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I) Introduction
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The purpose of this paper is t:"\’analyzh under what yb.p%mxhy u“M“M}
conditions a parallel currency could emgrge and c1rcu1ate in {tﬁ»lﬁ
the entire Community alongside national currencies. The
result of this analysis are then used to discuss the threee

main issues that arise in most discussions about the

parallel currency aproach:

1) Whether a national currency like the DM or a
supranatiohal currency like the ecu is more likely to be
adééﬁed by the private sector as a parallel currency.
~2) Whether the emergencé of a parallel curfency should‘be
viewed as undesirable because this would create problems of
monetéry conﬁrol or whether is should be viewed as desifable
because it would facilitate the creation of a monetary
union.

3) What could be done to ensure that the ecu would become a

parallel currency? (This problem arises obviously only if it

is deemed desirable that the ecu fulfills this function})

The analysis of the paper suggests three points about the

above issues:




R

-2 -

1) Both the DM and the ecu have advantages as potential

parallel currencies, it is therefore not clear what currency

would be adopted by the market. However,-the)economies of'
scale in this area suggest that, if a parallel currency
emerges at all, the starting position is very important.

The years around 1992 might bé therfore be decisi?evfor this

issue.

2) Since a parallel currency can be viewed more a sympton
than a cause of avhigh degree of monetary integration most
of the costs and benefits that are usually related tolthe
emergence,of a parailel currency shouldAfather be viewed as

A
a side effect of the integration of European financial

- markets.

3) The demand for the ecu as money would bebdetermined by
the organizétion of markets, payment -habits in international
trade and'similar factors. To promote the ecu it would
thereforé be necessary to act directly oﬁ these fundamental
determinants of the demand for the ecu, Msing official
institutions to create ecu assets or liabilities and
printing ecu notes and coins would have little effect per

se.

In a full monetary union, which could be defined as an area
that operates gg_;i-there existed only one currency, it
would be meaningless to speak of a parallel currency since
all monies (the nétional and the parallel) would be
indistingishable. Tﬁis paper therefore analyzes the

conditions for the emergence of a parallel currency in the
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type of environment that can be expected after 1992, i.e.
some residual exchange rate variability, no capital controls
‘and national financial markets and payments systems that are
are in the process of integration, but still conserve some
national characteristics. The tefm parallel currency is
taken in its usual meaning, i.e., é currency that is used
fdr at least some of the traditional functions of money
alongside national currencies in most of the regions of the

Community.

Section II analyzes in some detail the factors that would
determine the sﬁcess of a parallel currency. Section III
then discusses briefly whether this ahalysié implies that
the ecu or the DM would have more chances of being adopted
as a parallel currency. Section IV discusses the benefits
and dangers of a parallel éurrency and section V briefly |
evaluates the effectivenesé of some of the measures that
have been proposed to make the ecu a parallel currency.

Section VI concludes with some tentative guidelines for a

discussion on the parallel currency issue.

II) Conditions for a Parallel Currency

Money fulfills three functions: It is a store of value, it
is a medium of exchange and it is a unit of account;
Differentvqualities are important for these three functions:
as a store of value it is stability of its purpﬁasing power, -
"as a medium of ekchange it is low cost or wide acceptability

and as unit of account it is convenience. A parallel



-l -

" currency could emerge and displace national currencies only

if it is superior to the existing national currencies in at
least some of these aspects. This section therefore
analyzes the factors that would determine the usefulness of

a parallel currency in these three functions of money.

In most modern economies one currency fulfills all three
functions of money, this indicates that economies of scale
can be obtained from a reduction in.the number of currencies
used in the economy. .A parallel currency would therefore be
used onlyvif it had advantages that are substantial'enoﬁgh

to outweigh these economies of scale.

1) The parallel currency as a store of value:

a) Exchange rate variability This is the most important

factor for the usefulness 6f a parallel currency as store of
value or financial asset. A high degree of exchange rate

variability would make financial instruments denominated in

~a basket currency useful because it would allow issuers and

investors who desire to reduce exchange rate risk to save on
the transaction cbsts that would arise if they had to
construct a new basket each time and take out positions in
each of the components. Mainly corporations exposed to

exchange rate variability and wealthy individuals that can

contemplate investing in several currencies would be

interested in this aspect of a basket currency.

