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THE HARD ECU AND THE EUROPEAN MONETARY FUND

1 In these brief remarks, I would like to describe in a little
more detail the basic purposes which we believe would be served by
the proposals for stage 2 put forward by the Chancellor of the
Exchequer. I will go on to say why we believe that these
proposals address the potential risks of a parallel currency that
were highlighted by the Delors Committee. I will end up by giving
some indications of how the Hard ECU proposal would work in
practice. At this stage, my remarks will not be comprehensive.
Rather, I will aim to give an overview of the operational aspects
of the proposal, so that colleagues have an opportunity to pose
particular questions later.

Purposes of a Stage 2

2 I think we all recognise that the transition from a stage 1,
in which there are separate national currencies fluctuating within
the narrow band of the ERM, and in which the option of realignment
remains a possibility, to a stage 3 in which realignments are
completely ruled out and there is a single currency with a single
monetary policy, is a large one. However, given the reality that
monetary policy is indivisible, many observers have seen no
alternative, in effect, to a jump from stage 1 to stage 3, perhaps
with a brief "training period"” in between. We understand the
reasoning behind this conclusion. Nevertheless, we consider there
are significant dangers in moving to full monetary union before
the necessary convergence has been achieved, before the changes
introduced by the single European Act have been properly absorbed
and before adequate experience has been gained with the
co-ordination of monetary policy. It therefore seems to us
important, if it can be made practicable, for a smoother
transition to take place, during which full convergence of
policies can be achieved, the necessary integration of the real
economic sectors of our economies can proceed, price stability can
be entrenched and familiarity can be gained with the ECU. This is



the first reason why we believe a substantive stage 2 can serve a
valuable purpose.

3 A second purpose of the UK proposals is to provide a credible,
Community-based focus for the convergence of policies towards
price stability that we are all seeking to promote. So far, the
Deutschemark has provided an anchor for expectations, and a focal
point for the monetary policies of partner countries. We all owe
a debt of gratitude to the Bundesbank for the manner in which the
Deutschemark has been managed, and the service it has thus
provided to the other members of the Community. However, the time
has come, we believe, to look forward to a situation in which a
single central bank will not be expected to bear alone the task of
providing a nominal anchor to the system. We believe that
mechanisms can and should be put in place to ensure that Community
disciplines for price stability are as strong, or even stronger,
than those that exist within a DM dominated ERM.

4 Third, let me also note a political dimension to the proposals
that the UK government has put forward. We recognise that many,
or most, of our Community partners have accepted that a transition
to a stage 3, of the kind that we are in the process of
discussing, should take place at a relatively early stage. We
also, however, have to face the reality that in certain member
countries, including the United Kingdom, there are still
significant political and constitutional reservations about the
ultimate move to a single currency in Stage 3. One purpose of our
proposals, therefore, is to seek a way forward that is fully
consistent with an eventual move to Stage 3 - and moreover in no
way retards the objective of moving to a stage 3 once the
necessary conditions of convergence have been met - yet at the
same time enables governments to defer the ultimate political
decision on participation in the final stage of the union until
greater experience with the intermediate stage has been gained.

The Dangers of a Parallel Currency

5 Let me now turn briefly to the objections that have often been
raised to parallel currencies. There are two principal
objections: the first is that a parallel currency constitutes an



additional source of credit creation that complicates the
management of monetary policy throughout the Community. The
second is that a thirteenth currency could create confusing
signals about who was responsible for monetary policy within the
Community. We think that these are legitimate concerns, and we
endorse the reservations that were expressed by the Delors
Committee in this connection. However, we believe that the new
proposals put forward by the British Treasury and ourselves
provide the appropriate safequards.

6 How are the safeguards provided? 1In the first place, the
creation of ECUs can only come about when national currencies are
surrendered to the new institution in exchange for ECU claims.
Therefore, at the point of creation of ECUs there is an equivalent
extinction of national currency. We recognise, of course, that
this, in itself, is not sufficient. It would still be open for a
national central bank to create additional domestic money to
offset the money that was extinguished - or, more generally, to
conduct an insufficiently tight monetary policy. This is where
the particular aspect of our proposal, that is absent from the
earlier BIEC proposal, comes in. To the extent that the new
institution (the EMF) receives national currencies, it will always
have the right to put these currencies back to national central
banks in exchange for "hard" assets. Thus, if a member central
bank is running an excessively loose monetary policy, and this is
resulting in the national currency concerned being exchanged for
ECU denominated deposits, the national central bank will find
itself either losing reserves, or having to underwrite the ECU
value of the national currency holdings of the European Monetary
Fund (EMF). Provided the EMF is managed in a firm
anti-inflationary fashion, therefore, it will neither contribute
to monetary laxity itself, nor act as a vehicle by which monetary
laxity 1s permitted at the national central bank level. (This
means, of course, that the Managing Board of the new EMF must be
endowed with the same kind of independence and responsibility for
price stability that we are all envisaging for the ultimate
ESCB.)

7 The second objection to a parallel currency is one often made
by President P6hl, that monetary policy must be indivisible and



there must be no mixing of responsibility. We believe our
proposal meets this criterion. Each national central bank is
responsible for its own monetary policy; and the Board of
Management of the EMF is responsible for the maintenance of value
of the Hard ECU. There is no ambiguity about the responsibility
of the managing authority (the EMF). It is to maintain the value
of the ECU in terms of the strongest currency, and to ensure that
continuous downward pressure on inflation is maintained.
Similarly, there is no ambiguity about the responsibilities of
individual national central banks. Their participation in the
narrow band of the exchange rate mechanism means that they will
manage their currency (with regard to other currencies and the
ECU) in exactly the same way as they currently manage their
currency. In other words, they will attempt to maintain the value
of their currency in terms of the agreed standard (the ECU),
although in extremis they will have the opportunity to realign in

the same way as they can now. National authorities will, of
course, in managing national policies, have to take account of the
market influence exerted by the collective management of the ECU,
and it is through that influence that the EMF can give a
counterinflationary emphasis to policy through the Community,
contributing to the stability necessary for a successful move to
MU.

8 Perhaps I might note at this stage that I have not referred to
the possible role of the Hard ECU as a circulating medium of
exchange. This feature was referred to by the Chancellor of the
Exchequer, and is indeed a possible line of development. However,
we in the Bank of England would prefer to focus on the function of
the ECU as a focus for policy convergence and price stability. We
would certainly not rule out the use of the Hard ECU by private
individuals and entities - as a medium of exchange. We believe
that the new Hard ECU might have a significantly greater
attraction for wholesale purposes than the present basket ECU
because of its greater strength. The evolution of a retail ECU,
however, is an additional development which is not, in our view,
the key policy element of the proposal.



Operational Aspects of the Hard ECU

9 Most of the relevant operational aspects of the UK proposal
are described in the memorandum which I circulated to members of
this Committee last week. In brief, we envisage that a new
institution would be established, capitalised from contributions
from member central banks and charged with the responsibility of
managing the development of the Hard ECU in such a way as to
preserve its value in terms of the strongest Community currency.
Once the new institution was established, ECUs would come in to
existence through economic agents making deposits at the Hard ECU
bank in national currency. They would receive in return claims
denominated in ECU. The new institution would initially have a
balance sheet with claims denominated in national currencies and
liabilities denominated in ECU. (The speed with which its balance
sheet increased would, of course, depend upon the level of
interest rates offered for deposit at the new institution.) 1Its
operation - which would need to be conducted with the primary
objective of maintaining the value of the ECU - could consist of
the following:-

(i) it could return its holdings of EC national currencies to
the issuing central banks and require to receive ECUs (or
non-EC hard currencies) in exchange.

(ii) it could buy or sell ECUs in the foreign exchange market in
exchange for non-EC currencies.

(iii) it could borrow non-EC currencies (by taking deposits or
issuing securities) in the open market and invest its
holdings of non-EC currencies.

(iv) it could borrow ECUs (by taking deposits) in the open market
and buy ECU denominated assets.

The combination of (i) and (iv) should provide the EMF with the
capacity to create market shortages of ECU and to manage EC
interest rates, in the same way as national central banks manage
the interest rates in their own national currencies. These



operations would unavoidably involve risk of loss, and the EMF
would need capital and/or guarantees sufficient to cover the risks.

10 We have come to call the feature of the proposal by which
the Hard ECU bank is permitted to put back to national central
banks holdings it acquires of national currencies the "closing of
the loop". This feature means that the Hard ECU bank has
considerable power to ensure that appropriately tight monetary
conditions are maintained throughout the Community.
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Doe. 1003E

José Vifials.
3 July 1990

COMMENTS ON THE MOST RECENT UK PROPOSAL

1. The UK proposal for the process of European Monetary
Integration beyond stage 1 presented by the Chanceller of the Exchequer
on 20 June 1990 constitutes a welcome chapnge in the Beitish attitude
towards this process. Indead, if one carefully compares this late
proposal to the earlier British proposal it is clear that the British
authorities now accept the possibility and desirability of going beyond
Stage 1 to a true monetary union with a common currency -and even a
single currency- and a supranational monetary authority. Thus there is
now complete agreement among all Community member states about the final
goal of EMU, as stated in the Delors Report.

2. Nevertheless, the new British proposal still argues in
favour of a different trangitional period in going from Stage 1 to Stage
3 from that outlined in the Delors Report. Namely, this alternative
transition should be: (a) based on market mechanisms; (b) gradual and
evolutionary; and (c) consistent with the subsidiarity principle. In
essence, the British proposal iz to esgtablish a '"hard ECU-standard”
(alike the Gold Standard) managed by a European Monetary Fund to insure a
succesful process of gradual crowding out of the different national
currencies by the parallel hard ecu currency in a non-inflationary

Community environment.

3. While I can find some political advantages in the new
proposal, I still fall to see clearly why it should be considered
superior -or as good as- the plan outlined in the Delors Report, and even
to other more recent proposals like those of Tygesen-Gros and Giovannini.
In short, my comments in the rest of the note suggest that the proposal:

8- Does not facilitate but rather adds complexity to the
monetary coordination process.
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b- May Jjeopardize Community-wide price-gtability and the
reduction of intra-Community inflation differentials.

¢~ May induce foraign oxchange market teneions thus delaying
and even damaging the prospects for further exchange rate
stability.

d- May produce a crowding-out of the hard ecu by the national
currencies of countries following Fiseally undigeiplined
policies.

In sum, becsuse of the above reasons I believe that the British
Proposal will not help smoothing the transition from Stage 1 to Stage 3
and, in fact, may aven delay the whole monetary Iintegration process
pushing backward the begining of Stage 3.

4. The logic of the proposal is that by creating a hard ecu and
by guarantelng its value vig-d-vig the strongest Community currancy there
will be s gradual crowding out of national currencies by the hard ecu
thus 1leading to a trua common -—parallel- Buropean currency and,

aventually, to a single currency 1f the private sector and governmantg so
wisgh.

However, it is not clear why there should be a stable demand for
the hard ecu in the EC. While it is likely that agents may want to invest
in the hard ecu habilities issued by the EMF if the ecu interest rata ls
atractive enough, it is not clear who would want to borrow in hard ecus.
Moreover, while it_is certain that the hard ecu will not be used as a
means of payments as long as it does not have the same legsl status as
national moneys, it 1s not avident eithar that it would be significantly
used as a means of paymente for domestie transactions even if granted

this status since local habits only disappear very slowly.

Finally, ag parity realignments become more of a raemote
possibility it is even conceivable that the hard ecu will be driven out

B3
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of the market by the natlonal currencies of Ffiscally undiseiplined
countties. For example, if a country rune a very expansionary fiscal
policy and finances it by borrowing this will put an incipient upward
pressure on domestic interest rates bringing in capital flows. Private
agents will then go from ecu and other curraencies to tha fiscally
undisciplined country's currency. To avoid an appreciation of this last
currency there will then be foreign exchange market intervention
congisting on sales of thls currency and purchases of ecu and other
currencles. Thus there will be an inereage in the "bad" currency supply
relative to the supply of ecu and other "good" currencies. "Bad" money
drives out “good”,

5. While I think that there will not be a gradual increase in a
stable demand for ecu liabilities, there may be nevertheless Ltraumatic
sudden bursts of ecu demand whenever the market suspects that there may

be a realignment, One could argue that thae threat of speculative attacksg
on the verge of a realigment will happen under full capital mobility
eithar in the Delors or in the alternative British plan. Neverthaless,
the prospect of having a well-specified currency which will always
appreciate relative to the (N-1) remaining national currencias may in
fact trigger larger speculative attacks. Indeed, it is conceivable that
the hard ecu will not only follow the Nth hardest Community currency in a
realigmment but that it may even Ilnitiate a realigmment if there is a
flight for ecug assymmetrically divided among EC currencles. Obviously,
this would complicate the already very difficult tssk of preserving
exchange-rate stability by giving the markete a new and superlor
possibility of gpeculation to add to the 12 already existing.

