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Telefax to 009-41-61-238507

Dr. GiUnther Baer -

- Monetary and Economic¢ Department
Bank for International Settlements
Basle, Switzerland.

Dear Glinther.

In agreement with Tommaso I forward the note I had
promised to do for the November mesting for circulation
through you to the memberé together with the notes prepared.'g
by MM. Godeaux and De Larosiére and, possibly, a conceptual g
issues paper. If you'have any queries please call me. I shall"
be travelling in the Netherlands and Belgium Thursday~Friday,
but I can be reached at my office Monday or during the weekend
at 45-2-850085. Any comments you may have would berappreciated.ﬁ

Best personal regards,

. 7

Niels Thygesen

n 02,1642 . o



2'3'/10 "88 10:45 ©45 1 911828 UNICOP DK | & 002,809

Sumary

(1)

‘ (2)

(3)

(4)

October 26, 1988

A EUROPEAN CENTRAL BANKING SYSTEM
- SCME INSTITUTIONAL OONSIDERATIONS

Nielg ‘I‘hygesen

The note asks how central banking functions could be
exercised in a framewnrk nf Fivad avrhang~ vates and
high capital mobility which imply the need for essen-
tially one mmetary policy. It raises four main issues:

What policy decisions need to be taken Jointly ?

Is there a need for a central authority with an opora-

ticnalcapacityorowldacmtralbarﬂmmgsys‘bembe
run entirely through national central banks ?

wam.xldﬂmegovenmirgbodiesofﬂmesystembe
ocomposed 7

How would the system be positioned in the BEC framework
and how could it be made autonomous and acoountable
at the same time ?

The note ends with same brief reflecticns about the timetable.
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INTRODUCTION

The present note, : at the request of President Delors for
the November meeting /the Committee, raises some institutional
issues relevant £ the exercise of central banking functions in an

(advanced stage\of monetary integration. It is assumed that partici-

pants in this procaess towards full Econemio and Monetary Unica have
(1) implemented the decisions to liberalize .z& capital movements already
tgken,--. and (2) invested substantial efforts and credibility in making [ \f prLia
fized nominal exchange.rates.among. th the.participants sustainable.

Such an advenced stage of mcmetary integration would gtill fall
short of full Monetary Union, characterized by near-perfect substitu-
tability of participating national nonies W for a .
parallel, common currency. In the present vision national currencies ' & vuld~d
exist, they have retained most of their present functions unimpeded, e
and no explicit role is cutlined for @m currernCy, The Z
basic issues of designing en institutional framework for an advanced
stageofmtaxyin'bagratimariseevenmtheabserm of a comon
currency, though many would see both economic and political-symbolic |.(A.ch dae
benefits in giving such a currency important functions from the start®
of a more institutionalized stage. However, the Committee has decided
to discuss the issue of a pazallel, or ultimately a common, aurrency
at its December maeting Conclusions fram that discussion could then
be merged with those that arise out of the November meeting on the in-
stitutional framework. writing about the central bank without referen-
ce to & common currency is cbviously con- straining.

'I'he Present note is addressed to the lun=term future, suffici-

e
Z'u.o..,M

tially one  monetary policy, as requlredbyasamptions (1) and (2) h,%i'“’\
above. In'thatsenseithasapprommatelyﬁlesametlmepempectiveas omeodees
President P6hl’s paper "The Further Development of the EMS", circula-
ted with his letter of Sept. 14, and including seven principles of a
"European Monetary Order" (pp. 12-14). '

The advanced stage of monetary integration here foreseen with
respect to institutionalization at the European level 1‘%
several specific transfars of authority which may be regarded as_some
of the ccxwmtenstepsntawards EMUJ which the Committee has been asked
to study. GovennrdeLamsiére'spapermﬂnsecamtesbepemat
seem the most urgent adds an order of pricrities within this set of K
reforms,
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My interpretation of the Comiittee’s mandate: that it is desirab-
le to have a comprehensive view of institutional reforms, even though
not all of ﬂmemldbeaxguedtobenecwsarytoproceedmards
EMU, 1is based on two considerations: (1) _a clear vision of the prin-
ciples of a European Monetary Order is mceasaxy to give direction to._
the immex mmediate steps, (2) the diffwulties of advancing monetary inte-
graticm through institutional st steps - following adoption of the Euro-
peanS:lngleAct such changes require a revision of the Rome Treaty
(Art, 236) -suggestthatapackageofrefom\s rather than individual
components of it be submitted for political approval in the form of
Treaty revision and national parliamentary ratification. The individu-
al components would then be available, but their activation would be

" subject to a unanimous decision among those participating fully in the
EMS or its Successor central banking system. The framework would be
decided by all EC member states, but the implementation of individual
reformsmldmthavetoawait-thereadiness‘of all to take part
fully.