A reduction in exchange rate variability among the component

currencies would reduce -ceteris paribus- the usefulness of
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a basket currency as an instrument for risk'*
diversification.l) A-suppanational currency defined in
absolﬁtevterms, that is a currency whose exchange rate in
terms of the national currencies could fluctuate even if
national currencies are permanently linked among them, would
not benefit from the diversification motive and might be
viewed as just another financial instrument. Similarily, no
national currency could become the predominant instrument to
hedge against-exchanée rate variability since the risk
diversification motive would induce agents to use many

different currencies for this purpose.

b) Expected exchange rate changes.

The remaining predictable or expected changes (as opposed to

the unexpected changes discussed under exchange rate
: b)

~variability) in exchanges rate should be a less important

factor in an environment of moderate inflation rates. This
element should therefore apply mainly the strongest

Community currency or to a supranational currency defined in

absolute terms which could potentially appreciate against

all Community currencies. Moreover, with efficient
international capital markets expected changes'in the
exchange rate would be reflected in the rate paid on

interest bearing assets.?)

The expected exchange rate component would therefore affect
mainly the demand for non-interest bearing instruments such
as cash and travellers cheques and sight deposits if

interest payments on these deposits are kept low by

»
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regulation. A parallel currency would be attractive as a
store of value for these instruments only if the increased
transactions costs from the frequent exchanges between
national and parallel currency, that are necessafy if both
are to circulate side by side, do not outweigh the gain in
terms of a more stable purchasing power. One important |
element of the transaction costs in exchanging currencies
are the the bid-ask spreads. Among the major Community
currencies these spreads-amount at present to about 3 - 5 %
for cash and the velocity of circulation of cash exceeds ten
in most member countries. In the domestic retail Sector;
whére most of the cash is used, a parallel currency would
therefore be able to displace national curre;cies only if
expectations of large exchange rate changes pefsist, but

this would be incompatible‘with the aim of moving towards a

monetary union.

For other transactiohs balances, such aslsight or.checking
deposits with commercial banks bid-ask spreads are generally
much lower, depending on the size of the transéction they
might be as.low as 0.1 %. This type of balances might
therefore more easily be converted into the parallel
currency. For firms operating on a European scale, with
sophisticated treasury departments that can switch among
‘currencies at a low cost, small interest differentials or
exchange rate expectations might therefore be sufficient to -

lead to large shifts in transactions balances.

2) The parallel currency as a medium of exchange:




-7 | -
a) Bid-ask spreéds and similar transactions costs.

This aspect ié linked to the use of the potential parallel
currency as a étore of value since a parallel currency would
have an advantage as a financial.instrument only if bid-ask
'spreads (and similar transac£ion costs) are lower in the
parallel currency than in the national currencies (and
outweigh the disadvanﬁage of the non-optimal basket). .For
internatibnal commercial transactions it would be convenient
to use the parallel currency only if it constituted a
convenient vehiéle currency, that is if it was cheaﬁer to
make two transactions (national currency into paréllel
currency and parallel currency into other national currency)
in the market for the parallel currency'thanxone transaction
in the market for national currencies.3) This applies to

transactions with agents from outside the Community as well.

The interbank market for fdreign exchange concentrates on
the exchange rates of a few major currencies; it is not
active for all possible bilateral exchénge rate
combinations. The so-called cross rates among other
currencies are therefore derived from the quoﬁes for.the
local éurrencies-against the major currencies. This implies
that the bid-ask spread for a cross rate is exactly equal to
the sum of the two bid-ask spreads (into any major or
vehiéle currency). For international commercial
transactions a parallel currency would thefefore be
'convenient only if ‘it is oné of the vehicle currencies.
There is, of course, an element of circular reasoning in
~this since a vehicle cﬁrrency is defined as one that serves

a an intermediate third currency in exchanges between other
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currencies. Up to a point it is therefore arbitrary what
currency becomes the vehicle currency since once it has been
choosen to be a vehicle currency it will also be cheaper to

use.

