8th October 1990

From:

Our next meeting will be held on Tuesday, 9th October, at 5 p.m. in
Room 446, and will be devoted to the "Hard ecu plan" ().

Copy to:

Dr. H. Bockelmann (for information)
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1, Introduction

On June 20, 1990, Mr John Major, Britain's Chancellor of the
Exchequer, proposed the creation of a new EC-currency (the hard ECU) that
would circulate alongside the twelve other EC-currencies, would guarantee a
high and stable degree of price stability, and would be managed by a new
European institution. Mr Major's proposal was not given a strongly positive
reception in the ensuing months, but neither was it altogether discarded.
Indeed, it re-emerged most recently in a slightly different form as Spain's
minister of Finance gave his support to the idea of the creation of a
European Monetary Fund issuing hard ECUs during the meeting of EC ministers
of Finance in Rome on 7-9 September. Moreover, even within German circles,
some attention has been given to the development of a European currency
that over time would gain in purchasing power. Rather than considering the
introduction of a new currency, the German idea consists of strengthening
the existing ECU by allowing a progressive increase in the weight of
appreciating currencies included in the ECU-basket.

The British proposal of introducing a strong currency
circulating alongside the existing EC-currencies is not altogether new.
Already in 1975 a group of economists advocated in the so-called "All
Saints' Day Manifesto" the introduction of a parallel currency, the
purchasing power of which would be guaranteed through conversion rules for
the individual national currencies. In later stages, control of its value
would need to be organised not by conversion rules but by the adoption of a
European monetary supply rule designed to achieve a high degree of price
stability.

The Delors report on economic and monetary union briefly deals
with the issue of introducing a new currency that could provide competition
against existing EC currencies. Such a parallel currency strategy was
however not supported by the Delors Committee because it was judged to
exert a potentially negative impact on the inflation performance of the
member countries and would further complicate monetary policy coordination.
The British hard ECU proposal distances itself, however, from this
strategy, given that it does not propose an autonomous creation of new

money, but the transformation of existing currencies into hard ECUs.




The hard ECU proposal builds on the presently existing EMS
framework given that it incorporates the ECU but strengthens its value, and
given that it still allows individual central banks to pursue their own
monetary policies but would impose greater discipline upon those central
banks that adopt overly lax policies. The proposal is essentially meant to
fill the gaps in the Delors Committee report that in the opinion of the
British authorities, have been left unaddressed, in particular the report's
elaboration of the measures to be taken during the second stage of the

process towards monetary union.

2. The basic framework of the hard ECU proposal

Although recent official discussions and statements indicate that
the hard ECU proposal as an alternative approach towards European monetary
unification has stirred interest, the actual elaboration and documentation
of the concept of the hard ECU and the mechanisms through which it would
work, have been somewhat disproportionate to this apparent interest. The
basic ingredients of the proposal have been made public only in a number of
speeches by Mr Major and Mr Leigh-Pemberton and are spelled out in slightly
greater detail in a short Press Briefing put together by the Bank of
England. On the basis of these rather sketchy official documents, the

following main points of the proposal can be distilled.

l. In contrast to the present ECU which is a composite currency
reflecting the average performance of the constituent EC-currencies, the
hard ECU would be a new currency, the parity of which could never be
devalued in relation to any EC-currency. Subject to the ERM's margins of
fluctuation, it would be at least as strong as that EC-currency with the
best record of preserving its purchasing power.

2. The exchange value in terms of national currencies would be
guaranteed by the individual central banks. They would accept the
obligation to maintain the ECU value of the national currencies that are
converted by the private sector into hard ECUs.

