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" Dear Gunter, Jean Paul, Joly,
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oo Disattors Ginersls dotls Panen o Finkis

Rome,'la August 1988

thig is a draft of the "Issuas PLper" It is written as an organic,
concise and neutral basis for the disfussions of the Committee in its
meetings of, say, October and November. Lpter on the COmm;ttee might discuss
more gpecifically the "concrete steps" apnd examine drafts of (parts of) the

final Report., At this stage, however, the| text should be problematic and not
look like the outline of a report,

I have tried to follow closely the. 8ix groupa of questions of
Jacques Delora' attached interview with '"Le Monde" (20 July 1988): the
JD-TPS conversion key is roughly. the following: 1-II, 2-1Vv, 3-I1I, 4-VI,
§-I, 6-V. I have done my best not to be blased in any sense. But if you find
any imbalances, please make suggestion |to  correct them. Of the two key
issues mentioned by Gunter, '"balanced progress" ig taken up in section VI,
and "alternative routea" {8 +treated e plicitly in II.4 ‘and implicitly

elsewhere, Examples and factual references should be added and checked, as
well as Annexes.

If the "Issues Paper" were to be sent to the Committee shortly after
the September 13 meeting to give members €nough time to get prepared for the
long October meeting, a good portion of our August 31 meeting should be
devoted to discussing it. Therefore I puggest that a draft should be sent to
President Delora as soon as possible. Gupter could send it (via Bxl) after
revision. Should the revision substantially modify this text, pleage add my
original draft.

Best regards,

Vo)
‘C)btttﬁﬂiaahb,
(T. Padoa-Schioppa)

Dr. Qunter BAER

Assistant Manager

Bank for International Settlements
2, Centralbahnplatz

4002 . BASLE
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Les difficultés de 'union monétalre

© = Le comité que vous prisider ot
" qul 8 &1 chargé par 1¢ Consell euro-
pien de Hanovee, le mols dernier, de
réfitchle aw programme & enires
prendie pour parvenir § P'uniom
mantislre vient de lenir sa premides
.y téunlon. Quelles sont von imprese
sloms ¥ Lo
< La comilé tiendra s8 premidre
réunlon fornelle ¢n acptembre. En
Miendanl, mon 10le de président cat
+ e prendre des contacts. Je vient de
ie Talre wvec len gouverncurs des
" bangues cantrales b Blle. Ja tencon.
. teerni également les avtres membres

! dy eomtl& ;111 sont tous & égalitd ils

- onll wous 618 désignés b tire ponon-
nel. IR

» La difficultd du sujet & &4

, Rénéralement sous-watimée. Pour le

-~ * montrer, il guITIL que §'énumdre Jes
. ong .
union économique et
" monZiaire, objectif politique
confirmé par tacte unique,
implique-1elle yne monnaie com.
mune 7 Dans 'afflemative, s'eglra-te
il d'une monnnie paralidte aus mon-
naies notlonmles Ou d'une monneis
unique ? :

Qui assurera Ia
ceitd monnale wnigue 7

estion de
n Fonds

monétalre curopéen, comme fe prés
volt lg réglement Instaurant le SK{E
{systdme monéiaire sutopéen), ou
une banque centrale ewropéenne,
comme le suggdrent certaing.? Dany
le second cas, quel sers J¢ stalut de
celte banque cenirale 7 Sera-1¢lle
= comme la majorité des spécias
listes e pensent - une banque &
siructure fédérale, ce qul entralne.
vait le meintién des Instityty d'dmiss
xiun astionaux 7 Quelles seront les
Inissions de cetts banyue contrale et
les moyens dont clle ditposara poue
les aszumer ¢ =
Si cette monnale commune
doll"Etre 'ECU, quelie devrail ire
In définition de 'ECU 7 Un panicr
de monnales, comme Jusqu'h pré-
seat, ¢u bieo une monnale dont Ia
cours xeralt fixé par lo marché sang
lien aves une moyeone pandérée des
monnales nationales T Comment,
dis demain, renforcer P'atirall de
I'MCU syr les plans économliyuc,
comnereiul et finsncler 7
-ds Quelles transitions, quels pas
concrels dolvent hous amenés au
© sladg Jinat ? .
Quels sont jes rapporis entee
P'union monétaire et l'union écot
mique 7 Autrgiment dit, quelles sont

