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Preface

This book contains a series of lectures by distinguished EMU
specialists on a range of issues dealing with both macroeconomic
policy in EMU - including monetary policy, budgetary policy and the
Stability and Growth Pact, and payment systems and bank
supervision — and the international financial architecture. The
lectures were delivered in a programme organised by the Bank of
Greece in Athens, from October 12, 1998 to May 28, 1999 and were
subsequently revised for publication in this volume. The introductory
chapter describes the structure of the volume and presents a brief
summary of each paper.

On behalf of the Bank of Greece, I would like to gratefully
acknowledge the excellent contributions of all who accepted our
invitation to participate in the programme. The views expressed in
this volume are those of the individual authors and should not be
attributed to the Bank of Greece or to any institution with which an
individual author is affiliated.

I also want to extend special thanks to the members of the Bank’s
staff who have assisted with the organisation of the programme and
the production of the book. I especially wish to acknowledge the
contributions of Helen Venieri and her colleagues in the Personnel
Training Section in organising the lectures, the editorial assistance
provided by George Tavlas and Heather Gibson of the Economic
Research Department, and the patient assistance of Emmanouil
Emmanouil and George Nicolaides and his colleagues in overseeing
the production of the book.

Nicholas C. Garganas
Deputy Governor
Bank of Greece
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1 Introduction

Nicholas C. Garganas

The move to the third and final stage of Economic and Monetary
Union on January 1, 1999 and the adoption of the euro by a first
group of eleven EU countries constitute a profound monetary policy
regime change, with widespread implications for the conduct of the
economic policies of the Member States and of the Community, and
fundamental consequences for the activities of market participants
and private and public institutions at both the European and
international levels. The vigorous and credible implementation by
Greece of policies aimed at achieving a high degree of sustainable
economic convergence and meeting the terms of the Maastricht
Treaty for EMU participation have yielded concrete results, thus
placing Greece directly on the road to joining the euro area by the
target date of January 1, 2001.

As part of an ongoing effort to provide members of the financial
and academic communities in Greece with insights into a wider range
of EMU-related policy issues and policy aspects of increased
globalisation in light of EMU, the Bank of Greece conducted a
programme comprising lectures by esteemed EMU specialists from
EU central banks and treasuries. The lectures were delivered in
Athens from October 12, 1998 to May 28, 1999.

We believe that the lectures brought valuable insights into the
policy challenges facing the euro area, in particular, and the
international financial system, more generally. Given the widespread
interest in the issues addressed, it was felt useful to make the lectures
accessible to a wider audience. The present volume, reporting on the
presentations made at this series of lectures, is the result. The
introduction describes the structure of the volume and provides a
summary of the proceedings.

As noted above, EMU will involve fundamental changes in the
conduct of economic policies among participant countries and will
constitute a regime change in the international financial system.
The papers in this volume deal with both of these changes. Those
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papers by Jean-Jacques Rey, Wendelin Hartmann, Ron Keller, and
Edgar Meister (Chapter 2 through Chapter 5) address various
aspects of economic policy in EMU. The paper by Rey discusses
issues relating to the single monetary policy framework in Stage
Three of EMU. Hartmann’s paper examines the significance of
payment systems for implementing the single monetary policy in the
euro area. Keller focuses on the history, content and rationale of
the Stability and Growth Pact. Finally, Meister examines the
consequences of growing competition in EU banking for bank
supervision. The papers by Fabrizio Saccomanni and Nigel Wicks
(Chapter 6 and Chapter 7, respectively) take a broader sweep,
suggesting changes in the international financial architecture to
improve the functioning of the global financial system. Saccomanni
reviews what is being done by the G-7 and also examines the role of
EMU in the process of reforming the international financial
architecture. Wicks focuses on some possible changes in the global
financial order, particularly in light of the challenges posed by
increased capital mobility.

Jean-Jacques Rey, in Chapter 2, examines the choice of an
appropriate framework for the formulation and implementation of
the single monetary policy in Stage Three of EMU, including the
final objective of policy, the strategy to be followed in meeting the
final objective, the instruments and procedures through which policy
will be conducted and the link between the instruments/procedures
and the final objective itself (the transmission mechanism).

The main body of the paper focuses on the monetary policy
strategy and the instruments and procedures, with the other issues
being introduced when appropriate. With respect to the monetary
policy strategy, Rey argues that it serves two purposes. First, it guides
internal decision making and in this respect represents the central
bank’s best judgement of the transmission process. Second, it allows
the central bank to communicate effectively with the public and build
up credibility, and facilitates public assessment of the performance of
the central bank. He explains why the Monetary Policy Sub-
Committee of the Committee of Governors of national central banks
essentially narrowed the monetary policy strategy down to a choice
between monetary and inflation targeting. The advantages and
disadvantages of these two strategies are briefly discussed. Rey
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observes that some combination of the two strategies was what was
finally adopted by the Governing Council of the ECB.