3. The creation of hard ECUs would be the responsibility of a new
European institution =-- the European Monetary Fund in Mr Major's
presentation of the plan or the Hard ECU Bank in the Bank of England's

briefing paper -- owned and managed by the individual central banks. In
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return for national currencies this Fund would issue hard ECUs at an
exchange rate set within the allowable fluctuation margins around parity,
The European Monetary Fund's (EMF) assets would therefore consist of EC

national currencies, while its liabilities would be hard ECUs. The EMF £5¥33~§3

would remunerate the private sector's hard ECU assets at an interest tate\fff‘?‘f*

of its own choosing. :§~;{;\:;1\_
4. Although individual monetary authorities retain the right to

determine their own policy stance, policies resulting in too lax domestic

monetary conditions could be counteracted by the EMF by requesting the 'k\m(.g\

national monetary authorities to repurchase the EMF holdings of thg}r ‘&thgm‘

respective national currencies against third currencies. o AR : §Q<Q¥buk
5. Managing the interest rate on its hard ECU 1liabilities would s,

represent the basic tool with which the EMF can affect demand for this new

currency and, in turn, the liquidity conditions in the individual

countries. As such, it has at its disposal a technique to implement a

collectively agreed, anti-inflationary policy for the community of member

states as a whole.

3. Possible theoretical background of the hard ECU proposal

A prime objective to be pursued during the first two stages of
establishing a monetary union in the Delors plan is the realisation of
greater convergence of economic and monetary trends in the EC member
countries. The Delors plan accordingly specifies a number of institutional
and policy-related steps that are expected to move the Community closer to
this objective. In a number of recent official pronouncements, some
reservations are starting to be expressed about the degree of convergence
in the monetary field that can reasonably be expected to be achieved in the

years to come. It is feared that the community will achieve some degree of

convergence, not at a rate of community-wide inflation that represents \%\c}»{ﬂ‘\

broad price stability, but one where inflationary pressures in the EC o ¥ W””?Si
. . ~ M\ ST

member countries tend to approximate some higher average level. - A\

Rather illustrative of these fears is the apparent current waning
of German support of monetary unification in Europe. It is largely based on
Germany's perception that a too hasty implementation of the institutional
measures and policies spelled out in the Delors plan, would not allow a

number of member countries to sufficiently align developments 1in their
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economies with the prevailing trends in those countries where price
stability is the single most important objective of monetary policy.
Worries are expressed that too rapid moves towards delegating national
monetary policy responsibilities to a supra-national policy making body
could result in a potential conflict at this supra-national level between\>§
AR

those countries for whom price stability is of primordial importance and
2R}

C , Qorese

those for whom the existence of a vertical Phillips curve is yet to bef“f ad

-

fully proven. More centralised monetary policy making at a too early staé§§

\f‘l
could therefore impose on the inflation-averse countries looser monetary

e /

conditions, which reflect the compromise between the longer term benefits
of price stability and the short term costs of deflation, and would thus
produce an inflation record for the Community as a whole that does not
correspond with price stability. Moreover, even if the advocates of strict
anti-inflationary policies were to succeed imposing their views on
community policies, the need to fall back on an extensive regional transfer
program in conditions of insufficient ecomomic and monetary convergence
might very well frustrate the originally targeted monetary stance.

Implicitly, the hard ECU proposal seeks to avoid these pitfalls
of an overhasty implementation of the Delors plan. By proposing an
additional, external constraint on the conduct of lax monetary policies,
the hard ECU plan attempts to push the degree of convergence, prior to
community-wide policy coordination, not to some average EC-level, but to
that of the country with the best record in terms of maintaining price
stability.

Some insight in the potential benefits of the hard ECU plan can
be gained by comparing the monetary transmission mechanisms in the present
EMS system with the one which would underlie the hard ECU plan. Assume two
countries attempting to achieve a monetary union by linking their exchange
rates. Country A is assumed to favour more expansionary monetary policies,
while country B rigorously pursues price stability. This combination of
policy stances will put downward pressure on the domestic interest rate of
country A, thus inviting capital flows from country A to country B. To the
extent that these capital flows increase the stock of money in country B
and reduce it in country A, interest rate conditions in both countries will
change --interest rates being pushed up again in country A and falling in
country B-- until the additional money creation initiated in country A will

be distributed across the two countries and will be willingly held by the



residents of both countries. This transmission process towards new
equilibrium would therefore imply a deviation in both countries from their
preferred policy path. Some scope exists, however, in both countries to
defend their desired policy stance. Country B could sterilise the impact of

\\»N\

capital inflows on its money supply, thus forcing country A (assuming the \,

latter continues to adhere to its exchange rate target) to undo its initial “= zA

monetary expansion. Or country A might want to impose controls on L g V}M*
cross-border capital flows, artificially insulating the effects of its
monetary policy.

