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Operational Considerations for AMovetary Folicy
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k I. INTRODUCTION

/
e ———————— _m) / p

Any concrete step towards ec and monetary -
union needs to address the probhlem £ /hov to organize
monetary policy ducring the transitiom fc

the present system W
of fixed-but-adjustable exchange rateg to a full monetary add : Q_
n Report has digcussed N . Y
ead gradually to the S&Z' 64 O'f / M

/this annex discusses what

union with a common currency. The
the three stages that might
introduction of a common curcenc
operational frameworks might

*
used to formulate and Md, ﬁ'o Jh"’ é ‘ﬁ u
implesent a common monetary licy in the intermediate ; s E g—’“‘ \

stages, that is in a syst quasi-fixed exchange rates q V*e tn &Kq -
{stage 2 of the =main port) and in a monetary union M M Md w
consisting of irrevocably ixq’il exchange rate (stage 3 of the

main Report). / M /LQ’GO Lf%

—— o

r

rational frameworks for the e 5
intermediate stagds 2 3 3 this annex starts/from the / g
principles for e orgahization of the European System of é d

Central Banks /{ESCB) o/ :,ét out in part IX of u;e/ main 8Seport. —3 Mo M"E-e

The most i El.'ta!ll:/.-bf ;t'hese principles is {at the main aim / .

should be /the stability of the purchaging power of the '

comson rency. This principle 1is taken as given in this
annex, gﬁough ite interpretation is briefly discussed.
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that should gover
monetary union.
important of these

a)

b)

of the main BReport outlines the primciples
a step-by-step approach to economic and
r the \purpose of this annex the mos

Part IX

rinciples are:

Each step should be disgrete, but evolutiona y this
implies that the institutipmal acrangement toYe created
initially should be ‘capable of svolving gragfially vithin
each stage so that theéy can\still be ng-f'in subsequent
stages. ("

Although progress should @b :taua3 within each stage
there should never be y /ambhiguity about which
institution ({(Community or matlpnal} has the “last word®
with respect to the use of /any particular instrusant of
monetary policy. / k

This last poin}’ is disculselal-te in detail in the

pext section togetk with sBome génegal considerations
concerning the relatjdnship between the dompstic and ‘external
aspects of mone J'Jpolicy. The ficst poin congstitutes an
important elemgdt in the analysis of the institutional
arcangements./ Section II of the ammex didcussgs some general
considerat ng for monetary policy in the interpediate stages

2

and / and Section III analyses some\ operational

arrangemgfits.

II. GENERAL OCONSIDERATIONS ABOUT MNONETARY POLICY IR THE

NOT

MNEEDHED

8n nl"‘:w Lo be sftbubn i Gl frurt el b
Thecommon monetary policy for stege—3 thet—wilil—be

fornvloted=uby- the ESCB- requices—the—emergence._af three

ments & pre-institotional

stege b1 lifzconsensus on the ultimate objectiveis), (ii) a

common analytical framework for intermediate objectives and
for the design of monetary policy and {(1ii) an—advenced—wtete
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By beptiimte L COmason Gperlipun
qf joint-cpesstional-experience. The evolution of these thres
elements, —albd form plttf of the learning process involved in

stage & 0.
Ultimate Objectives

A general formulation concerning stability of
purchasing powsr of the curr&ncy iz more easily interpreted

in a national economy where ; prices can be expected to move

closely together throughout the entire area. roxr a national
economy price stability is therefore usually interpreted as
approximate stability im such broadly-based indices as the
consumer price index. However, in an area as large and as
diverse as the Community it can be expected that prices of

_ less intensively traded goods and of services that foawa

lerge—pest=——manf consuaption-based indices wmay diverge
substantially even over the wmedium term. In spite of this

drawback of consumption-based indices it has been acrgued that

they would nevertheless be the appropriate indicator since

they are widely accepted mﬂmm‘les
u.s—w—mmﬂ the cost whieh-

inflation vi..-—gru’tndmhu——imn—-ﬂl the economy. As an
alternative it has been suggested that the Community-wide

objective of price stability should be interpreted as

ilegiyping A0 phjesctive—of approximate stability of the
producer price index of manufactured goods. These prices

should temnd to cqnal.i*e acrosé the internal markat that will
exist after 1992.

