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In response to the invitation of the European Council's special meeting in Birmingham,
this report summarises the views of the Committee of Governors on the implications of, and the
lessons from, the recent exchange rate crisis. The report is divided into four sections, dealing firstly,
with the causes of the crisis; secondly, the assessment of the sustainability of central parities; thirdly,

BL

policy responses to stabilise exchange rates; and fourthly, institutional and technical arrangements in
the EMS. The main conclusions are presented at the end of the report.
I.

THE CAUSES OF THE RECENT EXCHANGE RATE CRISIS
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A turnaround occurred in the summer of 1992 when a prolonged period without severe
tensions in the ERM, giving at times the impression of a quasi monetary union, gave way to a new
situation. There was a growing awareness that divergences in national economic trends had been
building up for some time, as well as a growing awareness of differences in prospects and policy
requirements, and, as a result, markets exerted massive destabilising pressures. There is broad
consensus in the Committee that the exchange market crisis was bronght abont by a number of
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concurrent factors:

for a number of years price and cost developments diverged and, in the face of stable

nominal exchange rates, gave rise to changes in real exchange rates and in international
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competitive positions within the Community; this was due to excessive wage claims and

to the insufficient correction of fiscal imbalances in several Community countries,

resulting in an unbalanced policy-mix and an overburdening of monetary policy in its
fight against inflation;

the economic environment in the Community became more complex in the wake of

German unification. Given the challenges of the process, the fiscal policy that was

adopted, demand pressures and the behaviour of wages, a tight monetary stance was the
necessary response for Germany to counter price increases, leaving little scope for
interest rate reductions. In those Community countries where lower rates of inflation had
been achieved, the prolonged weakness of economic activity and deteriorating labour

market conditions were felt to warrant a lowering of interest rates. The conflict between
domestic policy needs and the maintenance of ERM parities complicated monetary
policy co-ordination in the Community. These policy dilemmas became more severe after
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