To some extent, the past functioning of the EMS could be
characterised as a combination of attempts on the part of the
inflation-averse countries to sterilise the impact on their economies of ~ Qé\qhy&
looser monetary policies conducted elsewhere in the EC, and attempts on the
part of more inflation-prone countries to avert exchange rate pressures )g%\
arising from their laxer policy stance through capital controls. X Y&“”A@

implementation of the Delors plan would however significantly reduce th?XCZ““\ i N

Q&;hﬁw power of and access to these tools. By insisting on a far-reaching \w$ AMW \L"
liberalisation of cross-border capital flows during stage 1 of the plan, ]
QEE;; the possibility of imposing capital controls would be severely
\Q>4»n cifgqqscr1bed, while efforts to sterilise external sources of money
N»»~“/,\ﬁﬂafp§9t\9n would become increasingly difficult. During the implementation of ‘ .x
tk¢§:\'{§§ the DgTors plan, the maintenance of stable exchange rates between EMS 1),‘“

N o7
= untri f 1 1 incr h nsitiv f ¢ )
dzggka countries is therefore ikely to crease the sensitivity o monetary e wguhii‘
EEAN) conditions in individual countries to other members' policy measures. Even
( when one abstracts from the fact that the present and prospective general
economic environment is likely to be much less propitious to greater

convergence towards price stability in the years to come than it was in the \3\

second half of the 1980s, there seems to be a real danger that the earlier
record of growing convergence toward lower inflation in the EMS will
deteriorate when the measures suggested in the Delors plan are coming into
force. \“. \gz\. \~»\ ]
It can be argued that the safeguards prOpose§ in ﬂiﬁ? Delofs‘ﬁla\&“ggi
against such an eventuality -- basically the further strengthening of\ \ ' )
policy coordination through consultations and recommendations -- are too Y
(& ;§4E§@~vague and not sufficiently binding. The hard ECU proposal indeed refers to
p 3 \\¢§; their vagueness and incompleteness as the basic grounds for proposing an

>

alternative strategy that would offer more foolproof guarantees of
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continuing convergence to price stability. By offering residents the

opportunity to invest their liquidities into a new currency that ranks by

definition alongside the EC currency with the best record of maintaining

price stability, the problem of the monetary spill-over effects of

excessive money creation in one country onto money growth in another

country could be partly or fully avoided. Depending on the extent to which

residents choose to move their assets into this new currency, the

correction to excessive money creation in a given country will have to be

shouldered by this country's monetary authority. More precisely, the

initial fall in interest rates and the downward pressure on the exchange . é@k

rate in the earlier example of monetary relaxation will tend to reverse DW*\X-Qxﬁér

themselves as the excess of domestic liquidity in country A is channelled/ Ykm

into hard ECUs, rather than in the acquisition of strong currency assets in XNQS

country B. Moreover, if the looser monetary stance in an EC country were £S5 SN ¢

be maintained and the EMF were to command a significant amount of assets

denominated in that country's currency, the latter institution could make

use of its right to request from the offending monetary authority the

repurchase of the EMF's holdings of its national currency against stronger LQ&X\Q«
—_—

third curtenc1es, thus effectively bringing about the sterilisation of the ‘5nk§])§g

=

excess money creation in that country. In this sense, the discipline
implied by the hard ECU plan can be likened to the threat of a gold drain
under the gold standard.

If the hard ECU were to prove successful, the policy stance of
the most inflation-averse monetary authority would be much better protected
and its leverage on monetary policy formulation throughout the entire V\Ekr%
Community would be much enhanced. Against this background, it is surptising"u AW
that higher inflation countries such as the United Kingdom and Spain, which ¥ \Wx
stand to be affected most by the disciplinary aspects of the plan, have put “&M “E
most faith into the hard ECU plan. AN FQQL &N