In asking how central banking functions could be exercised in a
framework of fixed exchange rates and high capital mobility, implying
a need for essentially one monetary policy, the note raises four main
issues in the following sections:

(1) What policy decisions need to be taken jointly?

|
| (2) Is there a need for a central authority with an operational capa- i':;:'f*’“
{ cityoreouldacmu‘albamcj:gsystanbenmmtirelythmxgh ot
| national central banks? o

, Mo
B 3) |
|
|
|
|

Howwmldthegcvenﬁngbodiesofthesystanbeocmposed?

(4) How would the system be positioned in the EC framework and how
could it be made autonomous wxl acoountable at the same time?

The noto onds with same Wulef reflections about the timetable.

JOINT DECISIONS ON WHAT 7 | | | of whot.

Any international or regicnal monetary system has to ‘
grips with two issues: (1) the methods of reletive adjustment, and (2) e ()
the overall nominal thrust of the ggh total of participants’ monétaxy, m:,:L(,:*
policies. International’ agxeements including the Bretton Woods system o e ?
and the EMS, have typically been more explicit on (1) than on (2). The
use of exchange-rate adjustments was intended to be circumscribed by

the IMF Articles of Agreement and by joint decision-making in the EMS.

.
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The latter has elaborate rules for interventions and their financing,
essentislly aimed at ensuring maximum defensive capability and hence
credibility for the exchange-rate commitment. The EMS has also dsvelo-
ped procedures forzelativeadjusmmtsinﬁxecaseoftensicnsﬂlat
go beyond interventions to interest-rate adjustments. Here decision-
making is less joint, ttmxghclearlymngmthisdmectimasex—
emplified by the Basle/Nyborg Agreements of September 1987 and subse-
quently tested by the coordinated interest-rate responses later in
1987, as a weak dollar required a differentiated, but coordinated res-
ponse. |

Attention to (2) is more implicit. It is well known that a group
of countries with fixed exchange rates between them and increasing
capital mobility will have xoom for only one monetary policy. The
BretbanoodssystemamitheearlyEMSdidmthavetof&OEUptothis
issue directly, because they were both protected by a mixture of
capital controls for the short-term and some scope for changing the
exchange rate in the langer-temm. The recent EMS has not been able to
avoid the iassue. In the absence of an explicit monetaxry rule for the
participants as a_whole, the cambination of efforts to defend fixed' w*th o
exchange rates and to impose most of the burden of short-term adjust- 4. wo b2
ment an  the weaker currencies has led to an implicit rule: monetary

"polic:y for the EMS participants as a a whole tends to be detexmined by

that of its largest and 1east-:l.nf1ationary participant. Defending Z
fixed exchange rates provides rules for managing ﬂw@m of
ﬂw end pramotes convergence of inflation; the implication of
thepracticethatmservesusedforintemtimindefending a weak
currency have to be reconstituted within the span of a few months is
that mevezge:we provided that exchange rates do remain fixed - will
mmmmmmmmmmmmmmméE>W
aswouldbethecaseifintervmtimctedits mg“ilﬂm;;pemnmtrz&;u
safety net. : .
By using the degree of freedom for monetary policy to orient con-
vergerwenwreasmlyintmsduection the EMS has succeedad to an -
unexpected degree in becaming "a zone of monetary stability" in the
double sense of pramoting both exchange-rate and price stability. The
verysuocessofthesystanhasmadepossibleﬁmeanbitimbostudytm
one could achieve the transition from the present EMS to a central
banking system appropriate for an advanced stage of monstary integra-
tion. :
The challenge is to design a new system which can deal still more
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efficiently than has the EMS with the relative adjustments required of
national monetary policies within an overall mandate to contirmue to
pramote medium-term price stability, while moving towards a irrevocab-
1y fixed set of exchange rates among the participants. When that final
step has been taken, the need for the central banking system to preocc-
cupy itself with relativities will by definition disappear, since in-
terest rates, including those set by national central banks, will have
to move very closely together (while growth rates of money and credit
aggregates, i1f they are still measured, may differ between regions/
pations). This note is concerned with the stage where relstivities are /) ) ”4,’
still important, but where guidance in their adjustment is based on [ c:‘t"‘(’:

more explicit collective decisions than the present, more implicit  he.s?
" rules of the BEMS.