Similarily in iﬁternational tourism (as cash, travellers
cheques or denomination for credit cards) a parallel
currency might be convenient because.it would allow the
operators in this area to economize on the number of

currencies they have to deal with.

For the national retail and corporate sector there seems to
be no reason to incur the additional cost of using the

parallel currency.

b) The legal tender status of the potenfial‘parallel
currency.4) Legal tender ié defined as "the mode of |
offering payment of a debt which a creditor4is entitled
to demand and in which alone a debtor is entitled to make

payment".s) The influence of this factor on the demand for

]
I3 !
AV
i

the potential parallel currency would depend on the details

of how it is organized. A meaningful legal tender status

for the parallel currency would have to be preferential .
legal tender, i.e. obligations denominated in any Community
currency could be settled in the parallel currency;
otherwise it would just amount to allowing the private
sector to use the ecu for all types of transactions =-even

purely domestic ones.5a)

If exchange rates are not irrevocably fixed and bid-ask

2
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spreads have not disappeared it might be neceésary.for the
public authorities to publish each day a conversion table
thch would determine how many units of the parallel
currency would be equivalent to one unit of the national
currency for legal tender purposés. If this rate is valid
for the entire day it is clear that there would be
incentives for large operators to take advadtage of
intra-day exchange rate changes to pay in the currency that
is cheaper on the market than for legal tender purposes. (In
other words Gresham's law would operate.) If thé flows
created by this effect are large enough to impede ahy
divergence between market exchange rates and the rates for
legal tender purposes the fixing of a conver;ion table for
legal tender would be equivalent to completely fixing
exchange rates. Moreover, it would be difficult to
determine the conVersioﬁ rates for legal tender purposes, if
market rates are used as awbasis the conversion rates for
legal tender purposes could be established only after most ﬁﬁ@wf
or all foreign exchange trading (in the European time zone) Aﬁ;h

has been done.

Even at present it is péssible-to use balances denominated
in one currency to pay contractual obligations denominated
in another currency be by simply exchanging the two national
currencies on the market; the only difference a legal tender
status for a presumably supranational currency would make is
that there would be no transaction cost (e. g. the bid-ask
spread) for the agent making the payment. If most
transactions continue to be made in national currencies

’

private operators might consider balances in the parallel
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currency less useful than balances in national currencies
because they would have to sustain a cost of exchanging then
into national currencies. This creates the potential for
another Gresham's law type effect in the sense that unwanted -
balances in the parallel currency would always be used first

to pay off contractual obligations.e)

Another possibility wsuld be to make the parallel currency
not (preferential) legal tender in general, but but only for
6bligétions due to official institutions, such as national
governments and Community organs. This would make balances
in the parallel currency more useful for corporations that
have to make frequent tax payments. For individuals that pay
taxes only once a year this would be less important.
However, since transaction costs are anyway much lower for
the large transactions done by corportations, to accept
payments in the parallel currency for official purposes

might have only a limited impact; moreover, Gresham's law

would have its strongest impact for large corporations.

c) The existence of (official) bank nptes and coins; this
seemns to be the only instrument that is at present not
available in ecu. If, as argued above, it is not likely
that a parallel curréncy would be widely uséd in retail
transactions there would be little demand for suéh notes and
coins. 1In the absence of a demand it would be difficult to
bring these notes and coins ihto circulation. National
currency comes into circulation' because, e.g. commercial
banks request request notes and coins from the central bank

for their retail customers; who then use this cash for their
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regular transactions. As long as retail transactions are

done in the national currency there would be no requests for
ecu notes and coins, they would therefore not enter into

circulation this way. If an official institution tried to

" use ecu notes and coins to pay for goods and services

the agents who receive them would exchange them immediately
into national currency. The amount of ecu ﬁotes and coins
that would remain in circulation would therefore remain

insignificant regardless of how much of them are produced.