les ' conditions macro-fcgnomiquey
20i permetiront le nuccds Be l'union
conomique €1 mondinire 7 Quels
seront les instrumants des|politiques
communaviaires qui doyrant otre
mis en place pous agsurey ta cohé-
sion ot la cohérence de notre ensem-
ble Azonomique ? ,
Comment devrangnous tte
duire en termey Institutionnels cetis
innovation radicale que |consiitue-
ralant una monnale Gammyine ot une
benyue cunirale europdenne 7
s ll y & donc beautoup|de travail
& folee et un délai exirdmement bref,
pulque lo ¢omité davra |avoir ter-
miné sed trovaux pour le mois
d'avril, afln que les minisires dey
finsnces puittent doaner levt avis A
lsurs  gouvernemants fespectifs,
C'zal 1a candition puyt que lu discus-
slon puissé &tre fructhoure au
c:gr;;ei evropéen de Madpid, en Juin

~ DAna quel étet &
vous troust Joo pousérasu
ques canirales ‘

= Iy sont consciants que cha?ue
chef de geuvernemwnt Ipur o fait
coafliance b titre pergonngl, et qu'ils
ant b acconplir ung des tpisnions fe3

plus importanies quion puisse
confisr b des parsonnaliids en vue de
Ia centtruction eutapéenne ; Is mon-
nais est, en elfet, avec 1a|délense, un
da» sujels centesus dans|la perspecs
tlve de l'union politigus de 'Evcope,

Jes diff}s
timées.

= Vous aver &t q
cultés avalent &i§ so
Per qulat A quel siade ?
= Ju ¢omprends Guedes parson-
natiiés extésicures aux nstances de’
{2 Communauté lancenl des Jdées,
39 Yeur en suls §'slllours reconnais.
‘ennt car, o) on 8 parld smonnaics 3
Hanovre, ¢'eat ca ralson| de I3 prese
slon qu'elies oni erercéq., et aussl &
cavse de la décislon
Communsuté sur I |i
. mauvements de capliauy. Malz cetls
autﬂlon ne teldve pos unlguement
@ ccite o volonté peiltigues que l'on
s¢ plait § évoquer pio
cemme une torls de ron 1 magique,
dans Phisiolre da la construciion
auropéannae, 11 y 8 en Injense travail
de riflesion & wceompllr, le temps
est court o, comma J'en ul toutume
depuis ?uc J'ui 1a chargd de cet res-
ponsabilitée, jo mo s foujours
deux questions : «Quel faire Ts et
+Comment le falre T
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ECONOMIC AND MONETARY UNION: THR MAIN ISSUES

- The purpose of this note iz to presean
of the main questions and issues that the
fulfilling the mandate received from the E

Although an important part of futur
operaticonal and institutional content of
the Economic -and Monetary Union, this [n

t an organic but concise overview -
Committee iB going to examine in
urcpean Council in Hannover.

e digcussions will deal with the
the '"concrete steps' to approach
ote is primarily focused on the

Union iteelf. The reason 4is that .interhediate steps could not be aagily

defined without a prior discussion of the

| b Ml
I. ECONOMIC UNION
1. Definition _
2. Policies to achieve the economic un
3, Fiscal policy aspects
4., Where do we stand?

I1. MONETARY UNION
1. Objective

end result of the entire process.

ion

2. Monetary policy in the 1992 envirobment

3. Policy mix
4, Alternative models

ITIT. THE CURRENCY OF THE UNION
1. A common currency?
2. The ECU

IV, THE MONETARY AUTHORITY
1. Mandate
2. Operationa and Instruments
3. Organs and decigion making
4, The monetary authority in alternatl

V. LEGAL AND INSTITUTIONAL ISSUES
1. Non monetary aspects .
2. Legal basis of a MU ,
3. Independence and accountability

VI, STEPWISE IMPLEMENTATION
1. Main phases .
- 2., Moving from one phame to another

ve models of MU
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I. ECONOMIC ilmrou

1. Definition,
Union (EMU)
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he Werner Repoit stated that {mr—en Economic and Monetary
"goods and services, people and capital will circulate

freely and without competitive diatontions, without thereby giving rise
to structural or regional disequilibrium”.

