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This note seeks your approval for the line we propose to take in
the 1MF and World Bank Boards on debt/equity swaps and reports on
their role in the Mexican package. C}pyﬁ
2. In the current Mexican negotiations, the banks are pressing for?isz
a debt/equity conversion facility of $1bn per year over 4 years. //
The proposal involves (i) investment in privatised public sector %¥
bodies or infrastructure projects and (ii) a conversion rate noV“
greater than the face amount of discount bonds or 65 per cent of

par bonds or new money. The Mexicans have not yet reacted to this

proposal but have generally been resisting a resumption of debt/

A

equity exchanges (save perhaps for privatisation operations). vak
3. Debt/equity swaps have been the main driving force behind debﬁyf\
reduction so far. The bulk have taken place in Chile, Mexico and

’
Brazil. But four questions have now been raised on: deadweight, xd
net resource transfer, the potential inflationary impact and the

fiscal cost. 9 :
\
M
Deadweight :
adweig QJ 3
4, An incentive to the foreign investor to swap debt for equity

is provided by the offer of local currency in amounts greater than

the 1local currency equivalent of the secondary market price.

Subsidies can however be distortionary and may involve a serious

risk of deadweight 1loss. It is often difficult to tell how far

investments would have taken place anyway. Recent research by the

IFC into swap programmes in Argentina, Chile, Brazil and Mexico
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tends to confirm that, while investments by banks were wholly
additional, those by multinational companies (the larger
proportion of the total) were additional in only 1/3 of the cases
examined (although another 10 per cent of investments were made

sooner or for larger projects than otherwise).

S Debt /equity schemes are of limited size and the amount of
local currency available on favourable terms is often rationed.
After schemes are sold out, the prospect of future debt/equity
programmes, and the expected subsidy for the foreign investor, can
have the adverse effect of causing inward investment to be delayed

until a subsidy is once again available.

Net Resource Transfer

6. The reduction in foreign debt does not necessarily mean net
outflows of resources will be reduced. In fact, equity stakes
under free exchange rates will in the long run usually mean larger
outflows than debt because of the risk factor. But risk-sharing
carries advantages and successful new investment can bring
significant dynamic benefits, eg from technology transfer, which
may outweigh any net additional outflows. The balance of advantage
in terms of flows will depend on a comparison of the expected
flows connected with the equity and those that were likely to
occur from the servicing the debt itself. (To ensure the
comparison is favourable countries often restrict the timing of

outflows, sometimes delaying them for several years).

Inflationary Impact

73 Where debt/equity swaps involve conversion of private sector
debt into private sector equity or the exchange of public sector
assets for public sector external liabilities there is no direct
monetary impact: existing liquidity is transferred from the debtor
to the new equity holder without intermediation by the banking
system and without domestic credit expansion or pressure on the
domestic capital market. But many debt/equity swaps involve
central bank or government liabilities being exchanged for local
currency provided by the authorities which is then used for
private investment. There will thus be domestic financial

effects.
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8. The size of these effects depends first of all on the extent
to which the investment is 'additional'. If the investment would
have taken place anyway, the possible inflationary effect of the
debt /equity programme is limited. But equally this means the
programme is ineffective and foreign exchange is forgone. Where
investment is 'additional' the monetary impact of swaps depends on
how they are domestically financed. If they are simply financed
through the banking system there will be an increase in the growth

of monetary aggregates.

9. Given weak monetary and fiscal policies (as in Brazil) any
inflationary consequences of debt/equity programmes are likely to
be small in relation to the overall problem, although 1large in
relation to the growth of narrow money. This is because the size
of external bank debt relative to the narrow money supply can be
large enough to imply a significant monetary impact of debt/equity
swaps even where these cover only a small percentage of the debt
stock. Table 1 below illustrates the potential problem for the
monetary authorities: for example an unsterilised annual programme
of $1%bn in Mexico could increase money supply growth by some

22 per cent.

10. Inclusion of quasi-money however makes a big difference: as
the Table shows the impact on the broader definition of money
supply in the Mexican example is much lower, around 4 per cent.
Ultimately the size of the problem depends on the extent to which
additional liquidity feeds through into prices; and this is likely

to vary from case to case.
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Table 1: Potential Monetary Impact of Unsterilised Debt/Equity
Swaps, Major Debtors 1988

Debt Money Supply Potential Effect on Money
to Banks Supply of 2% conversion
M1 M1 + Quasi money
(1) (2) (3) (%) = (D)=
0.02x(1)/(2) 0.02x(1)/(@)
Sbn Sbn $Sbn $ %
Argentina 34.4 4.3 18.2 16 4
Brazilf 12.2 14.5 201.8 10 1
Chile 9.6 1:-5 5.4 13 4
Mexicot 68.8 6.4 o 22 4
Venezuela 24.5 10.8 22.5 5 2

t 1987 figures
Source: IIF data

Fiscal Cost

11. One approach to curb adverse monetary effects of swaps is to
make compensating reductions in public expenditure (and/or by
raising tax revenues). But for countries already pursing a tight
fiscal policy, further squeezing may be difficult. The
alternative is to sterilise the monetary impact through the issue
of public bonds to the private sector. But there are two

problems:

i. Because of the limited size of domestic capital markets in
most debtor countries, absorption of substantial amounts of
public debt can cause difficulties. This may be especially so
where, as in Brazil, funding of public debt is already
concentrated in short-term instruments. Sterilisation can put
upward pressure on interest rates and this may cause some
crowding-out of private investment. It may also exacerbate

the debtor's fiscal problem by raising the cost of funding.
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ii., Even if interest rates are not pushed up there may be
disadvantages for the debtor where real domestic interest
rates are high. The sterilised swap involves substitution of
domestic debt for foreign currency debt. Where domestic
interest rates (after allowing for inflation and anticipated
currency depreciation) exceed external rates the operation is

expensive.

12. Some debtors, particularly Mexico, have argued the fiscal
costs involved in sterilising debt/equity programmes outweigh the
advantages. Real interest rates in Mexico are currently running
at around 40 per cent. This partly reflects the shift from high to
low inflation and the need to compensate for expected devaluation
and to establish policy credibility. A further factor 1is the
burden of domestic debt itself: nearly 60 per cent of planned
government expenditure is now taken up by interest payments,
approximately 3/4 of which is interest on domestic debt. While
high real interest rates persist, a debt/equity programme (other
than one linked to privatisation) is expensive (if sterilised) or
may run against the objectives of monetary policy (if

unsterilised).

Table 2: Very Approximate Real Short-Term Interest Rates, Major
Debtors (late 1988/early 1989), % per annum

Argentina -11
Brazil +15
Chile +10
Mexico +35
Venezuela -20

Source: estimates based on IMF REDs.

13. Among Baker 15 countries the behaviour of real interest rates
is mixed, with a very volatile pattern in some countries as they
move between high and low inflation rates. Where real interest
rates are strongly negative, for example in Argentina or Peru,
sterilising debt/equity programmes might not be an expensive
fiscal operation initially. But the overriding objective ought to

be proper macroeconomic management. In the process of achieving
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this, real interest rates can be expected to become positive,
possibly staying at very high levels for some time until inflation
and fiscal policy are brought under control, on a sustainable
basis. Where a debt/equity programme is associated with credible
policies, the investment inflow can help meet some of the
additional demand for real money balances resulting from lower
inflation expectations. In these circumstances, the monetary
impact of the programme need not be critical: and it may help to

avoid very high real interest rates during the adjustment period.

14. In Chile, where a credible macroeconomic framework has been in
place, real interest rates have remained close to those abroad.
Together with careful management of swaps, this has enabled the
debt/equity programme to be highly successful in achieving debt

reduction without jeopardising other objectives.

Conclusions

5.
a Deadweight and Net Resource Transfer A subsidy element

in debt/equity swaps can be justified where it results in
additional and successful investment, with attendant dynamic

advantages to the debtor's economy.

b (i) Inflation The inflationary impact of debt/equity swaps
has been much exaggerated. The Chilean example of roughly 40
per cent reduction in private sector claims (largely through
debt/equity) without adverse inflationary consequences
demonstrates what can be achieved if macroeconomic policy and
the debt/equity programme are managed properly.

(ii) There are clear benefits of linking debt/equity swaps
to privatisation and no serious disadvantages.

c Fiscal (Interest) Cost Some debtors undertaking policy

reforms designed to bring about macroeconomic credibility
have for a time a high level of real domestic interest rates
- much higher than external rates. In these circumstances, we

should not insist on a general debt/equity programme.
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Line to Take

16. The conclusion that debt/equity swaps can be advantageous to
the debtor, particularly when 1linked to privatisation, is
consistent with our existing 1line. Looking carefully at the
balance of advantage of introducing or continuing a debt/equity
programme when .EEE} domestic interest rates are mzsg.higher than
those abroad would be a refinement of this approach. Where there
are genuine disadvantages we would want to argue even more
strongly for specific actions by debtors to improve the climate
for inward investment and a requirement to 1link debt/equity

programmes with privatisation.

e

A KILPATRICK

cc: Mr Miles RoR
Mr Sharpe FCO
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DELORS REPORT: EVIDENCE TO HOUSE OF LORDS SELECT COMMITTEE

1. I attach briefing for your appearance before Sub-Committee A
on Tuesday 25 July. It is based on the list of questions sent by
the Clerk. We have added supplementaries where necessary and a
separate section on the ERM.

2. Mr Wicks, Miss O'Mara and I will accompany you to the hearing.

3. A number of the questions are very tricky. You will no doubt
be pressed strongly on whether the UK accepts the Delors version
of EMU, whether we reject it entirely, and whether we have
workable alternatives to offer. Work 1is in hand within the
Treasury on these questions, and we do not yet have firm answers.
We suggest that at this stage you do not lead the Committee to
expect that an alternative UK prescription will definitely emerge
in the near future.

4. You may therefore want to adopt the tactic of giving detailed
and technical answers where possible, in order to take up time.
We have accordingly provided quite voluminous material for you to
draw on.



‘. In addition to the Q&A material, I attach notes on:
- UK commitments to EMU
- procedures for calling an inter-governmental conference

- the constitutional position of certain central banks.

il g LS

MRS M E BROWN
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LE MINISTRE D’ETAT,

MINNGPRE DE L’ECONOMIE, DES FINANCES REPUBLIQUE FRANCAISE
" ET DU BUDGET
+

PARIS, le 21 juillet 1989

Mon cher Collégue,

J'ai I'honneur de vous confirmer que la prochaine réunion informelle
ECOFIN aura lieu vendredi 8, samedi 9 et dimanche 10 septembre 1989 a I'Hotel du
Cap Eden—Roc a Antibes.

Les invités seront attendus vendredi dans I'aprés—midi ou en début de
soirée. La réunion aura lieu le samedi et une visite touristique a Saint—Paul de
Vence est prévue dimanche matin avant le repas de cloture. Comme pour les
réunions informelles précédentes, les Ministres des pays membres peuvent se faire
accompagner du Gouverneur de leur banque centrale et d'un conseiller.

Les épouses des Ministres et des Gouverneurs sont cordialement
invitées. Un programme a leur intention sera prévu pour le samedi 9 septembre.

Je vous prie de bien vouloir trouver ci—joint un programme détaillé de
ces trois journées ainsi qu'une fiche pratique contenant différents renseignements
d'ordre matériel.

Je vous serais reconnaisant de me faire savoir dans les meilleurs délais
possibles la composition exacte de votre délégation. Chaque membre de celle—ci aura
a répondre a un questionnaire que je vous adresse également ci—joint.

Je me réjouis de vous revoir bientdt a Antibes et vous prie d'agréer,
mon cher Collégue, I'expression de mes meilleurs sentiments.

A Va—v./al

[CH/EXCHEQUER MSW,T/"j

REC. | 26JUL1989 g
Pierre BEREGOVOY

Monsieur Nigel LAWSON b o
Chancelier de I'Echiquier !
du Royaume-Uni M s I =




PROGRAMME

REUNION INFORMELLE ECOFIN

8 - 9 — 10 septembre 1989
EDEN-ROC (Antibes)

Vendredi 8 septembre 1989

-20H30

Samedi 9 septembre 1989

— 8H30- 9H30
- 9H30-13H00
-13H00-14H30

-14 H30 - 17 H30
- 18 H 00
- 19H 00

Dans l'aprés—midi et la soirée, accueil des délégations a
l'aéroport de Nice—Cote—d'Azur par le Chef de Cabinet de
M. Pierre BEREGOVOY, Ministre d'Etat, Ministre de
I'Economie, des Finances et du Budget.

Départ en voiture pour 1'Hotel Eden—Roc.

Installation des délégations.

Accueil par M. et Mme Pierre BEREGOVOY a Eden—Roc.
Diner—buffet servi sur place. :

Petit déjeuner.

Réunion de travail.

Déjeuners de travail (Ministres seuls dans un salon,
Gouverneurs et autres membres des délégations dans un
autre salon).

Suite et fin de la réunion de travail.

Conférence de presse

Départ pour Mougins.
Diner au restaurant "Le Moulin de Mougins".



Dimanche 10 septembre 1989

- S H30 — 9130
- 10 H 00
- 10 H 30

- 11 H 30
- vers 12 H 30

Petit déjeuner.

Départ pour Saiut—Paul de Vence.

Visite de la Fondation Maeght et de I'exposition "l'oeuvre
ultime, de Cézanne a Dubuffet" sous la conduite de
J.—L. PRAT, Directeur de la Fondation.

Visite a pied de Saint—Paul de Vence.

Déjeuner au restaurant de la "Colombe d'Or" a Saint—Paul
de Vence.

A l'issue du déjeuner, départ des délégations.



10 H 00

11 H 30

vers 13 H

vers 15 H

PROGRAMME des DAMES

Samedi 9 septembre 1989

Départ pour la roseraie Meilland, a Antibes.
Puis visite des verreries de Biot.

Départ pour Nice.
Visite & pied de la vieille ville et du marché aux fleurs.

Déjeuner au restaurant "Maximin" a Nice.

Retour a I'IIotel Eden—Roc.
Aprés—midi libre.



20/07/1989

- Renseignements pratiques

- Trois voitures avec chauffeurs seront mises a la disposition de chaque délégation
depuis I'arrivée a I'aéroport de Nice—Cote d'Azur vendredi 8 septembre jusqu'au
départ dimanche 10 septembre.

Les transports samedi soir et dimanche matin s'effectueront en autobus (de
méme que l'excursion des dames le samedi matin).

- Les coordonnées de I'Hotel du Cap—Eden—Roc sont Jes suivantes :

Boulevard Kennedy B.P. n° 1202, 06602 ANTIBES CEDEX
Téléphone : (33) 93613901
Télécopie : (33) 93677604
Télex : 470 763

. La réunion de travail s'effectuera avec interprétation simultanée (francais,
anglais, allemand)

- La température estivale sera yraisemblablement encore chaude en cette saison et
les bains encore trés agréables mais les soirées pourront étre plus fraiches au
bord de la mer.

- Des courts de tennis seront disponibles dans I'enceinte du parc de I'hotel.

. Un secrétariat commun sera installé a coté de la salle de conférences avec lignes
téléphoniques internationales et télécopies, dont les numéros seront
ultérieurement précisés.

- Des étiquettes pour les bagages vous seront prochainement adressées.



y/

«

‘ . ANTIBES: PHONE NUMBERS
Hotel du Cap Eden-Roc, Antibes
Switchboard: 010 33 93 61 39 01
Telex: 470 763
Pax: 010.°33793 67 76 .04
Chancellor (Room 647): 010 33 93 67 07 47
Governor (Room 612): via switchboard

Nigel Wicks (Room 127): via switchboard
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SALLOMON BROTHERS ON EMU
The Chancellor saw Graham Bishop's letter of 19 July to the
Paymaster General. He thought that the points marked on the

attached copy of the first page were relevant to the exercise on
alternatives to Delors.

A C S ALLAN
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European Business Analysis

1992 and Beyond

Salomon Brothers July 18, 1989

Graham Bishop
721-3921 (London)

The Madnd Summit — European Monetarv Union IS
Coming

SRS S e R e e RS S O R e SR s
The monetary landscape of Europe is changing irreversibly. In June 1988,

the European Community (EC) Heads of State agreed to abolish exchange
controls. They also set up a committee chaired by EC President Jacques

Delors to study “concrete steps leading towards the progressive realisation

of economic and monetary union” (EMU). The Heads of State considered

the resuiting “Delors Report” at the Madrid Summit on June 28/29. 1989,

and agreed to the following agenda:

® The first stage of Economic and Monetary Union will begin on July I,
1990;

® The preparatory work will be undertaken for an intergovernmental
conference to lay the ground for subsequent stages, which would meet after
the first stage had begun in 1990.

On July 10, just ten days into the six-month French presidency of the
European Council, the EC finance ministers agreed on an aggressive
timetable for the preparatory work.

This report analyses these developments from the perspective of the
business opportunities that will open up for the financial services industries.
Genuine liberalisation of these industries is likely to lead to such a degree of
financial integration that monetary union will, effectively, be created by
market forces.

The Council has requested the adoption of the “provisions necessary for the
launch of the first stage” (see text of communique on page 5). The Delors
Report names the creation of a Single Financial Area as a key step in Stage
One, and much work has already been achieved towards this end, but there
are shortcomings in some of the measures and proposals. Current political
commitment provides an excellent opportunity to ensure that the
“provisions necessary” do, in practice, create a genuinely liberal financial
market. This, in turn, will develop a powerful market discipline that should
obviate the need for complex and bureaucratic budgetary coordination
policies and minimise any functions that need to be delegated to a
European System of Central Banks.

On balance, remarkable strides have been made towards achieving the
Single Financial Area that will realise the European Council’s decision in
Madrid. Given a continuation of that degree of political commitment, the
remaining problems can be overcome, permitting progress towards
monetary union.

Principal Stage One Steps

The Delors Report describes Stage One as “the initiation of the process” of
creating EMU. For practical business purposes, the key steps are as
follows:

® “In the economic field .. firstly, there would be a complete removal of
physical, technical and fiscal barriers The completion of the internal market
would be accompanied by a strengthening of Community competition
policy.”
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® “In the monetary field the focus would be on removing all obstacles to
financial integration... Firstly, through the approval and enforcement of the
necessary Community Directives, the objective of a single financial area in
which all monetary and financial instruments circulate freely, and banking,
securities and insurance services are offered uniformly throughout the area
would be fully implemented.”

The first statement merely reaffirms the principles of the 1992 programme.
However, the second statement comprises a remarkably powerfui and clear
definition of the liberalised financial services market that we shouid now
expect to unfold. The Heads of State, in accepting Stage One of the Delors
Report, have implicitly set a “quality standard” for the directives. as welil as
the areas to be covered.

Impact of financial ~ There is an implicit timetable: Stage One requires not only the approval

innovation and enforcement of the directives, but also their “full implementation.” The
importance of this point may have been overlooked: it implies the
enactment of enabling legislation in each of the 12 member states. Only
then — and probably after a considerable time lag — will the full
consequences of liberalisation unfold as financial intermediaries offer new
products. The willingness of consumers to purchase these products will
determine the degree of permanent and substantial financial innovation
that will exist in the Community.

The Delors Report states that “account would also have to be taken of the
continued impact of financial innovation on monetary control techniques
(which are at present undergoing radical changes in most industrial
countries).” The “preparatory work” to develop the “provisions necessary”
for the new EC institutions, such as the European System of Central Banks,
will certainly need to analyse these “monetary control techniques.™ The
analysis will be difficult in the absence of practical evidence of liberalisation
in the markets — and even more difficult if the legislative programme has
not even been agreed.

To proceed beyond Stage One to the “subsequent stages” of monetary
union requires revision of the Treaty of Rome by an intergovernmental
conference. Currently, it seems probable that this conference will be called
by majority vote at the earliest possible opporturuty — shortly after July F,
1990. However, because conference decisions require unanimous voting,
such an early date could be premature: Stage One will have only just
started and if any major parts of the Single Financial Area have not even
been approved —including agreement on strengthening competition policy
— it would be hard to feel that there was enthusiastic, unanimous support
for the more difficult stages ahead.

The Single Financial Area — Can The EC Achieve Its Target?

The genuinely liberalised financial markets envisaged by the Delors Report
are a quantum leap from the status quo, but progress seems to be

- accelerating. The French Presidency of the EC could be crucial in creating
a climate where the Single Financial Area appears a realistic probability.

The following actions highlight the progress made to date:

Abolition of exchange This historic and far-reaching measure was agreed in June 1988. The major

controls EC countries have agreed to abolish the few remaining controls by July 1,
1990. The most visible exchange controls have, effectively, been abolished
already, and the European Monetary System (EMS) has survived
remarkably well at a time of sharp dollar fluctuations. The only remaining
controls are those preventing individuals from holding foreign currency



Mutual funds

Banking

Investment services

Insurance

bank deposits. Evidence, particularly from the UK, indicates that
individuals do not diversify their transaction balances — only their savings
— so freeing liquid balances should not create a crisis.

Overall. the agreement to abolish visible exchange controls was the change
that has probably made the drive towards some form of monetary union
irreversible, because of the need to remove the risk of destabilising capital
flows. Under current scenarios. there seem few reasons to expect abolition
of the remaining visible exchange controls in the EC to destabilise the
EMS.