3) The parallel currency as a unit of account:"
a) For large corporations with widely dispersed sales and
plants a supranational currency like the ecu might become
convenient for accounting purposes if such corpo;ationthad'
to pay taxes on the basis 6f their accounts in ecu or if
they felt that consolidated accounts in this currency were
used by the markets to determine the evaluation of the firﬁ.

The latter effect might arise only once corporations no

"longer have a distinct nationality, as at present. 1In

dealing with the general public for such corporations it
might also be convenient to quote one European price (net of
local_taxes)'in the parallel currency. This use of the
parallel currency would therefore seem to depend on the
extent to which the Community can be viewed as one market.
The 1992 internal;market programme shéuld therefore boost
the demand for a supranational parallel currency as a
convenient unit of accdunt for the unified European market.

J
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For long term contracts the stability or predictability of
the purchasing power of the currency is an important
element, For long-term supply contracts, long term‘
investments and similar transactions the currency with the
best perspective of a stablevpurchasihg power might be
adopted, even if it involves higher transactions costs since
for this type of contract an initial cost in terms of
acquiring information about the qualities of the currency to
be used is not as important. In this respect a parailel
currency that is expected to have aimore stable

purchasing power micht be used in place of the domestic

currency even for domestic transactions. %)

The general principle that comes out‘of.the analysis of this
section is that money is useful only to the extent that is
is known and therefore accepted by others. If a parallel
currency is initially used:only by a few it will remain of
limited usefulness, thé same way a telephone becomes useful
only if there are otherAtelephones to be reached.‘ |
Viceversa, this also implies that once a critical mass of
users has be attained a parallel currency could spréad qﬁite
rapidly. However, since these economies of scale might be
considered external to each individual user of money there
might exist more than one sfable equilibrium, i.e. once a
certain currency has been choosen as a vehicle currency for
international transactions private markets would have no
incentive to change this arrangement, even if another

currency might offer a more efficient solution.
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ITI) The Ecu or the DM?

The previous section has already discussed the factors that
would determine the success of a parallel currency, this

section can therefore be brief; it will just indicate what
definition) or the DM.

In the use of the parallel currency as a store of value, on

the one hand, the ecu would be the appropriate instrument

exchange rate variability among its component currencies.

!

But, on the other hand, the DM has the advantage that it

might continue to appreciate against the ecu. However, as.
argued above, expected exchange rate chahges can be expected |
to play only a minor role for zero interest bearing - |
instrumenté like cash, traéelers cheques and checking or

sight accounts and would be reflected in interest rate

differentials for all interest bearing assets. Likewise the

existence of notes and coins in DM, but not in ecu can also

be expected to be relatively unimportant.

In the use of the parallel currency as a medium of exchange
a national currency has the ad&antage for both international
commercial transactions and international tourism that in
one country there would be no transaction coSts whereas
there would be transaction costs in all countries with the
ecu. This factor seems to favor the DM. However, since
there ié a certain arpitrariness in the choice of a vehicle

currency the ecu would be as viable as a vehicle currency as
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the DM one a critical mass of regular users has been

established;

in the use of the parallel curréncy as é unit 6f account
the ecu would be the more appropriate instrument for large
large European corporations if accounts in ecu are
recognized for tax and other purposes. For long term
contraqts the more stable purchasing power of the DM

would seem to favor the DM.

On balance it is not clear which of the two main contenters -
for the role of a parallel currency has the advantage.

However, the economies of scale in this area and the

certain arbitrariness in the choice of a vehicle currency

imply that the starting position might determine to a

large extent the final outcome. The years around 1992 might
therefore be decisive for %he choice of a Europeah parallel
curreﬁcy, if one develops at all. Since the relative
importance of the factors examined above varies across
countries and also across economic sectors it is possible
that both the DM and the ecu spread to different regions and

sectors.