The motivation for putting an institutionally more structered

system in place cen hardly be found in outright dissatisfaction with

past performance but rather in two considerations about the nearer-

term future. The first is operaticnal, the second conceptual .. (

\

Z The éeliabilitv of a domestic monetary aggregate in the FRG as 2 Froy lon

the intermediate objective for German, and indirectly EMS, monetary
| policy is weskening as capital mobility increases and is exbended to @~hMetly!
short-term instrm\ents This process affects not only the size of po- G':MN:::
tential flows @ countries that undertske liberalization, principally o Sri
France and Italy, but also the ability of the Bundesbank to keep its °“7 "
prefexred monetary aggregate as close to targets as has been the case

cn average over the past 14 years. Financial integration increasés the ?

® risk of policy errors and hence the incentive for all participants to 2 e
L.M mdlfy the present paradigm. But ut the evolution is 3.gradual and there is - i-:,;(;&(_f
Ef““’cmneedtotrytodlscaxﬂﬂhepresentsystanbeforeitsswcessorls S
LML.E well-defined in berms of a jointly accepted inflation objective.
4o, The mord conceptual consideration is that if this medium-term ob-

3%' oo hor uw? jective is as genarally accepted amung EMS-participants as appears to u_@:i-f ot
o~ w“' be the case, the low-inflation <:redib111ty which the EMS has as 80, ) far, L 01,&:'
=1 “’ derived from the perfoxmance..of.the Bundesbank omxld_mbamtransferable WL [
to_a_PBuropeen central banking system operating under the explicit L. owpbicke
mandate of pursuing "medium-term price stsbility". Such a mandate is f::jbc

- . 8t the same time necessary to meke further monetary integration appea- o buw-—~shi—
ling also to the most stability-oriented EMS-participants, to wham the ‘vr DTN

o~ 7

intended future should not in this respect look inferior to what has (fo. &t

already been largely achieved. ey b
ULM,.L.LL t

- Could the objective be made more specific by pointing out in %""E/W'

~
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terms of what price index stebility is to be achieved or by prescri-

bing one or more intermediate targets ? The FRG or other countries

which have emphssized this ultimate objective have not been as speci-

fic in this respect. One could think in terms of an average index for

the participants of traded-goods pt.l.ces leaving the precise formula-

’ tion and the selection of one or more aggregate monetary targets-
fu e credit targets would be identical, 1f the participants were to float
prlcpege freemmm currencies - to those who are to
implement policy within that mandate. Research into the stabllity of
the money-income relationship for groups of European countries and

~ into rules for assigning damestic credit targets to individual coun-
tries within such groups under fixed exchange rates 1s at an early
f stage, though promising; 1t would be premature to be specific. The
‘“ statutes of an eventual European central banking system need only

struments that are assigned to it t (in addition to the funcliues, com-
position and relative competence of its governing bodies and their re-
lationship to© other European authoritieg, briefly discussed in the
following sections).

Three types of decisions on monetary and intervention policy
might be placed at the collective Eurcpean levell):

At

C)’LV{) fo St

i b+

I

¢
?fm ;0 (2) intervention policy vis-a-vis third currencies; and

S

Aegnr ;\_‘ wewts (@) changes in reserve requirements, ~— 7 L”Z““(
. The first two relate to the swooth functioning of the fixed exchange
rate system, while the third can modify the overall thrust of policy.
The first two can be given a simpler, more operational content once
theﬁparallel currency has been discussed in_the Committee;
suchacurrexwyandthesrnrt—tenn finam:.almarketstradingmassets
denominated in that currency would Clearly play a major role in the
operations envisaged under (1) and (2). But the need for Joint deci-
sions on these issues would arise irrespective of the existence of a
parallel currency.