However, there is still an array of restrictions on the investment policies of
many financial institutions, which has a similar economic effect to
exchange controls. These restrictions are analogous to the “nontariff™
barriers that have always bedevilled liberalisation of trade in physical
goods, and they amount to invisible exchange controls.

On October 1. 1989, the directive on Undertakings for Collective
Investment in Transferable Securities (UCITS) — the first liberalisation —
comes into effect. This directive permits qualifying mutual funds to be sold
freely throughout the EC. Tested against the Heads of State “quality
standard,” the directive falls short, because money market funds are not
permitted. However, the principal opponent of such funds — West
Germany — is about to permit its own mutual funds to have up to 49% of
their assets in money market instruments. Bundesbank President Pohl
recently accepted the likelihood of further changes in West Germany.

The Spanish Presidency succeeded in obtaining the Council’s agreement on
a common position — the vital hurdle — on the Second Banking Directive
and the Solvency Ratio Directive. The Second Banking Directive permits
an EC bank to offer — in any EC country — the services for which it is
authorised in its home country. The Solvency Ratio Directive is the
measure that implements the risk-weighted capital adequacy standards
proposed by the Cooke Committee of the Bank for International
Settlements. Together, these measures seem to go a long way towards
meeting the quality standard for banking services (including mortgages).
This freedom is expected to be extended fully to foreign banks’ services.

The proposed Investment Services Directive would give nonbanks and
financial intermediaries the same freedoms as those given to banks by the
Second Banking Directive. Progress on this “EC passport” for investment
banks seems to be lagging, because, in general, it is only UK-based entities
that are affected. In the capital markets, an uneven playing field for banks
and nonbanks would not be compatible with the “quality standard.”

The directives already approved and proposals made so far do not,
realisticaily, begin to measure up to the Heads of State “quality standard.”
The problem stems from the European Court of Justice 1986 rulings on
whether there was sufficient harmonisation of EC law to give consumers
adequate protection. As a result, the current proposals have avoided the
individual consumer and, certainly for the nonlife risks, concentrated on
freeing insurance for medium- to larger-sized companies. This focus avoids
the very area where the European consumer — who is also the elector —
hopes to see tangible benefits from enhanced international competition.
However, the Commission plans to address this problem in 1990.



Securities issuance

Competition policy

°

If they are to be prudently and efficiently managed in the liberalised
market. insurance companies’ assets must reflect properiy the type ot
liabilities undertaken to the public. Thus, foreign assets would not be
appropriate where the premiums are likely to be paid out again as claims in
a short period. At the other end of the spectrum. a life insurance policy that
participates in profits is essentially a savings vehicle with attached insurance
against death. That savings element should be free to be invested in an
internationally diversified. profit-maximising portfolio.

Life insurance companies play a key role in the EC’s capital markets: as the
repository of much of the Community’s long-term savings, they are major
buyers of long-term Government bonds. With a choice of assets constrained
only by prudence, the capital markets will have the genuine freedom. not
only to judge the budgetary position of member states, but also to exert
discipline by moving assets accordingly. The same principles should apply
to pension funds.

Uniess liberalisation of insurance — both assets and liabilities — meets the
Heads of State “quality standard,” a vital component of the Single
Financial Area will be missing.

The Prospectus Directive goes some way towards harmonising conditions
for issuing securities by requiring member states to recognise a prospectus
published in another member state. However, many member states
continue to impose conditions that restrict issuance — originally for the
proper purpose of ensuring an orderly market. Typically, conditions
comprise the nationality of the lead-manager, nationality of the applicable
law, physical location of the securities, and nationality of the paying agent.
Even the most liberal country — the UK — requires the lead-manager of
sterling issues to have a full UK presence. Although the original purpose of
these regulations remains necessary, the current regulations have the effect
of discriminating against lead-managers outside the member state. If
issuance is restricted, then free circulation of financial instruments 1s
effectively limited — contrary to the spirit of the “quality standard.”
“Mutual recognition” of other member states’ standards is necessary.

UK Prime Minister Thatcher has emphasised, particularly, that the
European Council had accepted the need for strengthening the
Community’s competition policy — as specified in Stage One of the Delors
Report.

Competition policy potentially covers a wide area, but the current principal
topic is the proposed merger regulation. This regulation would give the
European Commission power to review “large mergers.” The raising of the
definition of “large” — perhaps to an annual turnover of ECUS billion,
declining over a period to ECU2 billion — has overcome many objections.
There seems to be a reasonable chance that this measure could be approved
later this year. However, Prime Minister Thatcher may have broadened the
requirement of an acceptable competition policy by highlighting the Delors
Report’s call for a reduction in state aid.

It seems quite feasible that the EC can meet the “strengthening of
Community competition policy” condition set for Stage One.



Appendix

Extracts from Presidency Conclusions — European Council
Madrid. 26 and 27 June 1989

“The European Council. meeting in Madrid. reviewed the situation and
the prospects for progress towards European Union.

"...The completion of the Internal Market and the strengthening of
economic and social cohesion were the prioritv objectives of this new
chapter 1n the history of the Community.

*...The European Council noted that the forward thrust in achievement
of the Internal Market was making an ever-increasing contribution to
expansion and improvement in the employment situation. This thrust
had hitherto resulted mainly from the decisions taken to remove
technical barriers to trade. It was now necessary to make similar progress
towards the elimination of physical and fiscal obstacles with a view to
achieving an area without internal frontiers by 31 December 1992 in
accordance with the provisions of Article 8a of the Single Act.

“The growing rate at which decisions were being taken meant that weil
over half the measures listed in the White Paper had been adopted. The
Council recalled certain priority fields identified at its meetings in
Hanover and Rhodes, and welcomed the fact that important decisions
had been taken in the areas of public contracts, banking and financial
services, the approximation of technical standards and transport.
However, it noted that there were still decisions to be taken in these
priority fields, including transport, in particular cabotage, and asked the
Council to intensify its work in these sectors.

“The European Council invited the Commission to submit to the Council
the remaining proposals provided for in the White Paper at the earliest
opportunity, and expected the Council to finalise adoption, as quickly as
possible, of the instruments that would permit the completion of the
Internal Market.

Economic and Monetary Union

“The European Council restated its determination progressively to
achieve Economic and Monetary Union as provided for in the Single Act
and confirmed at the European Council meeting in Hanover. Economic
and Monetary Union must be seen in the perspective of the completion
of the Internal Market and in the context of economic and social
cohesion.

“The European Council considered that the report by the committee
chaired by Jacques Delors, which defines a process designed to lead by
stages to Economic and Monetary Union, fulfilled the mandate given in
Hanover and provided a good basis for further work. The European
Council felt that its realization would have to take account of the
parallelism between economic and monetary aspects, respect the
principle of "subsidiarity” and allow for the diversity of specific
situations.

“The European Council decided that the first stage of the realization of
Economic and Monetary Union would begin on 1 July 1990.

“The European Council asked the competent bodies (the ECOFIN and
General Affairs Councils, the Commission, the Committee of Central
Bank Governors and the Monetary Committee):

“(a) to adopt the provisions necessary for the launch of the first stage on
1 July 1990;

“(b) to carry out the preparatory work for the organization of an
intergovernmental conference to lay down the subsequent stages;
that conference would meet once the first stage had begun and
would be preceded by full and adequate preparation.”
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DELORS REPORT: EVIDENCE TO HOUSE OF LORDS SELECT COMMITTEE

The Chancellor has seen the briefing enclosed with Mrs Brown's
note of 21 July.

25 He has made the following amendments:

Question 4: What benefits would full monetary union confer
that ERM membership would not?

Delete existing answer. Replace with: "A good question. If
ERM membership were to bring about the maintenance of a high
degree of exchange stability among the currencies concerned,
then it is difficult to see what significant additional
economic benefits monetary union would confer. If, however,
ERM membership were to prove unable to bring about a high
degree of exchange rate stability, then the case for monetary
union would clearly be stronger.

Indeed, the Delors Report and the debate about EMU could be

portrayed as an attempt to solve the admitted problem of what
to do about exchange rates between independent sovereign

UNCLASSIFIED
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states by deciding to abolish independent sovereign states.
And proposing to do so without, so far, any serious
discussion of the vital question of democratic
accountability. Yet this is a matter of the most fundamental
importance that can never - dare never - be taken for
granted".

Question 5: What would be the disadvantages to member states

of being "left out" of a community monetary union?

Line 3 - delete "for the shorter term". Replace with "in the
meantime, ...".

Question 5 (a)

Line 3 - delete "am sure", replace with "believe".

Question 6

Line 6 - delete "economic", replace with "fiscal".

Question 8: Can a country which uses the sharp tightening of

monetary policy to discipline inflation afford the monetary
straitjacket of ERM/EMU?

First para to read: "First, the ERM is not a straitjacket
since a) fluctuations are permitted within margins and b)
realignments are possible. Under full EMU, of course,
exchange rates would be irrevocably fixed".

Question 8: "If pressed". To read: "It 'is certainly true

that, with the benefit of hindsight, monetary policy was too
louse at the end of 1987 and the beginning of 1988. But this
represented ...".

UNCLASSIFIED
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Question 14: How would the Central Bank be financed?

To read: "That is clearly a natter for discussion if and when
it is decided that a European Central Bank is necessary".

Question 18, Supplementaries: Do vyou want the European

Central Bank in London?

To read: "We have not yet agreed that it would be sensible
to have a European Central Bank at all. So the question of
where it should be situated does not arise".

But the Deputy Governor put in a bid for London. Delete

third sentence of reply.

Question 19.

Line 3, delete "any new".

Question 19, Supplementary (ii).

First line to read: "The logical implication of the Delors
prescription may well be ..."

ERM: Supplementaries; What are the conditions on which the UK
will join the ERM?

Second indent to read: "There must be capital liberalisation
in the Community".

Prime Minister's "conditions" are a delaying tactic.

Answer to read: "No. UK inflation apart, these conditions
are all part of stage 1 of the Delors process.

UNCLASSIFIED
5
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Time table for sterling's entry.

Answer to read: "We are not commi‘ted to any particular
date, but it will clearly be within Lhe course of the so
called stage 1 of Delors, which starts on 1 July 1990".

il
d,

J M G TAYLOR
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ECONOMIC SECRETARY FROM: MRS M E BROWN (EC1)
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ce Chancellor
Sir P Middleton
Sir T Burns
Mr Wicks
Mr Evans
Mr Odling-Smee
Mr Scholar
Mr R I G Allen
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Mr Gieve
Miss O'Mara
-Mr-S J Davies
Ms Symes
Mrs Chaplin
Mr Tyrie

DELORS REPORT: EVIDENCE TO HOUSE OF LORDS SELECT COMMITTEE

1. I attach revised sections of your briefing, incorporating the
Chancellor's amendments and the changes agreed at your briefing
meeting this afternoon.

2. MG Division will submit separately a note on the powers of the
Bundesbank on exchange market interventions, and on the legal
tender laws. Ms Symes is letting you have a note on the evidence
given by Lord Cockfield and Charles Goodhart.

ln\/\//\ﬂj s

MRS M E BROWN
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EUROPEAN COMMUNITIES COMMITTEE: SUB-COMMITTEE A
ECONOMIC SECRETARY'S EVIDENCE, TUESDAY 25 JULY 1989

Q1. How would you define the "Economic and Monetary Union" which

the Government is comm.tted to implement (most recently in the
Madrid Communique)?

This is one of the key questions which the further work agreed on
at Madrid will need to cover. The Delors Report gave one
definition. We and our fellow member states need to examine the
elements of the Delors approach very carefully, and to consider
alternatives.

SUPPLEMENTARIES

(a) But you are committed to some form of EMU?

The UK is a signatory to the Single European Act. The preamble to
that Act referred to the 1972 Conference at which Heads of State
approved the objective of the progressive realisation of Economic
and Monetary Union. But the Act itself does not specify any
arrangements for implementing EMU, or a timetable. [If pressed:
indeed it 1is worth noting that chapter one of that Act is headed
"Cooperation in Economic and Monetary Policy (Economic and

Monetary Union)". The Act itself certainly does not suggest that
EMU must involve centralised, rather than cooperative,
arrangements. ]

[List of UK commitments - attached].

(b) Do you agree that monetary union involves a common currency

and a single central bank?

The Delors report (in paragraph 22) defines a monetary union as a
"currency area in which policies are managed jointly with a view
to attaining common macro-economic objectives." It recalls that
the Werner report of 1970 laid down 3 conditions for a monetary
union. Two have already been met or are in the process of being
met, through the single market programme. They are
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- the total convertibility of currencies;

- the complete liberalisation of capital transactions and
full integration of financial markets.

The third is a decision to lock exchange rates irrevocably, so
that national currencies became "increasingly close substitutes".

The Delors report goes on to say (in paragraph 23) that the
interlocking of exchange rates would not necessarily mark the end
of the process of monetary unification in the Community. It
argues that there would be advantages in moving to a single
currency. But it states that this would not be "strictly
necessary for the creation of a monetary union".

I do not think EMU necessarily requires an independent central
bank, though this is of course one of the questions to be looked
at. Some coordinating questions would no doubt be needed, but
past experience does not suggest that a central bank on the Delors
model is necessarily required.

(c) The Chancellor told the TCSC (Q80) that monetary union "is a
single currency ... a single monetary policy ... and a single
central bank". The Prime Minister told the House of Commons on 29
June that "The fixed exchange rate ... would come under
considerable criticism and people could not do it". Who is right?

The Chancellor was referring to what Delors means by monetary
union. As he said, it is quite clear that Delors' concept of full
EMU involves interlocked exchange rates, probably a common
currency and an independent central bank. But both the Prime
Minister and the Chancellor have stressed that the Government has
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fundamental concerns about the surrender of sovereignty that would
be involved in the Delors prescription. That is one of the
questions to be examined further. I simply cannot say at this
stage what the end point may be.

(e) The Governor said Delors was "the right model"?

But I believe he also said Delors was not the only model.

(f) The Prime Minister has said others share her doubts about the
Delors prescription for stages 2 and 3. Who are they?

All member states agreed at Madrid that further work was needed.

The communique made that clear.

The Governor of the Bundesbank, Herr Pohl, said in a speech on 22
June (the PM quoted this in another place on 29 June):

"I myself doubt whether the time has come for such a
comprehensive renunciation of sovereignty, namely the
transfer of monetary pbwers to supra-national institutions.
I can only repeat what I said a little while ago. Neither a
single currency nor a European Central Bank is necessary for
an economic and monetary union to function. What is more
important is that the member states pursue a consistent

policy."
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Q2. When would you expect preparations to be complete for the

inter-Governmental conference? When does the Government expect to
publish its alternative proposals for monetary union?

i No date has been agreed. The Madrid European “ouncil
concluded that such a conference "would be preceded by full and
adequate preparation", and that it would meet only once the first
stage had begun (ie. not before 1 July 1990). Finance Ministers
will begin discussing the issues involved in the  autumn, but a
great deal of work to do thereafter.

i1, As the Prime Minister said in her statement to the House of
Commons on 29 June after the Madrid Council, we shall be working
out alternative proposals, and hope that other people will do so
too. Too early to say how and when we will produce our ideas.
But the informal meeting in Antibes on 9-10 September will provide
an opportunity for discussion.

SUPPLEMENTARIES

(a) Why did UK agree to inter-governmental conference?

The UK agreed to preparatory work for a Conference, which would
meet "once the first stage had begun and would be preceded by full
and adequate preparation". There has not yet been a formal
decision to call an Inter-Governmental Conference. [Article 236
of the Treaty of Rome provides that such a decision must be
preceded by a proposal from any government or the Commission. The
Council, after consulting the European Parliament and the
Commission, would then vote by single majority for or against
calling a conference of representatives of the Governments of
member states. If the Council were in favour, a conference would
be convened by the President of the Council.]

[Copy of Article 136 attached.]



ecl.bk/meb/21.7.4

Article 236

The Government of any Member State or the Commission may submit to
the Council proposals for the amendment of this Treaty.

If the Council after consulting the European Parliament and, where
appropriate, the Commission, delivers an opinion in favour of
calling a conference of representatives of the Governments of the
Member States, the conference shall be convened by the President
of the Council for the purpose of determining by common accord the
amendments to be made to this Treaty.

The amendments shall enter into force after being ratified by all
the Member States in accordance with their respective
constitutional requirements.
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(b) Would UK refuse to attend an IGC?

No. There is no question of an empty chair policy as the Prime
Minister made clear in Madrid. We would want to play a full part
in any discussions on when and whether to hold an
inter-governmental conference, and to influence discussions at
such a conference. The Treaty makes clear that any amendments to
the Treaty have to be agreed unanimously and ratified by all
member states in accordance with their constitutional requirements
(ie. in the UK by Parliament).

(c) Might not talk of 'alternatives' be seen as entirely negative?

Far from it. We want to make progress on the steps in Stage 1 as
fast as we can, and we have endorsed the recommendation that stage
1 should begin on 1 July 1990. In several areas (eg. exchange
control abolition) we are already ahead of many other member
states. And we want to see action during Stage 1 on some points
the Delors Report did not cover at all: active promotion of the
private ecu, increased holding of private ecu in official reserves
and their greater use in intervention. But it was clear from the
discussions in Madrid and subsequently that we are by no means
alone in questioning whether the proposals on longer term
developments put forward in the Delors Report are the best route

forward.
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Q3. How would you interpret the conference's mandate to "lay down
the subsequent stages"?

Artirle 236 of the Treaty of Rome states that an

Inter-Governmental Conference "shall be convened ... for the
purpose of determining by common accord the amendments to be made
to this Treaty". There is no more precise guidance at present,

but any Conference would follow extensive preparatory work.

[The Madrid conclusions do not imply that the Council endorsed
Stages 2 and 3 of the Delors report. Finance Ministers will need
to assess the report's findings in their further work.]
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Q4. Is the Government convinced of the economic benefits of
monetary union?

All depends on what form of monetary union is envisaged. Currency
stability throughout the Community obviously brings savings in
" transaction ~osts for industry and travellers. But it would be
important that the process did not give rise to unacceptable costs
in other areas (eg an expansion of the Community's structural
funds or centralisation of budgetary policy). The possible
economic benefits have to be weighed against the loss of
sovereignty to the UK involved in the Delors prescription for
economic and monetary union.

[See also Q6 and Q12].

What benefits would full monetary union confer that ERM
membership would not?

A good question. If ERM membership were to bring about the
maintenance of a high degree of exchange}léiability among the
currencies concerned, then it is difficult to see what additional
economic benefits monetary union would confer. 1If, however, ERM
membership were to prove unable to bring about a high degree of
exchange rate stability, then the case for monetary union would
clearly be stronger. Indeed, the Delors Report and the debate
about EMU could be portrayed as an attempt to solve the admitted

problem of what to do about exchange rates between independent
sovereign states by deciding to abolish independent sovereign
states. And proposing to do so without, so far, any serious
discussion of the vital question of democratic accountability.
Yet this is a matter of the most fundamental importance that can
never - dare never - be taken for granted.
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Q5. What would be the disadvantages to member states of being
"left out" of a Community monetary union?

There is no question at the moment of anyone being "left out" of
developmencs in the Community. Any Treaty change would have to be
aqreed unanimously by the 12 member states. In the meantime, the
Prime Minister has made clear that the UK fully supports the
implementation of stage 1 on 1 July 1990. She has also made clear
that we would participate in an Inter-Governmental Conference.

SUPPLEMENTARIES

(a) What if the 11 decided to proceed with stages 2 and 3 without
the UK?

The UK is one of the major economies of Europe. I do not believe
that proceeding without us would be in the interests of the
Community as a whole, and I believe that is the view of our
partners.

(b) The Delors Report envisages "a degree of flexibility"

concerning the date and conditions of joining certain

arrangements. The UK might avail itself of that?

[Delors Report paragraph 44 to be attached].

We have to discuss in much more detail all the arrangements
recommended in the Delors Report, including those suggested in
paragraph 44.

[Not for use: the Report said "Influence on the management of each
set of arrangements would have to be related to the degree of
participation by member states". Important to avoid any
suggestion that UK would accept such '2 tier' arrangements. ]
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Q6. Why did the Madrid communique emphasise the "parallelism
between economic and monetary aspects"?

Member states obviously need to examine how far cooperation in
economic matters needs to nrogress in parallel with developments
in moneta~y arrangements. As the Chancellor made clear in a
recent speech to the Institute of Directors, we do not think the
Delors report gets anywhere near sustaining the case for tight
fiscal coordination in order to make a joint monetary policy

sustainable.

The Madrid communique also said that further work should respect
the principle of “"subsidiarity" and allow for diversity of
specific situations. Those are equally important points, and
highlight the need to cede no more functions to the central
institutions of the Community than are strictly necessary.

[See also Q12.]
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Q7. Other than membership of the ERM by all member states, what
should "Stage 1" consist of? How long might this stage take to
complete? Would there not be pressures to develop full monetary
union more quickly if the removal of capital controls jeopardised
the current working of thc ERM?