Futthermore, thig will only increase the demand for ecu
temporarily -on the verge of realipments- while ecu holders will switch
back to mnational currencies after realignments(to use ag means of
payments in domestlc markets) once they have mada large capital gains,

6. EBven if the above problems were absent and there war a
gradual and relative symmetric substitution of acu for other Community

B4



90 97/03 16:18 & 34 1 5220970 i 34 1 52208370

currencies, 1t is still not clear that the British proposal guarantees or
contributes to a non-inflationary environment. While it 1s true in
principle that there will not be net money creation in a EC-wide sense
derived from the transformation of national cutrrencies Iinto ecu
liabilities of the EMF, this in no way prevents a 13th source of money
creation coming from EMF cimmldi@Ed foreign exchange intervention
operations vis-a-vis third currencies. Moreover, it ig not clear elther
that there will not be net EC-money creation as a result of the operation
of the EMF even if the repurchase obligation described in the proposal is
introduced, as long a2 national central banks can sterilize repurchases
to maintain monetary targets. In this case there will still be a net
addition to EC liquidity.

7. The proposal suggests that the EMF can Iinfluence the
1liquidity conditions in Europe by moving the ecu interegt rate, and
therefore provoking a similar movement of the 12 national interest rates.
However, this means that at best there will be 13 rather than 12 players
in the monatary coordination process, making it therefore more complex.
On the other hand, it is not clear that there will be such a complete
fresdom of manouver by the EMF since its jinterest rate level will not
only be affected by intra-EC considerations (le. EC-wide price stability)
but also by extra-EC conslderations (as long as the Community wishes to

stabilize its ecu exchange rate vig-a-vis third currencies).

But, most important of all, the ecu interest rate will most
likely be a follower of other national interest rates in the Community
rather than a leader (as pressumed in the British proposal) as long as
thete is not a large and stable ecu demand. The reasoning in section 4§
above indicates that the 1likelihood of a weak ecu demand in the
foreseable future will not permit the EMF to exert any significant and
lasting influence on the 1level of national Community interest rates.
Rather the ecu interest rate will largely depend on the national intereast
rate in the strongest economy (for instance, nobody balieves that
interest rates in Germany are affected by interest rates in Greece but
the other way around).

s
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8. To conclude, while the British proposal is not without merit

it doeg not seem to improve the prospects for a smooth transition from
Stage 1 to Stage 3, and might even make it more difficult to reach this

last Stege. It is therefore globally inferior to the Delors Report

proposal, although this last proposal also needs further elaboration to
avoid the risks during the transition associated with the increasing
currency substitution in the face of imperfect monetary policy and
non-existing fiscal policy coordination.

26
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CHANCELLOR'S SPEECH 10U GERMAN INDUSTRY FORUM: 20 JUNE 1990

ECONOMIC AND MONETARY UNION: BEYOND STAGE 1

Tonight! I want to deal with one of the most important issues
on the current political agenda: the future of economic and
monetary union in Europe. It is a hugely controversial
subject, but I know of no other that is of such importance to
the future direction and influence of the Community.

2. The Delors Report on EMU, with its 3 stage model, is at
the centre of that debate but it does not present a
universally acceptable prescription for the future and
certainly cannot be the final word. But although we have
substantial objections to the Delors prescription, that does
not mean that we cannot make progress. I believe we can, and
will'- and I don't just mean on Stage 1.

3. Of course Stage 1 is vitally important. It starts in
ten days' time, and will entail the construction of a Single
Financial Area in the Community, with a single market in all
financial services, and wholly free movement of capital.
That is a massive task - by any yardstick - which will mean
an enormbus amount of hard work for many people. But it is a
task to which we in the UK are wholly committed. And our
commitment ig not merely expressed in words, but also - and
more importantly - in deeds. A Commiision report at the end
of March found that the UK and Germany lead the rest of the
Community in this respect, the UK having enacted all but 9 of
the sinéle market measures due for implementation by then,
and Germany all but 11. Some other member states have as
many as 30 or even 50 measures outstanding. I need hardly
make the obvious point that we need faster progress than

that.

4. Staée 1 also involves the completion of the exchange

rate mechanism. The UK is firmly committed to taking
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sterling into the exchange rate mechanism of the EMS. This
we shall do, as I have made plain on innumerable occasions,
when our well-known conditions are met. I restate that

commitqent yet again.

S. But the starting point for my remarks tonight is a world
where Stage 1 is in place. For the debate about what comes
then is moving rapidly forward, In a few months' time the
economic and monetary inter-governmental conference will
begin. That is a perilously short time when the Community is
so far from reaching agreement on the practical steps needed
to develop the Community's institutions. We need to debate
these matters fully and constructively and reach conclusions
that take all of Burope's nations forward together.  Tonight
I would like to indicate some fresh developments in our
thinking.

6. Our approach builds on the paper I published last
November that set out principles which should guide the
future development of economic and monetary integration in
the Community. We believe that any change:

should be gradual and evolutionary;
- should work with the grain of markets;

-  8hould respect the principle of subsidiarity -
. namely that functions should not be carried out at
Community level when they can satisfactorily be
carried out at national level;
- E and we believe that any change should strengthen
the forces making for stable prices.

7. We 'do not believe the ideas currently being worked on
meet these criteria and we continue to have fundamental
reservafions about them. The core of our concern is that a

-2-
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Centrai Cbmmunity Bank - a Eurofed - would not be accountable
to elécted Governments even though the electorate would look
to these Governments to ensure their economic wellbeing. fThe
Britisq House of Commons recently made it quite clear that
Lthe 1§cx Of accountability in what is proposed isg
unacceptable. Moreover we do not believe that the single
monetary policy and the single monetary authority that are
envisaged would deliver the economic performance and
inflation performance that the Community will need in the
future.

8. These are significant disadvantages that cannot lightly
be brushed aside. But this does not mean that some form of
EMU is not desirable - it clearly is - or that there are not
other - better - ways of achieving convergence and low
inflation, throughout Europe, And this could well involve

institutional and currency development. That is the theme of
the irfdeas I shall be puttiny furward tonight.

9. In | particular they address the very practical question
of where the Community should be looking to go once Stage 1
has been completed. It is genarally rarAgniced that this is
one of the weaker points in the current debate. But it is a
no less crucial question for that. For this reason, I have
to say I view with concern recent suggestions from some
quarters, that the Community could do without Stage 2
altogethér. I do not think that is practical.

10. It may well be that this latest outbreak of Big-Bangism
has been triggered by events in Germany, where a very rapid
transitién to monetary union is envisaged. We all, of
course, !welcome the momentous changes in Germany. But we
must bewére of drawing false parallels with events on the
broader ! European canvas. What is happening in German
monetary|union is that a large and healthy economy, and a
strong éurrency, is absorbing the declining economy and weak
currency of the GDR. IL is = to all intents and purposes - a

-3 -
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takeover, willed by both sides, and with economic
consequences primarily affecting Germany. EMU 1is a much
bigger, and wholly different, proposition.

11. One of our main concerns about the idea of an EMU "big
bang" is that it presumes a far greater degree of convergence
of economic performance than is yet available, ¢or in
prospect. I might add that it is far from self-evident to me
that such convergence is to be achieved by means of a single
common monetary policy. On the contrary, the significant
differences in inflation between the economies of the
Community probably require that for our inflation
performances to converge, our interest rates must diverge -
as indeed they do at present. That does not suggest a swift
move to a saingle European monetary authority; indeed it
argues strongly against it.

12. All those who are most anxious to set in place
successful movement towards economic and monetary union
should hold fast to this: without greatly increased
convergence, monetary union simply would not work. A
promaturc attempt to Llmplement 1T would be unsustainable, and
hence 'a huge setback, damaging both economically and
politically, and would lead not to unity, bnt +n disunity.
Indeed there are already signs of that happening.

13. Whgt we decide about economic and monetary union should
be detefmined by our view about the kind of Europe we want to
see. ¢ur vision is of an open Europe: open to trade and
investmént; open too to new members from FEurope, FEast and
West. We welcomed to Community membership some nf tha nawly
democratic countries in Southern Europe. Now several of the
countri%s in Eastern and central Eurcpe see very clearly the
benefits of membership of the Community. In due course we
should iwelcome this prospect, when their political and
economic systems are ready. We should develop a form of EMU
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that permits them to 3join us and does not put up barriers
agains% it.
!

14, TA my mind that argues even more powerfully for a
gradual;st and evolutionary approach, and against any attempt
to move to a rigid and closed structure. It suggests that we
should ' look for arrangements that promote convergence = and
particularly convergence on low inflation - while retaining
flexibllity and choice.

|
15. Wwe
|
precisely this. We believe that whatever the outcome of the

believe that we can now see a way forward which does

debates about the longer~term, in the short and medium-term
there a%e steps the Community could - and should - be taking
which are valuable and useful in their own right and which
would take the process of economi¢ and monetary convergence
further?

16. ThL issue need not be so divisive. fThe key is to build
on Stagé 1 further steps to promate ennvargence of aconomic
performance, low inflation and stable exchange rates. And to
do so by building up our infant common currency - the ecu.

17. & !first practical step towards this might be to

encourade the use of the existing ecu by issuing ecu bank
notes £fex genezal cisculatlun lu Lhe communicy. 1Tnis would

requlre| a new institution which I shall call the European
Monetary Fund. The Fund, acting as a currency board, would

prov;do' ecus on demand in exchange for Community currencies.
This can be done in such a way as to avoid increasing the

Communiﬁy's total supply of money. To ensure this, we would
insist éhat the Fund could only issue ecu notes that were
fullv Hacked hy 4{te nun haldinge Af +ha waricus cuwwoneiea
which make up the ecu. So there would be no new money
creation, and no threat to inflation. Interest rates on ecu
depositd and loans would be determined, as now, by the
weighte% average of interest rates on the ecu's constituent

|
|
i
|
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currencies and so the Fund would play no role in setting
interest rates,

18. Ecu bank notes could provide a natural currency for
tourists and business travellers. The idea could catch the
popular imagination; and as notes came to be used more
frequently it could help the development of largescale
markets in ecu deposits.

19. But these are modest steps, and I think we could and
should go further. 1In my view, the best approach is the
creation of a new "hard ecu". Under this approach the ecu
would no longer be defined as a basket of currencies but
would become a genuine currency in its own right - a new and
international currency - which would never devalue against
other Community currencies. A version of this approach has
been canvassed in a rerent papsr by tho Britich Inviogible
Exports Council under their Chairman, Sir Michael Butler.
Our proposals are rather different, but I readily acknowledge
the debt they owe to his.

20. Under our approach, the European Monetary Fund which I
have suggested would manage the hard ecu to ensure that, in
the ERM, it stayed within its margins, and that at
realignments it was never devalued. The EMF would issue ecu
deposité or notes in exchange for national c¢urrencies. It
would set interest rates on hard ecu. Initially, it would do
this by setting rates on the interest bearing deposits it
took, probably largely from commercial banks. Later on, as
the private hard ecu market developed and commercial banks
built up hard ecu deposits taken from the public, the EMF
could move to setting interest rates by the normal central
banking}techniques, namely through the creation of money
market shortages which would then be relieved at the chosen

interest:rate.
|
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21. A tLaditional criticiam that has been made of corxrtain
parallel| «currency proposals is that they could raise
inflatiopary dangers. I share that concern. But a crucial
element | of the scheme I propose - indeed, my very reason for
advocati%g it, is that effective safeguards could be built in
to prevent this, So a key feature of the proposal is that
there would be an obligation placed on all member states'
central éanks to repurchase their own currencies from the EMF
for hard currencies. This repurchase obligation would ensure
that thé combined effect of the Fund's own money creatjon -
through the issue of hard ecu liabilities and the influence
it exerted on money creation by national central banks = was
not inflationary.

22. It will be noted that both these ideas for developing
the ecu' envisage the development of a new institution. Let

me explain why T have nn qualms about such an institutional
development. We are not opposed to new institutions where
there are new jobs that genuinely need to be done. And that
is certainly the case here. For not only would we be looking
at the job of managing the ecu; there are other important
roles séch an institution might usefully take on. These
might include the tasks involved in managing the ERM, and its
financiné facilities, including the functions of the central
Bank Governors Committee and the existing European Monetary
Cooperation Fund (EMCF) in this area. An additional function
could beimedium-term balance of payments lending: to the
extent that the Community is involved in this, the new
institutfon could help in managing it.

23, It might also take on the essential task of coordinating

mamhear ftateg' interventimn against &xternal currencisc: in
particulér, the dollar and yen. By the end of Stage 1, all
Communitﬁ currencies will be members of the ERM-and will
share a dommon interest in the wvalue of their currencies
against 'the dollar and the yen. This coordination would not
involve member states giving up part of their foreign

-7 -
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currency reserves, Instead, intervention would be
coordinated through the EMF, which would draw and repay
tranches of dollars, yen and national currencies, as
necessary, from member states. Market operations, as now,
would be carried out by individual national central banks.