A comson analytical framework for intermediate objectives and
the design of monstary policy
o Mepes b rsterles
While / a consensus about ultimate cbjective(s) in
. a similar consensus about
fntermediate objectives and the design of monetary policy
dvewr—TCC UYTET TR zretreisal the goerakionslfoammmasi—te

coneoneef™WI® emerge during stage ‘;ﬂ as a result, in
pacticular, of the joint, and hence consistent, analysis of

enfar #he

bl Bp it 0L L wfacl

—wilt l\.qv{ (=)
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monetary developments proposed £ this stage. Rarkets would
“bemunhibolp=to regard a dcclat,ﬂon at the beginning of stage Fhree -—'-ﬁ

# that exchange rates are hénceforth irrevocably locked as 6 M
fully credible evidence of an analytical and H & é M &K
rket participants might-thersfore—ia a' -
cosattasnt +to which thee

operational consensus;
test the exchange rate

for particular currencles. sl Lo w f:u 6‘(

vhe ultimate objective would have to be tranalated
into operational guidelines. The-locking of parities lonex""j
the level at which interest rates in participating countries /
musi be aligned {undetermined] and the ultimate objective in
terms of pri EiBTIrE}"f- iinked to day-to-day monetary-
actions in too tenuous s way to provide sufficlent guidance.
A coamon judgement would be required to prevent conflicting
national opinions and policles from emerging. Practic&fiﬁﬁ'& *ON“M '
need to develop for containing divergence from ‘the agreed
monetary stance. 1m short, participating central banks can
pot confine themselves to declaring that they will pursue a Ly [0 vigel
common objective in a coordinated wayj they must be geen to — )
be doing so at every moment. This may require both the
formulation of consistent intermediate objectives to underpin - -

a collective monetary target and explicit agreement on the . o

nature of reactions to natiomal departures from intermediate ~ - :-/ X )

objectives. . - <~ ' /
3 B > T_J

E = L

o r‘fé’ﬁwuﬁ‘ of the mzio Report } that
once cxt::\‘karr.n{ge cates are irrevocably locked at the transition ] | s
te Bstage &, a common monetary policy 1s required and will
have to be formulated m:.llnlu:l:iv.v%}‘!r in the framewock of the
ESCB. In contrast, during stage @, when there is still some
exchange rate flexibility national authorities will retaim
the "last word® concerning exchange rates and therefeve their
monetary policies. However, the came concliderations that lead
to the conclusion that the irrevocable locking of exchange
rates requires a common monetary policy also imply that to
the extent that exchange rates become progressively more and
more stable national wmonetary policies will, in practice,
hernma more constrained. Increasing exchange rate stability
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| therefore regquires a framevork foi\ co-operation and

| co-ordination of monetary policies. The more explicit the
degree of exchange rate fixity, and the higher the degree of \
capital mobility, the closer must be the cootdimﬁt_on and the x |
extent to which the overall policy stance of the system has

to be decided in common.
during stage 2 the /E.lnal suthority for

T ;

exchange rates and\thus monetary pou:,i would remain with the
national authoritie further improvements in

sonetary coordinatiorn could be made !:y centralizing money and

exchangs market operations of 7‘1m1 central banks in a ‘g-éMf M WI W;&

new, jointly owned stitution/ without any transfer of k 'l ﬂ
Jo au.&f-wc-a{ bLikre

authority. /
¢
Pooling of u_?:uuonl M W ‘Z_yé- ﬂ oJ.Qé-' & g ¢e s

poctant part of e:chan;a market -

Por example, an
could be pooled by assembling

s, significant

eir own national cgntral bapk, but to the outside they
common institution when
interveliing in to:elgn/f’exchanqe matkets. If, in addition, the
executio of soms domestic wmonetaky policy operations were

of such an approach
might be that p) it could have a pouwgrful demomstration
effect, {(b) it %
implementation ;’ of common monetary polidy {c) would
provide an h;éutntlo 1 set—up that would ekolve gradually
towards the, /escp in s p

be combined with all of

in Section II1I of this

& ¢
transfer of monetary sovereignty ' is involved, inftial steps : % : 4 . mfou: é (e . |

might even be taken in stage 1.
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[ & fuctherx dgq_pﬁiptiou of thts_ééopooal, drawing

on the BIS note of 31st’/Janvary 1909; 7{“; discussions in ML cedlo 27 ? P-&Z Aq 10.!‘

the Committee's !tatcl;yhoeting. 1

The wore specific operational anevworks discussed
in this section are not necessarlly ually exclusive; in

somg cases it might evenm be useful combine elemente of
different approaches. However, the scussion treats them as
distinct in order to highilight their specific
characteristics. Although these rameworks use the BECU to
‘denominate certain transactions this does not imply that
they rely on the ECU to becomé a parallel currency or that
there would be a refinancing / of the private BCU circuit by
any official iastitution. use of the ECU to denominate
certain transactions in the/formulation and/or execution of a
common monetary policy /in the intermediate stages is
therefore completely i pendent of developments concerning

