of the other
three ideas are incorporated in the Treaty: +the coordination of policy,
and the possibility of mutual assistence, As for a system of floating
exchange rates, such a system is not necessarily incompatible with the
Treaty, (But it is important to bear in mind that this question also
involves the IMF,)
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~Whet I want to sey mainly about these four ideas is that there
is no magic in any of them, By this I mean that none of them eliminates
the need for a high degree of internsl financial stebility in each of
the member countries, This is essentially true even of the conmon=currency
idea, even if e common currency does permit variable rates of economic ex-
pansion in the various segments of the area it serves, I suggested earlier,
you will recell, thet a cormon currency would not eliminate balence of
peyments questions as betwoen the Six and the rest of the world; end it
mekes no sense to suppose that the Common Market would be concermed if
one of its member countries had e belance of payments deficit, but would
not be concerned if sll the member countries collectively had such a
deficit, If & serious deficit of this kind were to be avoided under a
common=currency arrangement, a requirement of financial stability would
exist implicitly for the Community as a whole,

A system of floating exchange rates would also ultimately require
financial stability; for under such a system, a sustained inflationary policy
in one or more member countries would ultimeately be disastrous, despite the
mere technical possibility that balance of payments deficits could for a time
be avoided by letting exchange rates float, (By this I do not imply that I
am necessarily opposed to floating exchange rates; I mean only that such a
system is not a substitute for sane finencial policy,) As for coordinetion
of policy emong the member countries, this is of course desirable, provided
policy gets coordinated in the right direction, Finally, mutual assistance
is no substitute for correct policy; it is merely a way to tide countries
over until they have mede necessary chenges in policy, and until such changes
have had the desired effect,

I have been discussing these matters solely in relation to the
Common Market, However, practicelly everything I have said about intermal
financiel stability and belance-of-payments questions is equally relevent
to the Free Trade Area, Granted that in the last analysis every country
needs internal finsncial stability, that need is especially acute for countries
forming part of a system which aims at substantially complete freedom of trade,
Although to a lesser extent than the Common Market, the proposed Free Trade
Area would be such a system,

However, the need for financial stability is one thing; the prospect
of achieving it under either or both institutional plans may be something
quite different, although there are grounds for an optimistic view, First
of all, it seems to me that from postwar experience the countries of Western
Europe have gradually learned (some more slowly than others) that certain
rigidities in modern economic life greatly reinforce the need for sound
monetary and fiscal policy., Secondly, there are the formal
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-~ commitments under the Treaty of Rome which I have already cited; I think

these should not be regarded as merely verbisge, Thirdly, the very danger
which will exist under the new institutionse~the danger of very large
balance=of=payments deficits--should make parliements as well as govern=
ments acutely and continually conscious of the need for internel stability,
A fourth hopeful sign, it seems to me, is the recent drematic change in the
French political picture, What this may mean economically in the short
run is not yet olear; but in the long run it should certainly tend to
oliminate what has hitherto been en important source of economic instability
in Burope during the postwar period,

I would be misleading you, however, if I left you with the
impression that in my view there is a strong prospect that importent balance
of payments problems are unlikely to arise in Europe under the new in-
stitutions, Our own domestic concern with the problem of preventing inflation
under a system dedicated to the principle of high employment should be a
sufficient warning of the difficulties that can still arise, In appraising
the prospects for currency stability in Burope, one should bear in mind thet
in ell probability the success achieved will only be relative,
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