IV) Benefits and Dangers of a Parallel Curfencv

In assessing the benefits and costs from the emergence of a
parallel currency it is important to make a distinction
between the benefits and costs that arise from the

conditions that permit the emergence of a parallel currency




~15-
and the additionai effects of the existence of a parallel
currency. ?or example, a general reduction in exchange rate
transactions costs for the corporate sector would increase
the potential for large shifts in balances across national
currencies which might destabilize monetary policy in some
cases.®P) However, this potential exists even if there is
no paraliei éurrency,‘this effect can thérefore be counted
as a cost of a parallel currency only if it is somehow

increased by the availability of a parallel currency.

This potential for currency substitution, which is oftén
considered as the most important danger of a parallel
curréncy, should therefore rather be considéred a cost of
the 1992 programme for the integration of financial and
other markets. If the integration of financial markets and
a certain degree of exchange rate étability can be expected
to lead to currency substitution af any rate, the question
arises whether this problem might be more easily managed if
the currency substitution is channelea towards a
supra-national currency like the ecu or one national
currency like the DM. If currency substitution goes towards
the ecu it would affect the monetary aggregates of all
component currencies in a similar way, and the size of the
impact would be smaller than.if the DM alone became the main

focus of currency substitution.

A similar line of reasoning applies to the argument that a
parallel currency would facilitate the creation of a
monetary union. The emergence of a parallel currency should

be regarded more a sympton'than a cause of a high degree of

Y
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monetary integration.

A benefit that might come from the existence of a parallel
currency and not just from a high degree of monetary
integration is that a parallel curfency would allow the
érivate sector to exploit for international transactions
economies of scale and save on transactioﬁs'and information

costs.

Another effect of a parallel currency that crowds out
national cﬁrrency at least partially (which is difficult to
classify as a cost or benefit) is that currency substitﬁtion
could have important implications for seigniorage if it
leads to an.increased demand for monetary base in the
parallel currency. If the a national currency like the DM
became a parallel currency there would be a transfer of
seignioraée from the other member states to Germany, if the
.ecu became.a parallel cﬁrrency there would be transfer from
allimember states to the, presumably supranational,
institution that issues the ecu. An order of magnitude of
the potential transfers can be calculated for both céses
quite easily if only the cash component of the monetary
base is taken into account:

i) If the currency substitution goes towards the DM the the
base for the transfer of seigniorage would be total currency
in circulation of the Community minus Germany, which is
about 150 billion ecu. Each percentage point shift in the
césh holdings of private agents would therefore lead to a
transfer of seigniorage of about 1.5 billion ecu from the

rest of the Community towards Germany {or whatever country
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issues this parallel currénCy). If thé’crowding out of
national currencies is not evenly distributed the
corresponding loss of seigniorage would be concentrated in
the countries whose currencies have been most strongly
displaced.

ii) If the currency sustitution goes towards the ecu the
appropfiate base would be total currency in circulation of
the entire Community, which is about.zoo.billion ecu. Each
percentage point shift in cash holdings would therefore lead
to a transfer of seigniorage from national governménts to

the issuing institution of about 2 billion ecu and again the

‘corresponding loss of seigniorage would be concentrated in

the countries whose currencies have been most strongly

displaced.

V) What Could be Done to Make the Ecu a Parallel Currency?

If it is considered desirable for the ecu to become a
parallel currency and if private market developments cannot
be expected to léad to this result without some official
intervention it is necessary to consider what could be done
to encourage the use of the ecu. Based on the analysis

of section II above this section considers therefore

briefly the potential impacf of some of the measures that

are most often discussed:

1) Lifting all restrictions on the use of the ecu.’) This

might have an impact on the use of the ecu for accounting

purposes, especially, when the exclusive use of the national
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currency is no longer mandatory for fiscal purposes.

2) Making the ecu legal tender. A non-preferential legal

tender status would just be equivalent to allowing the use
of the ecu in domestic transactions as well. A preferential
legal tender status witﬁ less than perfectly fixed exchange
rates would have an impact mainly through Gresham's law.

3) Printing official notes and coins. This would have an

_impact only if there was a deﬁand ofr ecu notes and coins.
wifhout such a demand it would.be difficult to bring this
currency into circulations.