Tlese €uwro

@ p.phd, Qp-
ﬁofiq/{:eﬁ |
ed.\fea(; Flovld

the use of the private in the_markets. N uf 7\
Q0 Cufo T. 02 /.
Althoggl: ere ix concepfually a clear break ¥
between stages & agd ¥ in the se that the Einal authority
for exchange rate/and moneta po%zﬁoul&lrnoh’}ouggzﬁﬁigt A

__with national agthorities 4o stage—d} this M‘d&es not™ 7""“‘"“‘
4 distinguish shifcply be en these two stages. Given the high A%L' /
degree of exghange Arate tixit!u that can be expected to X

o)
® end of stage 2; the economic constraints
at that poin{” would my’ be very sinilai_qliu:&h ones

neel Wit S
operating ring&(ﬂ:age 3. l!wruu‘ew’ﬂw institutionéd kg be
created) r stage & should be able to function in stage 3 as
o well. red_not-to-take the
eete con -difference between Btayus—2-and-3.into-account in
(hune ~the.discussion-of~this. gections"

The thruet of the commod monetary policy couldiin
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principle be determinad through the extezq’l’::’:;o domestic
aspects of monetary policy, l.e. throu the relationship nf
Community curcencies with third }9‘((&“01&8, or directly
through measures that have an 1 ct on domestic sources of
ligquidity creation. This tion discusses some- specific
examples of these two a oaches, which could in some cages

ight be viewed as two  extremes of a
. The first approach would rely mainly on
exchange interventiona, " while the second
approach 1d rely on a system of required reserves which

implemented in a number of dJdifferent ways as

reserve Poolan (:(,L C;C{P" f'aue!

g™

— L ————— i ————

the wmain reserve curcencies aré tlonting interventions plar'

ten. in_xhich

an important role in deteraining the monetary policy of most
countries. It can thecrefore be expscted that foreign exchange
interventions against third currencies. especlally in the U5
dollar, will alsoc play an important rtcle in the formulation
of the common monetary policy in the fintermediate and the

final stages. —

e _~

The afficiency
interventions, =so far
countries, could ba incpéased Af mational ntral banks were
to act through the aggfhicy of a common b . This common body

£ the foreign exchange

those for thicd crencies. To enagble the comson body to
fulfill this 1dle it would hg#g to acquire sufficient
reserves to ve an impact on £the market< The common bqu
could acquird some reserves Via svwap ligls with thizd cgndiry

foteign exchange ;nserves of the

cipating nationdl central banks. ThIs contrlhutlon would
&

be wade definite s current

contribution to/the ENCF and _could-later—be-sugmenbed—by=—=




would be complementary to the
national central banks. But as
fnterventions through the
national central banks
thruet of the common

central banks as discussed later in this section.

_ﬂﬁ(ﬂfg;gn—tiifff;;;tui?’isgsg.,»purt!bfbating’ ceg;;a&w‘tan!‘
commercisl hngin—-ﬂ"'

s QL 3BT F,,,MWMM L;& LO_ auw_ =¥

wil

- timt—ttaight—be useful to-build-the mrﬂtwﬂwu b feb b

M a system consisting of three tier‘%"

central wmonetary institution ({the ESCB}, national central
‘ banks  and commercial banks. The central monetary imstitution
would deal only with national central banks and it would act
as the central bank for the national central banks. The )
latter would continue their pregsent relationships with '
domestic commercial banks but they might settle part of their
transactions with other mational central banks through their
atcounts with the central monetary institution.
With this organl;atlonal structure the scheme would
have three fundamental components:

— An autonomous balamce sheet for the central monetary
institution so that it can take operational decisions
rather than serving simply as a forum for concertation.

- & mechanisa ensuring bhvu control of the liabilities of ‘—-— k
the central monetary institution, in analogy with the

momntoenl avarcniecad hr natfnmal conteal hanks on  their

g chauugc title ¢
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domestic liabilities that constitute the monetary base.

- A set of pcovisfons t demand by national central
banks for the 1liabi of the central monetacy
institution by making their 1liabilities a necessary
ingredient in the national money supply process.