4, Potential problems associated with the hard ECU

In the preceding section it was argued that reliance on the hard
ECU could be viewed as a technique through which additional discipline
could be imposed on those monetary authorities whose policy stance deviates
from the one pursued by the monetary authority overseeing the strongest

currency. While from this technical perspective the hard ECU plan presents
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significant advantages, it is likely to run into major difficulties when

the more practical aspects of the plan are taken into consideration. At
issue is a key precondition for the growing effectiveness of the hard ECU
plan, viz., for it to become a disciplinary instrument upon too lax
monetary policies in some member countries, residents in these countries
should be found willing to hold hard ECU assets. Only then would liquidity
conditions in the domestic money market be affected by the changing
preferences of residents and could the EMF make effective use of the
repurchasing obligations of the domestic monetary authorities. In this
section a number of arguments will be advanced suggesting that certainly in
the short term, but probably also over a somewhat longer time frame,
interest in acquiring hard ECUs can be expected to be only marginal. The
scheme would accordingly not be able to produce a sufficiently high degree %\ -
of disciplinary power, precisely during the initial period of TNE N\
implementation of the monetary unification plan when it is of cruciaftg‘

importance to ensure that the process of convergence towards price g,

Lo
stability throughout the Community is sustained and solidified“wsn §G1Q2>L'\QX¢2QL
AS Lo,
e

WX Nes

by the private sector as an unnecessary addition to the range of currenciei &ﬁ\

h 0 . p , . W WS b
in which it can already invest, as well as a currency with major \ % AN

As it is proposed at present, the hard ECU is likely to be Q?éh

G Ry
shortcomings. The absence of a need for a 13th currency in the EC basicall 5 E§
owes to the fact that in the British proposal the hard ECU is considered aqégfﬁ;vgﬁj
a novelty to be introduced mainly during stage 2 of the Delors plan. Given. Al

S/ : y ' g .8 : : P ) ‘gﬁkm\ékl
that at that stage a high degree of liberalisation in the money and cap1tal\$ﬁm& -
markets of all member countries will (need to) have been achieved, it is \&au*&ff

g ey . . \W A
difficult to have strongly positive views upon the extent to which the har X

ay

ECU will be able to compete with the existing EC currencies, particularly, wN\&
\\1,-""‘&1‘& \N\ X

the strongest ones. Faced with a choice between investing Tr— A e,
W g W7 . . . . . . .
well-fungtioning and open money and capital markets in existin currenc;;;\\-
P y P g -
\?_:\'“Q - ’\/?h\n_ S,n O NNy - X i , v
bt wgich fford. residents an _ effective degree of risk management, and ;k NN
—Zaégx:'5”¥‘“?””%\3\&””“2”T N Nt S : . e R MNJ\;Y‘ \
<’ - Jinvesting in”an artificial currency whose prime attraction is anb'exchanggekﬁ‘ o
Iy 4
;g§;@‘f:) rate value mirroring that of one of the freely accessible existing o,
- :
> ’t>currencies, residents are unlikely to acquire more than marginal amounts o Y

PV
v B
S

: & . By, |
.3ﬁ;>‘§§r<§hard ECUs. Against'this background, the hard ECU would probably prove to bqhwﬁ;

o

S

a much more interestjing investment asset if it were introduced in an Q&L

environment where ¢apital restrictions still abound and access to

currencies enjoying| a high degree of price stability 1is heavily « QQ\&&SXk

AL -\ X
N, DA Y
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circumscribed. This argument is essentially the same as the frequently made
claim that the existence of capital controls in a number of EC countries
throughout most of the 1980s supported the growth of the basket ECU, given
that it represented a loophole through which indirect access could be
gained to closed-off markets.

Moreover, the hard ECU is likely to be of limited usefulness as a
store of value. For an asset to be attractive as a medium of financial
investment, it is not only important that its exchange value in terms of
other currencies is preserved at all times, but also that it offers an
attractive rate of return, is characterised by a reasonable degree of

W e
AR e

o & W other words, well-developed and well-functioning money and capital markets

liquidity and can be held in a whole variety of forms and maturities. In

=%,
Eﬁai A \'%gu \Flven currency can be as much an element of its attractiveness as its
o x\‘ performance with regard to maintaining purchasing power. In fact, the

