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Operational Considerations for Monetary Policy
in Stages 2 and 3

I. INTRODUCTION

Any concrete step towards economic and monetary wnion needs to address
the problen of how to organize monetary policy during the transition
from the present aystem of fixed-but-adjustable exchange rates to a

full monetary union with a common currency. The main R has
dlscussed the three ptages that might lead aradus 2
introduction of a oamen ourrency; this ammex di hat
cperational frameworks might be used to foomlate and ant A

comnon monetary policy in the intermsdiate stages, that is in a gystem
of quasi-fixed exchange rates (stage 2 of the main Report) and in a
monetary union consisting of irrevocably fixed exchange rates (stage 3
of the main Report).

/ In discussing cperatiocnal framewarks for the intermediate stages 2
and 3 thie annex starts from the principles for the orgenization of
the Buropean System of Central Banks (ESCB), set out in part IT of the
main Report. The most important of these principles is that the main
aim should be the stability of the purchasing power of the ocammon
currency. This principle is taken as given in this amnex, though its
interpretation is briefly diascussed.

Part III of the main Report ocutlines the principles that should govern
a step-bDy-step approach to econcmic and nonetary wnion: For the
. purpose of this annex the most important of these principles are :

=)
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a) Each step should be discrete, but evolutionary; this implies that
the institutional arrangement to be created initially should be
capable of evolving g¢radually within each stage so that they can
still be used in subsequent stages.

b) Although progress should be gradual within each stage there should
never be any ambiguity about which institution (Commnity or
naticnal) has the "last word" with respect to the use of any
particular instriment of monetary policy.

Thie last point is discussed more in detail in the next section
together with same general considerations concerning the relationship
between menetary policy and exchange rate policy. The first point
constitutes an important element in the enalysis of the institutional
arrangements. Section II of the annex discusses save general
principles for monetary policy in the intermediate stages 2 and 3 and
saction III then analyzes the cperaticnal arrangements that have been
proposed in the Comittee. /

II. GENERAL PRINCIPIES FOR MMONETARY FPOLICY IN THE INTERMEDIATE
STAGES

Part II of the main Report has pointed cut that once exchange rates
are irrevocably locked at the transition to stage 3, a common monetary
policy ie required and will have to be formlated collectively in the
framework of the ESCB. In contrast, during stage 2, when there is
still scme exchange rate flexibility naticnal authorities will retain
the "last word" concerning excharge rates and therefore their monetary
policies. However, the same considerations that lead to the conclusion
that the irrevocable locking of exchange rates requires a common
monetary policy also imply that to the extent that exchange rates
became progresaively more and more stable national monetary policlies
will, in practice, beccme more constrained. Increasing exchange rate
stability therefore requires a framework for co-operation and
co~ordination of policies. The more explicit the degree of
exchange rate fixity, and the higher the degree of capital mobillity,
the cloger mist be the coordination and the extent to which the
ovaerall policy stance of the system has to be decided in commn.
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Although during stage 2 the final authority for exchange rates and
thus monetary policy would remain with the national authorities,
significant improvements in monetary coordination could be made either
by oentralizing : money and exchange market operations of naticnal
central banks in a new, jointly ocwned institution without any transfer
of authority, or by assigning decision-meking power over specific
policy instruments to a collective body, or by sane combination of
both.

Pooling of cperations

For example, exchange market operations could be pooled by assarbling
the foreign exchangs dealers of all central banks on one trading
floor. They would atill be acting under instructions froam and for
account of thelr own national central bank, but to the outside they
would appsar in the name of the coamon institution. Centralizing the
execution of other mcmetary policy operations would ensure that all
national central banks would also be informsd instantanecusly about
the domestic actions of all the other central banks. The advantages of
such an approach might be that (a) it oculd have a powerful
demonstration effect, (b) it would provide a training ground for the
Joint implementation of a common monetary policy and {(¢) would provide
an institutional set-up that would evolve gradually towards the
in stage 3, Aspects of this approach ocould be catbined with all of the
institutional frameworks discussed in section III of this annex. To
the extent that this approach does not reqguire Treaty revisicn,
because no formal transfer of monetary sovereignty is involved,
initial steps could even be taken in stage 1.