(i) Stage 1 measures are set out in some detail in paragraphs
51-52 of the Delors report, although here too there will have to
be more work on precisely what needs to be done. The main
elements of Stage I will include: completion of the internal
market, in particular the single financial area, and a
strengthening of competition policy (which we see as requiring
removal of barriers to takeovers and reduction in subsidies);
implementation of the agreement to reform the structural funds;
revision of both the 1964 Council Decision which established the
Committee of Central Bankers and the 1974 Council Decision on
economic convergence; and removal of impediments to the private
use of the ecu.

[For use as necessary: On the 1964 and 1974 Decisions, we will be

seeking to ensure that these texts reflect the free-market
approach of this Government, and include more emphasis on
medium-term and structural adjustment policies (rather than fine
tuning). At the same time we must not overload the Brussels
Committee structure.

We will be stressing the need for genuine completion of the single
market in financial services and Community wide capital

liberalisation:
- progress being made in some areas: welcome agreement on
2nd Banking Directive. But need to move faster in

others, notably life assurance and investment;

- also important to ensure that unnecessary restrictions
on market access are lifted, including excessive
regulation of what financial services can be offered in
particular markets and the way they are to be sold,
which can amount to hidden barriers to trade;

(O
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- full capital liberalisation due by 1 July 1990 for eight
major EC countries. Essential for single market. Must
include: removal of all remaining controls by Italy and
France; rapid progress by remaining four member states
(Ireland, Greece, Spain, Portugal) towards removal of
controls;' and complete integration of banking and other
financial markets..

(ii) The second part of the question is entirely hypothetical. We
in the UK are putting our efforts into ensuring that Stage I does
work. There are different views about the extent to which
full-scale capital liberalisation might undermine the ERM.
Personally, I would not want to exaggerate the likely

consequences.

4
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Q8. Can a country which uses the sharp tightening of monetary

policy to discipline inflation afford the monetary straightjacket
of ERM/EMU?

First, the ERM is not a straightjacket since (a) fluctuations are
permitted within margins (b) realignments. are possible. Under
full EMU, of course, exchange rates would be irrevocably fixed.

However, if you look at what has actually happened in practice,
conflicts between domestic and external policy have been few and
far between, since the countries within the ERM have shared the
objective of reducing inflation. Thus France has seen its
inflation rate fall from 10.7 per cent in 1979 to 3.7 per cent in
May this year and Italy's inflation rate has more than halved from
nearly 16 per cent in 1979 to 7 per cent last month. The EMS
certainly did not prevent those countries from reducing their
inflation rates: it provided a credible financial discipline which
helped them in the conduct of their monetary policy.

Capping sterling at DM3 has been responsible for subsequent

inflationary pressures?

That is far too simplistic an analysis. The increase in UK
inflation is part of a worldwide phenomenon.

[IF PRESSED: It is certainly true that, with the benefit of
hindsight, monetary policy was too loose at the end of 1987 and
the beginning of 1988. But this represented the authorities'
response to the stock market crash of October 1987 which not only
we in the UK, but other countries too, thought could have provoked
a severe loss of confidence, had steps not been taken to inject
more liquidity into the economy. On the balance of risks as we
then judged them, I am sure we were right to act as we did. Since
then, inflation has picked up worldwide and other countries have
responded as we have by raising their interest rates.]

[For further detail, you might draw on your CPS speech. ]

12.
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Q9. Other than the power to devalue, exactly what powers would be

given up by Member States in "Stage 3"?

Under the Delors prescription, member states would lose very
considerable control over fiscal policy, and compl’ete control over
monetary policy.

In the economic field:

- and make discretionary changes in Community resources

- and "a new form of representation in arrangements for
international policy coordination and in international
monetary negotiations would be adopted".

hgfhe monetary field:

- the responsibility for the formulation and
implementation of monetary policy in the Community would
be transferred to the European System of Central Banks

- decisions on exchange market interventions in third
countries would be the sole responsibility of the ESCB

Council

- official reserves would be pooled and managed by the
ESCB.

13.
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Q10. Various alternatives have been suggested to the form of

monetary union suggested in the Delors Report. Could all member
states' currencies become legal tender throughout the Community,
in the hope that the "good money" would become the most frequently

used?

(i) I have indeed seen a number of aiternative suggestions. For
instance, the Treasury and Civil Service Select Committee in its
recent report said that "Binding rules on fiscal policy seem to be
unnecessary even in stage 3 of a monetary union". There has been
discussion of the possibility of a parallel currency, a gold
standard approach, or of allowing currencies to compete (the
'Hayekian model'). Delors' proposals on increased regional
subsidies have also been challenged by a number of commentators.
These are all things to be examined in the Community's further
work.

(ii) I have seen suggestions about the currency option you
describe. I have also seen it suggested that a single Community
currency (usually assumed to be the ecu, although in that case, it
could no longer be a basket currency as at present) could be
introduced in parallel to the individual Community currencies,
with the intention that it would gradually displace them. Another
suggestion is that the existing Community currencies might be
maintained but at irrevocably fixed rates.

14.
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Ql11. The Chancellor has said that he would be "perfectly happy"

with the "quasi-monetary union" of the gold standard system. What
would be the advantages and disadvantages of such a system?

The gold standard offered a system which operated under definel
rules. At the same time, as the Chancellor pointed out to the
TCSC, it did not involve an irrevocable transfer of sovereignty:
members could depart from it at any time. Moreover, it operated
without any centralisation of national fiscal policy and without
an international regional policy - two elements _which the Delors
Committee suggested should be incorporated within full EMU but
which the UK disputes would be necessary.

How are circumstances different today?

3 Gold no longer backs the note issue.

ii. With the increasing internationalisation of financial
markets, capital flows now dominate current transactions.
The scale of capital flows across the exchanges is vastly

greater. Even in 1986, foreign exchange market turnover in
London was $90 billion a day and was several times this in
the world as a whole. Today the figure would be larger
still.

iii. The proportion of those flows represented by individual
countries' official holdings of gold is trivial.

Could an alternative to gold be found?

Some have suggested commodities might replace the role of gold in
such a system. But clearly a great deal of further work would be
needed before any solution of this kind could be discussed in
detail.

15.
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Ql2. What was the logic behind the report's proposal for limits
on fiscal and budgetary policy?

The Delors report has essentially two arguments. Firstly, that
uncoordinated policies will 1lead to imbalances between member
states in terms of their trading balances, and 1levels of
inflation. Secondly, that without coordination of national
budgetary policies "it would be impossible for the Community as a
whole to establish a fiscal/monetary policy mix appropriate for
internal balance" (paragraph 30 of the Delors Report).

But in our view, while some degree of coordination is necessary or
desirable, this does not imply the setting of rigid 1limits or
guidelines. As the Chancellor said in his recent speech to the
Institute of Directors, there would need to be a credible rule
that if any member country got excessively into debt, there would
be no bail-out. But since individual states would not have access
to monetary financing if a central bank were in operation, there
seems no reason why the Community, rather than the member state's
own government should not control the size of the budget. There
is scarcely a single federal nation in the world that has control
of the size of individual states' fiscal deficits or the nature of
budgetary policies.
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Q13. If the fear was that irresponsible Member States might
jeopardise the system by running large budget deficits, would it
not suffice to write into the system a rule that such states would
not be bailed out? To what extent will the influence of financial
markets act as a discipline?

It would certainly be very important to convince markets that
member states who get into trouble as a result of irresponsible
policies will not be bailed out by the rest of the Community.
Otherwise countries that do pursue irresponsible policies may not
experience the market discipline of a rising risk premium on their
borrowing at an early enough stage for them to take action to
avoid insolvency. Moreover the costs of irresponsibility will be
reduced and the temptation to fiscal expansion will be greater,
leading to higher interest rates throughout the Community. This
is one of the questions we need to consider with our European
partners.

17,



ecl.bk/meb/19.7.1

Ql4. Will monetary union require an increase in Community

expenditure?

I see no reason why it should.

We certainly do not accept the suggestion in the report that there
would have to be further large increases in structural fund
spending to secure greater cohesion between the more and less
advanced regions of the Community. The important priority must be
to complete the internal market and ensure that both capital and
labour can move freely. Market-driven adjustments, not massive
injections of public money, are the way to reduce disparities in
economic performance.

How would the central bank be financed?

That is clearly a matter for discussion if and when it is decided
that a central bank is necessary.

[IF PRESSED: Clearly one possibility would be that the running
costs of the central bank could be met from seignorage. We should
in any case need to decide where the benefits of seignorage should
accrue - the Community budget should certainly not be increased on
the back of them. But discussing such issues now puts the cart in
front of the horse.]

18.



ecl.bk/meb/19.7.1

Q15. Could national fiscal policy be used to help depressed areas
in a monetary union, rather than increasing the Structural Funds?

Fiscal policy should be left to national governments to determine.
But [as I have said] fiscal policies should be used when necessary
to exert discipline on public spending, not to provide massive
subsidies. The priority is to complete the single market
programme , so that capital and labour can move freely to all
parts of the Community.

[I certainly would not endorse encouraging national governments to
increase budget deficits in order to subsidise regional spending].

19.
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Q16. Will not member states in a monetary union be unwilling to
lose the power to give state aids to depressed industries,
undermining the Community's competition policy?

Some may. I believe that such subsidies are not appropriate, now
or in a..y future Community arrangements.

20.
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Q17. Are there valid arguments for having a common currency

rather than irrevocably fixed exchange rates?

The main argument adduced in favour of a common currency is that
while separate currencies continue to exist, realignment always
remains a possibility ~ in other words, there is no way of
ensuring that exchange rates are fixed irrevocably in practice.
Adoption of a common currency would also avoid any transactions
costs incurred in exchanging one Community currency for another

21.
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Q18. How important is independence for the credibility of central

banks?

The constitutional position of central banks differs widely,
reflecting different historical backgrounds. Some have
considerably more independence t*an others. We will want to
examine diffe—-ent approaches as part of the further work that has
been agreed, [always bearing in mind the need to protect UK
national sovereignty].

[Note: you may wish to draw on the supplementary material we have
provided on the constitutional position of central banks. ]

Supplementaries

What would the statutes of the European central bank be? Would
they follow those of the European Reserve Fund in paragraph 53 of

the Delors Report?

As paragraph 54 made clear, a number of members of the Committee,
including the Governor of the Bank of England, thought the
creation of an ERF during Stage 1 would not be opportune. We nced
more experience of the way in which the Community is going to
develop before we create new institutions. For the same reason,
it would be quite inappropriate to attempt to define now what the
statutes of such an institution might be.

Do you want the European central bank in London?

We have not agreed that it would be sensible to have a European
central bank at all. So the question of where it should be
situated does not arise.

But the Deputy Governor put in a bid for London

He is well placed to appreciate the advantages of London as a
financial centre. But location is a second order issue.
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Q19. What degree of political accountability would be required in

a monetary union? Would Community monetary policy have to be more
accountable than other Community policies currently determined by

the Council of Ministers?

The Government is quite clear that a high degree of political
accountability to netional democratic bodies must be retained in
economic and monetary arrangements. The Delors proposals for an
independent central bank, answerable day by day only to an
independent board and submitting annual reports to the European
Council, give us cause for concern in this respect.

SUPPLEMENTARIES

(i) Why not oversight by the Council, as for other policies?

Monetary policy is implemented day by day, unlike many activities
undertaken at Community level. But Finance Ministers will want to
examine all this thoroughly in their further work.

(ii) Would accountability be provided by strengthening the

European Parliament?

The logical implication of the Delors prescription may well be a
fully democratic European Parliament and European Government. I
do not think that is what the majority of members of either House
of Parliament would wish to see.
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EXCHANGE RATE MECHANISM

When will the UK enter the ERM?

As the Prime Minister made clear in a written answer on 12 July
(OR Vol 156 No 142 Col 518):

"The decision when to join the exchange rate mechanism will
have to be judged against progress in a number of areas. 1In
particular, when the level of United Kingdom inflation is
significantly 1lower, there is capital liberalisation in the
Community and real progress has been made towards the
completion of the single market, freedom of financial
services and strengthened competition policy".

Supplementaries

[Note: you may wish to decline to put any gloss on the above.
But if necessary you could draw on the following].

What are the conditions on which the UK will join the ERM?

The decision when to join will have to be judged against
progress in a number of areas. 1In particular:

- UK inflation will need to be significantly lower;
| - there must be capital liberalisation in the Community;
- real progress must have been made towards the completion

of the single market, freedom of financial services and
strengthened competition policy.
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Prime Minister's "conditions" are a delaying tactic

No. UK inflation apart, these conditions are all part of Stage 1
of the Delors process.

How far does inflation need to come dowrn? To the Community
average?

The Prime Minister made the Government's position perfectly plain.
We must get inflation "well down".

Has the Government changed its position?

No. We have always made it plain we shall join when the time is
right.

Timetable for sterling's entry

We are not committed to any particular date, but it will clearly
be within the course of the so-called Stage 1 of Delors, which
starts on 1 July 1990.

With what band will the UK enter? 2% per cent or 6 per cent like
the Spanish?

Wait and see. It is too soon to be talking about such details as
the band within which we will operate or the central rate we will
adopt.

Has the entry of Spain into the ERM made any difference to the UK
position?

No. The Spanish decision was one for the Spanish Government, just
as the decision on sterling's entry is the responsibility of the
UK Government.

25,
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Policy of shadowing the deutschemark caused present inflationary
pressures?

That is far too simplistic an analysis. The increase in UK
inflation is part of a worldwide phenomenon.

Should those who participate in the ERM adopt progressively

narrower bands?

That would clearly be one way of making the transition between the
present situation and full monetary union. But it is not the only
way. This is Jjust one of the issues we need to thrash out
together over the coming months.

Should non-EC members be allowed to participate in the ERM?

The 1978 Council Resolution setting up the EMS states in Article
5.2 "European countries with particularly close economic and
financial ties with the European Communities may participate in
the exchange rate and intervention mechanisms." We have received
no proposals for participation from non-EC members. If and when
we do, the response will be a matter for the Community as a whole
to decide.
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T When I spoke to the President of the Commission's Chef de Cabinet
on 25 July about another matter, I askeqd him how he and Delors were
getting on identifying a couple of speaking engagements in the UK
between now and Christmas in parallel with which he might be able

to have informal contact with our Ministers on EMU (my Note for the
Record of 5 July refers). T added that there seemed to have been

some contact in the marging of the Parig Economic Summit between the

Times Conference on 1 December) , although Delors would probably accept
that and it fell usefully close to the run=up to the Strasbourg
European Council, - But a much earlier date was also desirable for an
informal contact and he was curfently trying to identify a speaking
engagement about mid-October, He said he would be in touch with me or

at the Commissioh's London Office.

3. I asked Lamy what Delors had thought of the French suggestion, made
at last week's Foreign Affairsg Council, to set up a high level group to
deal with EMU. Lamy said Delors was, to put it mildly,
"deeply reserved" about this idea. I said I was glad to hear thisg,
The suggestion seemed toO us to have nothing to commend it. Not only
/diad
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,//7/ 77 did it seem to reflect a desxre to accelerate quite unrealistically
= the work of preparing an IGC but, by bringing in Foreign Ministries
- .- .. and institutional specialists,it seemed only too likely to confuse
: {; };7. and jeopardise the process of preparation agreed in Madrid. 1In any
-~ case Delors could be sure that we would oppose such ideas. Lamy said

;ﬂ-that he would keep in close touch with us on this issue with which he
j 7 bpelieved we would continue to see eya- to eye.

Frons

D H A Hannay

25 July 1989
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MINUTES OF A MEETING HELD AT 11.30AM ON & \

MONDAY 24 JULY IN ROOM 113/2,

Those present:

Mr
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Evans
0dling-Smee
I G Allen
Mr Riley

Mr Bonney
Miss 0'Mara

Mr A Tyrie

Jouqmz

L Wicks (Chairman)

Mr D Hadley - Cabinet Office

Sir D Hannay - UKREP

Mr J Kerr - Foreign Office

Mr A Crockett - Bank

Mr J Arrowsmith - BRank
Miss J Wheldon - Treasury Solicitors
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Mr Wicks said that the Group's main tasks were set out in
letter of 20 July to Mr Hadley. Stage 1 was the immediate

priority. Other work was also in hand elsewhere in the Treasury
and would need to be taken into account as necessary.

2.

Three initial points were addressed:

(1) High Level Group

Sir David Hannay said that the idea of setting up a high
level Community group on EMU had come from the French at the
Foreign Affairs Council. Delors, however, had shown no
interest, and indicated that he wanted to spend the Autumn
talking in a more open way to the main participants. In the
end there had been no agreement at the Council on either a
high level group or on the attempt to put the FAC in the lead
on EMU. The Group agreed that a suitable opportunity should
be taken to emphasise to Trichet the UK's opposition to a
high level group. Mr Kerr would also make the point to de
Boissieu (Foreign Ministry). Mr Kerr would consider asking
posts to lobby on this: the best time might be in the week
before Antibes, when there would probably other points for
them to raise too.

(ii) Revision of 1964 Decision on Cooperation between the
Central Banks of the Member States

Mr Crockett said that at the meeting of alternates of Central
Bank Governors on 19 July the UK had secured improvements to
the Bundesbank draft, though some points were unresolved. A
re-draft would be considered by Central Bank Governors in the
current week. It would then bc sent to the Commission who
were expected to submit it for discussion at the informal
ECOFIN in September. It would probably be an informal
proposal at that stage, but would have to be adopted formally
before a Council Decision could be taken in December.
Sir David Hannay said that all the revised legal texts would
have to go to the European Parliament for an Opinion, which
made the Presidency's timetable look very tight.

(iii) Legal Base of Revised Texts

Miss Wheldon referred to the 6 texts listed in Mr Bostock's
letter of 18 July to Mr Allen about legislation for Stage 1.
A revision of the 1974 Convergence Decision would require
unanimity. The Directive of 18 February 1974 on stability,
growth and full employment would require a qualified majority
(because it was an "implementing directive" under Article 103
of the Treaty). The three Decisions on monetary matters (64/
300, 64/301 and 71/142) all cited Article 105, and the two
1964 Decisions also cited Article 145(1). If these Articles
were a sufficient base for legislation, amendments could be
made by simple majority. However, it was arguable that those
Articles were not a sufficient legal base because they did
not provide for the Council to take Decisions. In that case
Article 235, requiring unanimity, would apply. But there was
no guarantee that the European Court would accept such a line
of argument. Mr Arrowsmith said he had heard that the
Commission would want to proceed by unanimity, and was
considering citing Article 102(a). They might see this as a
way of augmenting their own role in the monetary field.
CONFIDENTIAL
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The Group agreed that the UK's stance for the time being
should be to assume that Stage 1 legislation would require
unanimity. The position could be reviewed in about October,
when questions of substance would be clearer. Meanwhile
nothing should be said which conceded that simple or
qualified majority was the appropriate voting method. The
Group also agreed that UKREP should investigate informally
the Commission's thinking on the appropriate legal base for
the texts, and how and why it might use Article 102(a).
Mr Wicks stressed the importance of ensuring that the
Commission did not extend its competence in monetary matters,
and that it continued to have no part in the arrangements for
running the ERM.

r The Group's future work was then discussed. Sir David Hannay
thought it necessary to divide the work on negotiating tactics,
institutions and accountability into two distinct parts: Stage 1
and the longer term. Work on accountability had to be closely
linked to our thinking on institutional options. All work on
longer term matters needed to be related to Delors' "6 questions"
about EMU. [The telegram reporting these is attached]. Mr Wicks
said the Chancellor would need speaking notes on each question for
Antibes and would want to be able to show that any more general
points he made related back to Delors' questions.

4. On Stage 1, Sir David Hannay said it was important to
differentiate between the things which had to happen before
Stage 1 started - notably the revision of legal texts; and those

which had to have happened before Stage 1 finished. Mr Wicks
agreed, but said we might want to reserve the possibility of
objecting to the passage of the paving legislation if progress on,
for instance, single market measures was not fast enough. The
Group recognised that it was probably unrealistic to expect to
delay the start of Stage 1. But the UK could certainly insist
that all capital liberalisation scheduled for 1 July 1990 was
fully implemented before Stage 1 started. And it might want to
use the negotiations on legislation as a means of putting pressure
on other member states on certain specific items, especially in
the financial area.

% The Group commissioned the following items of work:

(1) Mr Kerr to send Mr Wicks a note before the end of
August distinguishing between accountability to Community
institutions on the one hand, and to national political
institutions on the other. It was important to ensure that
UK statements about the need for political accountability
were not misinterpreted as a call for Community institutions
to be strengthened;

tit) Mrs Brown (consulting other members of the Group and
FIM Division, Treasury) to prepare a checklist of the items
which needed to be implemented during Stage 1. This should

cover all remaining items in the Commission's Single Market

programme, together with any other items which the UK would

regard as essential to Stage 1, especially relating to

financial services, competition and free movement of capital.
CONFIDENTIAL
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(iv) Miss 0'Mara would provide a note on possible
additional elements relating to private development of the
ecu, consulting UKREP on Commission thinking in this area.
(However, the Group did not think the UK should press for
major additional items in Stage 1, such as reviving the idea
of a European Reserve Fund);

(v) EC Division, consulting other members of the Group, to
provide a critique of the Commission's proposals for revising
the Convergence Decision. UKREP would try obtain these as

soon as possible, and the critique should be available by
end-August if possible.