Is this definition still valid?

Considering that some structural and regional disequilibria also
exist within nations is the |reaference to disequilibrium too
restrictive? What sre the minim m requirements of an EMU in this
respect?

2. Policies to achieve the Econowic Union. The creation of an Economic

“of an EMU to be fulfilled?

What economic policies are nace
an EMU as defined above?

Remdving all internal economic ahd physical barriers as stated in
the 1992 programme (Annex A shduld give a 2 pPp. summary of the
programme) is a sufficient condilftion for the economic requirement

Union is the result of an interplay owsmarket forces and policy actions.
8

¢ T

ary to Craate the conditiona for

What wage, social and labour developments are necessary for an EMU
to function? (3hould specific Community guidelines be given to
social partneras for the negotimtion of labour contractsz} Is a
process of convergence to be| expected a8 a result of the
implementation of the internal market programme? Is thim process to
be considered favourably?

3. Fiscal Policy Aspects. The present sityation can be characterized by the

following elements:

the fiscal balances of member couTtriaa have somewhat converged but
are still widely different; 80 are public debt to GDP ratios:

the figcal policy coordination procedures set up in 1974 have
proved ineffective;
the Community budget (... per cent of EC GDP) has no macroeconomic

~influence and a (significant? negligible? see TPS report, consult

DG II) redistributive effect on l&as prosperous countries-regions.
What degree of fiscal policy convergence is necessary in an EMU?

To bring about the necessary c¢onvergence ig it sufficient to rely
on a) a 'capital market constraint" and b} a "monetary policy
constraint” ‘deriving - as a |working “hypothesis - from the
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discipline of a common monetary
If these two constraints were ¢
should take an additional, mor
budget policies? What would
gignificant divergences in budge
constraints a and b above?

In most fiscal systems the bud
function (e.g. Finanzausgleich
existing Communi ty policies and
tively and qualitatively adequat
summary of them) for an EMU
congequences of proceeding towar
development of such budget
quantitative form should such de

many

procedural ,

economic,
etc.

monetary, stru
(Annex C contains

areas:

since the presentation of the Werner
way and will be completed by 1992.

Could it be said a) that tl
consultations and cooperation ha
Report recommendations, but the

of budget policiea falls short o

1992 objectives. in terms of
integration (full capital mobilif
services) go further than the
Report?.

II. MONETARY UNION

1.

Objective.
imply
elimination of margins of fluctuation

"the total and irreversible ¢

MO, &19

>

policy geared to price stability?
naidered not sufficient, what form
direct, constraint on national
e . the economic consequences of
policiea. coexisting with the two

et aleo performé a redistribution
mechaniem in the FRG): are the
ngstruments in this field quantlta-

(an Annex B should give a brief
o be viable? What would be the

8 a Monetary Union without further

nctiona? What qualitative and

elopment take?

. Where do we stand? In the last 15 years the Community has evolved in

tural, regulatory, institutional,
gummary of the main developments
Report). Other changes are under
he prdceduras for fiscal policy
ve already éone beyond the Werner
Hegree of cuhvergence in the area
f the expectations and b) that the
internal market and financial
Ly and liberalization of financial
recommendations of the Werner

In 1970, the Werner Report ptated that a monetary union would

pnvertibility of currencies, the
in exchange rates, the irrevocable

fixing of parity rates and the c¢omplete liberation of movements of

capital',
shown the narrow link between a stable
growth., It has also reegtablished price etability as the first priority
for monetary policy. ~ -

Since 1970 a long period o

I inflation in many countries has
currency and sustainable economic -




1284

‘What should be the objective of

. — ba considered in a valid concep
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Report definition (based on two
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a Monetary Union? Is the werner
elements: irrevocably fixed pari-

ties and full mobility of capital) still valid? (What definition

should be retained by the Committ
How should monetary policy - not

ee?:]
mentioned in the above definitio?:l
t of monetary union?