4) Strengthening the money and short term capital market in
ecu. A package that is designed to achieve this might
contain fhe_following elements:

a)'Creating an institution that would be a lender of last

ressort for the ecu market.

b) Increasing the use of the ecu for transactions by the

public sector to give the markets the necessary

critical mass.

c) Linking the official and_the private ecu. This measure

would have no impact on the demand for the ecu per se;
it would lead to a broader ecu market only if the ecu
was subsequently used more actively by central banks
for intérventions and for settlements among official
institdtions.

5) Declaring the ecu to be the future European Currency.

Since the switch to a new currency might involve a learning
procesé for many (presumably the smaller) operators a

declaration that the ecu will become the European currency
sometime in the.future would encourage agents-to go through

this learning process earlier. The impact of such a measure
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'would probably be increased if at the same time a decision
was also taken regarding further adjustments in the

composition of the ecu.

Most of thé'ﬁéééufes AﬁaiYZéaﬁﬁéré would ;6t éppeaf to
increase substantially the potential for curréncy
substitution, they would merely have the a;m of channeling
- any currehcy substitution that happens anyway towards the
‘ecu. Given that the demand for ecu balances is determined
mainly by market forces the only way to promote the ecu
seehs to be to make the use of the ecu more interesting for
private agents. Since ecus can be created by the private
sector cheapiy throﬁgh the bundling-of national currencies

the creation of ecu balances by official institutions would

have little independent effect.

VI) Suggested Guidelines for a Discussion about the

Parallel currency Issue.

The analysis in thié paper suggests'that it might be useful
to start a discussion about the parallel currency issue with
- an evaluation of the prospect that the 1992 programme will
on its own pe sufficient to lead to the emergence of a
parallel currency. If such'a development seems likely it
should be viewed‘és a side benefit.or_cost of the 1992
pfogramme. The question that arises in this case is'only
whether or not it would be useful to channel this process
towards'the ecu and how this could be achieved.

3

If it is considered unlikely that the 1992 programme will on
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its own lead to the emgergence of a parallel currency it is
necessary to decide first whether a parallel currency is
desirable or not and whether the ecu or the DM should
fulfill this role. Only if it is deemed desirable that the‘
ecu should fulfill this role the question arises what could
be done to make this happen. 1In this case stronger measures
might have to be taken than those that would be sufficient

to channel a process of currency substitution thét takes

place anyway.
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Footnotes

1) Ceteris paribus means in this context: unless

at the same time transaction costs in the basket

currency decline by more than the transaction costs 1n the
component curren01es. o , .

2) However, the NL/D case prov1des an 111ustratlon of the
-small- interest rate differentials that can persist even in
an environment of ex post stable exchange rates.

3) This argument assumes both parties in the transaction
desire to obtain national currencies.

4) At present only the national currency is legal tender in

- all Community countries with the exception of Luxemburg

where the Belgian Franc is also legal tender.

5) See D. M. Walker, "Oxford Comanion to Law", Oxford,
Claredon Press, 1980 page 755.

5a) A historical example for a preferential legal tender
status 1is the Vereinsminze created by Vienna Coin treaty
of 1857. The Belgian Franc. is legal tender in LUX?

6) This effect could operate only up to a point since if
many payments-are being made in the parallel currency it
would become a useful medium of exchange.

6a) Since each agent has a different consumption basket,
different currencies offer a stable purchasing power for
different agents. For a consumer outside Germany the ecu
could under some curcumstances offer a more stable
purchasing power than the DM even if the DM appre1c1ates
against the ecu.

6b) Currency substitution would present a problem for the
control of inflation only if it affected all monetary
aggregates. Since the demand for cash (currency in
circulation) is likely not to be affected by this phenomenon
control over prices could be retained by limiting the rate
if expansion of this aggregate. However, this might be
operationally difficult to achived and would not allow the
national central banks to take into account other variables,
such as 1nterest rates.

7) At present no systematic information is available about

the legal obstactles to the use of the ecu for all types of
private and official transactions in the different members

of the Community.