/ A fuller description of this proposal awaits discussions in the
Camittee's March meeting. /

Pooling of international reserves

Co~ordinaticn and co-operation ocould be also fostered by pooling
"means'. For example, national central banks could pool permanently a
certain percentage of their international regarves by putting them at
the disposal of a jointly owned institution which could then intervens
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in foreign exchange markets, especially in the markets for thixd
currencies. The mere creation of a a pool of reserves would be a
signal that there was concrete progress towards economic and monetary
union and the :']o:i.nt operations themselves would provide a useful
training ground. A useful additional task for the institution might be
to provide on a regular basis a consistsent analysis of monetary
davelopmente. This might facilitate the convergence of views regarding
the mgity of foreign excheénge market interventions and their
effects on domestic monetary policies that would be required for the
joint decisions regarding interventions. Aspectas of this approach
would also be combined with the institutional proposals for assigning
particular monetary instruments to a oollective body discussed in
section III.

Apalytical fremework and ultimete cbijectives

The common monetary policy for stage 3 that will be formulated by the
ESCB requives a consensus about the ultimate cbjective and the
operating model for monetary policy. A consensus concerning stability
of purchasing power of the currency as the main objective of monetary
policy is evident from the agreement on the principles for the ESEB in
the final stage mentioned above. However, a similar consensus about
intermediate cbjectives and on the gperating model for monetary policy
does not exist at present. The analysis of the inastitutional
frameworks in secticn III therefore has to asswne implicitly that such
a consensus will emerge during stage 2 as a result, in particular, of
the Jjoint, and hence consistent, analysis of monetary developments
proposed for this stage.

The cbiective of price stability is more eapily interpreted in a
national economy where prices can be expected to move closely together
throughout the entire area. For a naticnal econamy price stability is
therefore usually interpreted as approximate stability in such broadly
based indices as the consumer price index. However, in an &rea as
large and as diverse as the Cammmity it can be expected that prices
of less intensively traded goods and of services that form a large
part of consunpticn based indices can diverge substantially even over
the medium term. In spite of this drawback of consumption based
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indices it has been argued that they would nevertheless be the
appropriate indicator since they are widely accepted and are broadly
based, which inplies that they are more directly related to the cost
which inflation  is perceived to impose on the econcmy. As an
alternative it has been suggested that the Comunity-wide objective of
price stability should be interpreted as implying an dbjective of
approximate stability of the producer price index of menufactured
goods. These prices would tend to equalize across the intemal market
that will exist after 1992.

II1I. OPERATIONAL FRAMEWORKS FOR A OMMN MONETARY POLICY IN THE
INTERMEDIATE STAGES

The more specific cperaticnal frameworks discussed in this section are
not neceagarily mutually exclusive; in scme cases it might even be
useful to combine elements of different approaches. However, the
discussion treats them as distinct in order to highlicht their
specific characteristics. Although thesge frameworks ugse the ecu to
dencminate ocertain trapsactions, this doss not imply that they
rely on the ecu to becane a parallel currency or that there would be a
refinancing of the private ecu circult by ary official institution.
The use of the ecu to derxminate certain transactions in the
formulation and/or execution of a common monetary policy in the
intermediate stages is therefore completely independent of
developments concerning the use of the private ecu in the markets.

Although there is conceptually a clear break between stages 2 and 3 in
the sanse that the final authority for exchange rate and mnetary
pelicy would no longer rest with national authorities in stage 3 this
gection does not distinguish sharply between these two gtages. Given
the high degree of exchange rate fixity that can be aexpected to
prevail towards the end of stage 2, the econdmic constraints at that

. point would anyway be very similar to the ones operating during stage

3. Moreover, the institution(s) to be created for stage 2 should be
able to function in stage 3 as well., For these reasons it has been
preferrad not to take the conceptual difference between stages 2 and 3
into account in the discussion of this section.
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A three—tier systam : ESCB, participating central banks, commercial
banks

Given that during stage 2 the ultimate authority for exchange rate
policy, and therefore also monetary policy, will remain with naticral
authorities it has been suggested that it might be useful to build the
monetary organisation of the Cammunity on a system consisting of three
tiers t A central monetary institution (the ESCB), national central
banks and commercial banks. The central menetary institution would
deal only with naticnal central banks and it would act as the cantral
bank for the national ceptral banks. The latter would continue their
present relationships with danestic coammercial banka but they might
sattle part of their transactions with other national central banks
through their accounts with the central monstary institution.

With this organizational structure the sacheme would Hhave three
fundamental components :

= An autaonomous balance sheet for the central monetary institution so
that it can take cperaticnal decisions rather than serving simply as
a forum for concertation.