The adjustment of relative short—term interest rates is the

g central instrument in managing the present EMS, and a relatively high
degree of coordination and occasionally de facto joint, or at least
bilateral, decisions have been obsarved. with the Basle/Nyborg Agree-

ments of September, 1987, participants have developped a flexible set
e oe omts oo obonac, w of T wite Aot ( (mi’tv%. prte
Ot th

007,009

\x L
contain a listing of its ultimate objective(s) and of the policy in- ﬁ" U

by b~ v
Mo s~ ==—(1) adjustment of short-term interest differentiaIS'/ ;Cicl;ww
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Of instruments for containing incipient exchange-market tensions: in-
tramarginal intervention, flexibility within the band, and d\a.nges in

short-texm interest di.ffermt:.als. The cambination has proved rohust
in periods of tension, no'tably eaxrly November 1987, less s0 more re-
cently. 'I‘he risk remajins of repeating the experience of earlier
periods of tension in which public criticism and mutual zacruninatim

- between Ministers of Finance surrounded short-term monetary manage-

=S

ment. By meking such decisions subject to arbitration and Jjoint autho-
rity within a Buropean central banking framework govermments oould
step back from the limelight of involving themselves directly in ways
ﬂmatazemlikelytopxovokethanbopmvmtmeoccmrrerx:eof ex-
change-market crises.._ Tt is a more technical issue whether the Jjoint
authority could be exercised simply through interest rates administe-
red by the national central banks or whether _an _intervention capacity
in( national money markets W,‘m}h

.deesse09

'?&.L -
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Tensions among EMS-cwrrencies have often in the past had their

origin in financial disturbances fram third currencies, notably move-
ments in the dollar, towxichﬁ:eﬁuropeanwnencieswereseenbythe
markets as being sensitive in different degrees. These perceived - in
sane cases real - differences have in tum had their origins in
capital controls and in expectations of divergent policy reactions +to
the extermal financial disturbances, Bothfacborsareofdﬂnmislﬁ.ng

importance, es the irternational competitiveness of Einancial markets
of France, Italy and the smaller EMS-countries improves in step with

[
P
LV(’ ‘aq}
s

the removal of c:apital controls, and as basic economic convergence
Btrengthens Yet a visible capacity to intervens Jointly in third cur-
rerx:iesmdtodoaqinwaysthatarecaxhx:ivetothecohesimofthe
European currencies would be important. wWithout a presence in the
major exchange markets it is also difficult to see how a Buropean
central banking system could be taken seriocusly as a partner in the
intermational monetary system. This would require some permanent
though possibly limited, pooling of resexves through a successor to
the Eurcpean Monetary Cooperation Fund.

The third instrument is the ability to vary required reserves
heldwiﬁmthe&zropeancentralbankingsysten. Requirements would be
based on a domestic monetary aggregate, possibly the monetary base,
and it would be met by depositing dollars, gold and currencies of
c%t_l"__‘xer participants, or BCU, This instrument would permit an mfluenoe
on the total rate of monetary or credit expension in the area. As such

4t would also have an indirect, longer-term impact on the value of the

e 8

DAm

A LLW

{ sl
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" shifts towards the European level of decisim—maldng authority

participating cuzencies in terms of third currencies. 7 ,
The three instruments proposed wouldallbemajorexanpm

is to-day fully national, though thelr active use 1is in practice joons-
trained by habits of informal cooperation and, more important, by the
self-interest of participants in avoiding inefficiencies which d
result from a more competitive use of the instruments of mone and
exchange-rate policy. It remains to consider how the one decis in

' the BMS which is to-day subject to de facto joint decision- ,

viz. realigrments of central rates, could be handled in the si tion
where a BEuropean central banking system exigts, but exchange rates

2 009,009

within the area are not._yet-irrevocably fixed. Would there be al case
for vesting authority in this respect with the new institution rhther
than leaving it with the ECOFIN Council ? ‘

There are arguments for and against such a transfer."‘:gqjor

pwpose of having a European institutional framework for
policy before full Monetary Union and a camon currency is to a-
in and gradually eliminate realigmments; and, in particular, to
that their residual uses, if regarded as naecessary to prevent
run tensions, will be sufficiently small 'bo preserve ocontinui

recent EMS axperience. If private markets would interpret a
of authority for making the residual small realigrments to the parti-

cipating central bankers as part of their task of collective mongtary .

management as a signal of an intended tightening of the EMS, such a
transfer would be stabilizing and desirable.