\ stcherf such markets explained much of the continuing foreign interest

Q\Lwﬁ* e -1n 1nvest1ng in US assets even after the dollar started loosing much of its

N

iyfgkqu “purchasing power in the mid-1980s.. The outline of the British hard ECU
\Qﬂgro“\x plan, however, sheds little 1light on how these aspects of pricing and
¢ maq\et breadth and depth will be taken care of.
‘x£¥:}5n f The plan seems to imply that the EMF would offer only a narrow
range of assets at an interest rate determined by its Board. At least some
\ experimentation in finding an appropriate interest level for these assets
\%§§S;~ will be necessary. While too low an interest rate would prevent the plan to
get off the ground, the pitching of the interest rate at an excessively
\;\D\\ii///hzgh level might produce a deflationary shock for the community as a whole
if residents do move a substantial part of their assets into hard ECUs. The
\;kNi§?L tentative nature of this initial search for an appropriate interest rate
§:§§E;" level is likely to hurt from the start investors' confidence in the

\igétentxal benefits of investing in hard ECUs.

Qg&g\k\;&%i ;; o>¥> @As regards the assets offered by the EMF, the hard ECU plan Q\QS“§¢A
o me11c1t1y assumes that these will be mainly of a short-term nature. This VV}\,
§§¥:ES follows from the fact that the EMF is seen as an embryonic EC-wide monetary noﬂgévw¥
Q%&N‘ 47 authority. Short term assets are, however, probably not those actively Qko | 5
g sought by investors interested in protecting the longer term purchasing %°€§
power of their wealth. The dominant pool of financial resources that theQ:§fQ
EMF might be able to tap, is likely to consist either of idle transaction %<

balances or funds of a more speculative nature. Even when monetary “VL‘\;&Q\~n

S “”‘“@sm&

. \Q%\ BTSN\ \\
\\ g \\}?\Y\\u\o ‘5\ \ S Lmhak.,
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misalignments occur between member states, these funds would not tend to
flow into relatively low-yielding hard ECU assets as long as exchange rate
pressures remain limited. Much in line with what has been happening within

the EMS in recent years, the higher yielding, but intrinsically weaker, C%L,

O

currencies would be the preferred destination of the more speculagivev‘ l\
capital flows. Only when misalignments become so pronounced as to create i \\)n i
anticipations of impending exchange rate changes, a significant shift into @u\q&; Vﬁd
hard ECUs might materialise. This, however, would imply that the EMF coul@ \N \ L
rely on its disciplinary power over domestic monetary authorities only at\a & N \
point in time when redressing the situation involves substantial costs, QJ e}
rather than at the time when the misalignments emerge and their correct ¥: \Ai
can be achieved without undue financial turmoil. &k gl ~ jk: o~ e
Institutional considerations could also stand in the way of _ﬁ : k&
promoting active interest in the hard ECU. While the above discussion casts\ﬁj;;&R
some doubts on the likely desire of residents to acquire hard ECUs, some
doubts can likewise be expressed about the willingness of the EMF itself to
support or strengthen the attractiveness of the hard ECU. Given that the
EMF's Board of Directors will be composed of representatives of the (0

\
individual countries' central banks, these Board members could be faced e

with a conflict of interest between their commitment to exercise
disciplinary power over their own monetary authorities and their allegiance

to these same authorities. Those Board members representing central banks _ff*“ié.
favouring more relaxed monetary policies will be tempted to resist a\ftroﬁg’ - -
enhancement of the attractiveness of hard ECUs that would over tlms lé;' gg“?ﬁfé:
an increase in the scope for disciplinary action by the EMF. But algs‘thbﬁlkwﬁ\.{
Board members representing the monetary authorities that a{a gg;::gk;§§yw TP )
the pursuit of strict anti-inflationary policies m1ght~3e ve:z\hes1tant Q? “
ARardnn . Nv<  “ca o -

support a deep penetration of the hard ECU into the financial systems of ( Sky\
.{‘Q« RSN

their national economies because such a development would provide the Eﬁ& §

o — —_—

also with the necessary leverage to loosen the financial conditions in > \ \7 \\

—~— y. ol M N

these countries to an extent that might be unacceptable to the domestlc \;~ A

monetary authorltles. To sum up the discussion in the preceding paragraphs,\ﬁk

the launchlng of the hard ECU plan could easily be marked by a generalised, ;io\ Kp“
(k