The £icrst componeant, the autonomous balance sheet
of the central monetary institutiom, could be implemented by
giving it a capital formed by contributions of international
reserves from national central banks. Im return, national
centgal banks would recelve ghares of the central monetary
institution and would therefore share im its profits and

losses.

. The second component, control over the liabllities
of the central monetary institutionm, could be achieved by
giving the centcal monetary institution the power to
determine the conditions under which it supplies credit to
the national central banks. The central monetary institution
" could be given wide discretion in these decisions in analogy
to the discretion national central banks exercisce in their
transactione with commercial banks. )

The llabilitiex of the central monetary institution
could be expressed in official BECU; this would then reqguire
that the current wmechanism for creating official BCU, the
revolving swaps, be abolished because the amount of ECUs
created thic way depends on such exogenovs factors as the
gold price and the US dollar exchange rate. These zwaps could
be replaced by an initial contribution of international
regerves. The credit mechanisms that constitute the other
channel of ECU creation would also need to be brought under
control. This could be done by giving the central monetary
institution the power to grant member central banks
discretionary credit in ECU, in the same way as 2 national
central bank finances commercial banks through open market or
rediscount operations. In turm, the existing credit
mochanizms could be significantly reduced, by limiting their

7&222_ a,ud A faA
below, |1 wov i" uet
%n/& 1‘\’. 2 i RS 0
Plot the Aslumarwof
ieSeaves

5 6 Lu

‘ O( «]62
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evern
CuduvCed &
l:f it W
2.;.&2 e ¢

ve "u
fachoy 0& a:ua("

J" feu‘ wcu»eo(
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daration, 1imiting their applicability te marcginal
intervention, eliminating automatic renewals and making them
more expensive.

However, if th¢ lisbilities of the central monetary
official ECU, and if it was
faci}ties could not be
“of required reserves,
the existing ccedit

institution were not expressed
therefore clear that
drawn upon to make up
such a reduction in
facllities denominated uu&is not be reguired.
put in that case, o should in ﬁt}nclple be no
substitution between h-ffCU in the two roles

interest rate o t two would be different: that on the
formar would jue to be an average of interes

ect the degree of scarcity of required
s central institution wishes to produce, as

entral banks to hold
deposits of officisl with the central monetary

institution in the

4“; e, Ee ESCB could have the power to ashk

member central banks to hold compulsory resecrves im EBCU,
amounting to the equivalent of & certain percentage of their
total 1l1iabilities, or of the increase thereof. The reserve
requizement in official ECU would link the supply of base
money by member central banks and therefore also the
aggregate money supply in the Community tc the amount of
official ECUs created by the ESCB.

pot Leceiiady,

[ ¢liak

See 22mmarkls ou

pevious ,oa.ge

the Jouce

/?,ooj‘l

’?9_44.9 Ao uot put BXL)E.
yuolee
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The manner in which the central monetary
institution could manage this mystem would be very similar to
that of a natfonal central bank. For example the governing
body of the central monetary institution could decide each
year how much money should be created in the Community in
order to support economic activity in a non inflatinocary
environment. Given the regquired reserve coefficient applied
to the monetary base of each national central bank this could
then be translated into a target for the creation of official
ECUE. Since total monetacy base creation in the participating
countries would alsc be affected to the extent that they
undectake net unsterilized interventions is third currencies,
a necessary complement of this objective would be guidelines
regarding intervention policy in third currencies, especially
the dollar. National central banks could conduct autonomous
foreign exchange opecations against third currencies,
however, they would have to sterilize the monetacy effects of
these {interventions by offsetting changes im credit extended
to domestfic counterparts. ' )

, The manage t of tfie system would be different in
stage & and stage i'.{-r‘ s

woeld e —3owe viybély controlled by the central monetary
institutiony, Fe : !
-IMLLL-ﬂWu‘flahle and sembe
the right.to acqnlre ECUs for intecnatts:
Tt degrs 6f freedom could be gradually
ensute a smooth passage to

reduced as sta .

creation .