Putting the question in this way, however, suggests the counter-

arrangement, viz, that governments might not succeed in conveying isuch
a signal. They might instead feel relief at not having to bear Po-
liticel burden of visibly initiating a realignment - and wi a
new, more hidden, discipline inherent in belonging to a Monetary on
of irrevocably fixed exchange rates. The collective body of
bankers might be faced with fait accampli situations where only a rea-
lignment would ease tensiaong, and with national policy-makers blaming
either private speculators or the central bankers themselves for| the
outcome. This would imply a deterioration relative to the recent per-
formance of the EMS.

On balance, these arguments suggest that the decisive considera-
tions in assigning the authority to undertske realignments are |how
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close participants have come to meeting the prerequisites for Mmetary
Union. It would be dangerous, if feasible, to shift that authority to
the central banking system at a time of remaining major divergence of
performance, partiularly with respect to the sustainability of exter-
nal imbalance. It would be desirsble to shift it, if the need for rea-
lignments was generally accepted as residual and the monetary instru-
ments for a European central banking system to underpin fixed rates
had been made available along the lines proposed above. A tentative
conclusion would be that within the time perspective of the reforms
here suggested the authority to decide on realigmments could become
part of the mandate of a European central bank; but it should not be
one of the first tasks, ’

DECENTRALIZATION OF OPERATIONS ?

On the basis of the discussion in the previous section of the
general mandate for a European central bank and of the policy _instru-
ments available to it the question arises as to the degree of institu-
tion~building required. There are essentially three conceivable models
for the system, but the two extremes seam unlikely to meet the requi-
rements.

A fully decentralized system in which there is no operational ca- -
pacity at the centre, and all execution of policy is left to the indi-
vidual national central banks, is intuitively appealing. The central
banks have most of the experience required, including extensive coope-
. ration in the EMS. There are no technical reasons_why policy implemen-

tation could not be delega,tedubeuﬂ!ﬂn,neach.of*ﬂaen‘wxdertaking inter-
v;a&ms or other operations concerming their own curency. Changes in
central bank interest rates or in reserve requirements would in any
case have to be administered through the central banks. Responsibility
- for interventions in third currencies could be delegated to the major
reserve cwrency or financial centre within the system, i.e. to the
Bundesbank. Such a practice would have the virtue of building on exis-
ting foundations. Other specific aspects of European central banking
functions could be assigned to other individual banks with particular
expertise in an area. Some tasks might rotate among participants with
the chairmanship in the Committee of Governors, as is the practice in
other contexts in the BEC. Why create a new and potentially rival

structure ?
The decentralized model apperars too loose to be operational. It
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T 8 caomon currency is well advanced. Indeed, a recent report
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ocould create conflicts of interest for the individual central bank to
undertake operations on both its own account and in a European role in
the same market. It would be very difficult for the new institution to
develop any distinct profile. Finally, and most important, there will
be a need for same continuing authority at the centre of the gystem to
be responsible for preserving a view of the common interest and to in-
terpret the policy guidelines adopted by the governing body. Since an
important part of the instruments are designed to correct relativities
between participating countries, their use is likely to be politically
sensitive and to be more safely vested cutside a national or bilateral
framework. B

The opposite extreme of a centralized model is more obviously un-

suiteble, though it might fit late stages of monetary integration when
2)

Sees as
a distinguishing criterion for allocating instruments to the centre
that they are conducted in the parallel, ultimately common, currency.
That criterion is neat, but too restrictive when the role of a paral-
lel or common currency is not yet outlined. If there is to be a centre
with an Wcity to mﬁuct,ﬁqmi.gg;gxﬁge and other in-
t‘eirlmtims‘bomiﬂ_c_oi}_‘l_:_s__pxeaermfelt, it has to have enough to do to
win professionel respect from central banks and the market. Some
central banks may have started with too few instruments and too little
influence at the centre. This seems to have been the case for the
FedaralReserveBoardforthefirsttmodecadesafterﬂweadetim of
the Federal Reserve Act of 1913; apart frem analytical and secretarial
functions for a new Board, its tesks were to coordinate discount rate
changes proposed by the regional banks and to modify reserve require-
ments. This was hardly enough to assure a minimal authority vis & vis
the 12 regional Federal Reserve Banks who did most of oparational
tasks, in particular open market operations. Lack of first-hand
contact with f£inancial markets was, until at least the restructuring
of the Fed in the 1930°s, a handicap for theé Board.

