
The ERM-1: Key Features

• ERM: optional feature of EMS

• A parity grid:

– (bilateral) parities against central unit (ECU)

– margins of fluctuations (+/- 2.25%). 

• A strange money: the E.C.U.:

– as unit of account only

– but you could bank in ECU (deposits/loans)

– It did not exist as a note

– Made by a basket of currencies (DM, FFR, lit…)



The ERM-1: Key Features

• Mutual unlimited support (?):

– exchange market interventions

– short-term loans.

• with realignments (currencies

over/undervalued):

– frequent (before 1986): due to inflation 

differentials

– require unanimity agreement.



Evolution: 

from symmetry to DM Zone

• Initially a flexible arrangement:

– different inflation rates (monetary policy 

independence!)

– frequent realignments

• usually too little to restore external balance

• opened the door to speculative attacks

• erosion of credibility of some countries

• Bundesbank emerged as the example to follow



feasible?



fixed exchange rates?



fixed exchange rates? BFR/DM



fixed exchange rates? lit/DM



Convergenza dei tassi di inflazione tra i 

membri SME,1978–2000



straight jacket

Stop realignments



Breakdown of the DM zone

- why it didn’t last forever
• Bad design:

– full capital mobility established in 1990 as part of 
the Single Act: TRINITY REQUIRES….

• Asymmetric shocks:
– German unification: a big positive shock that 

called for very tight monetary policy in Germany

– Italy & UK in recession!

• Political shock

the Danish referendum on the Maastricht Treaty 
worried exchange markets

• A wave of speculative attacks in 1992-3:
– the Bundesbank sets limits to unlimited support.



Five Incarnations of the ERM 1

• 1979-82: ERM-1 with narrow bands of 

fluctuation (2.25%) and symmetric.

• 1982-87: ERM-1 more centered on the DM, 

several realignments, careful capital controls.

• 1987-92: ERM-1 a DM area, fixed exchange 

rates and lessen capital controls.

• 1993-99: ERM??? wide bands (15%)  i.e. 

flexible rates.

• 1999- : ERM-, asymmetric, on the way to euro 

area.



European Monetary Union:

One Market = One Money?



quite a long way: anyway a good idea?
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3 Steps to get the Monetary Union



Maastricht Treaty states 5 criteria



Six OCA criteria

 Three classic (economic) criteria

Mundell

Kenen

McKinnon

 Three political criteria



3 Economic Criteria
1. Labour Mobility (Mundell): In an OCA labour

(actually but this applies to Capital too) moves
easily across national borders

2. Production Diversification (Kenen): Countries
whose production and exports are widely
diversified and of similar structure form an OCA (in
this case asymmetyric shocks are unlikely)

3. Openness (McKinnon): Countries which are very
open to trade and trade heavily with each other
form an OCA.



Economic Criteria in 
EUROLAND

1. Labour Mobility (Mundell): NO WAY!!!
How many different languages and cultures???

2. Production Diversification (Kenen):
Unlikely: too much diversified production!

Quite obvious as in an single economy i.e. EU it’s natural
to specialize.

3. Openness (McKinnon): OK in EU!



3 political criteria

4. Fiscal Transfers: Countries that agree
to compensate each other for adverse
shock form an OCA:

With a budget that is about 1% of
GDP?

Mostly preallocated?

EU does not have transfers can act as an
insurance that mitigates the costs of an
asymmetric shock



3 political criteria
5. Homogeneous Preferences:

Countries that share a wide consensus on the way
to deal with shocks form an OCA

We have seen that in ERM 1!!!

Not even within Germany!

6. Commonality of Destiny

Countries that view themselves as sharing a
common destiny better accept the costs of
operating an OCA

As above…….



http://www.dw.de/german-states-oppose-
stupid-wealth-transfers/a-16640386
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