climate of hesitancy and reluctance not only on the part of demanders bué“* \N

< also on the part of the suppliers of hard ECU assets. x \ \Q A&‘

gif“\\;pn~8t111 in another respect, the hard ECU would appear to be B

handlcapped As the hard ECU plan is now being formulated, it refers only

o5
>§&>
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to the store of value characteristic of the hard ECU. To emerge as a truly

acceptable and attractive international currency it is instrumental that it

also gains over time in stature as a unit of account for invoicing

contracts and a means of payment. Even leaving aside its prospect of

becoming a means of payment which at best can be expected to lie well into

the future if underpinned solely by market forces, it is not immediately

clear why the hard ECU would become a currency in which to invoice or

contract. In international trade where the hard ECU might surface as an (Q“

invoicing currency in the first instance, its characteristic of being a \ﬁ

currency that can only appreciate (at least within the EMS) could stand in ka

the way of its development as such. QXNQS
In international transactions one or both of the contracting “m.;xw

parties will face an exchange rate risk, the size and distribution of which

will be determined by the choice of the invoicing currency. To a large

extent, the market position, as well as the available possibilities to

hedge the exchange risks, will determine the choice of the invoicing

currency. In general, that party to the transaction who is in the strongest

market position will prefer to invoice in that currency in which most of

his costs and revenues are denominated, typically his own domestic

currency. The prospect of growing use of the hard ECU for invoicing Q%«\<%1%§X&S

purposes in international transactions would therefore need to be based on(DNQ@;X\M

the assumption that one of the transacting parties, specifically the ‘\ \

exporter, is enjoying the strongest bargaining position most of the time.lvavuﬁfY

In fact, his bargaining position would need to be even stronger under a

hard ECU system than in the case where he imposed his domestic currency as

invoicing currency given that the exchange rate risk facing the importer

would be even larger when invoicing is done in hard ECUs: the latter will

now be forced to shoulder not only the risk that his domestic currency

depreciates vis-a-vis the exporter's currency, but also that the latter

depreciates vis=a-vis the hard ECU. In other words, the hard ECU would not

offer the possibility to share the exchange rate risks between the

transactors. Precisely this risk-sharing aspect has contributed to the

emergence of the basket ECU, which averages out exchange rate movements

between EMS currencies, as an invoicing currency 1in international

transactions. It should be noted, however, that in spite of this advantage,

the basket ECU's importance as an invoicing currency has remained marginal

owing to the fact that the market for hedging instruments in this composite
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currency has remained rather undeveloped compared with the sophisticated

nature of such markets in some of the other invoicing currencies in

\

international transactions. The hard ECU would suffer even more from thiszfLAQi%

drawback because markets for hedging instruments denominated in hard ECUs kAau
would tend to be even thinner when the plan 1is put into action, although ‘“’Afﬂp

'kalﬁ

Given the predominance of costs and revenues expressed in \\_d \sL

the need for them would be much greater than in the case of the basket ECU.

domestic currency, the use of the hard ECU as the unit of account in
domestic transactions might have an even less promising future. Optimal
invoicing behaviour on the part of both transacting parties will in this
case coincide as both will prefer to invoice in domestic currency. Use
the hard ECU would imply the unnecessary and suboptimal introduction

exchange rate risk in domestic transactions.

The main implications of introducing the hard ECU for monetﬁ:y *“k5” G
policy in the individual member countries were presented in section 3 ) \
above. There are, however, a number of points related to monetary policy
which could be areas of concern and which have not been touched upon in the
hard ECU plan. One issue concerns the possible problems with which the
monetary authorities could be faced in assessing the stance of their
monetary policies in an environment in which hard ECUs and national
currencies circulate alongside each other. Firstly, the conversion of
domestic liquidity into hard ECUs which the loosening of the stance of \vki\\

