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THE EUROPEAN CURRENCY UNIT
AND SPECIAL DRAWING RIGHTS

A Comparative Overview

A.Senathirajah

completed five years of operation
i.md in this paper A. Senathirajah
of the People’s Bank examines how
[far this unit of account has fulfilled
the objectives for which it was
created. He takes a wider look at
the growing interest in the per-
formance of the international units
of account suck as the SDR and
ECU and maintains that they miti-
gate the exchange risks created by
unstable currencies.

In March 1984 - the ECU|

The problem facing the Inter-
" ndtional Monetary System and the
‘need to provide exchange rate
stability and sufficient liquidity to
ensure cxpansion of economic
adtivity internationally led in 1969
to the creation of the International
Monetary Fund's Spccial Drawing
Rights (SDRs). Ten years later
almost similar, circumstances for
members of the European Eco-
nomic Community led to the
creéation of a common currency
unit in Western Europe with the
establishment of the European
Monetary System (FMS).

- The EMS became operative on
March 13, 1979, following a
meeting of the European Council
in July 1978 which resolved that
closer monetary cooperation be-
tween the countries of the Euro-
pean Communities should be pro-
moted through the creation of the
EMS. Over the previous decade
of floating rates there was increas-
ing concern about what was regard-
ed as excessive instability of ex-
change rate movements and the
creation of the EMS was one res-
ponse to this situation. By March
1984 the European  Monetary
System had been in existence for
five years and it is apt to ask at
this stage whether it had fulfilled
its foremost objective of achieving
a high degree of exchange rate

ECONOMIC REVIEW, MAY 1985

stability as a basis for further
economic integration within the
" European Community.

There is no doubt that the
EMS did bring a degree of exchange

rate stability among the currencies.

of participating countries, although
it was rooted in a wdider range of
concerns. . Another significant con-
tribution of the EMS was that it
introduced am important new com-
posite currency unit, the European
Currency Unit (ECU). The parallels
and differences between the ECU
and SDR have often been noted in
recent years,

SDR and ECM
Creation and Structure

The SDR (Special Drawing
Right) was created by the Inter-
national Monetary Fund (IMF) in
July 1969 as an internatiokal ye-
serve asset to be allocated to its
members to supplement their re-
serves, subsequent to a great deal of
discussion on insufficiency of inter-
national liquidity in the 1960s. In

the previous 20 years of sustained’
growth in the world economy and .

rapid expansion in international
trade, the Bretton Woods System of
fixed but adjustable par values for
currencies had worked quite well.
But, in the 1960’s the United
States began to experience pay-
ments difficulties and there were
large conversions of dollars into
gold, which some economists attri-
buted to the inadequate growth of
gold reserves,

The IMF attempted to remedy
this reserve problem by the creation
of SDRs, through the First Amend-
ment to the Fund Agreement. This
helped to make the growth of
international reserves less depen-
dent on US Payments deficits,
though it did not prevent a further
deterioration in the US balance of:
payments and a further drain in
US gold reserves. In August 1971

the US Dollar was dev lued in
terms of gold and th. Uhited

. States terminated the convertibllity

of the dollar into gold, the resuit
being that the link between’ the
US Dollar and gold was lessened.
By the end of 1971 a new pattern
of par values had been agreed. for
the dollar and other major curren-
cies. The US balance of payments,
however, continued to weaken, ‘and
after the failure of a second de-
valuation, the United States aban-
doned a par value for the dollar.

Most countries were of ‘the
view that less weight should: be
given to the pirchase (or sale)f_ of
foreign currencies in order 'to
stabilize the exchange rates and
accordingly, exchange rates should
be given greater freedom to nuloive:
This view provided the fundamental
rationale behind the widespréad
adoption of floating rates in that
petiod of December 1971, Accord-
ing to the Smithsonian Agreement
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The chart shows the twb_constraints |
‘on :'European Monetary System ex-
change-rates. - The upper grid bessed
on ths weakest gurréncy Jh the system
defines the cross istes from which
no- -eurrency (except- the lire) may
.move more then 2 per cent. The lower |
chart glves esch cum_nc,y'a divergence
from the °’ centrsl rate” against the
Europsen Currepcy Unitr (ECU), itaeH
a basket of Europesn currencies,’ .
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SDR and component curréncies: foreign exchange rate indices ‘{monthly, 1977-82)
{in terms of January 1977 U.S. dollars per foreign currency)

of December 1971 a margin of 2%%
was allowed either side of the cen-
tral rate with the US dollar to en- 1607
able other world currencies to float. :

“In 1973 all the world currencies

floated out of this margin.