6 Mr Wicks asked whether there was any possibility of
President Mitterand trying to get a decision in December on
calling an IGC, even though it could not meet until July 1990.
Sir David Hannay and Mr Kerr said that this was always possible,
and German attitudes (which would be influenced by the Federal
elections in December 1989) would be influential. On the whole,
however, they thought the French would stick to getting decisions
on Stage 1 in their Presidency.

" It was agreed that the next meeting would be held, if
possible, on 4 or 5 September. [A meeting notice will be
circulated as soon as possible].

HM TREASURY
26 July 1989

Copies to: those present

PS/Sir P Middleton
Mr Scholar

Mr Peretz (or)

Ms Symes

Mrs Chaplin

Mr Bostock - UKREP
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FRAME ECONOMIC

FOREIGN AFFAIRS COUNCIL: 17 JULY 1989
FOLLOW UP TO EUROPEAN COUNCIL

SUMMARY

1. A LENGTHY TOUR DE TABLE ON FUTURE WORK ON EMU. SOME PRESSURE
FOR A STRONG COORDINATING ROLE FOR THE FOREIGN AFFAIRS COUNCIL
(FAC). FRANCE ANXIOUS FOR RAPID PROGRESS. THE PRESIDENCY PROMISED
PROCEDURAL PROPOSALS, POSSIBLY INVOLVING THE SETTING UP OF A HIGH
EEVElS GROUPRS

DETAIL

2. DELORS (COMMISSION) RECALLED THE DISCUSSION AT THE ECOFIN Ze
COUNCIL. THE WHOLE OF THE YIDNSERTEMEER INFORMAL MEETING WAS TO BE* "
DEVOTED TO STAGE L. THEY WOULD NEED TO EONS ART :

BANKS. AS FOR. , B CHE WOULD NOT CALL THEM STAGES II AND IIT°
SINCE THE DELORS REPORT HAD NOT BEEN ADOPTED AS SUCH), THERE WERE
$FXOUESTION: rOR THE FOREIGN AFFAIRS COMMITTEE TO CONSIDER:

(A) SHOULD THERE BE THON AN FOR

INOMIC P CIES AS HI B \ UG #eD’, IN VIEW OF THE SMALL
PROPORTION OF PUBLIC EXPENDITURE WHICH WOULD BE CENTRALISED COMPARED
WITH TYPICAL FEDERAL STATES? B

(3) W ETNDTNENRUSES? SHOULD THERE BE ON MEMBER STATES AND CENTRAL
BANKS? SHOULD THESE w

g}

"

(D) WAS THE

(E) SHOULD THE EUROPEAN GRNRANEANEEEETACCOUNTABEENTINSHENEIRGBERR
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(E) . SHOULD:. THERE 'BE

3. DUMAS (PRESIDENCY) NOTED THAT THE MADRID CONCLUSIONS INCLUDED
THE A TRFFR VUNT

UP WORK. ITS ROEEFSHOULDTBEBNE 0 RALI ARIQN AND THE
PRESIDENCY WOULD PUT FORWARD SPECIFIC PROPOSALS. EYSKENS (BELGIUM)
THOUGHT THE FOREIGN AFFAIRS COUNCIL SHOULD HAVE A CREATIVE ROLE
PARTICULARLY ON INSTITUTINAL ISSUES, IN ADDITION TO I1TS COORDINATING
ROLE. SOLBES (SPAIN) SAID THE FAC'S ROLE WAS MORE ONE OF PROCEDURE
THAN OF SUBSTANCE. MADAME CRESSON (FRANCE) EMPHASISED THE NEED FOR
SPEED. THE COMMISSION SHOULD SUBMIT ITS IDEAS AS SOON AS POSSIBLE SO
THAT THE TIMETABLE COULD BE ADHERED TO.

4. GENSCHER (GERMANY) SAID IT WAS FOR THE PRESIDENCY TO DECIDE ON
THE PRECISE ROLE OF THE FAC WHICH SHOULD COMBINE COORDINATION WITH
MAKING ITS OWN CONTRIBUTION. R REFERRED TO THE CONCLUSIONS
OF ECOFIN ON 10 JULY, 3 THE ECOFTIN COUNCT oul

Tl -0
‘; ',wa’g

DISCUSSED THE SIX QUESTIONS RPOS RS W T EXHA [V AND
WE SHOULD ''HASTEN SLOWLY". CALAMIA (ITALY) AND MOLLER (DENMARK)
ALSO SUPPORTED THE NEED FOR A SUBSTANTIAL ROLE FOR THE FOREIGN

AFFAIRS COUNCIL.

5. POOS (LUXEMBOURG) SUPPORTED THE TIMETABLE PROPOSED BY THE
COMMISSION AND PRESIDENCY AT ECOFIN. THE FAC SHOULD HAVE ITS NORMAL
COORDINATING ROLE AND SHOULD HAVE EMU PERMANENTLY ON ITS AGENDA.
PAPOULIAS (GREECE) EMPHASISED THE IMPORTANCE OF STRUCTURAL POLICY AS
PART OF STAGE I AND AGREED WITH THE 10 JULY ECOFIN CONCLUSIONS.
COLLINS (IRELAND) AGREED WITH THE PRESIDENCY PROPOSALS FOR THE
TIMETABLE. PINEIRO (PORTUGAL) SAID IT WAS IMPORTANT TO AVOID CLASHES
WITH ECOFIN AND TO DEFINE CAREFULLY THE RESPECTIVE ROLES OF THE TWO
COUNCILS. NIEMAN (NETHERLANDS) SAID IT WAS FOR THE PRESIDENCY TO
DECIDE HOW TO SPLIT UP THE WORK BETWEEN THE FAC AND ECOFIN.

6. CHRISTOFFERSEN (EBWMISSTOND SAID THE COUNCIL AND COMMISSION
HAD AGREED ON THE TIMETABLE PRESENTED TO ECOFIN.

SO THAT THE

PAGE 2
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ES$, LIKE THE DONDELINGER GROUP SET UP

THE QRESEDENCNEWERE

THE COMMISSION NEEDED MORE TIME FOR REFLECTION AND TO LISTEN TO
MEMBER STATE'S VIEWS.

. WE WERE RTEU uT
THE DONDELINGER GROUP HAD BEEN SET uP

AFTER THE CONVOCATION OF THE IGC ON THE SEA. POOS AND NIEMAN SAID
THEY WERE NOT KEEN ON A HIGH LEVEL GROUP. GENSCHER SAID HE WAS.

HANNAY

YYYY
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EMU(PM) (89) 1 |
27 July 1989 3 Wi

HER MAJESTY'S TREASURY

SIR PETER MIDDLETON'S CO-ORDINATING GROUP
ON ECONOMIC AND MONETARY UNION

Note by the Secretaries

1. The attached paper by Mr 0dling-Smee 1is circulated for
discussion at the meeting of the Group on Friday 28 July. In the
time available it has not been possible to edit the annexes to
remove some overlap with the main text. Mr Odling-Smee apologises
for the physical appearance of the paper, caused by a word
processor failure on 27 July.

25 A telegram reporting President Delors' speech to the European
Parliament on 26 July is also attached for information.
Paragraph 6 refers to EMU.

Mrs M E Brown)
Miss MOlMara) Secretaries
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INFO ROUTINE EUROPEAN COMMUNITY POSTS, STRASBOURG, VIENNA

FRAME GENERAL

EUROPEAN PARLIAMENT PLENARY, STRASBOURG, 26 JULY 1989:
SOLBES AND DELORS ON THE MADRID EUROPEAN COUNCIL

SUMMARY

1. STANDARD REPORT BY THE SPANISH PRESIDENCY ON THEIR SIX MONTHS
AND THE MADRID EUROPEAN COUNCIL IN WHICH SOLBES PREDICTED THAT THE
INTER-GOVERNMENTAL CONFERENCE ON ECONOMIC AND MONETARY UNION WOULD
MEET AS SOON AS STAGE ONE OF EMU BEGAN: JULY 1990. DELORS SPOKE IN
TERMS OF VEILED DISAPOINTMENT OF THE OUTCOME OF THE MADRID EUROPEAN
COUNCIL, DESCRIBED THE CONCLUSIONS ON EMU OBJECTIVELY, AND REGRETTED
THE IDEOLOGICAL NATURE OF THE DISCUSSION ON SOCIAL AFFAIRS.
DETAIL
SPANISH PRESIDENCY REPORT

2. THE SPANISH MINISTER OF STATE AT THE FOREIGN MINISTER,
SOLBES, STOOD IN FOR THE CONVALESCENT FERNANDEZ ORDONEZ AND SPOKE AT
LENGTH ON THE SPANISH PRESIDENCY AND MADRID (TEXT BY BAG TO ECD(I)
AND MADRID). ON INSTITUTIONAL RELATIONS HE PLEASED HIS AUDIENCE BY
EMPHASING THE INEVITABLE PROGRESS TOWARDS EUROPEAN INTEGRATION - BUT
SAID NOTHING CONTROVERSIAL. ON THE SINGLE MARKET, THE SPANISH
PRESIDENCY HAD ACHIEVED A COMMON POSITION OR ADOPTION OF SEVEN
REGULATIONS, 45 DIRECTIVES AND 10 DECISIONS. ON THE SOCIAL
DIMENSION. IT WAS NOT POSSIBLE IN THE SPANISH PRESIDENCY TO SECURE
APPROVAL FOR THE SOCIAL CHARTER, PARTLY FOR POLITICAL REASONS
CONCERNING ONE MEMBER STATE AND PARTLY ON ACCOUNT OF THE TIMETABLE.
SOLBES MAJORED ON THOSE SOCIAL CONCLUSIONS AT MADRID AGREED
UNANIMOUSLY. HE CHRONICLED PRESIDENCY ACHIEVEMENTS ON THE
ENVIRONMENT, NOTING THAT MADRID HAD ''RESPONDED POSITIVELY TO THE
IDEA OF A EUROPEAN ENVIRONMENTAL AGENCY'' WHICH THE COUNCIL WOULD
STUDY. HE BEMOMOANED LACK OF PROGRESS ON PEOPLE'S EUROPE, NOTABLY
THE RIGHT OF RESIDENCE AND PARTICIPATION IN LOCAL ELECTIONS. ON
EMU, HE SPELLED OUT THE MADRID CONCLUSIONS IN SEVEN POINTS, THE
SEVENTH BEING ''THIS CONFERENCE (IGC) WILL MEET AS SOON AS THE FIRST
STAGE HAS BEGUN - IE AS OF 1 JULY 1990''. SOLBES DESCRIBED THE
MADRID OUTCOME AS AN AGREEMENT ON WHAT WAS POSSIBLE - IMPORTANT BOTH
FOR THE DECISIONS THEMSELVES AND BECAUSE A RUPTURE IN THE EC WAS

PAGE 1
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AVOIDED.

3. SOLBES SPOKE REMARKABLY ON EXTERNAL RELATIONS AND EUROPEAN
POLITICAL CO-OPERATION, COVERING EC/EFTA, EC/US AND EAST/WEST. HE
DWELT ON LATIN AMERICA AND DEBT. HE RECALLED SPAIN'S PROPOSAL FOR A
EUROPEAN GUARANTEE FUND FOR THE DEEPLY INDEBTED STATES, TO BE
EXAMINED BY ECOFIN. AFTER MENTIONING THE MIDDLE EAST, SOLBES
RECALLED THE TWELVE'S STRONG CONDEMNATION OF IRAN'S INTOLERABLE
DEATH SENTENCE ON RUSHDIE.

DELORS

4. DELORS CAME NEXT, SPEAKING IN FAIRLY MUTED TONES. HE PRAISED
THE SPANISH PRESIDENCY AND FELIPE GONZALEZ FOR HIS SPIRIT OF
COMPROMISE IN MAKING THE POLITICAL CHOICE TO AVOID CONFRONTATION
LEADING TO RUPTURE. MADRID HAD DONE THREE THINGS:

(A) REAFFIRM THE COHERENCE OF THE SINGLE EUROPEAN ACT AS A WHOLE
(B) ENHANCE THE EC'S EXTERNAL PROFILE AND
(C) REACH CONCLUSIONS ON EMU.

5. NOTING THAT THE EP HAD LONG ARGUED THAT COHESION WAS A
PRE-CONDITION FOR EMU , DELORS STRESSED THE IMPORTANCE THE
COMMISSION ATTACHED TO THE STRUCTURAL FUNDS AND TO THE NEW RESEARCH
AND DEVELOPMENT FRAMEWORK PROGRAMME (AS AN INSTRUMENT OF INDUSTRIAL
POISTCY ) 5
ECONOMIC AND MONETARY

6. ON EMU, HE DREW THREE CONCLUSIONS FROM MADRID:

(A) THE CENTRAL PROPOSITION OF THE DELORS COMMITTEE (PARA 39) DID
NOT COMMAND UNANIMOUS AGREEMENT OF THE MEMBER STATES

(B) THERE HAD BEEN AGREEMENT ON PHASE ONE, WITH SOME RELECTION ON
THE NEXT STAGES

(C) INSTITUTIONAL PROBLEMS OF EMU WERE ON THE TABLE.

THE SITUATION WAS NOT OF 11-1: IT WAS MUCH MORE COMPLICATED. THERE
HAD BEEN A CHOICE BETWEN CRISIS AND A COMPROMISE TO GO FORWARD. THE
LATTER WAS CHOSEN. HE NOTED THE SPEED WITH WHICH THE IGC LEADING TO
THE SINGLE EUROPEAN ACT HAD COMPLETED ITS WORK. BY 1990 (1 JULY) THE
1964 AND 1974 MEASURES NEEDED TO BE REVISED. THE DELORS REPORT WAS A
GOOD BASIS FOR WORK, BUT NOT THE BASIS. THERE NEEDED TO BE RESPECT
FOR SUBSIDIARITY: A TRANSITIONAL PERIOD FOR SOME MEMBER STATES: AND
PARALLEL PROGRESS ON MONETARY AND ECONOMIC UNION. HE PREDICTED THAT
COUNTER-PRPOSALS ON MONETARY UNION ONLY WOULD SEE THE LIGHT OF DAY
IN THE AUTUMN, IF THEY DID NOT TACKLE ECONOMIC UNION, THEY WOULD NOT
DO. THE EP WOULD TAKE PART IN THE COLLECTIVE CONSIDERATION ON EMU.
DELORS WANTED TO ILLUSTRATE THE POSITIVE ASPECTS. THE SINGLE MARKET
ALONE COULD NOT DO EVERYTHING. AS TO SOVEREIGNTY, THE POLITICAL
ARGUMENT WAS THAT A COMMON EXPRESSION OF SOVEREIGNTY, SHARING
RESPONSIBILITIES, WAS NEEDED. WHAT WAS THE MARGIN OF NATIONAL
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SOVEREIGNTY ON THSE ISSUES IN EACH MEMBER STATE TODAY? FINALLY,
THERE WAS A NEED TO REINFORCE THE DEMOCRATIC COUNTER-WEIGHT OF EMU
THROUGH REPRESENTATIVE COMMUNITY INSTITUTIONS RESPONDING TO PUBLIC
OPINION.

SOCIAL AFFAIRS

7. ON THE SOCIAL DIMENSION, DELORS NOTED THAT DEBATE TENDED TO BE
TOO IDEOLOGICAL. THE COMMISSION ACTED ACCORDING TO THE PRINCIPLES OF
SUBSIDIARITY AND RESPECT FOR NATIONAL TRADITIONS (HENCE THE
DIFFERENT MODELS FOR WORKER PARTICIPATION IN THE EUROPEAN COMPANY
STATUTE) . THE COMMUNITY'S TRACK RECORD WAS NOT BAD. JOBS WERE BEING
CREATED ON A LARGE SCALE. THE SOCIAL DIALOGUE WAS IMPERATIVE. ON
THE SOCIAL.CHARTER, HE HAD SOUGHT AGREEMENT BY SPELLING OUT ITS
EXTENT AND ITS LIMITATIONS AS AN AFFIRMATION TO THE OUTSIDE WORLD OF
COMMUNITY VALUES. ONE MEMBER STATE WAS AGAINST, SO HE HAD TRIED TO
DISTINGUISH BETWEEN A SIMPLE, SOLEMN DECLARATION AND AN
IMPLEMENTING PROGRAMME WITHIN THE EC TREATY. BUT IN VAIN. HE
INVITED HIS LISTENERS TO JUDGE FROM THIS CHARACTER OF THAT
OPPOSITION. THE COMMISSION WOULD MAKE PROPOSALS WITHIN THE TREATY,
USING ALL ITS ASPECTS. ..

OTHER ISSUESS

8. ON THE ENVIRONMENT, HE DESCRIBED TTHE PROPOSED ENVIRONMENTAL
AGENCY AS PROVIDING A PERMANENT CHECK-UP ON THE PLANET EARTH,
SCIENTIFIC EVIDENCE MUST BE GARNERED BEFORE PROPOSALS FOR SOLUTIONS
WERE TABLED. EFTA AND OTHER EUROPEAN COUNTRIES COULD JOIN. IF THE
AGENCY TURNED INTO AN INTERNATIONAL BODY, SO MUCH THE BETTER.

9. SPEAKING IN STANDARD TERMS ON THE SINGLE MARKET, FREE
MOVEMENT OF PEOPLE ETC, DELORS STRONGLY DEFENDED THE COMMISSION'S
ATTITUDE TO THE DRAFT BROADCASTING DIRECTIVE, WHICH REPRESENTED THE
ONLY REASONABLE COMPROMISE AVAILABLE.

10. ON EXTERNAL ISSUES, HE REPEATED THE VIEWS HE EXPRESSED TO
THE EP IN JANUARY ON THE NEED FOR A THIRD WAY FORWARD ON EC/EFTA
(NOT ACCESSION, NOR THE STATUS QUO). EC ENLARGEMENT WAS IN PRACTICE
NOT POSSIBLE FOR NOW. THE AUSTRIAN APPLICATION WOULD BE EXAMINED
CLOSLEY IN AN OPEN SPIRIT, BUT THIS IN NO WAY CHANGED THE NEED TO
FIND THE THIRD WAY IN RELATIONS WITH EFTA. AFTER MENTIONING EASTERN
EUROPE AND LOME IV (INCLUDING STRUCTURAL ADJUSTMENT) HE CAME TO
CENTRAL/LATIN AMERICA AND COMMUNITY ACTION ON DEBT. THE COMMISSION
FORMALLY SUPPORTED THE SPANISH PRESIDENCY'S PROPOSED EUROPEAN
GUARANTEE FUND. AFTER THE RECENT DEAL BETWEEN MEXICO AND THE BANKS,
HE HOPED THE CLIMATE FOR THE SP&ANISH PROPOSAL WOULD BE BETTER.

11. RESPONDING TO A LONG DEBATE, DELORS COMPLIMENTED THE
SPANISH PRESIDENCY FOR ITS VALIANT EFFORTS IN COUNCIL ON
INSTITUTIONAL QUESTIONS (''TRYING TO MAKE THE DEAF HEAR AND THE
DUMB SPEAK''). THE PROBLEM OF EMU AS THE NEXT WAY TO APPROACH
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INSTITUTIONAL DEVELOPMENT. HE RECALLED (BELATEDLY) THAT HIS REPORT
ON EMU HAD BEEN AGREED UNANIMOUSLY BY CENTRAL BANK GOVERNORS. THE
CRISIS AVERTED AT MADRID HAD BEEN A CRISIS OF ABSENCE OF DECISION.
ON THE SOCIAL DIMENSION, HE RECALLED THAT THE MADRID CONCLUSIONS
HAD ANNEXED TO THEM CONCLUSIONS FROM THE SOCIAL AFFAIRS COUNCIL. HE
WOULD BE HAPPY TO SEE THE EP PREPARE AND CONDUCT A DEBATE ON THE
SOCIAL DIMENSION COVERING WHAT HAD BEEN DONE UNDER THE TREATY SINCE
1957 SEMICOLON WHERE TO GO ON UNIFORMITY SEMICOLON AND WHAT THE EP
THOUGHT OF THE EUROPEAN COMPANY STATUTE AND SOCIAL DIALOGUE. HE
STRESSED THE NEED FOR SUBSIDIARITY, DIVERSITY AND PROGRESSIVITY.
SOME MEMBER STATES LEFT IT TO THE SOCIAL PARTNERS TO WORK OUT THE
TERMS OF THEIR RELATIONS. WAS THE EP REALLY AGAINST SUCH AUTONOMY?
THE DEBATE WAS WORTH HAVING, BUT NEEDED PREPARATION.
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MODELS OF ECONOMIC AND MONETARY UNION

INTRODUCTION

1. This paper discusses alternative models of economic and
monetary union, with emphasis on monetary union. The main models

considered are:
- strengthening the exchange rate mechanism by:

- having narrower margins;
- incorporating non-EC members;
- a common dollar/yen policy.

- competing currencies:

- the gold standard, or more generally a commodity
standard (a weighted average of commodities might in
practice be more suitable, although for convenience the
discussion is mainly in terms of the gold standard);

- the sterling area, or at least an area in which one
currency and one monetary authority is dominant - in
practice these will probably be the deutschemark and the

German;

- "loose" Delors, namely an arrangement whereby national
monetary authorities continue to make monetary policy
decisions but in a framework of greater co-ordination
and consultation at the Community level. Alternatively
this could be thought of as a permanent Delors Stage 2.