24, All these are key functions that will be vitally
necessary in the world beyond Stage 1. It makes practical
sense to have a new institution - an EMF - to carry them out.

25. Tere is much discussion about the final stages of EMU.
And more than one versinn of it. In these discussions, the
UK will play a full and constructive part. But whatever the
outcome of that debate may be, the evolutionary process
advocated by the UK, the further ideas I have sketched out
this evening - for promoting greater economic and monetary
integration beyond Stage 1 - must be fully considered. They
offer a way forward around which all Europe should be able to
unite.

26. They will, I know, be controversial to some. But they

are practical. They are progressive. They offer choice not
prasaription. But they evolve uaturally from stage 1 and
have the potential to evolve further. In time the ecu would
be more widely used: it would become a common currency for
Europe. ' In the very long term, if peoples and governments so
choose, it could develop into a single currency. But that is
a8 decision we should not take now, for we cannot yet foresee
what the size and circumstances of the new Europe will be.
In addition the development of a hard ecu should promote
lower inflation and thereby greater exchange rate stability.
And most importantly of all, the steps we propose have the
advantage of retaining choice, diversity and flexibility. I
believe |they represent a practical and sustainable way
forward for Europe.
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Dear Apndrew

Following the Governor‘'s letter yesterday, I am enclosing a brief
technical paper on the operational requirements of a scheme along
the lines set out there. I hope this will be useful in providing
additional background about the kind of institutional developments
we have in mind. I am, of course, available to you for any
additional information you may require and I look forward to
discussing these proposals in more detail when we next meet.

Yours sincerely

M.L.\Lﬂ’““"k"

?( A D Crockett
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THE HARD ECU IN STAGE 2: OPERATIONAL REQUIREMENTS

1 This note suggests how a new banking institution on the lines of the BIEC
scheme might operate in practice during Stage 2 and what safeguards would be needed

to ensure that it would not be a potential source of inflation.
The new currency

2 The first step would be to redefine the ecu as a new hard currency whose parity
would never be devalued against any ERM currency. The definition would provide
that its central rate, which could be changed only as part of a more general realignment,
would at realignment always move up in step with whichever happened to be the
strongest currency. The hard ecu would be subject to the same (narrow) margins of
variation as the other ERM currencies, whose central rates during Stage 2 would
become increasingly fixed, but not irrevocably. The eredibility of this definition would
depend on the constitution and management of the issuing bank ensuring that it

remained at all times solvent, and 5o able to meet its liabilities in full.

The issuing bank

3 A new institution (termed here, for illustration, the"Hard Ecu Bank" or HEB)
would be set up to issue and manage the new currency. It would be owned and
controlled jointly by participating national central banks as shareholders. The new
institution could stand on its own, or be part of a larger institution with multiple
functions, like the new EMF suggested in the Chancellor’s speech to the German
Industry Forum on 20 June. Participating central banks would subscribe capital (or
commit themselves to do so on request) in agreed proportions reflecting relative
economic size as measured, for example, by GNP. The capital or guarantees would be
needed because the HEB would necessarily undertake financial risks, as well as to
determine voting power on the HEB's governing board, and perhaps to provide

income. In the latter case, some capital would need to be paid up and invested in
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interest-bearing assets, in amounts sufficient to meet the HEB's initial operating
expenses. The bulk of capital could however be uncalled, but it would commit the
shareholders to meet whatever losses the HEB might suffer, subject perhaps to certain
pre-agreed limits. However denominated, there would have to be some mechanism for
adjusting the shares of individual banks to reflect changing economic strength.

4 If absolute credibility were to attach to the commitment to maintain the value of
the hard ecu, this commitment would need to be unlimited. It would, however, be the
task of management to limit the extent of possible loss, balancing that risk against the
requirements of creating a competitive and durable new currency. The interaction

between these two objectives is discussed in paragraphs 7-9 below.

5 The HEB would essentially be a deposit-taking and currency-switching
institution. Its business would consist of receiving deposits in national currencies from
the general public (probably, but not necessarily, channelled through commercial
banks) which would become its initial asset; in return it would issue deposits
denominated in hard ecu and these (apart from capital) would comprise its main
liabilities. TheXHEB would be free to accept and convert national currencies on demand
at the market rate, subject to an obligation to purchase at an intervention point set at the
lower margin of variation against the currency’s ecu central rate. It would also
undertake to supply national currencies against ecu at the upper end of the range. The
HEB would not be confined to issuing deposits. It would also be empowered to issue
hard-ecu currency notes.

6 Currency notes apart, the HEB would need to offer interest on its ecu liabilities,
in order to stimulate demand for them. They could span a range of maturities or notice
periods, with corresponding interest rate terms, and could take the marketable form of
CDs. Only at a mature stage in the hard-ecu’s development, and probably only when it
had been complemented by the provision of a central clearing and settlernent system for

commercial banks participating in ecu-denominated business, would any significant
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demand be likely to emerge for non-interest-bearing, operational deposits. In time,
numbers of commerdial banks might hold operational balances in hard ecu at the HEB
and if so these would be a means whereby the new institution could exert increasing
influence on monetary conditions throughout the system. The implications of that
development are considered further below, in paragraph 14.

The repurchase obligation on central banks

7 It is the management of the HEB's assets which poses the more difficult
questions. One objective would be to contain the risk of loss arising from a mismatch -
by currency, maturity term or interest rate - with the liabilities described above. A
second objective would be to assert appropriate pressure for policy action on the
issuing central bank(s) of the currency(ies) which were offered for conversion to the
HEB. This means not simply that the issuing central bank(s) would be impelled to
correct any policy weaknesses that had caused their currencies to be on offer - as in the
HMT "competing currency” proposal. It also requires that the combined effect of the
HEB’s own money creation - through the generation of hard-ecu monetary liabilities -
and the influence it exerted on the money creation of the national banking systems
would be beneficial to the anti-inflationary ambitions of the Community as a whole.
There is potential conflict between these objectives.

8 The conflict would be lessened if the HEB had prearranged protection from the
currency mismatch created by the initial conversion operation described in paragraph 5
above, by being empowered to require issuing central banks to repurchase, against hard
currency, balances in their currency which the HEB acquired, and/or to provide a
maintenance of ecu-value guarantee of them. In effect, central banks would be
required to support their respective currencies at close to their ERM central rates by
spending hard currency reserves. This would both safeguard the HEB against loss, and
provide leverage on the policies of the issuing central bank. The HEB's ability to "close

the loop" would be an essential building block in making it an effective institution.
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9 There remains, however, a range of options over how this power might be
exercised. At one extreme, full discretion might be left to the HEB's management
regarding the amounts of national currency that the institution might hold (and
therefore the amounts that needed to be presented to national banks for repurchase);
and the currencies that would be acceptable to it in the event of repurchase.
Alternatively, or in addition, maintenance of value guarantees might in some cases be
deemed sufficient protection for its national currency holdings up to a certain point,
perhaps in association with monetary policy undertakings by the relevant national
bank. However, in other cases mere guarantees on their own might leave problems of
creditworthiness or ineffective response. If stronger protection were deemed
necessary, limits might be imposed in advance on the quantities of individual national
currencies that the HEB might hold (either as absolute amounts or proportions of its
balance sheet, or both), and excess holdings required to be presented for conversion by
national banks either in hard ecu at the exchange rate implied by the lower ERM
margin against the currency’s hard-ecu central rate; or in an external (to country of
issue) currency, at the rate implied by combination of the previous rate and the market
rate between the external currency (if a non-ERM currency) and the hard ecu. In the
latter case, the HHEB would have a currency mismatch of a different sort, which could

also involve risk of loss.

10 The obligation on central banks to repurchase their currencies would exert
monetary discipline through the familiar mechanism of reserve loss. National
authorities would be obliged to spend their own reserves or to purchase reserves with
their own currencies (in both cases extinguishing an equivalent amount of domestic
monetary base), or borrow reserves in the market. Whichever action were followed,
downward pressure on their currencies would ensue, which would need to be
countered by raising their interest rates, and this would tend to depress national
currency creation until the cause of the problem confronting the HEB had been

removed.

11 If deemed necessary, automaticity could be made virtually complete, by

permitting the HEB to hold only minimal working balances of national currencies, its
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other acquisitions being immediately presented for repurchase by central banks. In the
most extreme version, central banks would be required to supply only hard-ecu to the
HEB, which might inhibit the permanent substitution of hard-ecu for national
currencies, though national banks might issue their own hard-ecu liabilities.
Alternatively, central banks could be required to repurchase with only the strongest
ERM currency. This would limit the issue of hard-ecu base money by the HEB to the
amount by which the strongest-currency central bank permitted additional external
holdings of its currency.

12 The harder the monetary discipline to be exerted on individual country(ies) of
issue, the greater the need to insist on immediate and full redemption in external assets.
This would replicate the mechanisms of "competing currency” and ERM/VSTF
arrangements if the HEB were to manage the hard ecu in a passive way, ie, by simply
matching interest rates on the hardest ERM currency. A more proactive monetary role
for the HEB would require more active promotion of the ecu, by outbidding equivalent
interest rates (see below, paragraphs 15-17). However, this would involve it in greater
exposure to risk of loss. The trade-off between monetary leverage and exposure to loss
would depend on the degree of maturity of development and acceptability of the ecu.

13 Inorder to provide reassurance against fears that the new currency would be
potentially inflationary, the HEB would probably need to develop by stages in an
evolutionary process, the extent and pace of which would be carefully controlled. It
might, for example, start operations purely as a currency board, perhaps issuing notes
and deposits denominated only in existing ecu, with full backing in corresponding
national currencies. Any scope for management of the ecu parity and interest rate
would then await ecu redefinition, as would scope to hold a currency mismatch. After
redefinition there would be an unavoidable trade-off between the key objectives of
enlarging the HEB's monetary role and leverage, and minimising exposure to loss.
Initially a high degree of discipline could be ensured by requiring full and immediate

repurchase of national currencies by central banks for designated hard currency (say,
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DM). If the DM were the designated currency, there would be no significant difference
from a hard-EMS system dominated by the DM, except that in effect restrictions on the
issue and use of the DM would be removed throughout the Community. If rigorous
limitations of this kind were maintained, the new currency might remain for many
years, perhaps indefinitely, a transitional device, never developing into a rival for
existing currencies. However a decision could be taken at some stage, when the HEB
had built up operating expertise and a good non-inflationary reputation, to allow it
greater discretion to hold weaker currencies, using the room for manoeuvre thereby

gained to promote hard ecu substitution on a larger scale.

14 The degree of freedom allowable to the HEB might depend on the extent to
which a derivative ecu commercial banking system developed in conjunction with the
new institution. In the early stages of the new currency, the HEB's liabilities, being
highly liquid, would constitute a form of broad money. Nevertheless their issue would
not add to the total of broad money in circulation because they would substitute for
national currency deposits, and the convertibility obligations discussed in preceding
paragraphs could be used, with some flexibility, to ensure that national central banks
did not permit replacement of those deposits, and thus not create potentially
inflationary monetary conditions. This would be something to be taken into account in
managing ecu interest rates. At the “base money" level, market sales of a national
currency to the HEB in exchange for ecu (and the subsequent presentation of the
national currency to its issuing central bank in exchange for ecu by the HEB), would
Create a market shortage of the relevant national currency and an equivalent market
surplus of ecu. Both of these would normally be fully offset under present
arrangements for money market management in EC countries - the shortage of national
currency by purchases of national currency assets by the issuing central bank, and the
surplus of ecu by sales of ecu assets (or issuance of liabilities) by the same central bank,
which would of course need to raise ecu in order to repurchase its own currencies from
the HEB.
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Managing the ecu interest rate

15 The HEPB's ability to issue interest-bearing hard-ecu paper in unlimited amounts

(subject to its intervention obligation), and at interest rates of its own choosing, would

give it the power to manage ecu interest rates. Such operations would, if conducted
with the deliberate purpose of influencing interest rates, constitute a form of open
market intervention resembling the methods by which central banks normally seek to
manage interest rates in their money markets. The leverage which the HEB could exert
over interest rates would depend, within certain limits, on the extent to which it was
prepared, through using 3-month or 6-month bills or CDs, to cause cash shortages in
the ecu market, which it would then relieve on its chosen terms, being the only net
source of ecu cash to the market at a whole; or on the interest rates which it was
prepared to offer on overnight deposits. Such operations, even if designed to lower
ecu interest rates, would not in themselves involve a permanent net injection of ecu cash

into the market; they would merely affect the terms on which it was available.