2. Monetary policy in the 1992 envirenment. In the monstary and fimancial
sphere the 1982 programme ss stated

3.

the Single European Act will be

. characterized a) by complete mobility of capital (including monetary

instruments} and b) by complets freddom to provide banking and other
financial services throughout the Co
without changing the present arrangements in the field of monetary and
exchange rate policies could have important consequences,

What constraints will a) and b) |de facto impose on the conduct of

monetary policy by national authorities?

What would be the conseqguence

nity. Implementing this programme

of ‘member countries conducting

divergent and incompatible monetary and interest rates policies?
How would price stability be pursued and preserved?

What are the consequences of a)
stability? Do they make it easie
changes in the way monetary polic

d b) for the pursuing of monetary)
or more difficult? Do they imply
is considered?

Policy mix. In nations with & federal structure (FRG, US, Canada, etc.:

check! ), in which there are one currenpy

constraint is in general imposed on
Governmenta.

Is there a "systemic" problem of
solved in an EMU?

If member States were to Conduct
monetary union had been created,

and one central bank, no formal
the budgetary decisione of local

figcal, mohetgry policy mix to be

divergent fiscal policies after a
hat would be the consequences for

the conduct of monetary policy by| the union?

What safeguards would be require

to make the conduct of monetary

policy in a monetary union independent of pressure for "monetary
expansion" that large public deficits and debts may generate?

. Alternative Models. Many models and s

For the purpose of the Committee's
them to a limited number of broad hypotheses, concerning the currency

S VO GEE
pe (o

estiong have been put forward in

the debates of the laat twenty yearsa| about a European Monetary Union.

ork it would be usgful to reduce

('——\_;,/—\



l‘_ |
[
I‘LI

B. I. SEGE.PARTILC. MO, 19 @lu

[
[an}
™.

=)
o
\‘
o
o
o
nJ
[N ]
in

and the monetary authority of the Union. Sections III and IV below
extend and develop questions about| the currency and the authority
respectively, Could the following four models be retained as a represen-
tative and useful categorization? The [models are:
i) centralized: one authority, one currency, replacing existing
national central banks and currencies; '
ii) decentralized: no central authopity or currency; fixed exchange
t Z rates; ynon binding policy coordination between national author-
es; : - .

iii) competitive: in addition to the ["decentralized" model there would
be a parallel currency competing with (and perhaps eventually
prevailing over) national currencies; to manage it a "central bank"
for that currency would be set up| at some point of the process;

~ iv) federal: existing central banks |and currencies would be federated

(;) . into a system analogous to the US Federal Reserve Syatem, in which
- exchange rates became fixed ahd monetary peolicy was decided

~ centrally, in a way that is bindihg for national central banks.

I1I. THR CURRENCY OF THE UNION

1. A common currency. A crucisl question is whether a monetary union, in

which the monetary policy process 1e unified for the entire area,

© requires a common currency (singkg/cfppeﬁcy) or, else, is compatible
with a plurality of national currencieg (multicurrency).

- Could a monetary union be entirely multicurrency, i.e. be constru-
cted without =& commoa currency? |How could this be done? In this
case what_mm“mﬂ—would be—uged—ts—achieve a coherent and

. unique course of monetary policy? | .o -

) ~ If a common currency was considered to be necessary,  what
(;} features should it have in terms of definition, convertibility,
conditions for issuilng 1%, ete.?.