nu-ber of issues: e . s

Q& Concesmee!, KU, e
monetary base wultipliers \differ
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because of different {and sometimes absent) national resetrve
cequirements on commercial banks. This would isply that even
with a given total quantity of official ECU a transfer of
official ECUs from a national central bank with high reserve
requiresents and consequently a lov mnltiplier to another one
with lower reserve requirements and therefore a higher
monetary base multiplier would increase total liquidity in
the system and would thus have an unwanted expansionary
effect. This would not represent an entirely new problem
gince in national systems different reserve coefficients

vsually apply to different types of deposit so that a shift q‘

across deposits always affects the observed lnltlplier.(ig;-—‘
initial allocation of official ECUs could take the
differences in multipliers into account, the problem would
therefore become relevant mainly in the subsequent operations
of the system. While not new, the problem would, however, be
an additional element of uncertainty and it would require the
central gzretary institution to observe carefully the
distributivs of officlal ECUs and to intervene, adjusting the
oversll quantity it makes available to the system, in order
to offset the net expansionary or contractionary effects that
arige from transfers of official BECUs between nattional
central banks. Te—the—extentthat-differencan in aationel-
base_ multipliécs are caused mainly by differences—im reserve
_requi rements——~the——problem—should-become—less-acute. a6 the

integration, of . Buropean.—financial —macrkets leads matiopal ..
central-——banks~to ~ Eome convergence in national~—Treserve

ﬁ :/md@, f(t first sighty the scheme would appear to imply
that e main monetary policy instrument has to be the
aggregate of national mometary bases. However, the central

'

J

f

! ;
—4¢) 4 pr3
mnonetary institutfon might also be guided in its supply of /

/
official BCU by national intecest cates. Given fixed exchange /

rates national interest rates would tend to stay within a
very nacrow band so that the central wmonetary authority could
alen Farast cnme averaae lavel of interest rate, If liquldlty



.Elper..'yl&' W :

on l—\.cg/,A P
0'/0&..
(tant

(L o, o

| offiecial ECUs to induce the national wonetary authorities to |
L rcln in the expansion of llqnldlty. ) 'f 'S

"o:nciu BCU 1&—could thereferewot be —certaln thet-adl

- 13- /(@

) increased too much in any given country, interest rates in
' that currency would tend to fall and there would be tensions
1 on the foreign exchange markets. The appropriate response of
| the ecentral monetary authority would then be to call back

H_&Q‘-««‘-n he hibbulos of

L‘-K MJM% QA»......._,‘ h~ p NIL\LL\I/‘ L‘u‘j I\L‘-*h._ﬂr

Max genewely M an -
AMI v igsue [ arises from the /..l

di-!-!o:}uc.l_.ln- a\(L hr%a of commercial banks and national
centgal banks.\ . National
required reserve systems work predictably and affect all
banks in the same manner bacause commercial banks act mainly
on the profit motive. There is therefore in most cases an
active market for the assets that can be used to satisfy
national reserve requirements in which the price, i.e. the
interest rate, determines whether any given bank is willing
to supply or demand additional reserves. H—M"M

. WM%Q " snpply of

national ceatral banks would W their national monetary
base, and individual national central banks wishing to expand
more than others, pechaps because of stronger growth in
economic activity could no on a marcket to obtain
additional official BECU., The—systen—aight.. ...I'.hn-——-:gcb
agymmetcically Af the natiopal central banks xl,tls_gggggs of
free “.reserves in ECU refuse to sell them to the others. 'rhls
asy-eti"g in the system might be mitigated to the extent that
exchange N ‘sates are fixed through the working of the
intervention"""nbllgatlons. The Eur:ency of the countcy whose
monetary base was oxpuﬂing leses than the average would come Mamv e
under upward presanra on the foreign exchange wmarkets. If

intervention” obligationn work sysmetrically thiz would then

itply _that this country ndgds to intervene which would tend

fHoa

potynd Al A Nbekiom
0f Ata Mgty Qiwony /
\/‘A“//\- wal cber ol |/

S — A g

t&f have an exﬂnm*cm‘muhry base, unless
the—maonetary Suthorities oI CHAt —country—were—able Gt

etorTTten—tha Tanact of these InferventISHE.
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! ieportont f there is currency snbntitnt&pn fn thc form of
| large intermational shifts of certain deposits acrose the
i currencles of the system. Such shifts would net out for the
| entire system, so that the central monetary institution would
: not need to adjust the overall supply uf officlal ECU, but
? they would necessitate @ redistribution of official ECU
| pcross pational central banks because they would lead to an

increase in the monetary base of the country towards which
; the currency substitution was going.