\

monetary policy in a particular country might entail, does not involve an

exchange rate operation. Therefore, those monetary authorities for whont.
developments in their currency's exchange rate serve as guideposts i N

judging the stance of their monetary policy, could possibly become aware of |

Yan: »I‘ N

the expansionary nature of their policies at a later stage than is the case 7u~§,

in the absence of hard ECU assets, and might accordingly maintain \&infjf ‘Eii:iii

monetary stance for longer than warranted under the c1rcumstan€§s in{‘

when the EMF requests the authorities to repurchase the EME fu 1’ \ - u}\w
Y3 ‘)‘ Aad

holdings of domestic currency, would they be forced to tlghten&i‘ stang .
of their monetary policy. S ~ s o~ i
Secondly, if the monetary authorities target the stock of
domestic currencies in circulation, the reduction in domestic liquidity
which the conversion into hard ECUs, even if it is just the reflection of
residents' desire to include this new currency into their diversified

portfolio, would bring about, might be erroneously conceived as evidence of
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Thirdly, if the transformation of domestic currencies into ;ha}ﬁ
vl _}\Ag N %
\(x‘

availability of hard ECUs promotes a more active management of previously U‘z“ﬁx\

too restrictive monetary policies. In the absence of precise information

about the nature and the scope of the conversion into hard ECUs, they miéh

t

feel impelled to adopt a looser monetary policy stance.

~ £

ECUs progresses not at a smooth but at an erratic pace, or if he 1

idle transaction balances, the stability and/or the degree of velocity of
money circulation would be affected. Without precise knowledge of the
extent of this change in velocity, the application of a monetary rule in
guiding monetary policy would become more error-prone, in turn potentially
eroding the private sector's confidence in the soundness of the
authorities' monetary management.

A final remark with respect to policy making in a hard ECU
environment concerns the regulatory framework, in particular the handling |
of reserve requirements on assets held in the form of hard ECUs and cthose \5§§Jiﬂ\
denominated in domestic currencies. Are these to be made uniform within V$% \¢
individual countries and across countries and under whose competence will
their determination fall? These questions are not addressed in the hard ECU
plan, although they could have an important bearing on the financial

consequences of the development of the hard ECU.

Se Concluding observations

As a theoretical construction serving to direct monetary policies
throughout the Community towards the maintenance of price stability, the
hard ECU plan should be welcomed. In many respects, it restores the idea of
the pure gold standard in which the private sector can effectively penalise
the monetary authorities for their infl&tionary policies by requesting the
conversion of their money holdings into gold. The problems associated with
the hard ECU plan consist of overcoming the psychological barriers facing a
new currency without an established track record, as well as the barriers
of competing against currencies that are perhaps intrinsically weaker but
are supported by innovative, sophisticated and well-functioning money and
capital markets.,

Counting on market forces (a "genuine evolutionary, market-based
approach" in the language of the British proposal) would appear to be

somewhat naive. Even after more than a decade, the public's awareness and
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use of the basket ECU has remained limited. In the case of the hard ECU, it
is also likely that its penetration into the economies of the EC countries
would progress at a very slow pace and that its theoretical advantages 1in
promoting widespread price stability would remain minimal for a long time.
In this sense, the adoption of the hard ECU plan as a replacement of the
original Delors plan, would put the completion of the monetary unificationm
process even further into the future.

Although it is true that market forces continuously seek to
improve the financial system, this does not necessarily imply that they can
ultimately achieve a situation in which one currency becomes the general
standard. For a currency to gain this status, strong government assistance,“'&,\%
in particular political commitment, is essential. This necessary condition “‘““*
for the success of the hard ECU is .argely neglected in the hard é%h\ﬁlak '““34~
To put it in stark terms, the general acceptance of the hard ECU o)& { any\i\ \*

Noe r.\,( e\

other currency as the standard currency in Europe will have to go | haﬁa\\bs (5 ‘&
hand with and will have to depend heavily on the concurrent procegs Oifb quﬂ:i
political unification. Against this background, I feel some reservations to
a concluding paragraph in the speech of Governor Leigh-Pemberton to the
European Parliament on 1llth July 1990:
"The hard ECU could in time develop into a dominant common currency,
creating conditions where a move to a single currency was feasible.
But that would not be preordained; it would be a consequence of market

developments and political reaction.'