16  The immediate purpose of managing hard-ecu interest rates would be to
influence the exXchange rate of the ecu against other currencies. A range of possibilities
would be available to the HEB. At one extreme it could pursue an entirely passive or
non-managed approach, in which it would set hard-ecu interest rates close to those on
corresponding maturities of the strongest of other ERM currencies. In that case the rate
of growth of the hard ecu would depend purely on the market’s view of (i) the HEB's
commitment to maintaining its exchange value, as reflected in the credibility of the
guarantees provided by its shareholders; (ii) the usefulness of the new currency as a
payments medium, which would depend on the rate at which associated chequing
facilities and a clearing and settlement system developed; and (ilf) the value of the
option which the new currency would in effect provide for its holders to convert to any
preferred ERM currency at close to the existing central rate in the event of a
realignment. If its reputation were at least on a par with that of the central bank with
the strongest currency, the HEB might, by virtue of the option afforded by the hard ecu,

find that it could set the ecu deposit rate below those on the strongest national currency,
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and still see some substitution of hard-ecu for other deposits. The greater any
expectation of a forthcoming devaluation of the hitherto strongest currency, the larger
would be the margin by which hard-ecu interest rates could diverge below those on

that currency.

17 Inamore managed approach, it would be open to the HEB to raise the interest
rate on hard ecu relative to the rates on national currencies in the ERM, either by raising
the rate it offered on ecu deposits or by raising the rate at which it lent ecu to relieve
market shortages of ecu created by its sales either of ecu assets or of its own ecu term
liabilities. In the early stages, a higher interest rate on ecu would be the only available
means of provoking additional demand for ecu assets, other things being equal, and the
HEB, which would be called upon to satisfy the additional demand, might well face the
choice between, on the one hand, selling increasing amounts of its own ecu liabilities, to
maintain its desired level of rates, and on the other hand allowing market interest rates
On ecu assets to fall away from the desired level. Of course the stronger the HEB's
resolve to keep the ecu interest rate up, the greater would be its ability to sell ecu assets
or issue ecu liabilities, and the greater would be the pressure on national central banks
to move their interest rates up in parallel. The strength of this pressure would also
depend on how widely the ecu was used in commercial transactions. Admittedly an
operation of this sort could prove costly to the HEB in profit terms and this would in
practice imply some limitation on its willingness to act for long in this kind of way. In
the longer run, the key means of enhancing the new currency’s role would be to secure
its reputation as a currency subject to low inflation expectations, backed up by an
efficient clearing and settlement system. This should enable a negative risk premium
to be established against even the strongest currency, and that in turn would permit low

ecu lending rates which would enhance its appeal for borrowers.

Conclusions

18 The essential safeguard needed to prevent the hard ecu from becoming a source

of potential inflation would be the repurchase obligation on participating central banks
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to maintain their respective currencies in terms of the hard ecu. The new institution
would thereby be able to insist on an extinction of base money in national currency,
equivalent to any permanent increase in its own monetary liabilities. But it should be

free to exercise discretion over how fully it used its power to require redemption.

19 Thereis a potential price for the development of monetary leverage by the HEB,
in that it must accept some mismatch exposure in order to build up the usage of the
hard-ecu. Considerable treasury management skills would be called for, in managing
the trade-off between financial prudence and the pursuit of monetary objectives; the
scope for the latter would be bound to be slow to develop, and dependent on decisions
taken by the money-holding public.

Bank of England
21 June 1990
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Although Ms. Major ssserted that
“we can and will” make progress on

wellor of the Exchequer declared
Wednesday that some form of EC
economic and MONELATY Union was
desirable, and he proposed a “hasd”
European currency unit that would
circulate alongside the existing na-
tional monics as one of a series of
measures to move in that direction.

John Major's proposals, said ana-
fysts, scemad a serious siep forward

1om carly British ideas for compet-
ing currencics. but they do not set a
final objective. This would distress
Britain’s partners in the European
Community.

Mr. Major said the idea of an EC
central bank and a single currency
for the Community “does not pre-
sent a universally acecpiable pre-
scription for the future and certainly
cannol be the fina word.” This plan
was contained in a 1989 report by a
panel chaired by Jacques Delors,
president of the EC Commission,

cconomic and monetary union, he
rejected a recent plan by Karl Otto
Pohl, the Bundesbank president, un-
der which West Germany, France,
Belgum, the Netherlands and Lux-
cmbourg would quickly move to
such a system, whule the other EC
natjons would join later,

Speaking in London 1o the Ger-
man Industry Forum, a German
business association, Mr. Mgjor
advocated replacing the EC's exist-
ing basket currency — the Europe-
an Currency Unit — with 2 new,
hard ECU, which would circulate
freely nlong;nde existing national
units as a 13th, paralle! cusrency. It
would not be allowed to be deval
ucd against any EC currency.

:'dhcbncw l=.“U would'ke man-
ag| y a Eur onetary
Fund, which wonls issue it only in
exchange for national currencies.
This would be to prevent inflation-
arynl‘nonelary creatof.

¢ chancellor did not rule out
that the ECU might become a sin-
gle currency some day, but insisted
“that is a decision we should not
1ake now."

Chancellor Helmut Kohl of
West Germany and Mr. Pahl have
stated strongly that the Communi-
ty could not embark on courses
with no defined objective. )

Analﬁu and officials also poim-
cdout || t Weat Gamlnyhnuono;
sistently opposed any suggestion
a parnﬁd currency, which might
weaken monelary control,

Initial reaction in London was
oool. David Keru, chief economist
of National Westminsier Bank, said
the plan hed “attraciions intellec-
wally.” Bul he wamed managing

lel currency would be “very,
very cumbersome, which is some-
thing the Germans will not like."

According to Mark Cliffe of No-

. mura Research Instilute, “it does

not answor {he question of account-
ability. Who is setting the policy?”
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MR MAJOR’S SMALL COUP

John Major's extraordinary sally into the
realm of European monetary reform last night
must have left his Europcan counterparts
puzzied. What is so remarkable, they must
have asked, about a British finance minister
parroting his boss’s well-known view thai
Delors “two and three™ ~ the notorious way-
stations on the route to Europcan economic
and political union — are unacceptable to
Britain? They knew that already.

They know that DBritain is an ardent
supporier of the frec market and 1992. They
know that Britain beliaves that the rest of the
Community pays only lip service to markets,
and is deeply suspicious of the deference it
perccives in Brussels to corporatist interests.
They know that M Delors’ more advanced
proposals for a single monctary authority, a
single bank and a single currency leave most
Britons baffled, even those who understand
them. The idea of a central community bank —
a Eurofed — repels London because it would

not be accountable to elected governments, 10 .

whom, as John Major said last night, the
electorate looks to ensur¢ its economic
wellbeing. They know that collective determ-
ination of British fiscal policy, British mort.
. gage rates and the British Budget judgement is
100 much for most Britons to stomach.

Yet Mr Major teased his listeners with
promises that “some form of Europcan
Monetary Union is desirable™, which in time
could indecd “involve institutional and cur-
rency development". He wanted no Big Bangs.
He wanted — rightly — a Europe which docs not
put up barriers against trade with the East. He
wanted mercly “convergence of economic
performance, low inflation and stable ex-
change rates". But, turning from these mother-
Hood statements, he said that convergence
would require, given the significant differences
in inflation within the Community, divergent
interest rates. And that alone, he said, “‘argues
strongly apainst™ a single European monetory
authority. .

Mr Major’s most constructive contribution
was for a “hard" ecu, a parallel Euro-currency

to stand shoulder to shoulder (thoug}r he did
not say this) with the mighty mark. This would
be controlled by a new Europcan Monetary
Fund, a body of utterly Thatcherite rigour, to
ensure that the ecu is not inflationary. Few
Europeans arc likely to take this ecu too
seriously, but then they are not meant to. This
is a designer currency, cunning crafled to pass
muster with Margaret Thatcher, a currency
that manages to be anti-inflationary, European
yet not German, an astonishing creation.

In practice the British ecu would be merely a
sort of travelter’s cheque. It would end up tied,
presumably, to the one currency it was
supposed not to be, the mark. In other words,
the new ecu must either be inflationary, in
which case the Germans will not want to know
about it, or non-inflationary, in which case
why not go for the mark?

The whole business is an exercise in
Europolitics, and none the worse for that. Mr
Major and the foreign secretary, Douglas
Hurd, have clearly decided to play directly to
the current anti-British hysteria in European
circles. They have, significantly, presumed
British membership of the European exchange
rate mechanism (Delors “one”), and they
hardly even bother to mention it. Britain is
likely 1o join before the year is out. But they
have given not an inch to the more complex
institutional structures that M Delors would
like to see in place before he returns to national
politics in France.

Mr Major's speech was thus a classic case of
jaw-jaw being better than war-war. He hopes to
keep Brussels talking at {cast through the next
British election, and through the next German
one as well. He knows that Europe is passing
through a delicate periad, one in which the
precise future of its neighbourhood super-
power, Germany, remains uncerain. Mr
Major is to be congratulated on a very modest
coup. Who knows what may turn up? Who
knows who may have moved on before
anybody takes these ideas seriously? When it
comes 10 Europe, Britain is right to travel
under its patron saint, Mt Micawber,
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A

remarked in o memorandum to
the Delors Commitice, a paral
lel currency would be useless
for day-to-day payments.

Tactically the new proposals
risk creating an unnecessary
gull betweon the UK and the
Bundesbank. The latter bedy
has been disposed (o maka
haste slowly by accepting the
Delors concept, but making
sure that conditions were right
before it could recommend to
the German people that they
give up the Mark, The UK Gov-
ernment would do well to fol-
low the same path.

But the basic objection was
best expressed in another
Delors memorandum by the
head of the Netherlands cen-
tral bank, Mr W.F. Duisenberg.
“Economic and monetary
union requires economic con-
vergence and the acceptance of
loss of sovereignty implicit in
the abolition of the exchange
rateas the adjustment jnstru.
ment. The development of the
«Ecu Into an international cur-

rency used in parallel to
national currencics cannot
enable us to avold this require.
ment. Nor can it facilitate its
realisation.*

But [ will give the final word
to a report, European Mone:
tary Union, just issued by the
Institute for Public Policy
Resaarch, the (very mildly)
left-wing think tank. The
authors' preferred option is
some version of the Treasury’s
original “evolutionar
approach.” But they then add:
“The majority of our Buropean
partners now prefer a rapid
transition to EMU... For
Britain to remain outside
would bo the worst of all
worlds . .. The elimination of
exchange rate risk within EMU
countries would marginalise
the UK as a trading partner, It
could also make Britain less
attractfve for inward invest.
ment from the US and

Japan... The role of London .

as a financial contre would be
put at risk.” If a gradualist
approach s not ottainable,
“the UK should accept the
majority EC view, since the
alternative of standing aszide
from the whole process would
be far worge,"

Whichever British political
party first accepts this cop-
mimonh  senge advice wll]
receive some brownle polnts
from Economic Viewpoint.
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8 THERE were audible sighs of
rellefl at Westminster as {he
curtain fell yesterday on the
latest act in the long-running
political dramia of Britain in
Europe.

The fervent hope of most

— e

v

t Europe |

or plan nudges No 10
irection o

d

FINANCIALTIMES

Maj

1n

ministers is that Mr John
Major's alternative blueprint
for Economic and Monetary
Unlon will lnject some much.
needed Europeanism into the
Government's credentlals at
the Dublin swmmi¢.

Mrs Mar ¢t Thatcher was
persuaded finally of the politi-
cal {mperative for such a strat-
€gy at a lengthy meeting with
Mr Major and Mr Douglas
Hurd on Tuesday morning.

The Chancellor dotted the i's
and crossed the t's over lunch
with Mr Robin Loigh-Pember-
ton, the Governor of the Bank
of England, Then both the
Treasury and Foreign Office
spent a night of anxious antic-
ipatlon before the Prime Min-
lstetre rl:malled the final draft
yesterday morning,

Mr Major's plan, described
by ome relatively unbjased
Inglder ag “technically bril-
Uant,” marks the latest in the
series of political compromises
which began at last year's
Madrid summit,

It follows weeks of skilful
Whitehall diplomaey by the
Chancellor and Forelgn Secre-
tary, and {g a victory in their
increasin K bitter internal
rmzle Mr Nicholas Rid-
ey.

For her part, Mrs Thatcher
i5 sald to have recognised that
her partmers fn Europe are
quite ready to leave Britaln

hind in their drive for closer
monetary integration. More
importantly, she hag acknow]-
edged also that her Govern-
ment 18 neither strong nor
united enangh to allow that to
happen.

Mrs Thatcher has not
accepted that the pound mnst
be abolished in favour of a sin-
gle European carrency. Nor is
she likely to drop the idea -
apparently being pushed by
Mr Ridley - of a wider, looser
North Atlantie monetary
arrangement embracing the
dollar as well as Buropean cur-
rencles.

Her colleagues, however,
believe she has bheen nudtfed
- into the critical, and essentla],
. concesslon needed before
Britain could hope to play a
Eg{ﬁ in the discussions on

Mr Major's proposals may
leave open the future of ster-
ling but the progressive steps
It envisages point uuerringly
in the direction of the single
European currency that Mrs
Thatcher believes should be
:llelnyed for another genera-

on.