| ) g for the effecis © T

-,
- ~
~

E Simtlarly, a £gg;£gg!==s_ut just a change in the
: macket exchange rate inside the bands would imply that the
central bank of the devaluing country would be left with free
reserves oOf official ECU. The central banks of the remaining
currencies, which would appreciate against the ECU would
instead need to acquire additional official ECU. There they
could obtain only from the central bank of the devaluing
currency, which would thus be put in a strong position. Io
general changes in market exchange rates would alsc have an
effect on the overall demand for official ECU reserves if the
distribution of monetary bases across the Community does not

‘4
f____ correspopd to the ECU weights.
\ ECV pights—d pr-congsidesabl
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stage
e )
y {b) Assets of national central banks k__? C‘tﬁ;ﬁ. ;F; ‘ )Z\

countries the
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1d appeoar to be lasg severe if the
ves, national centr nks
central nyﬂ&tarr a

ssets of nation central bankp?

solutions would
ppear to be possible in this respect:
b) A Hfdaue gttt

JA  [fredit—to the domestic sector

1f the required reserves were imposed on the cxedlt

exteggggn by national central banks to the domestic sector
jnstead of the total sonetary base the Instrument would
impinge moze directly on all elements of monetary financing
of the public sector; the direct elements that show up in
credit extended to the public sectoer and the indirect
elements that show up as credit to the private sector because
the central bank is undertaking larger open market purchases
at a time of major public deficits.

Under this wmodified scheme the central monetary
authocity would estimate the overall amount of domestic
credit expansion that was compatible with approximate
stability in prices (allowing for anticipated reserve flows)
and would expamd the supply of official ECU by the same
proportion. The overall expansion of the monetary base in the
systea would thin be the sum of the national domestic credit
expansion plus the net effect of unsterilized foreign
exchange markets interveantions against third currencies. The
central monetary institution would therefore have to take a
stance on the desired overall amount of interveantion. This
could be achieved by allowing the central monetary
institution to intervene directly in the wmarket or by
subordinating national central bank interventions to the
guidelines of the central monetary imstitution. Géiven the
target rate of domestic credit expansion there would be no
presumption that these intetventionsjfunld be sterilized.

A retetne Mptrmmment on
redit to [ omeztic sector plus extra-ENS
foreign exchange reserves .

—

X
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If the required reserves were imposed on the sum of
domestic credit plus extra-ENS foreing exchange reserves
additional guidelines concerming unsterilized {interveations
against third currencies would no longet be needed. However,
sterilized interventions might
still be needed to the extent that the latter are believed to
be effective. In all other respects this scheme would operate
1ike the ons based on domsstic credit alone. The basis for
tncluding extra—-EMS foreign exchange reserves is, of course,
the assusption that these reserves are used only  in
intervention against third currencies.
b .

differences in
cemain a source of

e6e a0
pational money base multipliers would
shifte in oversll supply of noneg &?‘:
donestlc credit target. But the

shifts In money demand due to currency substitution cou
accosmodated through reserve f£flows without any need for
transfers of afficial ECU. Por example, if the demand for
deposite in a certain currency increases, either because of a
shift in the activity fn the country, the monetary base of
that country could expand following the interventions the
monetary authorities might have to undertske. Since the cause
for the expansion of the monetary base would be reserve
Snflows at a constant domestic credit of the central bank
there would be no need for this central bank to acquire
additional official ECus. The opposite reserve flows that
would take place in other countries would also not cequire
transfers of official ECU.
M v HE et b O
,ﬁﬁiuﬁtlc credit éx¥pansion by the national _banking sys system
. A
In principle, the differeaces in national monetary
base multipliers would be incorporated fully into the system
of wmonetary control, if the reserve requirements were based
not on the domestic sources of money base creation, but on
stic credit e jon in the total mational banking
evetom. i.m. on the domestic sources of broad momey creation.
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Such = system would still leave each central bank free in its
choice of which instruments it wanted to use to discharge its
controlling credit expansion in its

countcry; for the same reason it would mnot necessarily
. contribute to the convergence iuL&Be conduct of policy which

is part of the purpose of stage ¥. It might algso leave too
xuch slack in the control mechanisa. Pespite the more direct
linkage to a natural fntermediate objective underpinning
fized exchange rate — domestic credit expansion - it may on
balance have disadvantages compared to the ficrst two variants
which are based on items that asppear directly on the balance
sheet of the central banks, { total—mometery-base—sreationor
geof) or compared to the ad 1
nks