An intermediate Federal structure in which the operational tasks
ave divided between a centre and the participating central banks re-
commengds itself. COentralization can be kept to a minimm, but it can
not be avoided as a matter of principle. A shared work experience at
the centre for central bankers who are used to cooperating only over
the telephone or by attending meetings could prove valuable.

e

fpare :\u._)’/
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COVMPOSITION OF GOVERNING BODIES

Could a centre with an operational capacity, run by a small staff
eppointed on their professional merit, act only on the instructions
emerging from the monthly meeting of the Cammittee of Central Bank Go-
vernors as the sole governing body ? Like the fully decentralized
model cne could not exclude its feasibility, but it would leave major
tasks for the national central bank govermors who would continue +to
have the full-time respansibility for ruming their own banks, while
taking on the tasks of monitoring the operations of the new centre and
explaining the actions to governments, the Europesn political authori-
. ties and the public. It may be preferable, as has been the case in

large Federal banking systems, to have stme BEuwropean-appointed mambers |
of the governing body, along with the governors of the participating -
central banks.  Such a structure was put in place in the US by the
Federal Reserve Act of 1013 and by the establishment in the FRG in
1948 of Bank Deutscher L¥énder, and nine years later its successor, De-
utsche Bundesbank. In both institutions the ambition was to have a
bank centralized encugh to be eficient, but open to influence through
regionally appointed officials (Reserve Bank Presidents, respectively
Landeszentralbankprisidenten). The influence of the nationally/
centrally appointed officials was then allowed to grow with time.

In analogy with the US experience one would try to define the re-
1ative campetences of a Board, nominated at the European level, pos- Aoecet
® sibly by the Furopean Council itself, and with long terms of office, C” i“éw
say eight years, and the Committee of Central Bank Governors camposed M'%wu

as- today. The Board would be placed at the seat of the centre; it w~b

would prepsre the monthly meetings with the Committee of Govexnors and

represent the new institution vis a vism political autho-

rities and in international monetary discussions, notably at G7/5 mee-

tings. It would oversee the operations at the centre and have respon-

sibility for one or two policy instruments, as was the case initialily

with the Federal Reserve Board. . ,
e main policy-making body would be the canbination of members [V

‘Of the Board and of the Governors’ Comnittee. Two gpecific, but not hooly = Ml
dissimilar, solutions have been proposed in recent publicatimss) of b Bo vt
They erwisage(ﬁxe mmw European Oouncil (or Council of FCof bom
Ministers) of 6-7 members.-for._the Board and 5-6_gowermors.-of national
WW,mWES, again on the model of the
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Federal Reserve. In the latter’s (since 1935) central policy-making
body, the Federal Open Market Cammittee, the seven Presidentially-ap~
pointed members of the Board sexve with five of the Reserve Bank Pre-
sidents. The President of the New York Fed has a permanent seat while
the remaining four seats rotate among the remaining eleven Presidents,
with same allowance for the relative size of their district. All
twelve Presidents, however, participate actively in the meeting every
6-8 weeks. A literal translation of these provisions could imply, if
all present EC-members were to participate, that the President of j:ﬁe
Bundesbank had a permanent vote, the Governors of the four next
1argestcentralbamcsavoteeveryotheryearandﬁmegovenmsofﬁxe
six smaller oentral banks a vote every third year. year. The procedure may
‘ appear undesirably discriminatory, even when it is recognized that all

. governors will be present at the meetings. It is an alternative to the
introduction of weighted voting sccording to the procedures followed
in the Council of Ministres (end proposed by Mr. Pshl). Some form of
recognition to the difference in size of countries will have to be
made, once the new institution has germine decision-making powers. The
present proposal has the advantsge that it would pexmit the participa-
tion of Burcpesn-nominated members of the Board along with the natio-
nal central bank governors in one colleglate body, a situstion diffi-
cult to reconcile with weighted voting as practised in purely intergo-
vermmental cooperation.

The balance between PFuropean-appointed and naticnal members of
the Open Market Committee would have to be carefully oconsidered. In
. the proposals referred to, the European-appointed manbers would hold a
slight majority of the votes. This may be more appropriate to the
later stages of operation than initially. The Bundesbank Council pre-
sents a different model; there the eleven Presidents of the Dand
cantral banks cutmumber the seven members of the Direktorium. This re-
gional majority was even stronger in the governing body of Bank Deut-
scher Lénder which preceded the Bundesbank; in that period (1948-57)
there were only two Federally-appointed members of the Direktorium. A
similar gradual shift in the relative size of the two camponents in .
the governing body might be envisaged forﬂmeEuropeancentralbankJ.ng
system in an initial phase.