So the Tory Ruro-eathusi-
asts view the proposals -
predicated on early participa-
tion in the EMS exchiange rate
mechanism - as another step
towards unequlvocal accep-

tance of a single currency.

at they — and many min-
lsters — are far less sure of {5
whether they will be enough
to prevent Britain’s European
partuers from pushing ahead
regardless with the Delors
blueprint. The most telling
ingight Into just how high the
stekes are came yesterday
from Mr Lelgh-Pemberton.

He told a House of Lords
subcommittee that he had
commissioned a study of the
economlc impact in tho event
that Britaln finds ltself left
outside a “core* monetary
unlon established by Prance,
Gormany, the Netherlands,
Belgiwn and Denmark,

Stars in waiting

2 The approach of July is
prompting growlng excitement
among tho NCOz on the Tory
benches.

Mrs Thatcher has ruled out
a radieal Cabinet reshuffle but
that still leaves scope for con-
slderable changes lower down
~ and the promlse of that first
Whitehall-\ssue Maestro for a
lengthy queue of bright young
hopefuls,

Party managers disclalm all
knowledge of such plans, but
Mr Timothy Renton wifl be
ready to hand Mrs Thatcher a
list of the deserving stars
early next month.

They in turn are wondering
just when they should ask
friends and sponsars to put in

/1

8 good word with the Chief
Whip or directly with the
Printe Minister,

Most of the promotions on to |
the first rungs of the ministe-
rial ladder come traditionally
from among parliamentary
private secretarles who loyally
trudge around as wnpaid bag
carriers for senior and mid-
dle-ranking ministers, !

At least half a dozen are
being tipped elther for a move
into the Whips' Office or for
title of Parllamentary Under-
Secretary,

Mr Tim Boswell, PP$ to Mr
Peter Lllley at the Treasury,
and Mr Tim Yco, whoe per-
forms the same role for Mr
Hurd, are among the front-
runners. Mr Robert Key, who
has ghielded Mr Chris Patten
from some of the flak directed
by colleagues at the poll tax, is
another hopeful,

Mr David Nicholson |Is
regarded as one the best of the
1887 intake, while Mr Tony
Favell - PPS to Mr Major —
has been walting In the wings
for some time,

There is one MP, however, :
for which a reputation as
belng one of the brightest on
the back benches is a&pmntly
not enough. To the dismay of
colleagues, Mr Nigel Forman's
past role as PPS to Mr Nigel
Lawson is satd to rule him oyt.

Philip Stephei.
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THE INDEPENDENT

Monetary union
will not wait ;-

BRUSSELS: What used o he
cadled the Britigh Question i an
longet much of a question, {t

merits i shrug theae diys, noth- -

ing more. On Monday the Euru-
pean Community's summer sum-
mit opens in Dublin, Oa the eve
of previnus xummits the question
hag usunlly been: *Wilt it he 111",
“Bauting Muggie stinds ulone’
and all thit? This time, nobody
seems to citee, The reason is that
Europe is surging forward like a
great, unstoppable  jupgernaut.
its destination set,

tn December the creation of a
monclary union will be decided.
the foundations laid for a strong
and independent Eurofed. Brit.
sin will have to choose. The
strongly held view around the
Europesn capitals is that their
workt days with Murgueet That.
cher are over, that she will
squitm but sign. In this they moy
be prematurely sanguine, saking
1o much of her laid-back re-
spunse o the lutest stirrings 10
wirds “political union" snd un-
derestimating the force ol her
hostility to any breach of mone-
taty sovereignly. But il, when it
comes to it, she says “no", then
most probubly the others will go
uhead without Britain.

A steange phoney war hus
been golng on atound this issue,
The Prime Minister continues to
insist that it will happen over her
dend body ~ “‘not in my lile
time”, she told Jimmy Young
only on Monduy. The British,
meanwhile, are participating in
detgiled discussions shout what
sort of monetary union it would
be, its rules, the eonstitution and
powers of its central bunk, the
Eurofed.

Not only are officials feom the
Treasury and Bank of England
participuting in this work, hut sc-
nior muinisters, the Chancelior.
John Mujor, and the Foreign
Secrotary, Douglas Tlurd, arc
juining in political undersiand-
ings subject to the “rescrve™ that
Britain has placed an the whole
cnterprise,

These discussions have been
moving at specd uand with a high
degree of unanimity on the een-
tral questions relating to interaal
monaetary union; external gques-
tions #re praving mare copen-
[TITES

Bur what i3 taking shape S o
monctary union based upon o
strung und independent central
bank with powers similar to thuse
of the Bundeshank. It would be
instituted by statute and tree
from day-to<day politicad satcr-
ference. [t would be answerable

0 the European Pacliament ! aguinst

only in the sense of reporting to it
vnce o1 twice a year. it would

utherwise report o the Council

of Ministees, which ncuns thai it

would be unswerable, within the

torme of its autonomy in monc.

. lary control, to the governments
of member states.

Allof this, it is said, the British
arc poing afong with. Meanwliile,
Mr Mugor wnaveiled in London
lust niglu Briadn's rival pran for
an evolutionaty approach to
mouctury union which would
avoid the federalistic oulcome
comained in stuge three of the
Delors Report.

Instend of & supranational cen.

- tral bank there would be un inter-
| Bovernmental  institution -
called the European Munctary
Fund — charged with manuging
the Ecu in parallet with natinnal

< currencics and  other central
banking functions including. per-
haps, opeesting the  exchange
rate mechanism of the European
Mouetary Svstem,

Brituin would be better placed
0 argue {or a prolonged suge
two of the Delors Plun if it were
prepired to envisage eventual ar-
rival at his stage three, which is e
common currency sdministored
by the Eurofed, The most Mr
Major could say on this was: “In
the very long term. if peoples and
goveniments so choose, it fthe
Ecu| could develop imo u single
cureency. But that is u decision
we should not take now, for we
cunnot vet foresee what the size
and. circuimstunces of the now
Europe will be.”

Otlhter cuuntrivs yre unlikely to
b ready w0 postpone the deci-
sion for 2 full monctaty upion. ul-
though sume might welcome a
longer transition to Delors stage
three, In the end, Brituin is likely
(0 huve to deeide whether o join
whulcheartedly ju the eaterprise,
pressing  her  interests  from
within. ur risk exclusion with the
frave conomic and political
cunsequences that could result,

It i w0 familine argument in
British politics, with the Foreign
Office 10 the tore in urguing for
swimming with the European

IR PV RN

vime—  Jenkins
h'*. &

tide, the anti-Curopeans warning
proverbial — sippery
slopes. By the first urgumient,

BANK OF ENGLAND INT DIUN

Galy membersiup  of e ex-
v_lmu;u rale aechoninn of the
EMS would make it casier to
press for 2 prolunged stuge way;
SpIENg up.tor an eventual union
woukd make it ensicr stitl, The
Treasury's view is similar, al-
though it is ot quite  clear
whether Mr Majur Binself is reg-
onciled to the Tull inevitablity of
whitt iy tappening on the Edro-
pein Continent,

From the ather side, the loud-
cst und most intluential vaice is.
the Trade Sceretury. Nicholas
Ridley, who asks why take sleps,
however small, towurds an end
we do not will? Why, by this ren-
soning, join the ERM at all, why
cngage in discussions about the
(orm of u monetury union we do
not wish to join? Mr Ridley's ae-
cess o the prime ministerdal car
8 frequent, his arguments conpe-
nial w her,

The political reality may be
that Mrs Thatcher woutd like 10
see all decision about moviag 1o
monetary union on the Delon:
mudel postponed uniil after hee
General Election. That would
gel her out uf an awhwaed spot.
But Europe may not wait, A
great momentunt hus buiit up be-
hind monetary union, gaining
force from (he break-up ol the
(‘?mmunisl cmpire und the im-
mineit reunification of  Ger-
many. A prolonged and cvolue
tonary  transition iy be o
fuasible goul, but uny schieme tor
something less thun union has lii-
tic hope of success,
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Chancellor finds a Bdlf-wdy-
house on the road to

Peter Rodgers extraets
the key part of John
Major's speech calling
for a pradualist
approuach 1o Eurapean
monetary union

THE G saneellor's alteriative peos.
Ianale oy gradad it approach to
svonersg and ownclan i,
Laniited o speceh st aighe,
wete avnived (rom @ paper b S
Mechoo. Butler. chunrman of he
Ui Intasible Expants Cowineyl,
wid P Richards. fiest pulislied
we D fodepeden: this vear, The
e setan ol the phin by been
davelened by the Treasury with
the ig.e of the Bunk ol Englund.
‘g 10 the German Tndus.
ol the fasine of Di-
tectiss Juhn Mape? paw tribure
Butler plog ond said of
iWdess toF ceonomic and
= union that the Guverne

propused by the Delors
¢ wuuld ot be e
In eleciesd governmonts
wiegld ot doewer e eon-
nd inflaticns perturmancy
My deeded.
nificort Jdiftctences in
wven e coudunnegs
Cummunity  probably s
Sat {oe inSation perturs
v Ly gunverge, inteeest e
TR, U do nuw.
Jid ot sugest ioxwint
+ o Buropean mongtury au-
hut argued  vrongly

A promature wtizmpt o imples
Ridu ¢ would be ynsustainabie,

. "Ecu banknotes
could provide a
natural cureney
for tourists
and business
travellers’

und mewe o Aogr sethaek. b
Monad Al bead e unitys but
Y :

wete, he saod. hetler wass

A edeRonie comee-
WJ i s througn-

vt Tarope, M Maor aegoel fog
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ey cuffenties. This can s

E of

Juhn quo advocated .ulllnc up s Eurupean Monetary Fund

dune 18 such a way as to axoid in-
creusig the Community 4 ol
cupphy of muney. To ensuse this,
we Waald nsist thar 1ke fund

cuul issue Eeu ngtys tha
were ucked by ifs v n hold-
ings e vapOus cusienvies
which :..ahe up the Ecu. 89 there,

would b no new money cezating,

and m threat to inNatn 1vieres:
rues a1 Eeu depusits
wauld S¢ determined, as
the weighted averape of
(1)

e

7 the Ecu's constily
and so the fung wouid plas
N Setiog intdrest rates
ankbutes conld provide @
Nattrr: currency for o
business raveliers. The nt
Cutch ive popular imagin
and eomes came i beoused
Me zeguently it could
develapvat of Lirge-
Kets a0 Ecu deposits.
But s are modest stxdy, ahd
[ think we could and sheald go
fuethe: Iy iy view, the Bt -
o e ercation oo new
7 Under thia arpnsach
the Eeo watald ey g o
T oo o8 nashet of Can taat
WOk ™ e @ genaiie Lo tony
Mttty - eM g Dt -
wativte . simenay - wiue s would
et o ovatue apnst other Cone-
MUty cuirencion, A vesagn
: Sroaeh ds been cavasae
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ottt S Macho g Hue
foposals e G e i
a1 geally acke alodes
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sl appieachn s b
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By v wondd maeee i,
hard Fou o ensure thin oty
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L1 Yin}
e
Changy ational Curre e,
wunthd ot aierest gatey o and
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Ecu. Inizislly, it would do this by
seqting rates on the interest bease
ing depasits it ook, probabi:
largely {:um commercial bank,.
Latcr o, as the private hued Eo.,
market develuped und commes.
Cigl hatine huilt up hard Eeu d,:
Pusies tuken (rom public, the EMT
Ne Lo seiting ineres:
¢ nurmal centrad buna.
_naunely throug
ool omoney miarke;
shosrrages whicat would then be rz-
hevedd ai the chinsen inlerest r
B A traditiong enticism that fizs
been made of cortan parallel vus-
eney propusdls is that they could
tuise intiationars dungers. | shy
that coneeen, Bul o crucial
¢me I propose ~
wry reason for o
Lwetingd  tuat effeetive safe-
eufds oozl B built in to preve:s:
this. S0 - key feature of the pree,
paval s 1ot there would be anor.
hgetion placed on ull member
statey’ swntral Paaks W repurchass
ther e cumrencies {tom the
ENF fur aurd currencies, This e
use ubligation would easuze
Cthe combazd ¢fiecr ot 1o
N oan money gredtion —
e ensue of hared Gy, b
v sid ihe mfluence e
INY Credtiom e
d unks = win mL

ol that dusth thes,

whiaa foer Zevcioping the deu o
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MU,

iy Banving tacies, o wdding
the lunetiume of tic Ceptinl Bank
Guovesnars Committee amd the cv.
isting Enropean AMonetn Co-opy.
ewion Fund (EMCF) in i
argit, An additional funchion could
e mediunwerm balance of pay.
mente lending! to the extent that
Y nvulved in this,
tic new institugion osuld help
Mihagsig st

B D ouehcatag ke o the essen-
tiad sk o

mal currencies: in particidar, 1ne
dutin o e, B: e end of
Stitge Loalt Lomntiing cusrenc, «
will b niwmtrers v; the ERM and
will sfhare o comnin interesy 3n
the valoe of thed cueeengies
againsd e dullar and the s,
fas go-ordination would not in-
wive member states giving up
patt of their foreign currency -
serves Instewd. wilervention
would be co-urdiaed shsough
the EME, which would draw and
repas tzunches of dollazs, yen and
nEtioAal currencies. as now, wiyld
be cartied yut by individua! i
tional central banks,
W All ihese are key tunetions the:
will be vitutly neccsmr In tie
wordd bevand Stagz 1§t nakes
PrIchivai sCae 10 Bave o pew ing:.
tution = a0 EMF - 1o curiy ther:
out.
EThere » mueh  discussio:n
about the Gnal stupes of EML.
And more than one version of .
In these discavions, the UK wis!
play u tull and gunstructive puii.
But whutever the outcome of that
delate miay be, the evolurionar,
process advweuted by the UK, o
funiher idess | lave sketched o
this cocditly = Jor promoti
Ul Covnantiee and- niscr
miegration Ivyony Stupe | -
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‘In the very long
term, if peoples and
governments so
choose, the Ecu
could develop into a
single currency’

musy be fully comidered. They o
fera way lomord sround w hic
Eutop should be able to upite
B They will. 1 know, be contrys
versial fsaee, But they are paas-
tigul, They are progressive, They
offer chaice aut presgription. By
they wealve tlatutally fram Stage ¢
ond haeg e prential o el
further. b e the Ecu wautd ¢
note wadels uwed o wansled b
COME 3 ot Carreney o B
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g e <
wew Fun
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Spare us
a 13th

FINANCIALTIMEB!