For completion and as a basis for comparison Delors Stage 3 is
discussed, fairly briefly in the main text and more fully in

Annex 3.

2. The first four models and, to some extent, the fifth do not
necessarily involve any European central monetary authority or
decision-making capacity. They can therefore be contrasted with
full Delors (Stage 3) which obviously does.



ki The implicit basis of comparison for the alternative models
is Delors Stage 1. In other words, it is assumed that all
currencies are in the ERM with margins of 2% per cent, there are
free capital flows, and a single market in banking.

4. Much of the argument is at a fairly high level of
generality. Details can be filled in at the next stage when one
or more of the models is subject to more careful analysis.

5. As mentioned above, the main emphasis is on monetary policy
which accounts for the bulk of the paper. There are brief
sections on fiscal and regional policies and a concluding section
which picks out the main points. Further details on three of the
models are in the annexes.

MONETARY POLICIES
Ext-ds
Se!angehQZing the ERM
e

b Three ways of strengthemisy the ERM are considered:
narrower bandds, the incorporation of non-EC members and a common

dollar/yen policy.

(1) Narrower bands

7% The Delors Report recommends that in Stage 1 all Community
currencies should be included in the ERM on the same rules. This
implies that the possibility of operating with a wider 6 per cent
band would be removed. In line with this, when the Monetary
Committee discussed the entry of the peseta into the ERM, the
subsequent communique noted "The Ministers and Governors agreed to
review the issue of the currencies currently availing themselves
of wide fluctuation margins with a view to having such margins
reduced as soon as economic conditions permit".



G. During Stage 2, the Delors Report proposes that not only
should realignments become less frequent but "as circumstances
permitted and in the light of progress made in the process of
economic convergence, the margins of fluctuation within the
exchange rate mechanism would be narrowed as a move towards the
final stage of the monetary union, in which they would be reduced
to zero".

s 0 In practice, the adoption of narrower bands should probably
be a two stage process with a move to a single 2% per cent band
during Stage 1 and a subsequent change to, say, 1 per cent.
Smaller and more frequent changes would add complication, without
offering significantly greater flexibility.

\o. Monetary policy and targets would continue to be set, as
now, at the domestic 1level. There would be no need for a
Community monetary policy or Community monetary targets. But as
the scope for exchange rate fluctuation was reduced, the need for
prior consultation about interest rate changes would
correspondingly increase.

W, It is sometimes argued that with narrower bands, and
exposure to large capital flows on full 1liberalisation, the ERM
would become unstable and eventually break up. In fact, most
capital controls have already been abolished in the major member
states, yet the ERM has not experienced a realignment since
January 1987. On the other hand, the situation remains one in
which the deutschemark is the only serious investment currency
within the system. What the situation will be when, for example,
the French franc has acquired investment currency status - which
seems inevitable when the full effects of the removal of exchange
controls become apparent - remains to be seen. Certainly,
narrowing the bands would reduce the monetary authorities' freedom
of tactical action to some degree. They would be less able to
"punish" speculators by allowing within-the-band variation of the
exchange rate.



12. There would also be implications for the "Walters Critique".
There are two separate strands to this argument:

a) immediately after a realignment there will be a period of
time during which markets will be entirely confident that no
further change in parity will take place. Over this period,
nominal short term interest rates - those relating to shorter
periods thaﬁ;ghticipated period without a realignment - will
have to be thg same in the countries involved, at least in
those countries where money and financial markets are

reasonably well developed. If they were not, profitable
speculation possibilities would arise and the resulting
transactions would bring about the equality of
interest rates. However, if inflation is higher in one

country than the others, the real interest rate in that
country will be lower than elsewhere - quite the opposite of
what is wanted to generate convergence on a common low
inflation rate.

b) if inflation differentials persist, then as the time
since the last realignment lengthens markets will come to
expect one. They will demand a premium on interest rates of
currencies which are expected to depreciate sufficient to
offset the effects of the depreciation. But since markets
will not know when realignments will occur, or how hard
national monetary authorities will resist, or how big they
will eventually be, the degree of uncertainty will be
substantial. Consequently, there are liable to be gyrations
in short-term interest rates. Even though longer rates may
be unaffected, these gyrations may be disruptive and
potentially damaging to the economies concerned.

13. As criticisms of the existing ERM, these arguments are
blunted by the fact that it is not a fixed exchange rate system
but one with bands wide enough to allow considerable movements in
the exchange rate without triggering a realignment. But if the
bands were narrowed, then the criticisms would come to have
increased force. On the other hand, even a 1 per cent band would
permit a maximum of 2 per cent movement in one currency against
another without a realignment, and so allow - for example - a



4 per cent differential in three month interest rates, consistent
with a market expectation of a 1 per cent depreciation of one
currency against the other over the following three months.
Clearly, though, the flexibility would not be limitless.

14. There would be no need for any change in the institutional
arrangements on which the EMS was based if narrower bands were
adopted (although it would be necessary to amend some of the
supporting legal documents which refer explicitly to 2% per cent
fluctuation margins eg the Council resolution of 5 December 1978
and the central bank agreement of 13 May 1979).

(ii) Incorporation of non-EC members in ERM

15. Article 5.2 of the Council Resolution of 5 December 1978
establishing the EMS states:

"European countries with particularly close economic and
financial ties with the European Communities may participate
in the exchange rate and intervention mechanism."

In practice, none has applied to do so, although Norway, for one,
has shown signs of interest from time to time.

16. The perceived advantages and disadvantages of increased
membership may differ according to viewpoint:

a) a greater area of currency stability would have, in
principle, some economic benefits. But in practice the size
of the candidate economies is relatively small;

b) procedurally, having more members of the ERM would make
changes more difficult to agree. On one interpretation, that
could slow down movement towards monetary union. But
alternatively, it could increase the tensions sufficiently to
generate two - or multi - speed movements by different
groupings within the enlarged ERM.



17. Expansion of the ERM to non-EC members could, in principle,
be coupled with a narrowing of the ERM bands, although it would
almost certainly have to precede a decision to adopt, say, a 1 per
cent band for ERM participants. It would also not rule out the
pursuit of a common dollar/yen policy. However. it would be
difficult, although not impossible, to integrate it with some of
the associated institutional changes discussed under those
options.

18. To the extent that the inclusion of non-EC members would be
seen to make it harder, rather than easier, to achieve full
economic and monetary union on a Community basis (if defined to
include, inter-alia, the setting of monetary policy for the
Community as a whole and perhaps centralised budgetary decisions),
those most enthusiastic for this form of EMU would probably find
this option unattractive and could turn to more radical solutions.

19. There would be no need to change the existing monetary
arrangements. Monetary targets and policies would continue to be
set at the national level.

20. There are no significant institutional implications.

(iii) Common dollar/yen policy

20. This could be an alternative or compliment to a policy of
narrower bands.

21. At the minimum, it might simply reflect a concern to ensure
that when individual member states intervened vis a vis the dollar
or yen, they did so consistently and that the market impact of one
country's action was not immediately offset by the action of
another ERM member. Incidents of mutually inconsistent market
intervention by major countries have occurred in the past but have
not usually involved two ERM members since they have a common
interest in ensuring a consistent action. This suggests that
informal understandings already exist within the Mechanism on
intervention against third currencies. By definition, we in the



UK, as non-ERM participants, do not know for certain that
understandings of this kind exist, or the form they take. But if
they are already in place and working quite effectively, we cannot
offer their introduction as an alternative to a more full-blooded
version of monetary union.

22. On the other hand, a common dollar/yen policy could take the
form of agreement at Community level on ranges to be adopted
towards major third currencies. That would require, at the least,
an intensification of the informal cooperation and coordination
which existed among the major Community countries under the Plaza
and Louvre agreements. But given the scope for differing
interpretation and tactical judgement, it would probably be
necessary to formalise the arrangements. In this case, the dollar
and yen ranges would have to be set (perhaps framed only in terms
of the deutschemark and sterling), in consultation with the US and
Japan, however grey around the edges and subject to review, and
there would have to be some burden-sharing agreement on
intervention.

23. Monetary targets would continue to be set at national level,
with no need for targets for the Community as a whole. However,
advance consultation on interest rate moves would again be
required because of their implications for third currencies as
well as within the Community.

24. 1In theory, such a policy would not require any adaptation of
the existing institutional arrangements. However, in practice, it
is difficult to see how individual member states could be required
to meet their obligations without some form of monitoring, or even
sanction. It would be important to ensure that there was some
political input, as in the G7 context: coordination could not be
left to central banks alone. The formulation of strategic
guidelines and monitoring could take place at regular, say



monthly, intervals and might perhaps be based on the monthly
meetings of the Monetary Committee. It would be more difficult to
agree how tactical decisions should be taken in the light of
intervening market developments, particularly since individual
member states or central banks might well disagree over the
appropriate response to be made.

25, For this reason, there would no doubt be pressure from the
French and others to review the (disputed) proposals contained in
the Delors Report under Stage 1 for the creation of a European
Reserve Fund, headed by Central Bank Governors, which would have
access to a proportion of each member state's foreign currency
reserves and would intervene on their behalf against third
currencies. Such a development would be resisted by the UK, not
least because of the transfer of sovereignty it would entail. We
might have to accept in consequence that a common policy towards
the dollar and yen would not amount in practice to much more than
a revamped Louvre agreement which might be honoured more in the
breach than in the observance. While this might well prove
acceptable to the UK, its lack of substance might make it less
attractive to some other member states.

26. Nevertheless, it might prove to be necessary to require
member states to consult in advance of changing their interest
rates (although they should not be bound by the outcome) and to
set this out in a Community legal document. Given the shortage of
time and the different constitutional position of member states,
any such consultation would probably have to take place between
central Dbanks. The implications for eg the Bundesbank would be
greater than for the UK, provided consultation was not regarded as

binding.
L = At the same time, it would also be necessary to decide how
consultation should take place with the US and Japan. Ideally,

the present G7 arrangements would continue undisturbed but the
smaller member states would probably object to their lack of
representation and might insist that, at the least, the Presidency



and Chairman of the EC Central Bank Governors were also invited to
attend, where otherwise excluded. The UK could live with this but
the US and Japan might react adversely.

The Hayek Competing Currencies Model

2<5. Hayek proposed a system of competing national currencies
each controlled by its own national monetary authority.* The
currencies would be competing in the sense that transactions
throughout the Community would be free to use whichever of the
available currencies they wanted. National monetary authorities
would then compete to make their currency the most attractive and
thus the most widely used.

28. This proposal was in fact made quite specifically in a
European context by Hayek in 1976 as a replacement for the
monetary systems in place at the time. Hayek called this his
"practical proposal". But underlying this proposal was one closer
to Hayek's heart - his "generalised proposition" - which in fact
takes up most of the pamphlet. This proposition was that any
agent that wished should be allowed to issue his own currency,
again competing freely so as to make his product widely and
profitably acceptable. The generalised proposition is discussed
in Annex 1 which also looks at the more restricted, specifically
European, proposal.

0. Hayek formulated his concrete suggestion within a
specifically European context as follows:

"the countries of the Common Market, preferably with the
neutral countries of Europe (and possibly later the
countries of North America) mutually bind themselves by
formal treaty not to place any obstacles in the way of free
dealings throughout their territories in one another's

* F A Hayek: "The Denationalisation of Money" IEA Hobart
Paper 70, 1976.
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currencies (including gold coins) or of a similar free
exercise of the banking business by any institution legally
established in any of their territories."

So although national governments would retain monopolies on issue
of their particular currencies, competition throughout the EEC
between national governments would bring many of the disciplinary
benefits of the generalised proposal.

B, Many of Hayek's conditions have already 1largely been
achieved or will be implemented within the foreseeable future:

(a) the Capital Liberalisation Directive will ensure
freedom of capital movements within the Community from
1 July 1990 for all member states other than Spain,
Ireland, Greece and Portugal who have a more extended
timetable for meeting its requirements;

(b) the Second Banking Coordination Directive, scheduled to
take effect from the beginning of 1993, will provide
any bank with authorisation in its own country with a
passport to open branches in any other part of the
Community.

22, Together these measures will provide a good approximation to
the conditions which Hayek called for in 1976. That would provide
the basis for a competitive currency regime throughout the
Community. However, even within the UK, some obstacles to the
free use of Community currencies would remain in practice.

¥ Legal tender: Where no contractual provision exists

for repayment, debts have to be settled in legal
tender, ie. sterling - if there is a dispute. If we
were to remove all obstacles, we should therefore have
to extend the definition of legal tender to cover all
Community currencies. But one can imagine the outcry
if creditors were forced to accept settlement of debt
in any Community currency the debtor chose,

particularly since, if the debt were incurred in
9



iii.

sterling, it would presumably be up to the courts to
determine the exchange rate at which settlement had to
be made. (There would, by definition, be no contract
which laid this down.) 1In principle, we could move in
the opposite direction and abolish 1legal tender
entirely. But that would mean that any contract - even
ones usually left as implicit - would have to state
explicitly what currencies both parties would then be
prepared to accept for the purposes of the transaction;

Company account;:z_ The position in UK law is unclear
and has never been tested. However, in practice,

wherever a company can reasonably argue that it would
be appropriate to draw up its accounts in any currency
other than sterling, it has been allowed to do so (eg.
the oil companies are allowed to draw up their accounts
in dollars). Presumably, if a company decided it
wanted to denominate its accounts in another Community
currency, it would be extending its wuse of that
currency more generally, and so could meet this
requirement. A draft SEMs directive, currently
scheduled to come into force on 1 January 1990 but
unlikely to be agreed for a couple of years or so,
provides for companies in the Community to draw up
their accounts in ecu (but not other Community
currencies) as well as domestic currency.

Truck Act effects: The Truck Acts themselves were

superseded by the 1986 Wages Act which came into force
at the beginning of 1987. But that does not override
any pre-existing contractual agreement for payment to
be made in cash. Sectionl . of . the 1831 . Peruck Act
provides for employees to be paid in "current coin of
the realm" ie. sterling. There is no 1legal bar to
employees being paid in a currency other than sterling,
provided both parties agree. But employees can insist
on being paid in sterling even if employers would not
choose sterling as one of its currencies.

10
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2%, The obstacles to perfectly free competition in currencies

listed above in the case of the UK would doubtless be matched by

‘beﬁer obstacles in each of the other countries. A comprehensive

study would need to go through each country, identify what the
relevant obstacles are and consider the prospects for breaking
them down.

2, The extent of competition between currencies will also
depend on the behaviour of governments. They can be expected to
encourage the use of their own currencies to maximise the
seignorage. On the other hand they may be reluctant to have too
much currency held by other EC residents because of a perception
that such holdings would be relatively volatile and so monetary
policy more difficult to operate. National governments may
themselves have a preference for using their own currencies.
There is little doubt, for example, that in its own transactions
the UK Government displays a marked preference for sterling:

(i) so far as the payments are concerned, although there is
no requirement in tax law to pay tax due in sterling,
the legal basis for requiring payment in sterling comes
from the general law about debts having to be settled
in legal tender. Customs apparently already accept
payment in foreign currency in limited circumstances
(eg. when it is the only sensible way of collecting the
tax from an incoming passenger). But they are
currently considering revising this practice because of
the Exchequer risk and administrative costs (checking
the foreign currency paid to match the sterling bill;
keeping separate records for all the currencies until
they are converted into sterling etc.) involved;

(ii) we have also fought very hard so far to ensure that
payments to and from the Community budget are made in
sterling, so that we can retain control of the flows
within the Treasury and so that we can deposit any
excess sterling overnight with the PGO.

11



No doubt, other Community countries display similar preferences
for their own currencies.

25, Should everyone, including governments, be required to
accept any currency in payment? The answer is no, because:

(i) competition between currencies will be enhanced by
allowing creditors to choose the currency in which they
will be paid:

(ii) it would put an extra cost of currency conversion &=
risk onto the creditor, assuming that the debtor always
paid in the cheapest possible way for him;

(iii) if the situation in (ii) were avoided by specifying in
all contracts the currency of payment, transactions
(including legal) costs would be high.

However, to prevent governments acting in protectionist ways by
insisting on all payments to them being made in their own
currencies, there might have to be some rules analogous to the EC
public purchasing regulations.

Implications of European Competitive Currencies

6. It seems clear that one of the advantages of the competitive
currency route would be that minimal institutional or structural

changes would be required. The essence of the system would be
that national monetary authorities would continue to administer
their currencies just as at present save that their policies would
be severally subject to the additional competitive discipline of
making sure that their currencies continued to be widely used and
accepted. So there would be no need for extra administrative
machinery or institutions.

=—, Indeed, arguably, the approach should 1lead to some
dismantling of the existing cooperative framework - not least the
Exchange Rate Mechanism. If competition between currencies is the

driving force of this regime:
12



(a)

(b)

3. A

cooperation between governments could be positively
harmful. It would be harmful if it took the form of
collusion between the monetary authorities to
over-issue currency as a group and settle for a common
positive level of inflation;

the ERM - fixing the exchange rate between the
individual currencies for the relatively long periods
of time between realignments - could also help blunt
the required competition. For an extended period of
time after a realignment had taken place, potential
users of currencies would regard them as largely
interchangeable with no great pressure to prefer one to
another, regardless of longer term considerations.

further question which needs to be explored is what the

implications of a competitive currency system would be for the

eventual pattern and scale of currency usage in Europe. Although

this is necessarily an exercise in prediction, experience to date

gives some guide:

(a)

(b)

one of the difficulties with the generalised
competitive currency model is that transactors need to
acquire a great deal of information to operate with
multiple currencies. That means that if their
"domestic" currency is reasonably well behaved, they
are likely to stick with it even if some other currency
is in principle a better one; related to this,

currencies with a big initial presence have a
substantial in-built advantage. Since there are large
numbers of other potential transactors who know and
understand them, these currencies will be attractive
unless their monetary authorities render them very
inconvenient;

13



(¢)

in practice, despite the fact that some European
currencies have been clearly more inflationary than
others and in those situations where it has been
permitted, there has been no great observed tendency
towards cross-holdings of currencies. For example,
although it has been freely permitted since the
abolition of exchange controls in 1979, UK residents'
holdings of foreign currency are still 1less than
one-tenth of their sterling deposits;

"cocktail" currencies, such as the ecu, have so far not
flourished as transactions currencies, though the ecu
has done slightly better as an investment currency.
There has been 1little or no pressure for private
cocktails based on privately agreed weighting of
existing currencies, even though there would be no
constraint on transactions in such form if people
wanted to make them.

are probably two reasons why competition has not so

far eroded established patterns of currency use to any marked

(d)
. There
degree:

(1)

the inertia in the system is strong: French residents
stay with francs when there are strong reasons to the
contrary; and

(ii) there has not been a great deal to choose between the

Goam

major currencies in terms of their "goodness". Hayek
supposed that low inflation currencies - the mark and
guilder for example - would be preferred to more
inflationary ones such as the 1lira and franc. But
ccountxg}so needs tqw?e taken of the fact that most
Gernenesy nowadays ® interest bearing and holders of
the inflationary currencies have tended to be
compensated by receiving higher interest rates (indeed
even the real interest rates may have been higher
although taxation and exchange gains and losses

14



complicate the comparison). Even in common currency terms,
there has not been much to choose between the major
currencies either in their total return or the volatility
over time.

4O. Whilst it is true that full competitive pressures cannot yet
play freely within Europe, there is sufficient freedom to suggest
that experience to date will prove a good guide to the future.
The implication must be that unless individual major national
monetary authorities behave much more irresponsibly than they have
so far, then those major currencies will continue to be used
predominantly in their domestic geographical domains for a 1long
time to come.

L\ . But even if the competitive pressures did result in a
dominant single currency, and the above analysis suggests it would
not, this would not be a permanent state of affairs. Other
currencies might re-emerge as their relative quality changed over
time. This would only not happen if the competitive process was
suspended when a winner had emerged and the winning central bank
was perhaps converted to a Community institution. There is an
underlying tension between:

a) competing currencies acting as a competitive discipline
on national monetary authorities to ensure they behave
responsibly;

b) competing currencies as a precursor to a single currency,
Community-wide, when by definition competition would have
ceased.

42-. Competing currencies would probably not be very acceptable to
other EC countries. First, it would not satisfy the demand that
EMU be promoted - it would merely be being permitted and might not
happen at all. Secondly, if it did, what emerged could be a
Community currency controlled by a national central bank which, to
the extent it was democratically accountable, would be accountable
to a national government and parliament. That prospect would be



viewed differently by different parties, much depending upon the
identity of the winning currency and central bank.

The gold standard and related models
k%, The presentation in this section is mainly in terms of gold,

although in practice a broader commodity standard would probably
be better.



k4. An EMS gold standard would presumably share the following
key features with the pre-first world war gold standard:

- the monetary unit of all participating currencies would
have prescribed limits to its price in terms of gold,
with the central bank in each country (or other
authority responsible for intervention) buying or
selling gold to keep the currency within the prescribed
limits

- freedom of 1mpo ts, an exports of gold, and
unrestricted rlghts ::“éach part1c1pant country to sell
gold to or buy gold from thc central bank.