Originally the value of the SDR
was tied to gold, but with the
advent of the floating exchange
rates and the decision to allow the
price of gold to be set by the
market, the value of the SDR came
to be determined by a basket of
-currencies from July 1, 1974. The
original basket consisted of 16
leading currencies in international
trade and payments. But partly be-
cause of the large number of cur-
rencies in the basket it was con-
sidered a serious handicap for the
wider use of the SDR outside the
IMF. The IMF therefore decided
from January 1, 1981 to reduce the
number of currencies in the basket
to what it regarded the five most
important internationally used cur-
rencies with the weights of each
as follows:

Currency Weight
Us$ 42%
Ger. DM 19%
* Fr. Franc 13%
Jap. Yen 13%
UK. £ 13%:
Total 100%

The cxchange system thatl
evolved after March 1973 did noi
conform to the provisions of the
Fund Agrecment. A Second
‘Amendment, thereforé, was adop-
ted “teffective. April 1978) which
"gavc legitimacy (o the ther existing
cxchunge arrangements, Specifically

the official  price of gold was

abolished and‘members could main-
tain a par vulu"ﬁ for their currencics
in terms of the, SDR or another de-
nomiinator; excéept gold; they could
have coopera'té_'ve arrangements' for
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Source: IMF dasta.

Note: The calculations underlying the chart assume that the SDR basket existed in its 1981 form from January 1977 onward.

Both* exchange rate changes and interest income have been more stable

A
1980 1981 1982

for the SOR than for fndividual '‘¢urrencies.The exchange rate is more
stable since changes in the exchange value of the currencies in the
basket are generally completely or partially offset by smaller or

opposite changes in the values of other currencies in the basket.Thus,

the SDR's variability .in terms of a particular currency will be less

than the weighted average variability of its five individual components

in terms of the same currencye.

maintaining the foreign exchange
value of a group of currencies in
relation to each other, as in the
European Monetary System; or
they could have floating rates.
Mcmbers were still obligated 1o
collaborate with the IMF and with
its other members to assure orderly
exchange arrangements and (o
promole a stablc syslem of ex-
change rates. '

The three main principles re-
cognised by the Articles of Agree-
ment of the IMF were that the SDR
is to become the principal resérve
asset in the international monetary
system; members are free, since the
par value system had been abro-
gated, to choose their exchange
arrangemenis and 1o determine
the external value of their cur-

" rencies; the rolc of gold in the inter

national monetary system is to be
gradually reduced,

SDR allocations began to be
made from 1970 to member coun-
tries who wished to participate in
the scheme. Over the years the SDR
came to be extensively used as a
medium of exchange and settle-

ment between the Fund and its

members;--and in addition, to be
held and used by 14 official in-
stitutions, the so-called prescribed
holders. Also, about 15 countries
have pegged their currencies to the
SDR, and about the same number
of international or regional organi-
zations use the SDR as a unit of
account. A pumber of interna-
‘tional conventions also use the SDR
to express monetary magnitudes,
notably liability limits in the inter-
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national transport of goods and
serviges.

The ECU

When the European Monetary
System became operative in March
1979, six participating countries -
West . Cermany, France, Italy, the
Benelux countries, Denmark and
the Republic of Ireland - agreed on
fixed, but adjustable, exchange
rates, which were to be secured
through a coordinated stability
policy in the_.individual countries.

Attempts to create an Euro-
pean currency were started with the
‘Snake’ system when in 1972 six

origingt mEmbers of the EEC, .

namely, West Germany, Belgium,
Netherlands ,Luxembourg, Denmark
and Norway agreed to keep their
currencies pegged within a margin

of 1 1/8% either side of the US- .
Dollar rate instead of the 2%% .

allowed by the Smithsonian
Agreement of 1970. This arrange-
ment was called the ‘Snake’. The
intention was’ that the narrower
margin might be the precursor of a

new EEC currency. Just as the .

IMF’s. SDR was domifated by the
US Dollar, the ‘Snake’ had tended
to be dominated by the German
Deutsche mark. In 1973 the float-
ing of all the world’s currencies
affected the valuation of the SDR
as well as the ‘Snake’ which burst

out of its tunne} - ie. the margin.

The European Mopetary System
has tried alwgys to -keep these
currencies ‘floating within narrow
bands of each other.