systems and the evolut}‘n towards a common

currency /
/

J
J

in the three-tiers qyite-s deiiih-d so far the
central monetary institution 6nuld not have aay direct
contact with commercial ban or the financial markets in
general. This would imply that it would be difficult to use
the same operational f£r work beyond stage 3 since the
Bucopsan Central Bank tyht would manage the common currency
would presumably have’ direct transactions with cosmercial
banks, as does ang/ﬁitional central bank at present. 1In
contrast an operational framework that allowed the central
monetary lnstitnp{on to deal directly with commercial banks
might, in pr%‘é!ple, be adaptable to stage 4 without
fundamental 1isstitutional changes. Moreover, if the cenmtral
y/f;ution were able to make some transactions
directly ;ﬁ private financial markets it would be in a
position / to have some direct influence on 1liquidity
conditions and d not have to rely on national central
banks to follow its indicatioans.

monetary 1impt
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Alternatives and coasplements: Direct 1utotactlon;' -
fivancial markets |

a) Open market operations i Xff

One way to give the central nonetaty‘p;thorlty the
possibility to intervene directly ia financi;l;iurketa would
be to allow it to make open market ttannacttﬁns in national
sarkets. For example, the central monetary institutions could
use the securities it has acquired from t§§ natlonal central
banks for such open market transactioms. /

*

In order to guarantee that initially the influence
of the central monetary fastitution vemains modest compared
~ to that of the national central banks/ it would be useful to
impose some limits on the total smount of purchages (and
sales) the central monetary institution can make within any
given peciod. This =might be especially-important at the
start, when the central -onetazxg institution would mainly
have to make purchases since 1ts/initial stock of secucities
would be saall. These linmits id be raised oveitime to
allow the relative importanc¢ of the operations of the
central monetary institution }io increase Qradually, until,
towards stage 3, they begome =more important than the
operations of each single naiﬁonnl central bank.

b) Reserve requirements on/ commercial bank depomits

A different gﬁproach that would allow the central
monetary institution to/ have gome direct impact on conditions
in the financial :qikeys could be pursued by imposing a
uniform ERuropean tqﬁervi requirement on commercial bank

deposits or on increéases thereof. All Community commercial
banks would have to hold a certain, small fraction of their
deposits as compulsory veserves with the central monetary
institution. The only asset that could be wused to satisfy
this reserve requirement would be "federal funds" which could
be denominated im ECU.

Froma
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The aggregats supply of these todctni funds would
be strictly under the coatrol of the ceﬂital monetary
institution, since that would be the only ,institution that
could issue them. The distribution of /the total across
countcies and banks would be left to a federal funds market
where commercial banks could trade ,ﬂaong themcelves the
deposits with the central mometary lnfiltntlon they need to
satisfy the European resecve requlreiint. This scheme would
therefore work like national xonetvé reequireaents, but on a
Buropesan scale. The European :?serva requicement could
thecefora be in addition to qﬂd independent of national
reserve regquirements. /

this approach would imply that the central monetary
fnstitution would intervene/ directly in a market that
reflects systea wide liqnidlty conditions. This might be
preferable 1if the tasks of the central monetary institution
are to be concerned with overall conditions as opposed to kthe
specific conditions in national warkets. It would alsoc be
possible to combine this‘hpproach with the idea sketched out
above, by imposing 1Ln£§h on the total amount of open market
transactions the cenfral monetary Iimstitution would be
allowed to undertake within a given period.

with Cosmunity rcial banks. To given banks access to
deposgits with the central monetary institution the latter
could initially’ buy the appropriate amount of secucities in
the market. THese securities could be denominated efither in
BCU, or in national currencles, provided the proportion of
the different national currencies correspond to the ECU
weights. Once the initial amoumt of federal funds has been
created the central mometary imstitution could regulate the
total amount of federal funds in the system simply by
additional open market purchases or sales.

whremnh {1+e onen market conditions ths central

———— o .
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monetary institution would be able to ipfluence diraectly
overall 1liquidity conditions in the systgm. If it makes am
open market sale, which would reduc the total amount
available, comamercfal banks everywhere n the Community would
tend to restrict their deposits becauge the interest rate on
the federal funds market would r!lag By limiting the total
amount of federal funds that the cemtral aonetary institution
makes avallable to the system yzi would always be in a
position to limit total liguidity reation.

. This approach would compatible with different
« operating procedures for the rentral monetary institution.
for example, it could choose fan interest rcate target and
restrict the supply of £ederﬁi funds whenever the actual BCU
or federal funds interest ratg fell below the target and vice
versa if interest rates gofabove the target. But it could
also target the quantity qf federal funds by not lhterveninq
in the federal funds mafket and letting the interest rate
adjust to bring supply and demand in equilibrium.