By Samuel Brittan
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terranean countries to join
later if they wigh,

) Whatove.r happens in Dub.
lin,the British Government wiil
be presenting its lagest propos-
als to the Intgergovernmental
Conference (IGC) on Monetary
Union, due to start in Decem-
ber. The original 1989 British
counterproposals, were entitled
An Evolutionary Approach to
Economic and Monctary
Union. Their essonce was a
development of the gencrally
accepted Stage One of the
Delors Plan. This starts on
July 1 and involves member-
ship of the Exchange Rate
Mechanism by every member
— a commilment strongly rois-
erated for Britaln by the Chan.
collor, John Major, last night.

If there is a Single Financial
Arer, with no exchange or cap-
ital controls, and realignments
become rarer and eventually

, Qisappear, the different Euro-

pean currencies will become

" effectively interchangeable;

and the EMS could evolve into

’W a system of permanently fixed

The Ecu is a composite or basket currency.
It consists of specified amounts of each
Community currency. The relative amounts
of the component currencies reflect their
countries’ economic weight and are
normally revised every five years. The
amounts were last changed in September
1989, when among other changes the Ecu
basket was enlarged to include the Spanish
peseta and Portuguese escudo. Even with
unchanged amounts, the weights of the
currencies constantly change as they
strengthen or weaken against each oth&v;?/

uch midnight oj}

has been burned

by British officials

] and advisers 1y
devise European monetary pro-
pogals, alternatjve to those of
the Delors Report, before the
coming EC Suminit in Dublin,
he attempt hag been to
make them positive and for.
ward-looking, without com-
promising Mrs Thatcher's pas-
slonate opposition to g single
European curreney or Euro-
Eean central bank. Their
bours are not without prece.
dent, as previous generations
of schoolmen tried to square
circles or find a philosopher's
Etone which would tum base

‘petal into gold.

But even if my initlal reac.

] exchange rates.

By then (although the 1988

asury Paper did not draw
the inference) the pointless-
ness of having 12 different
kinds of pieces of paper and
coin would become clear, aud
as the Bank of England Gover-
nor said yesterday: “Europe
should move to & single cur
recy as quickly as possible,”

There is thus a continuum
runiing from: the early ver-
slon of the EMS as a system of
managed exchange rates; to
the EMS of recent years with
its emphasis on avoiding
realignments; to the EMS of
tomorrow where realignments
are eliminated; to the EMU of
the day after tomorrow with
irrevocably fixed exchange
rates, and finally a common
currency. The biggest single -
transfer of soverelgnty is in
Joining the EMS.

The British Government's
emphasis shifted to the “avolu-
tionary approach” when it real-
tsed how extremely reluctant
people-are to glve up a familiar
currency except at times of
hyperinflation and monetary
chaos, Unfortunately it hag
now shifted back to competing
currency ideas. But instead of

competition between exlsting
‘% currencies the competitive ele-
ment is to be provided by a
13th one, the so-called “hard

tion s unfair and their merit
turns out to be great, the latast
British proposals have been
put forward far too late to
influence opinion in the Com-
munity, most ‘of whose mem.
bers are already committod to
a single currency to -be
achieved by the Delors route,
invoiving the setting up of
Eurofed, a European central
bank along the lines of the
Bundetbank .and at arm's
length from national govern-
Tients. They are prepared to go
ahead on their own, leaving

Britain and the weaker Medi- "

Ecu." This J5 a step backwards.

The flrst or Stage One ver-
slon of the latest UK proposals
seemns innocent enough. It is
for a European Monetary Fund
to put Ecu bank notes into eir-
culation based on the existing
currency basket. The Fund
would act llke a currency
board and would exchange Ecu
notes for Community curren-
cles, keeping an exact basket of
national currencics as assets to
match the notes issued. Thus
there should be no creation of
monev and no risk to the
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would az now be a welghted
average of the constituent euy-
rencies and the Fund would
have no monotary role. .

In the more interesting Stage
Two, the “hard Ecu” would be
created. This would no longer
be just a simple basket of cur.
rencles, but the Eci would be
deflned so that It could never
be devalued agalnst any Com-
munity currency. If the Mark
were revalued, then the quan-
tity of other currencles in the

basket would ~ in contrast to
present - practice -  ye

increased to maintain its DM
value. But should the German
currency pass through a
weaker phase and the Dutch
guilder apprecfate at its
expense, then the baskot would
be enlarged to maintain its
guilder valua. -

The “hard Ecu" (first
emerged In a Report for the
Invisible Exports Council by
Sir Michael Butler of Hambros
and Mr Paul Richards of Sam.
uel Montagu. This was origi.
nally presented to Mrs
Thatcher on whom 1 am told
on all sides that Sir Michael |
performed “a magnificent sell-
ng job.” But Mr Major was
anxious to emphasie last night
the differences between Butler
and the British Government's
latest proposals.

In Stage Two the EMF would
issue hard Ecu deposits or
notes in cxchange for natlonal
currencies, Initially, the inter.
ost rates it would pay would be
derived from a welghtod aver-
age of the interest.-bearing
~deposits 1t recolved in difforent
currencies. But eventually, as
the market develaped, the EMF
could in Mr Major's words
move to “setting interest rates

Fund's sc T'_‘E[fdﬂ% June .2.1:.3 930

= by the normal central banking

techniques, through the cre-
ation of money market short.
ages which would be relleved
at the chosen interest rate.”

Such techniques presuppose
that the hard Ecu would have
developed sufficlently towards
a European money for banks to
wish to hold reserves at the
EMF, as they do at the Bank of
England or Bundesbank. If the
EMF were to develop thus far,
ther it would be an embryonic
European central bank, with
all the supranational clements
the Prime Minister dislikes, Its
objectives could be achieved
more simply, and without
excursions into unresolved
monetary theory, by the Delors
route.

The Bundesbark has always
opposed parallel currencies.
partlv out of understandable
fears that they would be infla-
tionary, and partly on the
grounds that they would be

- unnecessary. [ doubt if any a

priori reasoning could deter-
mine in advance whether the

' proposed techulgues could
I ellminate the inflationary dan-

ger. But as the head of the
Bundesbank, Kart Otto Pghl,
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At last,

something
better to »°
bite on ﬂ

OHN MAJOR dropped another

cat among the Euro-pigeons

' last, night when he advocated
the introduction of a new currency
(the ecu or European currency unit)
into circulation in all EC countries
as a “gradualist” alternative to go-
ing for the “Big Bang"” solution of
full monetary union. The trouble
with big bangs is that they are some-
times followed by other explosions;
and the Chancellor is worried that
the creation of a new, all-powerful
European Central Bank, unaccount-
ble to national parllaments and

' ‘backed by a common monetary pol-
“icy, will not secure the inflation free

zone which everyone wants. He ar-
gues that countries need differing
levels of interest rates in order to
eliminate inflation before even
thinking about anything as radical
as full maonetary uanion. .

The trouble with this argument is
that it sounds suspiciously like say-
ing that Britain won't join a mone-
tary union untll she doesn't need
one — le when inflation has been
brought down permanently by our
own efforts. Meanwhile the Major
scheme would sangtion monetary
perrmoissiveness in.any country that
felt 50 inclined (for example in ad-
vance of an election). Moreover,
would the new proposals have street
credibility unless the ecu became
common legal tender?

"But that doesn't slter the positive
side of Mr Major's gradualist ap-
proach. Most people would welcome
and benefit from the first step:
whieh is to encourage the use of the

existing ccu (largely confined to
bond Issues by international banks)

by issuing notes for general circula-
don. A new Buropean Monetaty
Fund would provide ecus on de
mand in exchange for community
currencies (thercby avoiding, it is
claimed, the Inflationary qangers of
printing ' money). This would be an
instant hit with business travellers
and tourists who are perpetually

‘wortried about what currency they

should change their money lnto.
The second stage would be to cre:
ate a new “hard” ecu which would
not just be a fluctuating average of
existing currencies (the gxisting ecu
is revalued every day) bata genuine
currency in its own right which, Mr
Major says, would never devalue
against other community curren.
cies. This, as he readily acknowl-
edges, is similar to a suggestion
mada recently by the British Invisi:
ble Exports Council.
. The whole notion clearly needs

BANK OF ENGLAND INT DIUN

considerable scrutiny and debate;

but it doss appear to be a positve
improvement ‘on the “competing
currencles” proposal of his prede-
cessor Mr Lawson. In particular, the
Bank of England and its sister insti-
tutions in other countries would be
required to repurchase their own
currencies from the Fund for hard
currencies in order to eliminate the
inflationary possibilities associated
with the Fund’s money-making pow-
ers. Given time — and legal respect-
abllity — once the ecu is released
from captivity, it could become the
common currency which the Gov-

_ernment has until now eschewed.

It remains to be seen whether Mr
Major's proposals are treated with
the same European disdain as Mr
Lawson's earlier version. The first
signs are of an idea still under-
baked. But that is betfter than no
baking at all. Germany and France
have stirred up an almost unstoppa-
ble momentum towards full mone-
tary union — with British authority

sadly undermined by our absence .

from Exchange Rate Mechanism. It
wiil do Mr Major's bargaining (and
political) power no harm at all if his
further thoughts prove, as well they

may, positive enough to attract still
further thought anmongst our
partners.
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MAIN POINTS OF INTEREST IN THE PRESS

21 JUNE 1990

1 Europe, EMU

The Governor's appearance pefore the Lords Select committee is

covered by the FINANCIAL TIMES (5) which highlights his preview of
the Chancellor's "hard ecu" proposal.

Wide coverage is given to the Chancellor's speech and the
accompanying briefing (6-23). Most commentators take a positive
line, giving the Chancellor full marks for steering a difficult
path between the Prime Minister and his European counterparts.
Some are stuck by the extent to which Stage 1 is now taken fox
granted - a sign that Messxs Major and Hurd are winning the battle.
The TIMES sees the "hard ecu" as cunningly crafted "“to pass muster
with Margaret Thatcher, a currency that manages to be anti-
inflationary, Buropean yet not German, an astonishing creation"
(L2 At the same time the paper feels that Mr Major will not
satisfy the enthusiasts in Europe, but at least he will Keep
Brussels talking through a delicate period. sarah Hogg speaks for
most when she says that the new proposal is gsuperior to the
competing currencies model - a proposal that deserves to be taken
seriously by the rest of the EC. The TELEGRAPH Comment column
points out that many have the distant dream of a single European
currency, but only the Treasury is attempting to survey the ground
in between.

The only discordant note comes from Samuel Brittan, who dismimses
the "hard ecu" as a backward step. He sees some form of EMU as an
inevitable outcome of ERM entry, which he feels is the biggest
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MAIN POINTS OF INTEREST IN THE PRESS

21 JUNE 1990

1l Europe, EMU

The Governor's appearance before the Lords Select Committee is
covered by the FINANCIAL TIMES (5) which highlights his preview of
the Chancellor's "hard ecu" proposal.

Wide coverage is given to the Chancellor's speech and the
accompanying briefing (6-23). Most commentators take a positive
line, giving the Chancellor full marks for steering a difficult
path between the Prime Minister and his European counterparts.
Some are stuck by the extent to which Stage 1 is now taken for
granted - a sign that Messrs Major and Hurd are winning the battle.
The TIMES sees the "hard ecu" as cunningly crafted "to pass muster
with Margaret Thatcher, a currency that manages to be anti-
inflationary, European yet not German, an astonishing creation®
(12). At the same time the paper feels that Mr Major will not
satisfy the enthusiasts in Europe, but at least he will keep
Brussels talking through a delicate period. Sarah Hogg speaks for
nost when she says that the new proposal is superior to the
competing currencies model ~ a proposal that deserves to be taken
seriously by the rest of the EC. The TELEGRAPH Comment column
points out that many have the distant dream of a single European
currency, but only the Treasury is attempting to survey the ground
in betwecn.