AUTONOMY AND ACOCUNTABILITY

The preceding sections have discussed what monetary policy deci-
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sions need to be teken jointly, the division of responsibility for im-
plementation between Burcpean and national levels and the composition
of the governing bodies of European central banking system. The posi-
tion of such a system within the EC framework has to be clarified.
Achievement of an advanced stage of monetary integration through
major legal and institutional steps prior to full political unifica-
tion, and before joint authority over an important part of budgetary
powers has been established, would be en experience without historical
precedent. In national states the formation of a central bank has fol-
lowed, rather then led, political unification, also when de facto cur-
rency unification preceded the latter. Reversing the usual order will
require careful specification of the interaction of a Euwropean central
banking institution with the political authorities at the naticnal and
Eurcpesan levels. | ,
This subject is usually raised by those who insist that an even-
tual central banking system should be given a degree of autonomy at
least o©omparable to +those national central banks which have the
highest degree of autonomy within national policy-meking; the status
of the Bundesbank is often referred to. This perspective alone is in-
camplete; inevitably a European central banking system would, in the

e__arly part of its existence, have a higherdeg;r:eeofautonanyﬂian‘

existing national .central~banks~which~operate-in.contiruous consulta-
tion with their respective.goverments,.serving as financial agent and

adviser to them and coord:lnating actions with the budgetary ag.t;tggiti-
=

.88. There will be no analogy to this close, almost symbiotic, rela-

tionship at the European level prior to, and for a time after, politi-
cal unification. Various methods are concedvable for organizing a om-
structive dialogue between the new central banking system and them o=

litical authorities during a phase when monetary integration has a
more visible profile than joint policies in other aress:

(1) The Board could be asked to report at regular intervals, say

- evexy six months, to the BOOFIN Council on the implementation of past

policies and the formulation of objectives for the coming period.
Reports would be similar in nature to those submitted by the Chafrman
of the Board of Governors of the Federal Reserve System to the compe-
tent Committees in the US Congress. The Board would also in such ses-
sions, at the request of the Council or on its own initiative, give
its view on the feasibility of taking additional steps in monetary in-
tegration. This is an extension of present practice in which the

0057008
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Council at more irregular intervals receives reports fram the Conmit-
tee of Central Bank Governors and the EC Monetary Committee.

(2) The Monetary Committee would monitor the actions of the new
imtthimmﬂMofmtiM Treasuries and of the EC Com-
mission. The (x:m\nittee would prepare sessions of the BCOFIN Conci) at
which reports from the new institution are presented.

(3) Following practice in the FRG, leading policy-mskers cutside
the monetary area could be given & right to be present at the monthly
meetings of the Open Market Cammittee without the right to vote. This
would apply to the acting President of the ECOFIN Courncil and to the
President of the EC Commission, personally or through a Deputy. Con-
versely, the Chairman of the Board could be invited to take part in
all meetings of the ECOFIN Council at which monetary subjects are
under discussion.

(4) The Board would be asked tO report to the European Parlia-
ment through its Monetary Affairs Committee every Six months, This
would provide an occasion for public debate.

These mechanisms for consultations could ensure that the new in-
stitution is obliged to explain its formulation and implementation of
monetary policy without subjecting it to major restrictions of its au-
tonomy . The Council would have no powers to issue directives +to the
new institution or to dimmiss members of its governing body, but poli-
tical and public criticism of it would have a natural focus. The pre-
sence of national central bank governors in the Open Market Oommittee
would provide input of the respective national opinions into the deci-
sions of the new institution, making unlikely the risk of remoteness
from and unresponsiveness to national and Canmumnity policies in the
non-monetary area, |