~ A mechanism ensuring direct ocontrol of the liabilities of the
cantral menetary institution, in analogy with the control exercised
by national central banks on their domestic lisbilities that
constitute the monetary base.

= A set of provisions to create a dewand by national central banks for
the liabilities of the central monetary institution by msking their
liabilities a necessary ingredient in the national money supply
process.



The first o:mpcnent the autonamous balance sheet of the central
mohetary :I.natitution, could be implemented by giving it a capital
formed Dby oontributions of internaticnal reserves fram national
central barks. In retwrn, naticnal central banke would receive shares
of the central nonetary institution and weuld therefors share in its
profits and losses.

v

The second ocmponent, control over the liabilities of the central
monetary institution, could be achieved by giving the central monetary
instituticn the power to detemiine the conditions under which it
supplies credit to the national central banks. The central monetary
institution could be given wide discretion in these decisions in
analogy to the direction naticnal central banks exercise in their
transacticns with commercial banks.

The liabilities of the central monetary dinstitution oould be
expressed in official ecu this would then require that the current
mechanigm for creating official ecu, the revolving swaps, be abolished
because the amount of ecus created this way deperds on such exogenaeous
factors as the gold price and the U.S. dollar exchange rate. These
swaps could be replaced bLy an initial contribution of international
reserves. The credit mechanisms that constitute the other channel of
ecu creation would also need to be brought under control. This could
be done by giving the central monetary institution the power to grant
menber central banks discreticnary credit in ecu, in the same way as a
national central bank finances cammercial banks through cpen market or
rediscount cperaticns. In tum, the existing credit mechanisms could
be aignificantly reduced, by limiting their duration, limiting their
applicability to marginal interventicm, eliminating autamatic renewals
and making theam more expensive.



e e e e ke 8 At A 0 Ay et e e T ke AP A L M e e b 1

-8-

Fowever, such a reduction in the availability of the existing
facilitieg dencminated in official ecu would not be required, provided
it is clear these facilities could not be drawn upon to make up for
any shortfall of required reseves. But in that case, there should in
principle be no substitution between the ecu in the two roules as an
agset for intra central bank settlements and as required reserves. The
interest rate on the two would be different; that con the former would
continie to be an average of interest rates on the component
currencies, that on the latter would be set by the ESCB to reflect the
degree of scarcity of required reserves which the central institution
wishes to produce, as explained below.

The third component, creating a demand for required reserves, that

constitutes the main liability of the ESCB, could be organized by
requiring member central banks to hold dsposits of official ecu with
the central monetary institution in the fomm of reserves.

(a) Liabilities of naticnal central banks : Monetary base

For example, the ESCB could have the power to ask member central banks
to hold canpulsory reserves in ecu, amounting to the equivalent of a
certain percentage of their total liabilities, or of the increase
thereof., The reserve requirement in official ecu would link the SUpply
of base monay by member central banks and therefore also the aggregate
money supply in the Community to the amount of official ecus created
by the ESCB.

The manner in which the central monetary institution could manage this
system would be very similar to that of a national centra) bank. For
example the governing body of the central monetary institution could
dacide each year how much money should be created in the Community in
order to support econmic activity in a non inflaticnary enviromment.
Given the required resérve coefficient applied to the monstary base of
each pational central bank this could then be translated into a target
for the creation of official ecus. Since total memetary base creation
in the participating countries would also be affected to the extent

o ===
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that they undertake net institutional interventions in thixd
currencies, a necessary complement of this objective would be
guidelines regarding intervention policy in third currencies,
especially the dollar. National central banks could conduct autonamous
foreign exchange cperations against third currencies, however, they
would have to aterilize the monetany effects of these interventions by
offsetting chandes in credit extended to damestic counterparts,

The menagement of the system would be different in stage 2 and stage
3, In stage 2 the supply of official ecus would be less rigidly
controlled by the central monetary institution. For example, scme veny
ghort term financing might still he available and member central benks
might have the right to acquire ecus for international reserves to
meet requirements. These degrees of freedom could be gradually reduced
as stage 3 approaches to ensure a smooth passage to this stage where
the central monetary authority would need to have absolute cantrol
over all channels of official ecu creation.