The established academic view is that unfettered trade in gold was
not a universal characteristic of the pre-first world war
international gold standard. wWhile the UK certainly put no
restraints on imports and exports of gold until the beginning of
the first world war, some participants did have means of
restraining gold exports when it suited them. But we can take it
that, following complete abolition of capital controls in 1990, an
EMS gold standard would provide for unfettered trade in gold both
between EMS participants and with the rest of the world.

WS, An EMS gold standard would obviously require the
determination of gold parities (plus bands) for each EMS currency
at the outset. All participants in an EMS gold standard would
hold reserves of gold sufficient to meet the requirements of
purchasers within the agreed bands. However, unless specifically
prohibited from doing so, central banks would certainly choose to
diversify their portfolios, ie to hold (interest-bearing) currency
reserves as well. Faced with a would-be purchaser of gold, a
central bank would in this case have the choice of either selling
gold directly from its reserves or using currency reserves to buy
more gold on the open market and satisfy its customer that way.
If currency reserves were held on a large scale the system would
be closer to what is normally described as a "gold exchange
standard" - such as existed for a few years between the two world
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wars - rather than the pure gold standard. (Even before the first
world war, some currency reserves were held by participants in the
international gold standard.)

o, One well known feature of the gold standard as it operated
in the United Kingdom in the nineteenth century was that the Bank
of England maintained gold backing, pound for pound, for all
outstanding Bank of England notes beyond a defined "fiduciary
issue"; the latter was set at £14 million in 1844 but increased
occasionally in the second half of the century, reaching about
£16% million by the early 1890s. A rule of this sort, requiring
central banks' holdings of gold to be some predetermined
proportion of their note issue, would act as a form of automatic
monetary stabiliser. If a country experienced a sharp increase in
real demand or inflationary pressure there would be an increased
transactions demand for notes at given interest rates. The
constraint on the note issue would mean that the authorities would
not be able to satisfy this demand without an inflow of gold.
With less than perfect capital mobility, this would require an
increase in interest rates and tend to check the demand or
inflationary pressure.

0, However a gold backing rule of this sort is not an essential
feature of a gold standard, and there would be practical
difficulties in instituting such a rule now. Some countries
(including the UK) currently hold a relatively small part of their
reserves in the form of gold, and there would have to be an
increase or at least a substantial reallocation of gold reserves
within Europe if a common EMS-wide backing ratio were to be
adopted. The essential ingredient would be a clear commitment
that exchange rate parities against gold would ultimately be
defended, if tested, by variations in interest rates. Provided
the EMS gold parities were 6 fixed irrevocably, the external
discipline on domestic monetary gbuld mean that the private sector
would not have to worry about government reneging on its
commitment to reduce inflation. There would be no impediment to
optimal policies from "time inconsistency".

17



L. The international gold standard operated successfully for
about 35 years before the first world war without any central
institution for the system as a whole, and an EMS gold standard
would have no need for a European Central Bank or for any new
institution to coordinate the activities of the national monetary
authorities. It is possible that some institutional details would
be determined centrally (eg. the extent to which national central
banks were required to back their note issue with gold), and the
initial parities would have to be agreed at the Community level,
as would any subsequent parity changes either for individual
currencies or for the EMS group as a whole. But there is no
reason why these sort of issues should not be settled by ad hoc
meetings of Finance Ministers and Central Bank Governors. There
would be no need for regular coordination or centralised decisions
on the conduct of national monetary policy. Nor would the
aggregate monetary conditions of the EMS bloc as a whole be
something that would require centralised or coordinated policies.
Monetary conditions within individual EMS countries and for the
bloc as a whole would be determined by events outside the bloc
(such as the rate of production of gold), rather than by
discretionary policy.

L4, It is assumed that what is for discussion 1is a European
reform, not a world wide monetary reform; so that what is at issue
here is not a gold standard covering all the major industrial
countries in the world, including the United States and Japan, but
a purely domestic EC arrangement. The yen and dollar would
continue to float freely against gold; so all the EMS currencies
would float with gold against the dollar and the yen. This means
that if the gold price were to rise in dollar terms, the EMS
currencies would appreciate against the dollar: shocks to the
gold price would be transmitted to the competitiveness of EMS
currencies. A South African miners' strike or a reduction in
Russian gold exports would cause an appreciation of European
currencies against the dollar and a consequent loss of European
competitiveness.
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So, It might also be difficult to decide at what level to set the
EMS gold parities initially: the world gold price would not
necessarily be invariant to the institution of an EMS gold
standard. If the parities were set too high, there could be an
extended period of uncompetitiveness against the dollar until
European price levels adjusted downwards to increase the real
price of gold in Europe. If parities were set too low initially
(the price of gold in Europe too high) there would be a period of
inflation.

S\, The problem of volatility in competitiveness would also arise
in the case of a multi-commodity standard but might be much less
serious. Under such a standard the value of unit of a currency
would be defined as equal to so many ounces of commodity X plus so
many ounces of commodity Y plus so many ounces of commodity Z, and
sO on; rather than equal to just a certain number of ounces of
one commodity (gold). The selection of commodities for inclusion
in the basket and the choice of weights for these commodities
would be made so as to achieve some objective such as minimising
the expected impact of commodity price disturbances on the
domestic European price level. The basket would inevitably
include o0il, of which the UK has particularly large reserve by
European standards.

52. The volatility of the total dollar value of the unit should
be reduced as compared with the pure gold standard case. There
should particularly be a reduction in volatility arising from
supply conditions: so that fluctuations in the dollar value of
the unit would reflect mainly world demand conditions. In this
case the EMS currencies would tend to appreciate against the
dollar when world demand was high and depreciate when world demand
was low: this would help to stabilise activity and prices in the
European economies but destabilise the United States.

52 . A further possible advantage of a multi-commodity standard as
compared with a gold standard is that there is less danger of
destabilising private sector speculation. The relatively high
cost of storage would probably reduce the scale of private sector
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hoarding of commodities in periods of currency crises: with a
gold standard fluctuations in private sector hoarding might be
rather large in periods of crisis.

S, To summarise, the advantages of a gold (or multi-commodity)
standard are:

- it provides a nominal anchor for the system;

- because the nominal anchor is external (unlike, say, a
monetary target) the private sector does not have to
worry about governments reneging on previous
commitments;

- monetary conditions would move in a stabilising way in
Europe in response to world demand shocks.

The disadvantages are:

- commodity supply shocks would affect European
competitiveness;

-~ the response of EMS currencies to wcrld demand shocks
would destabilise other countries and might cause
international friction.

5% An alternative variant on the gold standard - and a
particular form of gold exchange standard - is the Bretton Woods
model: one currency tied to gold while the other currencies have
a fixed central parity (with bands) against the first currency.
In the present context this would presumably mean the deutschemark
on a gold standard and the rest of the EMS on a deutschemark
standard. This would have both the advantages and disadvantages
of the simple gold standard model, and the problem of fluctuations
of the EMS currencies against the dollar would remain. The point
of the Bretton Woods arrangements was that they helped to insulate
the world economy from the conditions of gold supply. A European
"Bretton Woods" would not achieve this. However, the question of
a deutschemark area is considered more fully in the next section.
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"fhe Steflihg area model

i According to the Treasury's 1958 evidence to the Radcliffe

Committee, the Sterling Area originated in the early nineteenth
century in the - process of bringing some order into the
'hetefbgeneous coinage systems énd rudimentary banking arrangements
which prevailed in most of the colonies. Each local currency was

fzstatuporily reqgulated as a local version of the pound, printed or

,»stampedwwith local symbols, but all representing the sovereign (or
.a fraction of it) and all backed with some obligatory holding of

sovereigns or gold. Thus the sterling area at that time was
essentially a special case within the gold standard. What
distinguished these countries was the closeness of their trading
ties, their common use of the London capital markets, and in
particular the use of sterling as the currency for their external
transactions. The gravitation of foreign exchange income of the
whole area to London was a natural consequence of normal business
and banking practices. Effectively London acted as a clearing
centre for the external transactions of the whole area, enabling
economies to be achieved in 1lesser resort to physical gold
shipments and eventually in the total holdings of external
reserves for the countries of the area.

<7, There were no special arrangements to ensure that 1local
monetary and other policies were consistent with the maintenance
of exchange parities. 1In this sense the sterling area was no
different from the wider group of countries on the gold standard.
However the closeness of trading ties and the common use of
London's money and capital markets meant that policy changes in
the UK were transmitted through the rest of the area relatively
quickly. Because of unambitious economic policies of the overseas
civil servants running the colonies, any thought of varying
parties rarely occurred and in any case a change would have
required legislation. In other words, the idea that the colonies
would do other than accept the consequences of UK economic
developments and policy (such as it was) did not really arise.
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'iéqfi?After World War II the adyqntage to the overseas sterling

area- countries of membership of the sterling area diminished and
signs of resentment at having to follow UK monetary policies grew.

'-_Although they valued access to the London capital market, they
~would have liked to have spread their reserves more widely than
S@hey did and the tightening of monetary policy which was imposed
-bn‘,tﬁeﬁ when the UK~ tightéﬂédr was unwelcome. Sterling's
ideValuation_ in 1967 represented a major turning point when a
' number of countries did not devalue in line. It was followed by a

diversification of reserves out of sterling. Meanwhile some
developing country members of the sterling area had been imposing
exchange controls on money flows to London. The sterling area
eventually broke down when the UK imposed its own exchange
controls against the overseas sterling area in 1972.

<9, If the sterling area is taken as a model for a European
monetary arrangement,* the arrangement would have to be based on a
strong national currency and the willingness of the rest of the
Community to accept the monetary policy of the monetary
authorities in that country. The Treasury cited four fundamental
features of the sterling area in 1958; if we paraphrase these by
giving the deutschemark rather than sterling the central role in a
European arrangement, these four features are:

(a) the members use deutschemarks as the normal means of
external settlement;

(b) they hold the major part of their reserves in
deutschemark;

* Other monetary unions and currency systems are discussed in
Annex 2.
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(c) they look to the Federal Republic as a major source of
external capital;

(d) " théey co-operate to maintain the strength of the

deutschemark.
e, This would be one possible form of evolution from the
present situation in which the policies of the Bundesbank already
play a leading role in setting ERM interest rates. To some
extent (d) applies already, and (c) would not be relevant with
today's highly developed world capital markets. Some countries

(and academics) see considerable advantages in the present
situation which allows others to borrow the Bundesbank's
reputation for monetary rectitude.

Gl If (a) and (b) have not yet occurred so far within the ERMNM,
that has been in part due to Bundesbank resistance. The
difficulties the UK experienced with the sterling balances - and
also the transition from dollar shortage to dollar glut in the
final years of Bretton Woods - are reminders of the extra
constraints that a reserve currency can face. Moreover, rather
than completely surrendering sovereignty to West Germany, other
member states would want to have some influence on policies that
determine the supply of deutschemarks if a deutschemark area
became more generally established. 1In spite of this, however, a
deutschemark area might have some attractions for Germany as an
alternative to ceding the determination of German inflation to a
European Central Bank. Thus this model could possibly emerge as a
compromise between those Germans who want to retain maximum
Bundesbank control, and others (both Germans and other Europeans)
who want a European Central Bank. But this seems unlikely.

Delors' Stage 3

b2 . The Delors report defines achievement of monetary union as
the irrevocable 1locking of exchange rates and the completion of
the transition to a single monetary policy. The change-over to a

single currency comes after completion of a monetary union: it is
25



seen as the icing on the cake rather than an essential ingredient.
There must be some question, however, whether locking of exchange
rates can be absolutely irrevocable while separate currencies
continue to exist.

©32  The European System of Central Banks (ESCB) as recommended
by the Committee would be responsible for the formulation of
monetary policy and, with the help of the national central banks,
for the implementation of this policy. It would also be
responsible for exchange rate and reserve management. An ESCB
Council, composed of the Chairman, an unspecified number of Board
members plus the national Central Bank Governors, would take the
policy decisions. The ESCB would be independent of instructions
from national governments and Community authorities.

(TR The proposed independence is clearly designed to satisfy the
Germans. For the great majority of countries, including of course
France and the UK, this could be a radical departure. The Federal
Reserve in the US and Bundesbank owe their independence partly to
special historical factors. It is highly doubtful whether, in
modern circumstances, many EC countries would be willing to offer
the same. Handing over to an independent body the management of
the exchange rate and the reserves would be especially sensitive
(which no doubt explains why the US Treasury have held onto this),
and would run counter to the fact that exchange rate agreements
are made government to government. The recommended independence
would only make any real sense if one took the view (as did the
Germans and Americans earlier in their history) that the political
authorities could not be trusted to run a sensible monetary
policy.

&S  Lastly, there are many questions relating to intermediate
objectives and policy instruments that the report barely mentions
and which could no doubt be studied for years. For example, what
monetary aggregates would be targeted? In the period before
transition to a single currency, would as near as possible
identical aggregates be targeted in each country or would existing
national traditions be respected? How would allowance be made for

differences in velocity trends and potential growth rates in
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allocating national monetary targets? Would the ESCB target bank
reserves, would it go further and operate a monetary base system
or would it rely solely on short-term interest rates for achieving
the monetary targets? What responsibilities (if any) would it
have for funding policy?

L. A more detailed discussion of Delors is at Annex 3.
Loose Delors

-1, An alternative to full Delors that is worth considering is
one that involves some evolution from the first stage of Delors'
process but stops short of the binding rules of Stage 3. It would
involve a greater degree of co-ordination of monetary policy than
in Stage 1, but the final decisions would remain at the national
level. There would be full consultation even before monetary (and
probably budgetary) decisions were taken, and the aggregate
implications of individual countries' policies monitored, but
nothing beyond that. The model can be thought of as a perpetual
Stage 2 of Delors.

bss, There would not necessarily be a role for the ESCB in this
model: the ESCB is set up in Delors' Stage 2 but partly to get
into training for its central role in Stage 3. If a new body were
to be set up to assist in the co-ordination and monitoring of
policies, it would be for consideration how independent it should
be of existing institutions, and the balance of membership between
central banks and Finance Ministers. The creation of a new
institution would at least give the impression of a significant
step forward, even if its work could equally be done by beefed up
versions of existing Community institutions.

LS. One problem with a "perpetual Stage 2" is 1likely to be in
establishing a proper nominal anchor for the system as a whole.
In the absence of any external anchor, there needs to be some way
of ensuring that when exchange rate tensions develop, the
adjustment is carried out by these countries whose policies are
most inconsistent with the inflation objectives for the EC as a

whole.



—le. A further point that needs to be borne in mind is the
possibility that making arrangements for more systematic
monitoring of member countries' economic performance and creating
a new institution might increase the momentum towards something
further: the new institution might lobby for more power, complain
that its expertise was not being fully exploited etc. Thus there
is a risk that this alternative to Delors' Stage 3 might actually
intensify pressures to achieve Stage 3.

OTHER POLICIES
Fiscal policy

Y Delors' proposals for co-ordination of fiscal policy are
discussed in Annex 3, which notes various difficulties about
imposing mandatory budgetary guidelines in practice, even if one
accepts the case that co-ordination may in principle yield a
superior outcome to uncoordinated policies.

2, If there is some room for scepticism over the need for
mandatory central controls on national budgetary policies in the
context of the Delors model of monetary union, there is less of a
case for mandatory central co-ordination in the alternative
decentralised models considered earlier in this paper. All the
models will involve some form of constraint being put on national
budgetary policies by the exchange rate regime itself. Providing
a dominant group of countries follows responsible budgetary
policies, exchange markets will exert pressure on the other
countries to adopt responsible policies as well.

Regional policy

12, The Delors report takes as read a need to increase regional
and structural assistance in order to make EMU a success. It
seems to have in mind both a permanent increase in such spending
after the planned doubling by 1992, and also temporary official
assistance "to reduce adjustment burdens temporarily"
(paragraph 29). A related argument that is sometimes made (eg in
the MacDougall Report of 1976) is that the size of the central



budget should be substantially increased to introduce the sort of
automatic stabilisers between countries that tax and benefit
systems currently give rise to between regions of each country.

14, There are two distinct strands to the argument:

- that regional imbalances must be reduced or at least not
made worse if EMU is to be viable, and that larger
official flows will help to achieve this;

- that official flows are needed to compensate for the
fact that countries would no longer have the exchange
rate as an instrument of adjustment.

Similar arguments could be made in respect of any of the
alternative monetary models considered in this paper, as they all
remove the exchange rate as an instrument of adjustment.

15, These arguments are not convincing, for the reasons set out
in Annex 3. The only obvious reason (which of course the report
does not mention) for expanding regional flows would be if the
richer countries were determined to press ahead with EMU; the
poorer countries needed to be bribed into participating; and the
richer countries thought it worth the cost. By arguing the case
for extra regional flows so strongly and on largely spurious
grounds, the report will increase the pressure on this from the
poorer countries.
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CONCLUSIONS

—e, Having described the alternative models separately, it may be
helpful to attempt to compare them directly under a number of
different heads. Taking monetary policy first, they can be
considered from the point of view of: economic aspects;
institutions and accountability; sustainability; whether they
can be said to approximate to monetary union; and acceptability
to our EC partners. The implicit baseline against which the
alternative models are being compared is the system at the end of
Delors Stage 1.

Economic aspects

T71. The key economic question is how successful each model is
likely to be in controlling inflation and providing a stable
monetary framework. Recent history suggests that those models in
which the German monetary authorities would have a central role
would be relatively successful for the foreseeable future,
although not necessarily for ever. This applies especially to the
extended ERM models and the sterling area. It also applies to a
lesser extent to loose Delors, although the more that German
monetary policy is watered down by compromises with other EC
countries, the less this argument holds. Full Delors, even with a
wholly independent central bank, would probably produce a more
inflationary outcome than a German dominated system, assuming that
there would be political influences on the central bank (and that
German rectitude continued).

1<% . Under competing currencies the inflationary outcome depends
on the degree of competition in practice and the strength of
people's preferences for a sound currency. If the competitive
forces were relatively weak, perhaps because of national
preferences for national currencies or high transactions costs,
the process whereby sound currencies drive out unsound ones may
take a very long time during which inflation could be significant.
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1, The gold standard may be relatively non-inflationary,
although it could be exposed to inflationary bursts in periods
when the supply of the commodities on which it was based increased
rapidly.

<5€¢. The models also differ according to the fixity of exchange
rates. Delors Stage 3 is totally fixed. The competing currencies
model is likely to involve the most fluctuating exchange rates.
Realignments could be expected in all other cases: extended ERNM,
gold standard and sterling area. The size and frequency of the
realignments would depend more on the degree of commitment to
exchange rate stability and the rules of the game than on the
objective characteristics of the particular system

<L, Each model also has a number of specific economic
implications of which the following are the more important:

- narrower bands within the ERM would increase the risk
that interest rates could settle at inappropriate levels
and fluctuate widely on occasions;

- an agreed commitment to stable rates for EMS currencies
against the dollar and the yen would leave the Community
more exposed to monetary shocks (for example changes in
interest rates) elsewhere and would lead to greater
exchange rate stability vis-a-vis the dollar and the
yen;

- instability would be introduced into a gold standard
world by fluctuations in commodity prices, and the
response of the Community could lead to friction with
the US and other countries.

Institutions and accountability

@72, The institutional changes that are necessary range from
creating new European institutions in the case of Delors and,
possible, loose Delors, through agreeing new rules in the case of
competing currencies, the gold standard and the sterling area, to
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relatively little institutional change in the case of an extended
ERM. Any new institutions in the loose Delors case could be
watered down versions of the Stage 3 ESCB (eg an ESCB subject to
control by national monetary authorities), or beefed up versions
of existing arrangements, such as the Monetary Committee, or
something similar. The paper does not consider important
questions relating to the accountability of new central
institutions with respect to either national Parliaments or the
European Parliament.

<%72. Under some models, especially the extended ERM ones and the
sterling area, the Bundesbank would develop into a kind of
European central bank. Issues of accountability would also arise
in these cases.

Sustainability

%L, It is difficult to speculate about the sustainability of
alternative models, since much depends on the degree of political
commitment which would change over time with changing economic and
political circumstances. Those models which involve major
institutional changes, such as Delors, may be relatively more
sustainable because reversing institutional change is a difficult
process which would be resisted by most people

-5, On the other hand, those models, such as the gold standard
and the sterling area, which rely on a commitment to a set of
rules, may be relatively 1less sustainable. Certainly history
suggests that pressures can easily arise to cause systems like
these to fall apart. In the case of the sterling area there is
the added destabilising factor that countries which hold their
reserves in deutschemarks would have an increased incentive to

devalue their currencies.

<% . Competing currencies may be fairly sustainable once a number
of currencies are circulating side by side. But there will always
be a threat that countries whose currencies are being displaced
will withdraw from the system.
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%71. The extended ERM models have similar sustainability
characteristics to Delors Stage 1.

Definitions of monetary union

<6%. The three forms of extended ERM represent very 1little more
monetary union than in Delors Stage 1. The introduction of non-EC
members into the ERM could even lead to less monetary
co-operation, although there is the alternative possibility that
it causes a sub-group of the 12 to press ahead towards a
Delors-type union.

<<, Loose Delors could just about be presented as monetary union.

“\©. The other three models may or may not look like monetary
union at the end of the day depending on how they develop.

Q.. While it is possible to assert that competing currencies will
eventually lead to a single official currency, this paper argues
that this is unlikely. It will be difficult to present this model
as monetary union with much conviction.