He next discusses the operational framework, observing that the
Maastricht Treaty implied two major orientations: (1) the operation
of monetary policy would conform to the principles of an open
economy; and (2) decisions on monetary policy would be taken at the
centre, but implementation would be entrusted, to the largest extent
possible, to the periphery. Rey then outlines the principles followed
by the Monetary Policy Sub-Committee in designing the operational
framework: operational efficiency; equal treatment of both national
central banks and financial intermediaries; simplicity, transparency
and cost efficiency; harmonisation and continuity of existing
practices; and a sensitivity to the fact that the decision-making body
of the ECB would meet only on a monthly or bi-monthly basis.
Essentially, it was decided that national central banks would move
away from reliance on their standing facilities towards open market
operations aimed at influencing a specific money market interest
rate. The contributions of reserve requirements, the payment system
(TARGET) and collateral instruments are also discussed.

The implementation of the single monetary policy in Stage Three
of EMU requires the integration of the money market. This, in turn,
necessitates the operation of an integrated area-wide payment
mechanism to allow payments — and especially money market
payments — to be made throughout the euro area at low cost, in a safe
and timely fashion. Wendelin Hartmann, in Chapter 3, discusses the
link between monetary policy and payment systems within the
European context. He begins by noting an increased interest in
payment systems in recent years and observes that this is due to the
large increase in financial transactions in the economy and the
growing interdependence between individual financial centres which
have increased the volume of payments made. At the same time,
technological developments have improved the methods that can be
employed to facilitate these payments.

He argues that a secure and efficient payment system is necessary
to ensure the smooth transmission of monetary policy. It must be able
to withstand shocks including, for example, the inability of a
participating institution to meet its obligations. It is now widely
agreed that problems are best avoided by systems which require the
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gross and not the net settlement of payments. Gross payment systems
require liquidity throughout the day. Banks’ minimum reserves are
useful here, but, in addition, intra-day credit also needs to be available
should reserves prove to be inadequate.

Hartmann describes the European payment system TARGET and
discusses the question of access to intra-day credit by EU countries
outside the euro area. He provides some rationale for the decision to
limit their access by arguing that it would imply that the ECB allow
other national central banks (from ‘out’ countries) to participate in
their money creation process.

Hartmann goes on to consider the effect of innovations in
payments on monetary policy, distinguishing innovations which give
access to account balances (credit cards, etc.) and electronic money.
Innovations which reduce the demand for cash weaken the central
bank’s links with the banking system. However, he argues that they
are unlikely to be completely severed. In this respect, it is important
that electronic money issuers, both foreign and domestic, are brought
under the umbrella of the national central bank’s supervision and
that their impact on the quality of monetary aggregates is examined.

Although the move to the third and final stage of EMU represents
first and foremost a shift in the monetary policy regime, it has much
wider policy implications. Maintaining price stability is the ECB’s
primary objective. The institutional framework that assigns the
Eurosystem! a lasting and credible mandate to pursue an objective of
price stability provides an essential prerequisite for ensuring price
stability in the euro area. However, sound public finances are also an
indispensable prerequisite for financial stability and can support the
maintenance of price stability. Hence, an institutional framework
that guarantees sound government finances, such as that laid down in
the Maastricht Treaty and further strengthened in the Stability and
Growth Pact, forms an important part of the mechanism designed to
reinforce the credibility of the Eurosystem in pursuing its principal
and overriding aim of price stability.

1 The term "Eurosystem" is an expression adopted by the Governing Council of the ECB to
indicate the composition in which the European System of Central Banks performs its basic tasks.
The Eurosystem comprises the ECB and the national central banks of the 11 Member States which
have adopted the euro.
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In his paper Ron Keller discusses the historical origin of the
Stability and Growth Pact, its institutional and procedural aspects
and the logic underlying the Pact. He argues that the Pact has its
roots in the experience which industrial countries have had with
exchange rate coordination. According to Keller, history has taught
us that if attempts to stabilise exchange rates and monetary
conditions are not supported by convergence of policy then they are
doomed to failure. This lesson helps explain why the Maastricht
Treaty set out convergence criteria that needed to be fulfilled and
why the Stability and Growth Pact was adopted.

As Keller points out, the Maastricht Treaty ensured budgetary
discipline in the run-up to monetary union along with monetary
discipline in the form of the exchange rate and inflation criteria. In
the post-Maastricht Treaty age, however, whilst monetary stability
was to be ensured by the independence of the new European Central
Bank, no mechanisms were envisaged to secure continued budgetary
discipline. The Stability and Growth Pact must be seen in this light.

In addition to explaining the origins of the Pact, Keller outlines its
various elements — namely, the need to achieve budgetary positions
of close to balance or in surplus under "normal" conditions, the 3 per
cent of GDP deficit ceiling, and the imposition of fines in the case of
prolonged breaching of the 3 per cent of GDP deficit ceiling. He goes
on to discuss the rationale underlying the Pact. In this connection, he
observes that the Pact will prevent the credibility of monetary policy
from being undermined and avoid the negative spillovers of excessive
deficits to other EMU participating countries, whilst still allowing
national fiscal policy to play a role in stabilising national economies.
In this respect, he concludes that any weakening of the Stability and
Growth Pact at the present time would have detrimental
consequences for the future of monetary union.