The implementation of such a system leads to a mumber of issues :
(1) Allowing for differences in national monetary multipliers

Naticnal monetary base multipliers differ considerably at the margin
and con average, in particular because of different (and scometimes
ebsent) national reserve requirements on commercial banks. This would
imply that even with a given total cuantity of official ecu a transfer
of officdal ecus from a national central bank with high reserve
requirements and consequently a low multiplier to another cme with
lower reserve requirements and therefore a higher monetary base
multiplier would increase total liquidity in the system and would thus
have an unwanted expansicnary effect. This would not represent an
entirely new problem since in national systems different reserve
coefficients usually apply to different types of deposit so that a
shift across Geposits always affects the cbserved multiplier. The
initial allocation of official ecus could take the differences in
muitipliers into account, the problem would therefore became relevant
mainly in the subsequent cperaticns of the system, While not new, the
problem would, however, be an additicnal element of uncertainty and it
would require the central monetary institution to cbssrve carefully
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the distribution of official ecus and to intervene, adjusting the
overall quantity it makes avallazble to the system, in order to offset
the nst axpmsimry or contractionary effects that arise from
trangfers of official ecus between national central banks. To the
extent that differences in national base multipliers are caused mainly
by differences in reserve requirements the problem should became less
acute as the integration of Eurcpean £inancial markets leads naticnal
central banks to same convergence in national regerve requirements.

(i1) Operational objectives related to interest rates

At first sight, the scheme would gppeear to imply that the main
monetary policy instrument has to be the aggregate of naticnal
monetary bases. However, the central monetary institution might also
be guided in its supply of official ecu by national interest rates.
Given £ixed exchange rates national interest rates would tend to stay
within a very narrow bend so that the central monetary authority could
also target same average level of interest rate. If liquidity
increased too much in any given country, interest rates in that
currency would tend to fall and there would be tensions on the foreign
exchange marketa. The appropriats response of the central monetary
anthority would then be t0 call back official ecus to induce the
naticnal monetary authorities to rein in the expansion of liquidity.

(111) Avsence of a true market for reserves

A more fundamental issue arises from the differences in the behaviour
of commercial banks and national central banks, which are official
institutions. National required reserve systems work predictably and
affect all banks in the same manner because comnercial banks act
mainly an the profit motdve. There is therefcre in most cases an
active market for the asgets that can be used to satisfy national
reserve requirements in which the price, i.e. the interest rate,
determines whether any given bank is willing to supply or demand
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additional reserves. It is unlikely that a similar market will develop
among national central banks. If the central menetary institution
expends the supply of official ecu it could therefore not be certain
that all nationsl central banks would expand their national monetary
base, and individual national central barks wishing to expand more
than others, perhaps because of stronger growth in econcmic activity
could not rely an a market to obtain additional official ecu. The
system might then work asymmetrically if the national central banks
with excess or free reserves in ecu refuse to sell them to the
others. This asymmetry in the gystem might be mitigated to the extent
that exchange rates are fixed throudgh the working of the intervention
obligations. The currency of the country whose monetary base was
expanding less than the average would came under upward pressure on
the foreign exchange markets. If intervention abligations work
symmetrically this would then imply that this country needs to
intervena which would tend to have an expansionary effect on its
monetary base, unless the monetary authorities of that country ware
able to sterilize the impact of these interventions.

{iv) Currency substitution

The absence of a market mechanism to distribute official ecus across
countries would be particularly dmportant 4f there is currency
substitution in the form of large international shifts of certain
Geposits across the currencies of the system. Such shifts would net
ouat for the entire system, so that the central monetary institution
would not need to adijust the overall supply of official ecu, but they
would necessitate a redistribution of official ecu accross naticnal
central banks because they would lead to an increase in the monetary
base of the country towerds which the currency substitution was going.

(v) Allowing for the effects of realigmments

Similarly, a realignment or just a change in the market exchange rate
ingide the bands would imply that the central bank of the devaluing
country would be left with free teserves of official ecu. The
central banks of the remaining currencles, which would appreciate
against the ecu would instead need to acquire additional official
ecu. There they ooculd obtain only from the central bark of the
devaluing currency, which would thus be put in a strong position.
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In general changes in market exchange rates would also have an effect
on the overall demand for official ecu reserves if the distribution of
monetary bases accross the Commnity does not correspond to the ecu
welghts. Since for same countries the ecu weidhts differ considerably
from the shares in the total Community monetary base this implies that
in gtage 2 the central monetary institution might have to adjust the
overall supply of official ecu continuously to offset these affects.
To the extent that exchange rates become more stable towards stage 3
this effect should, of course, beccme minor.