Different operating proceduces would presulmably be
appropriate for stages/2 and 3, but the mechaniss in itself
would not have to be mgdified foc the passagé to stage 3. The
different ways of allpwing the central monetacy institution
to have transactions/ with the market would have in comson
that they would zequro only some ‘enabling legislation® to
be enacted initiall The subseguent evolution of the systea,
also with regard its symmetry, would then be gradual and
could even lead /to a smooth passage to stage 4 without
additional substintial institutiomal changes. in effect the
ceatral -onetarj institution would, from the beginning, act,
at least in some respect, as a European central bank.

Y T

Thig annex has discussed in am illustrative wvay
waclona mathade b whicrh s common sonebare institution could
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contribute to the wultimate objective
through a joint intecvention policy and/:
overall rate of momey and credit expapsion in the Comaunity
in the intermediate stages cutlined in/Part II of the Report.
The basic premise of the annex is tha it would not be encugh
to establish the necessary credibility for the new
ingtitution to formulate monetary gﬁjectives collectively, if
the ESCB were not to have attrlbuyﬁd to it one ot more policy
instruments putting it in a posykion to check departures of
aggregate monmey and credit expaqﬁton from the agreed path.

f price stability
by influencing the

Resecve requirements, supplemented by a jeoint
intervention policy, seem to/provide the wmost direct methed
for achieving this linkage from instruments to objectivea. It
is the prime method by whtq‘ central banks historically have
achieved monetary control in aost countries. The chservation
that vacying reserve requirements to-day plays a more limited
role in influencing natioﬁil banking systems-is less relevant
for the fissue of how to}issnte contcol of the overall money
and credit expansion iq’staqe 2 and 3. In recent years the
banking system has in most countries become heavily indebted
to the central bank aaﬁ hence dependent on the teras on which
macrginal aceou.ndatl{n of rteserve needs is provided. The
mechanisms that are ﬁﬁggested in this anoex illustrate ways
in which an analogous influence may be brought to bear
through a reserve requirement system on the relationship
between a central /institution and financlal markets. This
last element seews desirable to assure a smooth passage to
the final stage/ when a European Central Bank manages Che
common currency via direct interactions with the Coamunity
£inancial -arkefs.

The illustrations im this annex have throughout
taken as their point of departure the principles on which an
ESCB could elop as described in Part Il of the Report and
the princiélts of the step-by-step approach outlined in Part
KIl.
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To implement /shis the—membex Vcentral banks would establish a common

operations floor incorporating all of their respective foreign exchange and

domestic money market activities, together with a centralised system of
custody accounts, within a jointly owned subsidiary. Initially, each-member
central bank would staff its own operations on the common floor, rather
like a branch, but over time these separate national staffs would be merged
into a single unit. The use of common facilities would mean, on the one
hand, that the operations of each individual member central bank would be
completely transparent to its partners, and on the other hand, that the
member central banks could present a common front to the markets by
agreeing not to reveal the source of the instructions for any of the common
institution’s operations. However, individual amg@ber central banks would at
all times retain ultimate responsibility for the deployment of their
national foreign exchange reserves, and for the supply of domestic bank

reserves.

This approach would have four main advantages. Firstly, it would enable the
_meffer central banks to give a powerful demonstration, both to the markets
and the wider public, of the progress that had already been made in the
concertation of national economic policies and of the seriousness with
which the ultimate goal of monetary union was being pursued. Secondly, it
would provide an efficient training ground for, and a strong practical
stimulus to, the implementation of a common monetary policy. It might also
lead to further advances in the process of policy concertation itself.
Thirdly, it would facilitate efforts to converge the institutional
frameworks for the transmission of monetary policy in each country - this
would not only ease the transition to a unified monetary control procedure
in stage three, but would also help to give the common institution an early
focus on domestic monetary policy and hence the requirements of domestic
price stability. Finally, the institutional structure created would be a
necessary component of the ECBS envisaged for stage three, thus making the

evolution from stage two to stage three relatively straightforward.

Aspects of this approach could be combined with all of the institutional
frameworks discussed in Sectiomr¥EE-ef this annex ¢%). To the extent that



the approach does not require Treaty revision because no formal transfer of
monetary sovereignty is involved, initial steps could even be taken in

stage one.
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