The abcvediscussimhasasswned-thatthenewsystemwilbepart
of a familiar EC framework. Within that tha modifications of form re-
lative to present practice are not dramatic. In substance, the role of
tnenewsystemwoulddevelopmtsonmchatﬁxee@enseofﬁman as a
camplement to those of existing bodies in the EC system. The main
impact would be at the national level where political influmm

menetary policy would be visibly reduced. For the EC Commission the

006808
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evolution of a central banking system, assumed to take collective d&eo-
cigsions and prepare common positions would also imply ocampetition as
to who was speaking to represent an EC monetary viewpoint, and some
redirection of effort as parts of the analytical and secretarial func-
tions, presently spread between the EC Commission (General Directora-
tes for Econamic and Financial Affairs and for Financial Services, II
and XV), the Secretariat of the Council of Ministers (for the EC Mone-
tary Comittee) and the Bank for International Settlements (as agent
for the Committee of Central Bank Governors and the Board of EMCF),

could be merged into the new system.
If a new central banking system weret:oomemtoe)d.stelwe
without being part of an EC framework, %ﬂw participation of
' - 'only part of  the EC _membership,-the.suggestions (1)_to (3) above,
though not necessarily (4), could be left inoperative, or replicated
within the smaller group of EC-countries which cooperate fully. It
would hardly be acceptable, at a time when, say eight or nine member
atates_‘am—pax—t;;ea.-pating,.in“ﬂme new system and have begun to take ge-
nga-m__mi_lg_‘igént -decisions,. that an acting President of the Council from
one of the other EC:members teke part in the system’s policy meetings.
Relations with those member states would inevitably become more bila-
teral. Their view would need to be scught more jointly only at the
time when the fully participating states were considering, by a unani-
mous vote, to extend the scope of the system by taking an additional
step within the package made possible according to a revised Treaty.
Before taking steps that would move them further ahead of those who

. have felt constrained to a slower path  towards EMU, consultations
among all member states who have accepted that final objective are es-
sential.

A TIMETABLE

Some elements in the package of reforms which would jointly esta-
blishaE\mopeancentralbamdngsystanhavemreurgencyﬂﬁanothezs.
Assuning the stategy is to seek approvel for the whole package, does
ﬁaelﬂ(elytimsequaneofchallengasbomnopean monetary integra-
tion suggest an order of priority for activating the mdividual ele-
ments ?

At least four challenges and corresponding stages of activation
may be identified:

(1) Management of relations with third currencies. Resumption of
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the decline of the dllar could soon (1989 ?) reraise the issue of a
more joint, less improvised, response than in 1987. Same reserve -
pooling is en early priority. .
(2) As—orif-severalEO-camtriesrmxweremaimngcapital
controls on short-term transactions fully by mid-1990 that would

provide a natural target date for giving an c central banking
system (or reserve fund) visible auﬂmity\to\niuz—a—ge “relative interest

rates to avoid _interest-rate escelation and ooafiicts in short-term |
mtaxynmagamnt.ﬂencepmertohmervenemnaticnalmwy?
75

markets end to assure that relative interest-rate changes do underpin
the exchange rate could became a high pricrity by 1990.

(3)  Coinciding with the implementation of most of the Internal

Market programme by 1992-93 a move to underline the growing eamphasis

. on exchange-rate fixity would be appropriate. If central rates can not
at that time be irrevocably fixed - and that maybe regarded by some as
unlikely - the date would provide an occasion for transferring the au-
thority to make narrowly circumscribed central-rate changes to the
central banking system. At the same time, and depending on the degree
of fixity of exchange rates, moves to encourage a parallel currency
and to give it 1legal tender status in the participating countries
could be made.

(4) By approximately that same time the new central bank should
have had sufficient time to develop joint policies and to monitor ef-
fectively money creation in the participating countries to change from
the present implicit working of the EMS to an explicit emphasis on a
. joint monetary target to reach a joint nominal objective, and to

conduct its policy increasingly in terms of a common currency.

FOOTNOTES

—

1) In terms of Governor Hoffmeyer’s summary table this would imply
moving the particular instruments from presently national decision-
meking, subject possibly to mutual ex-ante information or ex-port ocon-
sultation, to prior ooordination or outright collective decision-
making (the two colums at the right of the table),

2) Comité pour 1°Union Monétaire de 1° Eurcpe, Un Programme Pour
1°Action (Rapport Giscard-Schmidt), Paris 1088, pp. 24 ss.

3) "Rapport Giscard-Schmidt", pPP.- 19 ss. and D, Gros and Niels Thyge-
sen, The EMS: Achievements, Current Issues and Directions for the
Future, CEPS Paper No. 35, Centre for European Policy Studies, Bruxel-
les, 1988.