Y2, Strictly speaking, the gold standard does not represent
monetary union. However, there is an element of unity in the
common acceptance of the rules of the game. Moreover, as time
progresses and all countries' monetary authorities react in
identical ways to shocks, it might be a trivial step to lodge
authority for monetary policy in a central EC institution which
then issues a single currency.

93 The sterling area model, assuming that the deutschemark was
the key currency, would be somewhat closer to monetary union than
Delors Stage 1. But, as with the gold standard, there would need
to be a formal transfer of authority to a single body (in this
case a German one) before union was explicit.
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Acceptability to EC partners

Ak, oOther governments are more likely to find acceptable those
models which do not represent sharp changes from Delors Stage 1.
The extended ERM models, the sterling area, and full and loose
Delors models fulfil this description.

S, Competing currencies represent quite a sharp change,
especially since this model would work best if exchange rates were
less fixed than in Delors Stage 1. The gold standard also
represents a fairly sharp change, although the fact that previous
French governments have flirted with this idea may make it more
saleable.

QL. oOther countries may also favour models which show some
resemblance to Delors Stage 3. Again this points to loose Delors.
Competing currencies, the gold standard and the sterling area are
so different, especially in not having any central institutional
machinery, that they will not be attractive in this respect.
Extended ERM models show too little advance on Stage 1 to have
much support.

X1, Models which strengthen the leading role of Germany will be
unpopular among many countries. This applies to the stronger ERM
options, the sterling area and, in the long run, competing
currencies. It does not apply to the gold standard and full or
loose Delors. While in some respects Germany (and perhaps one or
two others such as the Netherlands which are close to Germany)
will take the opposite view, they may not act as an effective
counter-weight because:

(a) they may not wish to see the leading role of the
deutschemark challenged by competing currencies, even if
the expectation is that it will win out in the end;

(b) they may be reluctant to create a formal deutschemark
area - they have not encouraged other EC countries to
hold deutschemarks in their reserves;
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(c) for foreign policy reasons they have supported Delors
even though it may not be 1in their best economic
interests.

Taking all these points into account, the easiest to sell to our
partners as an alternative to Delors is 1loose Delors. The
extended ERM models and the gold standard are possibilities.

Overall assessment of monetary models

A%, In terms of the UK's broad objectives of retaining
independent monetary policies, minimising institutional change and
controlling inflation, the most acceptable alternative models are
the extended ERM options, competing currencies and the gold
standard. The extended ERM models do not look much like monetary
union and competing currencies are unlikely to be acceptable to
our partners. It may be possible to present the gold standard as
a form of monetary union and it could possibly be acceptable to
our EC partners. But in the end it may be necessary to fall back
on loose Delors as a compromise between full Delors and the kind
of full independence of monetary policy which we are seeking.

Fiscal and regional policies

9. Neither the mandatory central controls over national
budgetary policies nor the extra official flows to poorer
countries that are proposed by Delors are, in economic terms, a
necessary part of full Delors. There may, of course, be other
reasons for wishing to see a larger transfer of funds to the
poorer countries - for example, a need to bribe them to accept the
full package.

\&©, If this is true of full Delors, it is still more true of the
alternatives to Delors. All the monetary models discussed here,
including full Delors, could operate perfectly well without much
central co-ordination of fiscal policies or enhanced regional
flows.
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-~~~ __ ANNEX 1: THE HAYEK COMPETING CURRENCIES MODEL

'L:w_j;7: The $tarting point for Hayek's. thesis is the observation that

.- there 1is no. necessary linkage between monetary issue and public
) rfinancé. Governments ‘began their monetary careers by restricting
themselves to stamping lumps of gold and other precious material

s O OREEITY their-quality and weight. That was a harmless activity

T i and even, provided the stamps were regarded as authoritative, a

= .sogiailf usefulhactivit}. -But governments quite soon learnt that

— s fEfLﬁth~ cQuld"go farther than this, to their own advantage. By

issuing these stamps, quite - detached from the original
certification purpose, as notes or coin, they were able
conveniently to finance an excess of expenditure over revenue.

24 In order to carry off this trick, governments needed to
ensure the continuing demand for their use of notes and
coin - that people were prepared to provide goods and services to
government in return for these notes and coin. To this end,
governments generally stipulated that their issue of notes and
coin were legal tender, that they had to be accepted as payment
for goods and services. In order further to enhance the demand
for their notes and coin, and thus facilitate a larger budget
deficit, governments also took steps to ensure that they were the
monopoly supplier of money. Only governments were therefore
allowed to issue currency: others who did so would be branded as
counterfeiters and subject to criminal punishment.

3. It was not the fact that someone was providing money which
worried Hayek. On the contrary, the provision of money is a major
underpinning of civilisation itself, allowing the elevation of
cconomy from one based on barter to one based on transactions.
But it was the monopoly position of the supplier which was
disturbing, bringing with it the same disadvantages as attend
monopoly generally. Now there 1is a superficial paradox here.
Usually, a monopolist restricts the supply of his product to a
point less than the quantity which would be supplied if there were
free competition. In return, he obtains a more than



e & proportionatelyN higher price and thus maximises his profits. But

a government's temptation is to use its monopoly to supply more

5 fj" money than people want to hold. However, the paradox is only

- .-~ .. superficial and is easily resolved. The government's action has

swzl-- - the : further . effect of raisjing prices and, in fact, because the

- money supplied now has the disadvantage of depreciating in

’ <§ur¢ha§ing. powér - over time, 1less of it in real terms will be

o -+ demanded. Thus, the situation is exactly the same as in a normal

; ‘J;f;“Aw monopoly: a lower real quantity supplied at a higher price since
i ;the_currency;isIQéprgciating.

= 55 ;43; -Hayek;s'worry about government's monopoly supply of money was
" not a new one. It 1is, for example, a constant theme in the
writings of Milton Friedman* from the early 1950's onwards.
Friedman's view, however, was that this was a natural monopoly
that governments held and that the answer was for them to be bound
by rule to supply the optimal amount of money that people wanted.
Friedman's solution was that the supply should be restricted such
that it appreciated over time, bearing in mind that it was
non-interest bearing, so the total return to holding it was the
same as the interest rate in the economy. That would not rule out
that the nominal quantity supplied would increase since the real
demand for money would be increasing as the economy grew.

Dis Hayek's proposal is the alternative one, not of regqulating
the monopolist but of breaking up the monopoly and allowing as
many people as want to provide the service of supplying money. He
supposes, reasonably enough, that it would be a subgroup of banks,
"issue banks", who would want to compete for the business of
supplying currency. It would be an important part of the scheme
that each issuing bank would not supply pounds or dollars or some
common currency but its own proprietary currency. (See
paragraph 10.) NatWest might issue Boardmans; Midland would
issue McMahons; Lloyds, Morses; and so on. Each would be
defined by reference to its unit purchasing power in terms of a
defined basket of goods and services.

: Hayek was, of course, Friedman's colleague at the University of
Chicago between 1950 and 1962.

2



& 6. Each issuing bank would have an incentive to maximise the
it ff'A demand for dits own note issue because it could use the proceeds
~§i'¥:'tforﬂprbfitable<investment. But that would not mean that they
“1ﬁ_’;—-’ﬁould issue . notes without limit. In principle, Hayek notes,
- people might. freely choose +to have either appreciating or
' 5&eprediating currency but, in practice, the majority preference is
i Arrlikeiy to be for currency stable in value against the basket of
et~ OO speoble génerally buy. So the issuing bank, in its own
; o tfipterests, will restrict its issue to the quantity which will
:;, “ : preservé the value of each of its notes against the basket. 1If
Bl 5f §ﬁapWest, fér example, were to exceed this, then it would know that
: the Boardmans would depreciate against the Morses and the McMahons
and be acceptable for only a part of the basket it was suppose to
purchase. Assuming people wanted a stable currency, preferences
would turn against the Boardmans in favour of stable Morses and
McMahons and Natwest would be punished for its profligacy by
finding it could keep only fewer, not more, of its notes in
circulation.

T It is a vital part of this scheme, that issuing banks are not
allowed to issue a common currency so as to reverse the normal
thrust of Gresham's low. If a profligate bank were allowed to
issue notes fixed by law as equal in value to any other banks'
notes, then the profligate bank's money - bad money - would drive
out the other banks', good, money. Since everyone would know that
the profligate bank's money was in reality worth less than the
other money - despite what the law claimed - everyone would hang
on to the good money but pay for goods and services received with
the bad money. In this way, only the bad money would finish up in
circulation - Gresham's Law, the bad money having driven out the
good. By contrast, under the Hayek proposal, the reverse would
happen. It would be the good money which stayed in circulation by
virtue of the mechanism described in paras 8-9.



-~ __ some Difficulties

Ut jj“'8.~ As it stands, Hayek's proposal is not without its
= -~~~ .- -difficulties. . Some of the main ones that come to mind are
Zall - .o discussed below.

: ;é:f. First, it needs- to be clear what kind of worry it is that is

LT " under. discussion. On the onec hand, Hayek is clear that the
'—égf“;_w_distinguishing feature of money is that it is used as the medium
5 i . of exchange..,(Other_attribute§w- store of value, unit of account,
»p-:a77~ ‘_mégns_of deferred payment - he regards either as derivative or as
-f;m;_jEi;ﬁqg;essQntial.) On the other hand, it is equally clear that he is
i thinking*of a commodity supplied by the government, and only by

the government, and in the form of a non-interest bearing
liquidity. That means he must have in mind notes and coin. Yet

in a modern economy the main medium of exchange is not notes and

coin but sight deposits at banks (or building societies). In the

UK, for example, notes and coin total only £17 billion whilst

sight deposits, for transaction purposes, at banks alone come to

seven or eight times as much.

10. This is important because historically the greatest part of
the inflation tax has not accrued to the government but to the
banking system in the form of the "endowment profit" on their
current accounts. More recently, however, the endowment profit
has been eaten away. Competition, both between banks and with
other financial institutions, has meant that an increasing - and
probably by now the greater part - of transactions balances are
interest bearing. But once money is allowed to bear interest, the
nature of the competitive equilibrium may be quite different. 1In
terms of the example used previously, people may still be prepared
to demand depreciating Boardmans provided that Natwest were
prepared to pay a good rate of interest upon them (or, at least,
upon current account Boardman deposits). The outcome may
therefore not necessarily be currency in circulation with a stable
value against goods and services.



11. A second ddifficulty. is that the banks and the public would
have to work out how td'vaiue each of the note issues that were
made. One problem would be to define the standard basket of goods

. and_services against which the currencies were to be defined. But

assuming - that such a basket would be universally agreed upon,
there would still be difficulties. Even if the management of
bank X had decided that it wanted to keep its issue of notes at a
stable value, it would be faced with a difficult technical

© .- calculation each day in deciding how money notes to print and to

7 - . issue. . The complicapion would arise from the fact that the demand

_fb;'itskissﬁe would be in the first -instance unobservable. If the
" ~issuing bank under-estimated this demand, then its issue would

appreciafe in terms of the  Dbasket: if the demand had been
over-estimated, its issue would depreciate. The banks might try
to error correct, modifying its issue in the light of observed
appreciation/depreciation over time. But it could be a period of
weeks or months before such information became available. So
there would be a possibility of prolonged periods of fluctuating
values for a currency whose issuer wanted to avoid that.

12. Hayek supposes that this would not happen because the
financial press would perform and publish each day the required
purchasing power calculation for each currency in issue. But it
is hard to see why the press would be any more able to carry out
the calculation than the individual banks could. An alternative
source of information could come from the currency exchanges where
Boardmans would trade against Morses and McMahons. Generally,
over time, the issues of profligate banks would depreciate in
exchange rate against other issues. But experience of the foreign
exchanges suggest that the observed exchange rate could, in the
short term, prove to be information worse than useless.

13. What would be needed to reach Hayek's objectives is that the
currency exchanges established exchange rates consistent with the
relative purchasing power parity for each pair. Yet in the
foreign exchanges this happens only, if at all, in the longest
term. Over shorter periods, the rates would be affected by
factors such as the believed state of banks' loan books, predicted

changes in management structures leading issuing banks in future
5



hl—*»,,_ to be more_or-iéss'prudenttthan~was currently the case. Morses
5 might appreciate this week because traders had perceived they had
R =" risen in previous weeks and were therefore bidding them up, and so
e e o R

= - 14. "A third set of questions relates to the numbers of issuing
-~ - ‘banks which would be- Iikely to result, or for that matter be
o ;Lf .~ desirable, under such a system. From the points of view of making
— = == . the system managéable, one might be looking for a smallish number.
jf;ﬁ;}:',fHaYek” suppoSes;_'fo; example, that all shopkeepers would need to
:ﬁf;fﬁ3~ ‘_pi;ce>tﬁeir7goods in at 1least the main available currencies.
- .= - .Because of the changing exchange rates, prices would have to be
L re-postea at least once a day and consumers would need at least a
broad idea of what the pattern of exchange rates was so as to be
able to check that they were not being faced with unfair relative
prices. Households would need to budget and account separately
for at least those of the available currencies that each chose to
hold. Company treasurers would have to extend their foreign
currency exposure control techniques to purely domestic
transactions as well.

15. All this sounds rather complicated and it seems unlikely that
more than a few issue currencies would survive. In facks. - In
Hayek's own illustration there are just seven currencies which
circulate. But from the point of view of making the systems fully
competitive, this 1looks 1like too small a number. Such a small
group of issuing banks would quickly come to understand that their
group profits could be appreciably higher if they were to stop
competing fiercely and exercise a degree of collusion instead.
That would mean reconstructing at least an approximation to the
monopoly position that the competitive system of issue was
supposed to avoid. No doubt the group of issuing banks would
justify the collusion, both to themselves and to the public, as an
exercise in standardisation designed to increase their customers'
wellbeing. But the result would be just the over-issue in nominal
terms, and consequent under-provision in real terms, of money that
the scheme is supposed to avoid.



16. The final difficulties would stem from the fact that all of
the currency wunder -the - Hayek- plan would be the liability of

: ‘private companies. Notes and coin issued by the government are at
.~ least secured on the taxing power. Hayek does not discuss what
'would happen if one of his issuing banks were to fail, as a
- result, for .example, of its using the proceeds of the issue for
5Hnwisewinvestmeﬁts or; for that matter, because of fraud on the

part _of the management. People choosing which currency issues to
hold would evidently need to take a view about the soundness of

T i each "bank's;assefs.qs well as their relative intentions about the

_size of their note issues.:

17. Not all of the difficulties discussed above are necessarily
insuperable. But the issues would need to be worked in a great
deal more detail before there would be the semblance of a viable
system at national level. As the Chancellor has publicly noted,
no government has so far been prepared to experiment along
Hayekian lines.*

"This is not a form of privatisation that Britain, as for that
matter, any other country, has so far espoused, and this
Government has therefore accepted its responsibilities for the
value as well as for the creation of the currency. We have
accepted that the state has a clear responsibility to maintain the
internal value of the currency - that is to say, to avoid domestic
inflation - and, within that context, to maintain the external
value of the currency - the exchange rate" (Nigel Lawson: "The
State of the Market" Institute of Economic Affairs Occasional
Paper 80, 1988).
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o ‘} ;?Accqfding to the Tpéhsury'é(i958.evidence to the Radcliffe

2613 24, 7.89

.. _The Sterling Area

:bbmyittge, the Sterling Area was far from beina a term with a

precise meaning. The svstem originated in the early nineteenth
century in the process of bringing some order into the
heterogeneous coinage systems and rudimentary banking arranaements
which prevailed in most of the colonies. Each local currency was
statutorily regulated as a local version of the pound, printed or
stamped with local symbols, but all representing the sovereiagn (or
a fraction of it) and all backed with some obligatory holdinag of
sovereigns or gold. Thus the sterlina area at that time was
essentially a special case within the gold standard. What
distinquished these countries was the closeness of their trading
ties, their common use of the London capital markets, and in
particular the use of sterlina as the currencyv for their external
transactions. The gravitation of foreian exchange income of the
whole area to London was a natural consequence of normal business
and banking practices. Effectively London acted as a clearing
centre for the external transactions of the whole area, enabliné.
economies to be achieved in lesser resort to phvsical agold
shipments and eventually in the total holdings of external

reserves for the countries of the area.

2 There were no special arrangements to ensure that local
monetary and other policies were consistent with the maintenance
of exchange parities. In this sense the sterling area was no
different from the wider group of countries on the aold
standard. However the closeness of trading ties and the common
use of London's money and capital markets meant that policy

changes in the UK were transmitted through the rest of the area

relatively aquickly. Because of unambitious economic policies of



—arlse.lm

--the overseas civil servants runninq the colonies, any thought of

.varying partles rarely ‘occurred’ and in any case a change would

_have required leglslatlon. In other words, the idea that the
‘cblbﬁies would do other than accept the conseauences of UK

= economlc developments and polxcv (such as it was) did not really

... .3 . Althouah some of the largest colonies had been granted

1ndependence before sterling left the gold standard in 1931, all

Commonwealth-countrles apart from Canada decided to remain pegged

ﬁegousterl}ng." In the period to 1939, there were no new formal

monetary érrangements but the sterling area did provide a sort of

"zone of (internal) monetary stability" in a world of arowing
protectionism and "beggar my neighbour" devaluations. After 1939
the arrangements were formalised with trade restrictions, payments
and capital controls imposed vis-a-vis the rest of the world, and
the agreement of the overseas sterling area (OSA) that any
increases in their external reserves would normally be held in
sterling.

4 After the War these arrangements remained acceptable to the
OSA as they enjoyved the benefits of Commonwealth trade preferences
and access to London capital markets in exchange for being willing
to pool their reserves and maintain their parity with sterling.
All except Pakistan devalued with sterling in 1949, and they
followed later. But as world trade and pavments arrangements
were steadily liberalised under the GATT and IMF, and stock
markets developed for commodity exports, the advantage to the OSA
countries of membership of the sterling area diminished and sians

of resentment at having to follow UK policies arew.

5 Memoranda submitted by several OSA central banks to the
Radcliffe Committee stress that the sterling area is a voluntary
association which is not subject to formal rules and obligations
but based on considerations of mutual interest. The Commonwealth
Bank of Australia said that in general, the arrangements to hold
reserves in sterling had been convenient, but went on to spell out
the advantages of spreading their reserves over different forms of

holdings. They noted that members of the sterling area had had
from time to time to take measures to protect the gold and dollar



-~ reserves of‘the,area;aswa_ﬁhole:and indicated that their

e willingnéss-to remain Qithfn<théié;Ea rested on their need to have
L_gbcéSSnto theAﬁdndon.capital market. The Reserve Bank of New
:iZééiEﬁd grumbled more specifically about the rise in UK Bank Rate
"’i;t647é in i957;“spelling out the adverse effects it had had on the

New Zealand econbmy.w ."These changes came at a time when we could

- ilL;afford them."  The South African Reserve Bank complained that
. the credi; saueeze in the UK had had "unfavourable repercussions"

EQnﬂSoq;h Afri¢§'s_balance of payments, and dwelt at length on how

‘they had been forced to follow a succession of "drastic measures"

1;}th9h héd_béeh of "material assistance from the UK's point of

view" but had imposed "an excessive strain upon South Africa and
other countries of the area".

6 Other central banks called more explicitlv for areater
symmetrv in policv-setting. After deprecating unilateral actions
by the UK, the Central Bank of Cevlon said "a stronger sense of
the need for internal discipline amona all members must prevail if
unevenness in the sharing of benefits and burdens is to be
avoided". The Reserve Bank of India saw "undoubted advantage in
organising more freauent discussions on the working of monetary
policies, exchange controls and related auestions of trade and
economic policv among the countries of the sterlina system".
However the central banks were cautious about instituting more
formal arrangements for policy co-ordination; it seems that they
were reluctant to be thought to be cedina any sovereianty back to
the UK by subscribinq to new requlations, and preferred to -
maintain the status aquo whereby the UK in practice, but not by
treaty, determined the monetarv policy of the sterling area.

That said, the Governor of the Bank of Rhodesia and Nvasaland
stressed that Federation's freedom to act independently by
pointing out that "the Governor-General is fully empowered to
determine the value of the Rhodesian pound" and "any change in the
external value of sterling would immediately raise a difficult

aquestion of policy for the Federation".

7 Despite this awareness that the sterling area arrandement gave
OSA countries little choice but to follow the UK's lead in

monetary policy, sterling's devaluation in 1967 represented a
maior turning point, when a number of member countries either



“dec1ded aaalnst-mov1nq therr curren01es with sterling (Australia,
‘27‘- g Hdnq Kona and Bahamas), or dld chanae and then set about
:_dlvers1fy1nq their reserves against a possible future decision to
fééﬂiﬁftheir own directions. There then followed a period of
o j“instabiliév, w1th the sterling reserves under pressure from
;,'“,'f‘ diver81f1catlon but the speed of deterloratlon moderated by
“*2; - ““various "sterling agreements" negotiated with members to maintain
'-::}54 ~"minimum sterling proportions'. It was only when the UK imposed
.}L:¢"; A-éxchange contfols_visja—vis thekQSA,in 1972 that the area finally
ff;;7:* broke up. Ih 1958 the &reasury had seen the arrangements to be
g 1H beneflclal because UK citizens "could use their own currency over
a large part of the world" and were "saved the inconveniences of
operating in foreian currencies", and because of the profitable
business the sterling system created for the City of London. But
the Treasury also believed that the "cohesion and viability of the
sterlinag area depend above all on the strength of sterlinag", to
which "a current account surplus in the UK balance of pavments is
of fundamental importance". In the end these conditions were not
met and the sterling area came to an end. The reserve role of

sterling was ended as a condition of the UK's entry into the EEC.