- If by a parallel currency we mean a currency that circulates
alongside existing national currepcies, what would be its role and
definition? What contribution woulld it be expected to bring to the
monetary union -and, -particularly, to the conduct of monetary
policy? How would monetary stebillity be ensured? Should the use of
the common currency be actively |promoted? If not, would its use
spread spontanecusly to the point of becoming the currency of the

Community? 5
i A% )
* C,o——%—“—/v——hq _",6(,( I/L o7~y 1‘«'._,_ (@7 er M‘q
-5 = C sAnrems
Mwu
—_ V‘ ] “
i - QQG’U'-”-
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- What should be meant by a ainéf

single currency imply that such
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currency? Does the concept of a

RLE

existing national currencies? If| not, what would be the relation-

currency should completely replace-

ship between national currencief and the single currency? Wwhat
would be the difference between| a single European currency and a
parallel currency? Can it be envisaged that the single currency
role is played by one of the ndtional currencies prevailing over
, the others? Should the common cuyrrency play a Ydisciplinary" role
Z analogous to the role that used to b d b 7 If the common
~ currency did replace national currencies, how would the replacement
be made?
- What should be the international fole of the common curreéncy in the
various hypotheses? What its pelationships with the dollar and the
yen?

2. The ECU. The ECU has developed various| functions in the Community budget

and operations, in the EMS mechanisme
developments
initiative of market participants.
pesition end role of the ECU in a mone
- Do the existing status and func
concept of a parallel currency? W
be envisaged regarding the creat
Should the twe (private and offic
way? What is the potential for a
the ECU in its present form and w
- What are the advantages and disa
of the ECU? Under what circumsta
be abandoned? What steps should
the ECU?

resulted partly from official action,

and in financial markets. These
partly from the

Several questions arise about the

ary union. .

ion of the ECU correspond to the
at, 1f any, new provisions should
on of private and official ECUs?
al) “circuits' be linked? In what
urther spontanecus development of
at risks does it entail?

vantages of the basket definition
ces should the basket definition
& taken to improve the quality of

- If the solution of a single curfency were chosen for a monetary

what would be the role of
introduced to make the

union,
to be

the ECU? What changes would have
CU fit into this scheme? What

relationship would there have to| be between the ECU and national

currencies?

1V. THE MONETARY AUTHORITY

1. Mandate. To operate effectively, a monqtary union would require a set of

rules, but also an authority. Various

ideas and proposals have been put
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forward through the years. The Committee's Report will have to examine

them, -
- What can be the role of a praciaé and clearly stated reasponsibility
l of the Monetary Authority of |the Union to follow the primary
’ objective determined under II,1 gbove?

What decisions and operations wil]l it have to be responsible for?
What would be the role of the Althority in international monstary
relationships? ' ' '
Should the monetary Authority

banking supervigion?

exert functions in the field of

2. Operations and Instruments. Inflation and interest rates are the same
throughout a monetary union. The question arises as to the rble the
monetary Authority will play in determining their levels,

What kind of operating instruyments will the Authority have?
Should it be empowered to operatd directly in money, financial, and
foreign exchange markets? Will it operate indirectly through other
banks or central banks?. - , '
What regulatory powers with regabds both to national central banks
and to commercial banks (e.g. imposition of compulsory reserves)
"will have tc be granted to the mohetary Authority?

~

3. Organs and - decision meking. The opganizational
decision-making process of the monet
to reflect the plurinational character

‘Would the organizational struct

odel? In which way?

atructure and the
y Authority will presumably have
of the Community.

ure be dependent on the chosen

uthority have?

—

—

What organs should the monetary &
What decision making and voting p
How should the members of the go

rocedures should be adopted?
verning bodies of the Authority be

chosen? How long would their term|of office be?

4, The monetary Authority in alternative models of MU. The Committe will
presumably discuss the functions, inhstruments and structure of the
monetary Authority in various alternative models of Monetary Union, such
as those outlined in II.4 above. Spec al questions ariae for the models,
others than the "centralized' one. '

What would be the functions of such an Authority in a "decentral-

ized" model? Would these functions differ from those exerted today

by the existing Committeas?
In a model of parallel curronc

what would be the relationship
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V. LEGAL AND INSTITUTIONAL ISSUES

2.