(b) Assets of naticnal central banks : credit to the domestic sector

The potential problems mentioned so far would appear to be less severe
if the required reserves national central banks have to deposit with
the central monstary authority were based on the credit extended by
national central banks to the damestic sector instsad of the total
monetary base. In this formulation the instrument would impinge more
directly ¢n all elaments of monetary financing of the public sector,
directly through credit extended to it, or indirectly because a

central bank is undertaking larger open market purchases at a time of
major public deficits.

Under this modified scheme the central monetary authority would
estimate the overall amount of domestic credit expansion that wes
canpatible with spproximate stability in prices (allowing for
anticipated reserve flows) and would expand the supply of official ecu
by the game proportion. The overall expansion of the monetary base in
the =system would than be the sum of the national domestic credit
expansica plus the net effect of unsterilized foreign exchange markets
interventions against third currencies. The central nonetary
institution would therefore have to take a stance on the desired
overall amount of interventican. This could be achieved by allowing the
central monetary ingtitution to intervene directly in the market or by
subordinating national central bank interventicns to the guidelines of
the central monetary institution. Given the target rate of domestic
credit expansion there would be no presunpticn that these
interventions could be sterilized.
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Under this modified system differences in national money base
multipliers would raemajn a source of ghifts in overall supply of money
for any given overall domestic credit target. But the absence of a
rmarket mechanism to distribute official ecus would become less
lmportant since shifte in money demand due to currency substitution
could be accamodated through reserve flows without any need for
transfers of official ecu. For example, if the demand for deposits in
a certain currency increases, either becaugse of a shift in the
activity in the country, the monstary base of that cowntry could
expand following the interventions the menetary authorities might have
to undertake. Since the cause for the expansion of the monetary base
would be reserve inflows at & constant damestic credit of the central
bank there would be n¢ need for this central bank to acquire
agditional official ecus. The opposite reserve flows that would take
place in other countries would also not require any transfers of
official ecu.

(c) Domestic credit expansion by the national banking system

In principle, the differences in national monetary base multipliers
would be incorporated fully into the gystem of monstary control, if
the reserve requirements were based not on the domestic sources of
money base creation, but on domestic credit expansion in the total
national banking system, i.e. on the dcmestic sources of broad noney
creation. Such a systan would still leave each central bank free in
its choice of which instruments it wanted to use to discharge its
accoumtabllity for controlling credit expansion in its cowntry: for
the same reason it would not necessarily contribute to the convergence
in the conduct of policy which is part of the purpcse of stage 2. It
might also leave too much slack in the control mechanism. Despite the
more direct linkage to a natural intermediate objective underpinning
fized exchange rate - damestic credit expansion - it may on balance
have disadvantages campared to the first two variants which are based
cn ltems that appear directly on the balance gheet of the central
banks (total monetary base creation or the damestic component thersof)
or compared to the additional possibility of i:rposing recuirements on
camercial banke directly which is discussed belcw.
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Thres—tier systems and the ewolution towards a common currency

In the three-tiers systems described so far the central monetary
institution would not have any direct contact with commercial bankse or
the financial markets in general. This would inply that it would be
difficult to use the same operational framework beyand stage 3 since
the Eurcpean Central Bank that would manage the commn currency would
presumably have direct transacticns with cammercial banks, as does any
national central bank at present. In oontrast an operational
framework that allowed the central monstary institution to deal
directly with camercial banks might, in principle, be adaptable to
stage 4 without fumdamental institutional changes. Moreover, if the
central monetary institution were able to make scme transacticns
directly in private financial markets it would be in & position to
have sane direct influence on liquidity conditicns and would not have
to rely on national central banks to follow its indications.

Alterpatives and ocamplements : Direct interaction ESCB - financial
markets

a) Open market operations

One way to give the central meonetary authority the possibility to
intervene directly in financlal markets would be to allow it to make
open market transactions in national markets., For example, the
central monetary instituticns could use the securities it has acquired
fram the national central banks for such open market transactions.