The chief monetary objective
of the EMS according to an official
declaration was to achieve a “zone
of monetary stability in Europe”
through a closer cooperation on
monetary policy. -Besides stabiliz-
ing the trends in exchage rates,
there was a second objective relat-
ing to integration, namely to accele-

, rate the *‘convergence of economic

policy in the individual countries
with a view to achieving greater
stability”

The motives for setting up the
EMS were the chaotic international
curren¢y situation in the mid
seventics and the fact that Euro-
pean fntegration had  begun 1o
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falter, especially in the field of
monetary policy. The beginning of
the seventies had seen the collapse
of the Bretton Woods System
which had on the whole, to the
satisfaction of the Western World,
regulated the international relation-
ships of currencies on the basis of
fixed exchange rates for approxi-
mately 25 years,

Many governments then went
for floating exchange rates. More
confidence was placed in the mar-
kets in the hope that they would
help to arrive at fair exchange
rates and remove disruptions in the
monetary system. However, these
hopes soon proved to be an illusion,
The exchange rate movements be-
came increasingly vehement - so
that the Bank for International
Settlements ended up talking about
“complete confusion” on the fo-
reign markets \in 1978. Govern-
ments, too, .became increasingly
concerned about the trends in
exchange rates.

Many European politicians
watched the erratic exchange rate

* fluctuations with anxiety.  Ex-

change rate instability frustrated
the efforts to coordinate nationgl
policies and fostered protectionist
trends in Europe.

Finally,: the .European coun-
tries joined together to form a
European system of linked cur
rencies although this has not solved
the problems of effective cqoperas
txon on monetary pohcy in Europe

Components of the EMS
. |
The European Currency Unit;
(ECU) is at the centre of the EMS.:
The ECU is defmed as a “basket ofl
currencies” that consists of fixed,
sums in the currencies -of the nine’
EC members (excludmg Greece).

" The share of an individual currency’

in the basket is améng other things,
determined by the respective share
of the country’s foreigmr trade and’

national product within the Eure-;
pean Community (EC) The ECU

serves above all aq reference valuel
for fixing the central rates, as a
denominator for operations within,
the intervention and credit mecha-.
nism and as a reserve instrument for
the settlement of atcounts between’
the EC’s monetary authorities. The'
use of a basket of currencies for

those purposes has the advantage

that none of the cyrrencies partici-
pating in the EMS has to assume
the role of a key currency (as was
the bad experience of the US dollar
within the Bretton Woods System).

Movement of EMS currency exchange rates

against the ECU), 1979-82 :
index 'Monthly averages, March 14979 - 100} !
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The exechange rates in the EMS
are fixed in such a way that an
ECU - related central rate is fixed
for each currency. These central - "-.__
rates determine the bilateral ex- ',' ™Y N \‘ - .
change rates of the participating Lo n
currencies. Upper and lower inter- A
vention points arc laid down for
these bilateral exchange rates,deter-
mining margins of fluctuation of 15
+/- 2.25 percent (+/- 6 percent for .
the ltalian .lira). Adjustments to
the central rates may be made by
mutual agrecment.
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The composite values of the
component currencies of the ECU
is as follows:

Currency Composite
Value 0 v - — T 0
_ 1979 1980 1981 1982 1983 1984

. Ger. DM 0.828' . The rates of inflation in EMS member countries,
Fr. Eranc , 0;'(1)5 o gllé(rmany and the UK, since 1979 are seen in this diagram.

; g;zll,ull?r:anc 3:66 - Franc_e These show that after some divergence of econo-
Lux. Franc 0.14 I f::::r 4 mic performance immediately after the system was
D.Kr 0.217 — Average of 1ates established,there has been an impressive degree
Ir. £ 0.007 for Neinerfands. of convergence within the EMS since the end of

Belglum and Denmark 1981.There were however growing differences in

inflation levels of individual member countries

As snon as a currency reaches
the intcrvention points, determined
by‘ the margins of fluctuation on
the foreign exchange market, the
Central Banks are required, by

. intcrvening to prevent that cur-

rency from excecding the interven-
tior. points. Interventions are madg
in the curiencies of the participat-
ing countrics.

Central Rate Realignme;ns

In the first five years of the
EMS the central rates have been
realigned seven times. The adjust-
ments comprise upvaluations of the
D-Mark and the Dutch guilder-and
devaluations of the remaining cur-
.rencies, Thus, two groups of cur-
rencies have developed within the
system, namely, the . relatively
“strong” currencies (D-Mark and
guilder) and the relatively “weak”
currencies (lira, French franc,
Belgian franc, Danish krone and the
Irish pound).