The only discordant note comes from Samuel Brittan, who dismisses
the "hard ecu" as a backward step. He sees some form of EMU as an
inevitable outcome of ERM entry, which he feels is the biggest
single transfer of sovereignty (17).
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BANK OF ENGLAND INT DIUN
'GCONOMIC AND MONETARY UNION

B8y Peter Norman, Econamics Correspondent

MR ROBIN LEIGH-PEMBERTON, the
Governor of the Bank of England, yester-
day gave peors a preview of Britain's plans
for a market-based evolutionaty approach
towards economic and monetary union
using a development of the European-Cur-
rency Unit (Ecu).

He told a meeting of the House of Lords
Sub-committee on European Economie,
Monetary and Political Unjon, that Britain
would be prepared to promote the Ecu
after Stage one of economic and monetary
union had been running for about four to
five years.

By this time, operation of the exchange
rate mechanlsm of the European Monetary
System would have successfully minim.
ised currency movements in Europe.

At this point, which would mark the end
of Stage one of the Delors committee pro-
gramme for achieving EMU, the Eeu
would he virtuslly constant fn that it
would no longer consist of 12 diversifying
national currencies. A European Monetary
Fund (EMP) would be setl up to issue Ecus

as a parallel] EC currency in return for
national currencies.

Central to the plan, which owes much to
earller proposals put forward by Sir Mich-
ael Butler, a former diplomat and director
of Hambrus Bank, is the idea that the Ecu
should be as strong as the strongest BEC
currency and so gradually play a bigger
role in EC monetary affairs.

Britain was now proposing a firm_ rule -

by which any issue of Ecus against a
national currency by a future EMF would
have to be matched by the withdrawal of
that national currency to the same value,
the Governor said.

Mr Leigh-Pemberton said this proposal
for a “hard Ecu" would overcome one of
the problems surrounding development of
the Ecu as a parallel currency, Other cen-
tral banks. and the Wes{ German Bundes-
bank in particular, had objected that a
parallel Ecu would rirk increasing the
EC's money supply and so pose an infla-
tionary threat.

The Governor said the new proposal

44 1 6@t S561 @3
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‘ .
would Le a means of enforcing strict mon.
etary policy in the EC. It would not
amount to imposing one curroney on the
Community. Instead, it would give institu-
tions the opportunity to chooze the Ecu if
they thought it was more sound than their
national currencies.

There were “some very attractive ele.
ments” in the latest plan, the Governor
said. Initially, he had been sceptical about

* Sir Michael's ideas, he said. “But I've been

converted.”

He sald he would hope to convince his
fellow EC bank governars of the merits of
the proposals at their next meeting on
July 10 in Basle, Switzerland.

Mr Leigh-Pemberton described the latest
British proposals as “a very useful inter.
mediate step between the 12 existing EC
currencles and a single EC currency.”

However, he made clear that in his view
Europe should move to a single currency
as quickly as possible, if and when it
achleved a locking together of existing
currencies.

Thursday, June 21, 1990 _
[

Governor outlines how Ecu may dev
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- Major unveils
plan for hard
Kuropean unit

By CoLiN NARBROUGH, ECONOMICS CORRESMONDENT

199v-v6-21

19:01

THE TIMES

THE chaneellar, John
Major, last night pro-
poscd a **hard™ European
currency unit parallel to
Europcan Community
currencies that could be-
come the single EC unit.

The hard ecu would be
managed by a new institution,
a Europcan monctary fund,
rather than the EC central
bank. or “Eurofed", foreseen
in the Delors plan for Euro-
pean monetary union and o
strongly opposed by Margarct
Thatcher.

But Mr Major’s id¢a is not
warm cndorsement of a single
currency. This is seen as a
possibility for the “*very long
term, if peoples and govern-
ments so choose™. His pro-
posal comes before next
week's community summit in
Dublin where monetary union
is high on the agenda.

While the chancellor ssid
the single currency quéstion
was not a decision to be taken
now, Robin Leigh-Pemberton,
governor of the Bank of
England, made clear that he
did not share the prime min-
ister's view that the decision is
not for this generation. Before
a Lords select committee, Mr
Leigh-Pemberton supporied
the hard ecu plan, but under-
lined that he would not back
anything inconsistent with the
ultimate Delors goal of a

THE POUND
ve
THE MARK

r2.70

Jan Feb Mar Apr May Jun
single currency and a Eurofed.

Mr Major's propasal, based
on an initiative last month by
Sir Michae! Butler, a former
British ambassador 10 the
community, fulfils the govern-
ment's pledge 10 produce
aliernatives 10 Delorg plan,
For the government, the
scheme has the attraction of
retaining the Treasury's
“evolutionary" approach to
monetary union, allowing the
market to decide which cur-
rency it favours, It provides
for currency competition, a
concept {aunched by Nigel
Lawson, the former chancel-
lor. without necessarily lead-
ing 10 mark supremacy,

The ccu would not be
allowed to weaken when par-

BANK OF ENGLAND INT DIUN

ity rcalignments take placc in
Europcan  monetary” system
currencies. This would make
the unit the firmest ERM
currency. The hard ecu 15
forescen coming to play when
all communily currencics
have been Lrought inte the
monctary system exchange-
raté mechanism. -
Mr Major reaffirmed the
government's commitment to
j0ining thc ERM. but only

when its conditions are met.
Expectations of fresh guidance
on the mechanism, boosted
thc pound on the foreign
exchange markets, The rade-
weighted index closed 0.4
higher at 90.8.

In his address to a German
Industry Forum dinner in
London, the chancelior made
clear his proposal was based
on a completed stage one of
the Dclors plan, when all
community currencies would
be in thc mechanism,Echoing
Mrs Thatcher's view that the
community should not create
institutions that exclude the
emergent democracies of East-
em Europe, he said conclu-
sions were needed that “take
all of Europe’s nations for-
ward.” He restaied the gov-
emment’s refection of a
Eurofed for i1s lack of political
accountabiiny. and because a
single monetary authority
would not be able to deliver
the necegsary economic and |
low inflation pedformance. |

44 1 6801 5561 B5

Thursday, June 21, 1990 _

Mr Leigh-Pemberton gaid
the central bank governors of
West Giermany, France, the
Benelux countries and, pos-
sibl{ Denmark, believed they
could glrcady operate fixed
exchange rates between them-
selves, creating an inner, fast-
track group in the EMS, But
Mr Major gave a warning that
auempts 10 impose rapid.
101al solutions presumed far
greater €Conomic convergence
thanexists. *I1 is far from self-
evident to me that such
convergence is 10 be achieved
by means of a single common
monetary policy."

The key 10 progress, he said,
is promoting convergence of
economic performance, low
inflation and stable exchange
rates by building up the
infant ecu®. The European
monetary fund would act as a
currency board, providing
Ecus on demand in cxchange
for community currencies. It
would only issue ecu notes
fully backed by its holdings of
communily currencies,
thereby presenting no threat 1o
inflation. Interest rates on ecu
loans would bc based on a .
weighted average of interest
rates in its constituent cur-
tencies. giving the fund no
role in sctting raics.

Comment, page 25
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‘Major seeks to break EC deadlock
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Euro-currency

plan for tourists
and business

By Anne Segall, Economics Correspondent \

A NEW EUROPEAN curren
use throughout the Comm
Chancellor, last night as th
for monetary union in Euro
Downing Street summit onl

The Major plan invoives a
new currcacy based on the
EC's existing monetary unit.
the Ecu. [t would operate
alongside existing currencies.
but not replace them ~— and
would be exchangeable for
pounds, francs or
Deutschemarks.

He told a meeling in London
of the German Industry
Forum: “The idea could catch
the popular imaginaiion, and
as notes came {o be used more
frequently it could help the
development of large-scale
markets in Ecu deposits,

“In time, the Ecu would be
more widely used. It would
become a coinmon currency for
Europe. [n the very long term,
if peoples and governments so
¢hoose, it could develup into a
single currency, But that is «
decision we should not take
now, fur we cannot ye! foresee
what the size and circum-
ﬁtap_ces of the new Lurape will
e,

Mr Major was so keen to find
a platform for his initiative
that he asked Mr Lamont.
Chief Secretary, who was due
to spesk. to stand down.

Ile drew a strong distinction
between creating a single cur-
rency theough a process ol eva-
lution, based on consumer
choice, and the *“hig bang™
approach fuvoured by [rass-
els. The plans lor munctany
union developed by M Jacques
Delars, £C President, would
abolish individual currencies
and wrest control of pational
finances toam the individual
goveramaents of Eurnpe.

¢y which businessmen and tourists could
on Market was proposed by Mr Major,
e cornerstone of a radical alternative plan
pez.41-1115 mmat;vc, which was agreed at a
: v 1ours earlier, is an attemp

the deadlock in Europe over the future direction of the f:o:ﬁfrffn?fﬁﬁ
and prevent Britain being left behind as the pace of economic and

- monetary integration intensifies.

Mr Major said the Govern-
ment _had “substantial objec-
tions™ to the Delors approach,
but that did not mean progress
could not be made,

The Chancellor warned that
attempis (o fvist a single cur-
rency on Europe without
allowing member glates Lo feel
their way towards it risked
ending in failure, particularly
as EC members are still at dif-
ferent stages of devclopment.
“Without greatly increased
convergence, monetary union
slervly would not work," he
said.

A prematurc atlempt to
implement it would be unsus-
tainable and hence a huge set-
back. damaging both ¢cconomi-
callv and politically, and would
lecad not to unity. but to
disunity.”

Yesterday's speech under-
fines the determination
expressed in recent weeks by
the Chancellor to take Britain
into the Europecan cxchange
rate mechanism as soon as
practicable and play a con-
structive role in developing
future plans. .

The possibility of an autuinn
entry date has given the pound
a huee boost v the exchunges,
allowing it to appreciate by
five por coat agoinst the Ger-
man markh,

The Government has
accepted stage one of the Dae-
lors Plan which begins on July
1 and which requires all the
currencies of Furope (0 cotie
tegether in a3 managed
exchdnge rate system. But it
rema.ns fundamentaliv
oppused to the final stages of
the plan, involving the aboli-

tion of natjonal currencies and
thc ¢reation of an independent
European central bank. !

The Chancellor's “"hard Equ™’
plan is designed to spark a
wide-ranging debate on the
future of Europe at the forth.
coming Dublin summit and at
the inter-governmental confer-
ence in December. and appeal
to the Germans,

There has been same con.
cern that Britain could be left
behind in a two-speed Europe
by failing to take a positive
approach but Mr Major made
it clear vesterday that he
would not be prepared to coun-
tenance arrangetnents which
applied at different times Lo
ifferent countries,

The British plan is a refine.
ment of an earlier scheme for
competing currencies devel-
oped by \Mr Lawson when he
was Chancellor, snd presented
hy Mr Major last November,

It is based on the view that .
Europe should work gradually |
towards a united ¢urrency and |
should allow the market Lo set .
the pace. It also enshrines the .
principte of “subsidiacity™
which means Brussels shonld ¢
no!l be allowed (o encroach an [
the powers of individual Euro-
pean countries unless absor
lutely necessary.

‘The ~hard en® would be
manuped by a Buropean Mone- 1
tary Faud an such a way as to
avuill inceeasing the supply of
money e Curope i an infla-
tionary way. Exchange rate
and interest rate adjusiments |
would be allowed to ensure it
was ahwavs worth more than
the strongest individual cur-
rency in furope.

44 1 681 5561 B6

Thursday, June 21,.1990
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@ Philip Juomewssee oot
Major auaveiled his proposals
less than a week before a Com-
mon Market summiit in Dublin, ¢
Mr Major, supported by Mr.
Hurd, Foreign Secretary,
secured Mrs Thaicher's final
agreement vesterday, the most
positive acknowiedgement so
far that Britain cannot stop the
momenivm for coonomic aad

moneldry union in the
Community.
The meeting was slso

attended by Mr Ridley, ‘'[rade
and Industry Secretary, and a
leading opponent of Dritish
membership of the European
exchange rate mechanism. The
Peime Minister finally ini.
tialled the draft of Me Major's
speech yesterday morning.