In order to guarantee that initially the influence of the central
monetary institution remains modest ocompared to that of the national
central banks it would be useful to impose same limits on the total
amount of purchases (and sales) the central monetary institution can
make within any given period. This might be especially important at
the start, when the central monetary institution would mainly have to
make purchases since its initial stock of securities would be small,
These limits could be raised overtime to allow the relative importance
of the operations of the central monetary institution to increase
gradually, until, towards stage 3, they become more important than the
operations of each single national central bank.
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b) Reserve requirements on cammercial bank deposits

A different approach that would allow the central monetary institution
to have some’ direct impact on conditions in the Financial markats
couldbepursuedbymposingamﬁ_fonnnmopemreserve requirement on
oanercial bank deposits or on increases therecf. All Community
commercial banks would have to hold a certain, small fraction of their
deposits as oompulsory reserves with the central monetary
institution. The only asset that could be used o satisfy this reserve
requirement would be 'federal funds" which could be denaminated in

aCu,

The aggregate supply of these federal funds would be strictly under
the control of the central monetary institution, since that would be
the only institution that could issue them. The distribution of the
total across countries and banks would be left to a federal funds
market where coammercial banks oould trade among  thamselves the
deposits with the central monetary institution they need to satisfy
the Eurcpean reserve requirement. This scheme would therefore work
1ike naticnal reserve requirements, but on a European scale. The
Eurcpean reserve requirement could therefors be in addition to and
independent of national reserve requirements.

This approach would imply that the central monetary institution would
intervens directly in a market that reflects system wide liquidity
conditions, This might be preferable if tha tasks of the central
monetary institution are to be concerned with overall conditions as
opposed to the specific conditions in naticnal markets. It would also
be posaible to cobine this spproach with the idea sketched out above,
by imposing limits cn the total amount of open market transactions the
central monetary institution would be allowed to wdertake within a
given pericd.

Ihisa;pmamcouldbeimplmﬂntedbygivingthaaentralnmetuy
institutiontlmpwertoimposeam:laomymserve requirement on
all deposits of Commmnity residents with Coamunity commercial banks.
To give banks access to deposits with the central monatary institution

R e )
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the latter cculd initially buy the appropriate amount of securities in
the market. Thess securities could be dencminated either in ecy, or in
naticnal currencies, provided the proportion of the different naticnal
caurrencies correspond to the ecu weights., Gnce the initial amount of
federal funds has been created the central monetary institution could
regulate the total amount of federal funds in the system simply Ly
additional cpen market purchases or sales.

Throuch its open market conditions the central monetary institution
would be able to influence directly overall liquidity conditicns in
the system. If it makes an open market sale, which would reduce the
total amount available, cammercial banks everywhere in the Commmnity
would tend to restrict their deposity because the interest rate on the
federal funds market would rise. By limiting the total amount of
federal funds that the central rmongtary institution makes available to
the system it would always be in a position to limit total liquidity
creaticn,

This aporoach would be capatible with different operating procedures
for the central monetary institution. For example, 1t could choose an
interest rate target and restrict the supply of federal funds whenever
the actual ecu or federal funds interest rate fell below the target
and vice versa if interest rates go above the target. But it could
alaoﬁargetﬂxequantityoffederalftmgbymtinterveningintha
federal funds market and letting the interest rats adjust to bring
supply and demand in equilibrium.

Different operating procedures would Presumably be appropriate for
sthges 2 and 3, butﬂuemdmaniminitaelfmtldmtha%tobe
modified for the paseage to stage 3. The different ways of allowing
the central monetary institution to have transacticns with the market
wmldhveinmmﬂntﬂmymndrequimonlym 'enabling
legislation' to be enacted initially. The subsequent evolution of the
System, also with regard to its symmetry, would then be gradual and
mﬂ;devanleadtoasmothpassagatostage4wit}mutadditiom1
substantial institutiocnal changes. In effect the central monetary
instituticn would, fram the beginning, act, at least in same respects,
as a European central bank.
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Concluding vemarks

basic premise of the arhex is that it would not be encugh to establish
the necessary credibility for the new institution to fommulate
monetary objectiveg collectively, if the ESCB were not to have

Reserve requirements gean to provide the nost direct method for
achieving this linkage from instruments to cbjectives. It is the prime
method by which central banks historically have achieved nonetary
control in most countries. The cbeervation that varying reserve
roquirements to-day plays a more limited role in influencing naticnal
Panking systems 4{s less relevant for the iesue of how to assure
cmt:mlofthecverallmmyarﬁcraditemuiminstage2and3. In
recent years the banking system has in most coumtries become heaviljy
ifﬁabtedtothecentralbankandhemedepsrd&ntmthatamsm}mm
marginal accemodation of reserve heeds is provided. The mechanisms