3.
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between the Authority in charge of such & currency and national
central banks? S -
If the monetary Authority had a ['federsal" structure, what would be
the respective roles of the centrjal (federal) bank and of the local
(national) central banks in a) the governing bodies of the system,
b) the policy decisions and functions and ¢) the execution of -
policy and market operatione? Weuld this model leave room for a
circulation of nationsl currencies supplied by national central
banke? How would this supply be determined? .

~ 1. Non monet-ary aspecta. The Single Eurppean Act and the 1992 programme

contain a structured set of economic and regulatory actions for the

achievement of an economic Union.

Is this programme sufficient to|provide the EMU with an adequate
legal and mst:.tutional basis comcerning the "economic" (non-mone-
tary) aspects?

Are other legal and institutional steﬁs to be taken in the
non-monetary field? What should be such steps?

Legal bagis for a MU. Article 102 of the Sihgle European Act states that

further development in the field of economic and monetary policy
necessitating institutional changes should be based on article 236 of
the Treaty of Rome, which impliea the accord of an intergovernmental
conference and ratification by member states.

Is there room still available |for "non-institutional® progress
towards a monetary union, ‘i.e. for progress based on the existing
legal . arrangements? In particular, can the monetary policy
decisions’ of national authorities be bound by decisions taken by
one of the existing Community organs (Monetary Committee, Council
of Ministers, Committes of Governgrs, EMCF)? :

What kind of legal instruments are necessary to allow a monetary
union to come inte force? Is the EIB (European Investment Bank)
formula, based on articles in the |[Treaty of Rome and Statutes, both
ratified by member states, to be |regarded as s useful model? What
other models should be considered? '

Independence and accountability‘; It I8 often’ stated that a European

monetary Authority should be independent,
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VI. STEPWISE IMPLEMENTATION
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What meaning should be given to|the concept of independence? What
institutional, legal and organizatioral provisions would be
necessary to grant independence? ' ’
If independence implies that the monetary Authority is given the
status of a "Community institutfon" (like the Council, the Commis-
sion, the European Parliament, the Court of Justice) what should be .
the relationships between 'the @uthority and the other Community
inatitutions? _
To whom should the Authority be accountable? What forms should this
accountability take? Should  there be provisions requiring the
policy decisions of the Authority to be consistent with general
economic policies formulated by the Community?

Who would appoint the members of |the decision- making bodies of the
Authority? '

Is the choice of the logatio e mon ithority relevant
from the point of;;;ﬁgﬁfzf//f:: tatas? What criteria should be
considered in the chofce of the ldedtion?

1. Main phases. The previous sections whre focused on the final stage of .

EMU in view of the difficulty| and risk of defining or taking

intermediate steps without a clear notion of the direction. According to
the conclusions of the Hannover Ceundil, however, this end result is to

be reached by concrete steps, which |presumably means excluding both a
big '"leap" and an imperceptible "creep'. To formulate suggestions for

"concrete steps'", the Committe will |have to form its views about the

features of a limited number of 1mp?rtant steps, and the logics of a

stepwise process. » _ _ )
- What should be the relationship between economic and monetary steps

towards the EMU? If a new lpgal and institutional basis is
necessary to establish a monetary union, should it contain explicit
references to develoments in other areas? If in the monetary field
the end result muat be agreed before concrete ateps are taken, how
should a new Treaty define the entire process?

What should be the "critical quantum change" necessary to make each
step significant? Should such change be equally distributed between
the institutional and the operational aspects? Or should the
institutional and legal basis |be put in place fully ffom the
beginning? '
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- What would have te be the contenf of the phasge to be‘implementéé by
1990, i.e., when complate mobility of capital will come into force?
- How many steps el\wuld be proposed?
2, Moving from one phase to another. Stepwise implemetantion will
presumably involve an agresd procedure to move from one phase to
- another. ‘ | '

- What would bs the appropriate| combination of automaticity and

. discretion in the passage from ore phase to another?

- Should there be & sort of timgtable, as in the early phase of
Community integration or, more recently, in the liberalization of
capital movements? < ' .

- Who should decide the passage from one phase to another? How
should these decisipns be shared between the monetary authority of
the Union and other/ Community inmtitutions?
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