The Major plan will be seen
as a further indication that the
Chancellor and Mr Hurd are
winning their battle to per-
suade Mrs Thatcher 1o adopt o
more positive atlitude towards |
the CRA and to take an active
pact in Commuon Market talks
o monetary univn in order to
avoul Oritain Leing shunted
into a second tier behind
France, Germany and the
Benelux countries

Mrs Thatcher remains
implacably opposed to a single
European currency which
wauld replace the pound. Mr
Major's initiative 15 intended
o pul forward a practical alter-
nalive and demonstrate the
Government's gowdwill,

.
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Chancellor proposes fund to manage new currency

Wil Hutton
Roonomlos Editor

OHN Major, the

Chancellor, last

night launched an

important substi.

tute proposal for the

second stage of the
Delors plan for European Mon.
etary Union. Instead of a Euro-
pean Central Bank, Mr Major
proposes ostablishing a Euro-
pean Monetary Fund that
would steward a new Euro
currency, still to be called the
Ecu, that will be permanently
guaranteed to hold its value
egainzt the strongest currem-
cles in Buropo:

Politically, the plan will be
seen as a victory for the Major-
Douglas Hurd camp inside the
Cabinet, urging a more pur-
poseful approach to the whole
debate on European union, es-
pecially in monetary matters.

It also has the atirgction. for | beea

the Conservatives, of ou{flank.

ing the Labour party, whose’

oarly commitment to ghe Euro.
pean Monetary System won it
political advantuge, and allow-
Ing the Prima Minister to pres-
ent herself as a *“good Euro-
pean™ at the summit of
Buropean Community minis.
ters in Dublin next week.
Speaking to the German In-
dustry Foruun at the institute of
Directors in London, Mr Major
reiterated his commitment to
taking the pound into the ex-
change rate mechanism of the
EMS ag soon as “our well-
known conditions are met”,
and underscored his enthusi-
asm by outlining his own pro-
posals for what should follow.
The central plank in his inf-
tiative is the creation of a new
European Monetary Pund that
would manage the ERM, lend
money 1o those countries with

S ST e coremame—

medium-lerm  balance of pay-
ments difficulties, and co-ordi.
nate intervention between EMS
member cuivencles and non-
member cuwrrencies like the yen
and the dollar.

he most significant function
of the fand would be its role as
a4 currency board, managing
(tgngumpean Currency Unit

The Bcu already exists as a
common currency for Europe,
its value dotermined as an aver-
age of all member country cus.
rencios — weighted to refiect
thelr varying economjes,

Mr Major wantz his fund to
fssue Ecus as bank notes for
use across the commnunity, and
for the Ecu to enter the ex-
change rate mechanism like all
the other European currencies.

The Treasury's proposal last
year for competing currencies
in Europe — its first sally into
the debate on monetary union
— was criticised as inflationary
use the supply of Eous
would bé potentially limitless.

Mr Major said the new EMF
would only be allowed to issue
Bous to if they were
backed by the various. curren
cies that made up the Ecu. To
ensure that the Ecu held its
value against the strongest cuy-
rencics, he proposed that in any
ERM alignmetits the Ec would
always be revalued in Une with
whichever currency moved up.

To add to the currency's anti-
inflationary credentials, if the
fund felt it had swapped too
many Ecus for any onc member
country’s currency then |t
could insist the central bank in
question give it another hard
currency as a substituta,

Ecus “could provide a natu.
ral currency for tourists and
business travellers,” sald Mr
Major, although the Govern-
ment, {or example, would stil)
expect to have its taxes paid in

Major setg'
out Europe
alternative

sterling.

European monetary union is
on the agenda in Dublin and
glrs 'lrha&léer and Mr Hurd, ul;g

oreign re , are exm(
to float the new %ﬂdsh plan —
the first significant new EC in-
stituion Mrs Thatcher will
have proposed,

Reactions, howover, are
likely to bo cool. Bundesbank
sources last night said the pro-
B o e o
or “a ependant Cen
Bank with
hard currency autonomously",

Without a central authority
relating tho amount of cur-
rency to the saynount of goods
nnmrvioesf there was w]a‘ys
a er of monetary policy
being too lax or too tight, they
said. The simplest and cleanest
approach to monetary union |
was that proposed by the presi-
dent of the European Commis- |:
sion, Jacques Dejors.

There should be an indepen.
dent central bank administer-
ing a single currency, end
countries showld accept that
their spending, taxing and bor-
rowing plans need to be co-or-
dinated to ensure the new
regime i introduced as patn.

lessly as possible,
The Government will stress
the practicality and gradualism

of its proposals, and the fact
that whatever EC countries say
in public, few relish giving up
soverelgnty over thelr mone
tary and budgetary policies.
Even {f the ({nitiative ad.
vances little beyond the Dublin :
gmnmlt.ril} will be tak;zﬂn abs {:jvl- !
ence of the progress Mr or
and Mr Hurd are making in
persuading Mrs  Thatcher 10
modlfy her approach to Europe.

Ho East Qerman spanding
spree, page B; Clty Notebeok,
fage 11] Leader comment,
page 18

the power to create | -
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' Chancellor’s speech brings Ecu in the pocket nearer

Britain warms
to European
monetary union

JOIIN MAJOR, the Chanceltur
of the Exchequer, last night firmly
shilted government policy towards
constructive negotistion over Eu-
fopesn monctary union with a
plan for a new currency backed by
a European Monetary Fund,

The fund would issue bank
notes in the naw European cut-
reacy which Mr Mujor said could
“provide o netural currency for
tourists and business travellers,
The idea could catch the popular
imagination,"

The proposal for a new cur-
tency deéveloped from the existing
Eurvpean Currency Unit (Eeu)
comes only duys ahead of next
week's EC summit in Dublin.

It takes a gradualist approach to
monctary integration, and is the
culminution of a campaign by the
Chancellor and the Foreign Secre-
tury, Douglas Hurd, to canvince
Margaret Thatcher 1o modify her
vutnight opposition to the later
stages of the EC's Delors plan for
monetary union. This envisages a
common European currency and
central bank.

Mr Hurd confirmed at a Com-
mons lunch that Mr Major’s
spuech, tv the German [ndustry
Forum at the Institute of Direc:
o in London. had been op-
proved by Mrs Thatcher. Against
the background of fierce attacks_
un cluser monetary integration by
Nicholus Ridley, the Secretary of
Stute for Trade and Industry, Mr
§lurd denied ¥ ministerial split.

The priority given to the speech
by the Chuncellor was shown by

By Peter Rodgers
and Colin Brown

his unexpecicd decision 10 sk his
deputy Norman Lament to sep
aside 50 he himself could use last
night's speech as & platform.

The proposals, developed with
the help of the Bank of England,
were presented by officials as
ideas rather than a blueprint.

evwill not be formally tabled in
Dublin, though they are bound to
be‘l"ihw: l b h

e praposals t opern: the
door to British parlt';lc%pltioelein de-
tailed negotiations on the shape of
stage 2 of the Delors plan, without
completely shutting the door on
stage 3, the single Buropean cur-
rency and central bank to which
Mes Thatcher 20 vehemently

nb‘ﬁcts.

r Major said of his new pro-
posafi “In time, the Eci would be
more widely used: it would be-
come a common currency for Eu-
rope. In the very long term, if peo-
ples and governments so choose, it
could develop into a single cur.
rency. But that is 8 decision we
should not take now."

Qn @ technical level. the Major
plan uppears to be aimed mainly
at convincing the West German
Bundesbank that there is an alter-
native cvolutionary way of setting
up a European monetary bodv.

The idea is gradually (o convert
the Ecu. ar presenl a basket of
commumly money, ino a cur-
fFONCY in i own right, managed by

a_ European Monetury Fund
(EME). lnitially the EMF would
be a low-key currency board, issu-
ing CCU bank notes. aimed nt
tourists and busincss travcllers.

Later, a new currency, the
“hard Ecu,” would gradually win
acceptance 88 4 comniunily cur-
rency alongside exisiing national
money.

fi would be maintained by the
EMF a3 the strongest currency in
the Exchange Ratc Mechanism.
Mr Major said it would become *-a
genuiine currency in its own right™".

Although Tory MPs said no
ground had been conceded be-
cause the Chance!lor had rejected
stage 3 of Delors, the proposcd
EMF would in its later stages have
many of the characteristics of a
central bank, and it would be a
short step (o adopting the “hard
Ecu” as a single eurrency.

In the longer term, Mr Major
said that as well as managing the
Ecu, the EMF could manage the
ERM and co-ordinate Cucopean
exchange ratcs against the dollar
and the yen,

Mr Major acknowledsed thut
his proposal was derived from a
paper by Sir Michael Butler,
chairman of the British Invisible
Expurts Council, and Paul Rich-
ards, u direclor of the merchant
bank Samuel Montugy, irst pub-
lished In The Independent.

1t is far more sophisticated than
a plan by the former Chuneeltor,
Nigel Lawson, for a system of
compceting cureencies which re-
ceived a cool reception.

44 1 601 5561 ©8
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The Treasury and the Bunk

claim to have avercome the ob-

jection to the Butler plan o a
“hard Geu® — that it would b in-
flagionury  because  the EMF
waould be forced  bail out ¢coun.
trics whose cutrencies collapse tw-
cause of mismanagement,

T'he Treasun propoval wouid
allow the EMF to dumip the cur.

rency of a country whose economv
is budly managed back in its lap in
exchange for the domestic centrat
bank’s forcign exchange reserves
and, if problems continued, the
“hard Ecu" would rapidly replace
the unrelinble domestie eurrency.,
Peter Jenkins, page 27

Text of speech, pupe 29
Commentary, pape 29
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U.K.'s Major Proposes ECU
Asthe EC’s Single Currenc

Hy Tis CARRINGTON

Staff Reporter of THE WaLL ETeeer JoumnaL

LONDON - British Chancellor of the
Exchequar John Major proposed a new plan
for European mohetary union, based on
raising the status of the littlc-used Buropean
currency unit inté a widely circulated
common currency. Under his plan, the ECU
eventually would become the single cur
rency for the European Community,

The proposal, which Mr. Major plans to
bring up at next week's EC summit in
Dublin, marks a sig- gl s,
niflcant  departure  ZINS
from the Thateher
government's bian-
ket opposition to the
concept of monetary
union and a single
curreccy. Still, the
fdea may be seen by
some of Britaln's EC
partners as a delay-
ing tactie, or as an
fnadequate  substi- Y
tute for the blue- [
prints aircady under
discussion.

The new British counterproposal,
 sketched out In a speech Mr. Major

i A

WA - PN
John Major

prepared for delivery to a West German'

industrial group here last night, followed
hints that the Thatcher government had
softened its opposition to Buropean mone-
tary cooperation and that it planned to push
the pound into the current exchange-rate
mechanism of the European Monetaty
System. The perceived thaw, along with
expectations that Britaln would soon fully
Join the EMS, has strengthened the relative
value of the pound and spurred a rally in
U.K. stocks and glits, (Story on Page
1.)

European Monetary Fund

Under Mr. Major's concept, the vehicle
for elevating the 10-year-old ECU would be a
new institution calied the European Mone-
tary Fund. This organization would act asa
currency board, Issuing ECUs in exchange
for natonal currencics. However, the plan
envisionz making a **hard ECU™ that would
be guaranteed against any decline in value
relative to existing EC currencles.

A Treasury officlal reasuned that the
ECU "would be made more attractive by
ensuring that {t's going to be the strongest of

0 At = e

Ve
%"
the currencies.”” More businesses, gEvcm‘

ments and financial Institutions would use
the ECU In internauonal transactlons as
well as internul accounting. Eventually,
UK. offictals say, it would replace today's
pounds, francs and marks, ’

“ECU bank notes could provide a natural
currency for tourists and business trav-
elers,” Mr. Major sald, “The ldea could
capture the popular imagination; and us
notes came to be used more frequently it
could halp the development of large-scale
markets in ECU deposits.”

By emphasizing the play of iarket
forces to promote the ECU, Mr. Major's
proposal differs from approaches currently
under diseussfon, which call for creation of
8 new central banking authority or
“EuroFed” that would arrange a transiiion
to a single currency. The Thatcher govern-
ment opposes this approach on the grounds
that the EuroFed wouldn't be politically
accountable to nationa! governments.

The proposed European Monetary Fund
wouldn't be directly accountable elther, but
it would have fewer powers, Interest rates
on ECU deposits and loans would be set by
the welghted average of interest rates of the
eurrencies making up the ECU, The ar-
rangement would come after all EC nations
have brought their inflation rates Into
convergence and joined the EMS exchange-
rate mechanism, which holds ecurroney
fluctuations within set bands.

‘Serjous Proposal’

Malcolm Levitt of Ernst & Young Man- -

agement Consultants, characterlzed the
plan as “definitely a serious proposal that
will present the U.K. in a much more

positive light' in the push toward monetary ;

Integration. But he predicted eritieism from

the Continent along the lines that the plan
could take too much time to enact, leaving
too much to “the vagarics of the private
sector."”

‘The Thatcher government Is hoping for
some sign of approval ffom the West

Germans, whose powerful Bundesbank °
plays 2 key role in shaping any future °

monetary arrangements. {n the past, the

central bank has been cool to the idea of -

croating a parallel currency alongside
existing EC forms of money, Bundesbank
officlals have warned that such a system
could increase the money supply and make
it harder to contral infation.
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