8 However, the UK-originated problems for sterlina were not the
only reason for the breakdown. The movement towards political
independence (and not only by colonies, as other countries also
had political dependence on the UK) had parallel economic
consequences. Countries such as India and Ghana set out to
achieve ambitious national goals, often spending along the way
larage sterlinag balances accumulated during the war. Thev imposed
their own exchanae controls on monev flows to London as their
balance of payments deteriorated, often because of indifferent
economic management resulting from a deep lack of understanding of
the economic conseauences of political and social policies. The
present dav debt problems of many African and some other countries

can be traced directly back to such influences.

9 If the sterling area is taken as a model for a European
monetary arrangement, the arrangement would have to be based on a
strong national currency and the willinaness of the rest of the

Community to accept the monetary policy of the monetary
authorities in that country. The Treasury cited four fundamental



features of the sterlina area in 1958; if we paraphrase these by

 f“giving'the dEUtSQheﬁarg“raEpér than sterling the central role in a
... European arrangement, these four features are:

the members use deutschemarks as the normal means of
_. external settlement;

(5};’ they hold the major part of their reserves in deutschemark;

(c) they look to the Federal Republic as a major source of
S external capital;

’tfafA‘ they co-operate -to.maintain the strength of the deutschemark.

i'id"Uhléss other members of the Community were willing to accept
that monetarv policy would be détermined in Frankfurt, just as
sterling area members accepted London's dominance in determining
policy, then the system would fail. But to suaggest that a

. national currency be adopted as the central pillar of the system

raises the same issues as would the emeraence of a dominant
national currency through competition (see section on competina
currencies). Rather than completelv surrenderina sovereignty to
West Germany, other member states would surely insist on formal
procedures whereby they had some sav in the policies determininag
the supply of deutschemark. But such "interference" in German
monetary policy would be unlikely to be acceptable to the
Bundesbank unless other states' influence were very minor.
Adoption of a system parallelina the arranaements for the sterling
area does not resolve the inherent conflicts within any attempt to

seek closer co-ordination of member states' monetary policies.

Other monetarv unions and currency systems

11 Although the sterling area has broken up, a number of other

arrangements - notably in the French franc zone - survive. Do
these offer any more possibilities?

12 The franc zone is a centralised concept in origin, dependinag

on a fixed exchange rate relationship between the French franc and
the subsidiary currencies. Within the syvstem there are various
individual and reaional arrangements ranging from near-currency
boards, where local currency is issued against French franc assets

and managed by the Institut d'Emission d'Outre-Mer in Paris, to



--+thé large regional central bank zZones in West and Central Africa

"with autonomous local management. It may be tempting to see

51m11ar1t1es between the BCEAO and BEAC and a European central

bank 1n that several countries have to sink their differences and

’:ireach»consensus on monetary p011c1es. However, the essential

feature -of the French African central banks is the continuinag role

plaved by France. . In effect, 1t prov1des the eaquivalent of a

.;yuld standard, and individual countries' policies have to follow

;ftom'tnet. But it- is an external constraint, not one established

Endtmaintéined by the memiber countrijes themselves. France still

«‘??ﬁée_gireetoté‘bn the boards of the African central banks and

France is the dominant country economically as well as politically

with a GNP 20 times that of all the African member states taken
together.

13 The members of the franc zone each aaree to hold at least 65%
of their reserves with the French Treasury. Often thev place
more there, as the terms offered (SDR exchanae quarantee and Bank
of France's intervention rate for interest) are attractive. The
regional central banks each have an operations account with the
French Treasury (as do other countries and zones participatinag in
the franc zone arrangements). All transactions with France pass
through this account, which may be in surplus or deficit, but if
the latter subject to an increasina disincentive in the shape of
interest rate bands. The same principle applies within the
regional central banking zones - individual governments may have a
surplus or deficit with the central bank, as do commercial ‘
banks. However the Statutes of the central banks restrict their
advances to the African Treasuries to 20% of the previous year's
budgetary receipts when the operations account with the French
Treasury is in deficit.

14 One of the features of the French overseas syvstem, as of the
metropolitan system, is the rediscount and even the medium-term
rediscount, which links monetary policy into financing of
agriculture, industry and commerce. However, rediscount policies
are liberal and liquidity tends to be uncontained for some time

after external receipts fall - good for confidence and stability,

but not for adjustment.



=156 - Throughout the svstem, Drov1ded an individual, company, bank

] qovernment has local currencv 1t ‘has access to foreian exchange

.at the-flxed rate under what the French proudly refer to as "le

' aarant1 francals" The rate against the French franc has been
set at FFl (100 old francs) to CFAFSO since 1948.

57I6 LTHQ two African regions are currently in bad shape and last

.year produced for the first time an overall deficit by both zones
1n their operatlons accounts. 'Usuallv, the different economies
have tended to balance each other but the o0il price fall has
brouqht down the oil producers of Central Africa while soft
troplcal commodltles have remained weak. In West Africa, the bia
change has been in the Cote d'Ivoire which has been hit
particularly hard by lower o0il prices and falls in coffee and
cocoa prices and has not adapted domestic policies accordinagly.
Another features has been, until last year, the fall of the dollar
against European currencies including the franc at the same time
as commodity prices weakened in dollar terms. There is a clear
case for a devaluation of the CFA franc but the difficulty in
reaching agreement and perceptions of cost increases have
prevented these proposals comina to the surface. Also, France
has vested interests in maintaining confidence and French
investment in these zones and in keeping exports from France
cheap. However, France is effectively aivina a foreign exchanage
subsidy to the system at present. Meanwhile, countries like the

Cote d'Ivoire are having difficulty in movina exports and

maintaining producer prices and have acute budaetary
difficulties. Interest rate policy is not within their control
and, unable to devalue, their only weapon is budagetary. A
massive deflation is about to take place as producer prices are

cut and salaries are held in inflationary conditions.

17 There have from time to time been regional currency and

monetary arrangements within the sterling area. The Eastern

Caribbean Central Bank (previously East Caribbean Monetary
Authority) with a varying membership of small islands, and before
that the British Caribbean Currency Board, which included the
larger Caribbean territories, is an example. It cannot be said

ever to have worked well, the problem beina the absence of
agreement between governments generally and at times of crisis.



e Monetary Area) centred on south Africa, the East African Currency

~--The lack of consensus has, however, had the advantaage of

'-restra1n1na the central author1t1es from movina exchanage rates
:,except when forced by external circumstances (ea, the collapse of
the sterllno arrangements) from doing so. Some kind of price
stab111tv has therefore been malntalned but slow economic arowth,

povertv -and soc1a1 unrest have been the norm.
.18 Other _regional arrangements which emerged from the sterling
area system were the .Common Monetary Area (previously the Rand

Board (Kenya, Tanzania and Uganda) and various forms of Central
Afrlcan federal arrangements including under the Bank of Rhodesia
and Nvasaland.

19 Of these systems, the most successful in terms of unified
policy has been the South African rand area, no doubt because of

positive, centrally controlled policy and stable political
conditions. However, despite the relatively aenerous facilities
offered by South Africa to its constituent members, independence
has inevitably tended to lead towards disintegration, with
Botswana withdrawing totally and Swaziland looseninag the links.

20 The old East African federal arrangements, which survived

independence, were very comprehensive, covering railways,
harbours, posts, airline and marketina arrangement as well as
currency. Significantly, as political differences emerged, it
was the currency and financial arrangements which took the strain
first. Almost the first split was from a single currency board
to three separate central banks, each with its own currency. A
common exchange rate was even then maintained for a number of
yvears but collapsed in the face of divergent economic and

political policies.

21 In the Central African Federation, which perhaps was more

unified as Southern Rhodesia was far more developed than the other
members, the split followed a similar pattern although there seems
to have been no attempt to unify the exchange rate arrangements

after separation.



=22 TEoi1s probably anapproprlate to draw too close parallels
Eamy . between somewhat pr1m1t1ve currency and exchange arrangements in
A  colonial and newly independent countries with those in developed,
f;i'jff‘i>1ndustr1allsed ones. However, if there is a lesson to be drawn
:{Tﬁ"f%?:>1t is that attempts at monetary un1ty where it does not exist on
i;f””fe" the polatlcal and adm1n1strat1ve planes tend to disintegrate.
T.27}<}E‘Whexe regional currency systems ‘have worked successfully for any
.. _lenath of time, there seems to have been a consistent pattern of
‘-n;u; , control or domlnation by a single country. On the other hand,
;f'aiﬂ< federal ‘économic arrangements have -tended to break up where the
ey f;_ﬂomlnant member was unable or unwilling to devise adedquate
"'coﬁaenset}on arrangements to offset the advantagdes felt by those
at the fringes. There also seem to be strona links between
national pride, sovereianty, common aspirations and the
currency. Experience with currency boards suagests that
emotional local identification with the currency is often one of
the most difficult matters to deal with. Once that has been
settled, the technical side can fall into place relatively easily.



'T‘Delors '“thlrd stage") .
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ANNEX 3: DELORS PROPOSALS FOR ECONOMIC AND MONETARY UNION

7’This*section offers a critique of the form of Economic and

Monetary Union proposed by Delors (the destination reached in

2, ‘The main features of completion of monetary union would
~"..involve ~ irrevocably locked exchange rates between  EMU
'ﬁartiﬁipants;"and eventually a- -single currency. Responsibility

: ;fbf:mbnetary.policy (including exchange rate policy and management
. “of-reserves) would be transferred to the proposed "European System

of Central Banks". Key monetary policy decisions would be taken
by the Council of the ESCB, which would be independent of both
national governments and Community authorities, and would be
composed of Governors of the Central banks plus board members
appointed by the European Council on contracts whose terms ensured
their independence from national political pressures.

das Economic union would involve not just the completion of the
internal market programme, increased convergence of the European
economies, improved factor mobility etc, but also enhanced
structural and regional policies and new powers for the Council of
Ministers to impose constraints on national budgets.

(1) Economic union

4. The Delors report does not set out very clearly the
reasoning behind its proposals in the fields of budgetary and
regional policy. Indeed there is some ambiguity over the degree
of central intervention in national budgetary policy that is
envisaged. Paragraph 33 of the report - which covers
institutional arrangements in the economic field - says:

"it would seem necessary to develop both binding rules and
procedures for budgetary policy, involving respectively

effective upper 1limits on budget deficits of individual



j;;: Dater on-in the report, in discussing the steps to be taken in

member cdﬁnt;ies [and]...- the definition of the overall
stance of fiscal'poiiqyféver.the medium term, including the

- size and financing of the aggregate budgetary balance."

-.- stage three, fiscal arrangements are described as follows:

5
what they say is formally consistent. The first quotation gives

."the Council of Ministers... would havc the authourity to

take directly enforceable decisions, ie to impose
.constraints °~ on national budgets to the extent to which this

- was nGCesSary to prevent imbalances that might threaten

anetafy stability".

The tone of these two quotations is quite different, even if

very much the idea of an appropriate overall fiscal position being
decided centrally and then budget objectives being allocated to
member countries to achieve this overall position. The second

quotation might involve no more than intervention in extreme cases

where national policies had clearly got out of hand (eg Greece at

present).

6.
uncoordinated fiscal policies may be inferior to a coordinated

There is no doubt that a theoretical case can be made that

outcome. But we would need a 1lot of convincing that the

externalities of national fiscal policies were such as to warrant

Delors' proposals. Previous fixed exchange rates regimes survived

without fiscal coordination, while the experience of many

countries in recent years suggests, at least at first sight, that

fiscal policy measures have a very limited impact.

/=
to
accounting problems: countries may have scope for switching items

There would also be practical difficulties with any attempts

coordinate fiscal policy. There would, for example be

on or off budget so that a given measured deficit position would

be consistent with a range of fiscal impacts. More fundamentally,

various aspects of fiscal impact are not reflected in

conventionally measured deficits at all (eg unfunded pension

liabilities). Again, policies on assets sales or other



compositional . issues ~will® affect the impact economic impact of a
given deficit. -Would restrictitons be set in terms of a more

"sophistitatéd‘~measure of fiscal impact than the crude fiscal
- - deficit (eg.the Blanchard index used in the recent Monetary
Committee paper on the UK)?

:if; - There would -also be control problems. Forecasts of many

Eompdhents’of public deficits are subject to considerable margins

- of error; with the best will in the world, no country is going to
- fmeet budget guidQIines exactly. There will be some scope for
_countries that want to exceed guidelines for the deficit to make
'ff;dvépoptimiétic projections of revenue ex ante; it would not always

be easy to distinguish genuine forecast error from deliberate
flouting of Community directions.

9. A further aspect of budgetary policy that the Delors report
does not go into is the extent to which it should take account of
the differences in private sector saving and investment behaviour
in member states*. If a total Community budgetary balance is to
be parcelled out among the member states it is hard to see how the
allocation could avoid making allowance for differences in
private sector behaviour; but at the same time agreeing on the
appropriate allowance is going to be a disputatious procedure, to
say the least.

10. As well as the limits on budget deficits, the Delors report
calls for the exclusion of access to monetary financing and limits
on borrowing in non-Community currencies. The prohibition on
monetary financing is a necessary consequence of the particular
model of monetary union adopted by Delors in which the monetary
growth for EMU region as a whole is determined centrally. Other
models, in which monetary policy in each country was determined
independently subject to the constraint of maintaining a fixed
exchange rate would not require a rule on monetary financing.

* There is what may be a cryptic reference to this question in
paragraph 30 of the report: "although in setting these limits
[sc. on budget deficits] the situation of each member country
might have to be taken into consideration".



11. The need for_limits_qnvborrowing in non-Community currencies
is questionable even with the context of the Delors model. No
restriction on-private sector borrowing in foreign currency seems

' {;to,,beA proposed, and it is not clear why a distinction should be
.~ made: between the private and public sector. Nor is it clear why
- national governments should be prevented from borrowing in what

they believe to 'be-'the lowest cost way or arranging their
portfollo of llabllltles in the way they believe to be optimal.

5123 ..The report is littered with references to the possible or

probable need to increase reglonal and structural assistance in

-f,_order to make EMU a success. It seems to have in mind both a

permanent increase in such spending after the planned doubling by
1992, and also temporary official assistance "to reduce adjustment
burdens temporarily" (paragraph 29).

13, There are two distinct strands to the argument:

- that regional imbalances must be reduced or at least
not made worse if EMU is to be viable, and that larger
official flows will help to achieve this;

- that official flows are needed to compensate for the
fact that countries would no longer have the exchange
rate as an instrument of adjustment.

14. The key question in relation to the first point is whether
countries on the periphery would be worse off with EMU. The
report says that "historical experience suggests that, in the
absence of countervailing policies, the overall impact on
peripheral regions could be negative" (paragraph 29). Within
Europe 1in recent years growing intergration has actually been
associated with faster growth in the periphery than in the
geographic core of the EC. During the 1980s, the UK, Spain,
Portugal and Italy have grown on average % per cent per annum
faster than the average for Germany, France and Benelux. And
within individual countries, there have been some striking
recoveries in their regions. It also 1is of interest in this



context that the United States has seen an enormous reduction in
regional- inequalities during “~the course of this century, and

‘7parti¢ularly since the second world war.

‘ 'i‘b~5.';:T In -short, it is much less evident than the report implies
- that the peripheral countries would suffer. At the very least, it
' -should have kept an -open mind on this. Even if the periphery were

be worse off as a result of EMU, it does not follow that there

‘A-_should be greater regional flows. Experience with regional policy
- suggests that. it .may not have much effect in reducing regional
Aiﬁhalanées:*it may-even—aggravate.&them by postponing necessary
.5e;éhgnges in;cdmpetitiveness and movements of labour and capital.

16. Nor over the medium term are official flows necessary to
finance current account deficits. It could be that, as happened
under the Gold Standard, the faster growing regions or regions at
a lower level of development will run current account deficits
over a number of years. But these can and should be financed by
voluntary capital flows. If they cannot be financed voluntarily,
that would suggest that resources would be better used elsewhere
in the Community.

17 The key question in relation to the 1loss of the exchange
rate as an instrument of adjustment is whether European countries
are at present able to achieve significant and reasonably durable
competitiveness changes through exchange rate changes. It seems
most unlikely to us that there 1is now the degree of "money
illusion" in European economies that is required for this to be
so.

18. On the whole, then, the case for extra official flows in
conjunction with EMU is a lot weaker than the report suggests.
The only obvious reason (which of course the report does not
mention) for expanding regional flows would be if the richer
countries were determined to press ahead with EMU; the poorer
countries needed to be bribed into participating; and the richer
countries thought it worth the cost. By arguing the case for



sextra regional‘flows so strongly and on largely spurious grounds,
the report will. increase the pressure on this from the poorer

== - .countries.

_ '19. . There are no other substantial proposals in the non-monetary
~-.. sections of the report. Although the report argues that "strong
' :aivérgénces in- wage - levels and developments, not justified by
~" different trends in productivitj, would produce economic tensions
- «~ and pressures for monetary expansion", there is no support for

1+ 3. ’price_ _and wage_chtrols to encourage convergence. Nothing more

- ‘tﬁan talk is proposed in this area: "efforts would have to be made

55 ;£o.convince-European management and labour of the advantages of
- gearing wage policies largely to improvements in productivity".

(ii) Monetary union

205 The Delors report defines achievement of monetary union as
the irrevocable locking of exchange rates and the completion of
transition to a single monetary policy. The change-over to a
single currency comes after completion of a monetary union: it is
seen as the icing on the cake rather than an essential ingredient.
There must be some question, however, whether locking of exchange
rates can be absolutely irrevocable while separate currencies
continue to exist.

215 The European System of Central Banks (ESCB) as recommended
by the Committee would be responsible for the formulation of
monetary policy and, with the help of the national central banks,
for the impléﬁentation of this policy. It would also be
responsible for exchange rate and reserve management. An ESCB
Council, composed of the Chairman, an unspecified number of Board
members plus the national Central Bank Governors, would take the
policy decisions. The ESCB would be independent of instructions
from national governments and Community authorities.



225 Numerous questlons arise which are barely addressed in the
report =t partlcular-"'- ;

- Would it be sensible or politically feasible for the
- - ESCB's policy-making to be independent of governments,
the EC authorities and Parliaments?

e What sort of mohetafy policy would the ESCB pursue and
- what instruments would it use?

.2é'i The proposed lndependence is-clearly designed to satisfy the
':inermans.> For the great majority of countries, including of course

France and the UK, this could be a radical departure. The Federal
Reserve in the US and Bundesbank owe their independence partly to
special historical factors. It is highly doubtful whether, in
modern circumstances, many EC countries would be willing to offer
the same. Handing over to an independent body the management of
the exchange rate and the reserves would be especially sensitive
(which no doubt explains why the US Treasury have held onto this),
and would run counter to the fact that exchange rate agreements
are made government to government. The recommended independence
would only make any real sense if one took the view (as did the
Germans and Americans earlier in their history) that the political
authorities could not be trusted to run a sensible monetary
policy.

24, As for the type of policy, it is worth remembering that one
of the motives that some current ERM members have in wanting to
move to EMU is the hope that this would lead to a "better monetary
policy in Europe than exists at present - ie predominantly, a
German monetary policy. Representation on the ESCB would give
them some influence to bring this about.

25 So much of course would depend upon the monetary views of EC
countries when and if we ever get to EMU. From the UK's
standpoint, there are two ways of looking at it. On the one hand,
when we join the ERM, we might not be altogether happy to have our
monetary policy dictated to by the Germans; in that sense,



movement to an ESCB run policy .would have advantages. On the
other hand, the influence-in the ESCB of countries wanting to run
a looser poliey- than us might be a danger.

PE Lastly,. there are many questions relating to intermediate
- objectives and policy instruments that the report barely mentions
-andrwhiCh could no doubt be studied for years. For example, what

monetary aggregates would be targeted? Would the ESCB target bank

.- reserves, would it go further and operate a monetary base system
“or would it rely?sole;y on short-term interest rates for achieving
_tﬁexmonétari'targets? What responsibilities (if any) would it
-5 ;ﬁaYe-fdr fﬁnding policy?

27 The Committee correctly reject a parallel currency strategy.
The creation of ECUs by national and central banks would be quite
different from the use of official ECU in intervention (which we
favour), since official ECU are derived from countries' foreign
exchange reserves. It would all too likely be in effect a licence
for central banks to print the currencies in other countries,
especially the DM and other more important components of the ECU.
It is not surprising that the Germans vigorously oppose this.

28. It is just about conceivable that national monetary
authorities could collectively agree on issues of ECU through each
of their central banks in proportion to their currencies'
weighting and in place of own currency issue. But this would be
extraordinarily difficult to agree and the effort would greatly
complicate whatever steps are taken to strengthen ERM and beyond.
Instead, the ECU should continue to develop mainly thro<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>