32

upto 1982

" A recent review of the ECU’s
performance in its first five ycars
of operation indicates that in com-
parison to the floating dollar, yen
and pound sterling, the fluctuations
around the trends between the EMS
currencies remained within narrow
limits, namely within the compa-
ratively narrow permissible margins
of fluctuation.” Moreover, not even
the substantial short-term move-
ments in the exchange rate of indi-
vidual EMS currencies, for instance,
against the U.S.dollar, could throw
the exchange rate structure be-
tween the EMS currencies into dis-
order. The EMS was able-to shield
itself successfully.

Accounting Device

The SDR is accepted mainly as
an accounting device. Despite its
intrinsic stability and its diversified -
converage (over the three most im-
portant currency zones of US,
Europe and Asia), the SDR has not

‘cause of the exira cost involved in
" introducing another currency.Also,

attracted international market
operators, particularly in private
markets, Organisalions involved in
international transactions have not
started to use,the SDR partly be-

there js difficulty in using private
SDRs since no international clear-
ing arrangements for SDRs exist
and transactions have to be made in
another currency or in the five con-
stituent currencies of the unit.

The ECU on the other hand
seems to have bcen more accept-
able. It is used as an accounting
unit by corporations, firms, banks
and governments, It replaced the
European Unit of Account (EUA)
from January 1981 as the European .
Community’s book-keeping unit. 1
The use of ECU for issuing Euro-
bonds had increased to ECU ! )
billion in 1983 compared to only 4
ECU 244 million in 1981, It is the
third currency used next to the US
dollar and DM in the Eurotond
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Market, while the SDR ranks only

next to ECU in this field. The ECU

is observed to have grown more
rapidly than that of the SDR as
it has been regarded as a less ‘com-
plex unit of exchangs: Further-

more, the ECU is often treated as a .

‘currency in its own right and a
clearing system for this unit is being
formalised,

Future Challenges

The ECU’s suécess is partly due-

to the fact that all of its component

currencies are in a homogeneous
trading area, but is principally the
result of official §upp6rt given by
European Community (EC) insti-
‘tutions, which triggered demand for
it by the private market. The
initial use of theECU in private
- markets was officially accepted by
the European Communities as a
whole, the European Investment
Bank (EIB) and EURATOM have
all launched bond issues in ECUs:
and been active depositors in ECUs,
.The EIB has, in addition, extended
part of its loans in ECUs and made
it a precondition for obtaining
these loans that the amoung be
deposited in ECU accounts. - The

EC Commission initiated the estab- -

lishment of a banking group to
study the possibility of a clearing
situation in ECUs; but similar
promotion .has been’ completely
lacking for the SDR.

Other factors attributed to the
success of the ECU are that the

ECU has its own interest rate

structure; it is being traded in the
forex market as an independent
currency; and it is accessible and
avdilable at a moderately easy
interest rate,

A point to be noted in this

. respect is that the German Deut-

ische Bundesbank (the Central
Bank) has not expressed much
encouragement for the use of ECU.
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The DM was playing a major ‘role

under the ‘Snake’ System and this
might have been the reason for its -

attitude. However, there is far
greater pressure from EEC members
for the ECU than the Deutsche
Bundesbank’s cool attitude.

Contrary to the gloomy pre-
dictions made by many of its

- early critics, who feared that it

would quickly collapse under both

"internal and external pressures, the

European Monetary System has
survived ~ intact.  This is itself

regarded. a considerable achieve-
ment, given the turbulence in the
international monetary system
since 1979. The 1ystem has demon-
strated an ability to overcome cer-

tain difficulties, not least through

the agreement of major exchange
rate ‘realignments. The reason is
that from the beginning, the opera-
tion of the EMS has been characte-
rized by efficient and smooth man-
agement by the participating cen-
tral banks and a high degree of
flexibility.

The flexibility of the System
was seen to be necessary because of .
varying institutional settings and
different dpproaches to many com-
mon’ problems among the particic
pating central banks; it is workable
because the: central banks, con-
cerned are limited in number and
have 'é( long:standing tradition of
close caoperation in foreigh ex-
change mattérs, stemming in par-
ticularly from the operation of the
“snake”. ,

There has been a grawing
interest in international units of
account such as the SDR and ECU.
A fundamental reason for this in-
terest in the new units of account is
the need to 'search for a greater
certainity and stability in interna-
tional economic and financial-rela-
tions, than what can be provided
by the individual currencies that are
now permitted to float and fluc- -
tuate in value. These new inter-
national units: of account can, be-
cause they are:made up of différent
currencies, help to an extent to
.mitigate and distribute more fairly

" the cxchange fisks created by the

unstable exchange sates of indi-

vidual currencies.
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