The emergence of the Single European Market, a worldwide trend
of deregulation of financial services and cross-border expansion of
banks have already meant greater competition for the financial
services industry. Together with the creation of EMU, this new
economic environment is bound to bring about unprecedented
competition, with fundamental consequences for the prudential
supervision of credit institutions and the stability of the financial
system in Europe. Edgar Meister, in Chapter 5, examines the
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response of bank supervisors to growing competition within the euro
area. He observes that the introduction of the euro will lead to
greater competition, especially between banks in the euro area, as the
degree of financial integration increases even further with the
disappearance of exchange rate risks and transaction costs. Banks
may additionally face increasing competition from securities markets,
since the introduction of the euro will make these markets much
thicker and more liquid. As a result of all these pressures, banks
which do not respond to the challenge of the euro are likely to find
themselves losing market share.

One of the main repercussions of this increased competition is the
process of concentration through mergers, which is occurring in all
EU countries. Such changes are of concern to bank supervisors, since
the creation of large banks by itself is no guarantee of quality.
Additionally, greater competition can lead banks to take greater risks
as a means of maintaining profitability. Recent events suggest,
however, that these risks are not confined only to banks and, hence,
increased supervision of institutions such as hedge funds is also
needed.

All these developments lead Meister to suggest that: (1) the
process of harmonising European banking legislation and
supervision continue to be deepened; (2) banks be given incentives to
take responsibility for their actions through the development of in-
house risk management systems; (3) transparency be encouraged;
and (4) capital provisions be further developed. Overall, it is the
strengthening and adaptation of capital provisions which Meister
considers to be the cornerstone of EU banking supervision.

A well-functioning international financial system is crucial for an
efficient allocation of global savings and investment and for
providing the conditions needed to improve living standards in all
countries. The recent global financial crises in Eastern Asia, Russia
and Latin America have demonstrated that a reform of the
institutions, structures, and policies — or what is commonly referred
to as the international financial architecture — is needed to reduce
the risk of, and better manage, future financial crises. Fabrizio
Saccomanni and Nigel Wicks, in Chapter 6 and 7, respectively,
provide thoughtful and interesting perspectives on the reform
of the international financial architecture required to maximise
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the benefits of, and reduce the risks posed by, international finan-
cial integration.

Saccomanni’s paper addresses the strengthening of the
architecture of the international financial system, aimed at reducing
financial instability and contagion. In particular, Saccomanni
concentrates on reviewing what is being done by the G-7. The first
section of the paper discusses theoretical aspects of international
financial crises, focusing on the work of Kindleberger who, taking
Minsky’s theory of financial crises, examines various historical
episodes of financial turbulence. In Minsky’s theory, an exogenous
shock is at the origin of the crisis. It leads agents in the economy to
believe that asset prices will rise, leading to a boom in financial
markets (fuelled by credit expansion). However, in such conditions of
euphoria, sudden changes in sentiment can occur, leading to panic
behaviour and crisis. Kindlerberger’s examination of history leads
him to conclude that there is much support for Minsky’s ideas.

Following a discussion of the characteristics of current international
financial arrangements, where Saccomanni distinguishes the
government-led international monetary system of the Bretton Woods
era from the market-led one of today, he goes on to examine the G-7’s
approach to dealing with international financial crises. He argues that,
in the 1990s, it has moved from an emphasis on the need for sound
macroeconomic policies and the freeing of markets to the view that
avoidance of instability requires that sound macroeconomic policies be
supplemented with more management by domestic and international
institutions. The need for greater transparency and accountability,
greater reliance on good standards of practice, a stronger legal system,
enhanced international surveillance and a more efficient framework
for crisis management and prevention have all been recognised. Some
of the problems of coordinating such activities are considered and
Saccomanni notes the increased involvement of the private sector in
new initiatives. Finally, some of the more controversial issues
surrounding regulation of the international financial system, including
the role of capital controls, the type of exchange rate regime and the
role of a lender of last resort, are discussed and the contribution of
EMU in the reform process is considered.

Since the collapse of the Bretton Woods system in the early 1970s,
a number of changes in the international financial system have led to
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a rapid increase in the volume of international capital flows. Factors
contributing to these increased flows include improvements in
information technology along with the liberalisation of financial
systems and the development of capital markets. By and large, the
flows have been benign, improving standards of living by moving
funds from developed to developing countries. However, the recent
experience from a number of financial crises raises the important
question of whether too many of the flows have been short-term in
nature. Wicks argues in his paper that financial stability requires that
countries maintain a robust capital account, that is one which is not
overly dependent on short-term capital flows. On the whole, controls
on capital movements are not an appropriate means to this end.

Nonetheless, recent events have suggested a need to examine the
"international financial architecture" more closely. Wicks argues that,
while greater cooperation between countries is necessary, there is no
need for reform of the international financial system to involve some
grand design or the creation of some supra-national authority. In this
respect, a series of reforms are discussed involving: a framework of
internationally agreed principles and standards; increased
transparency of information; an enhanced role for the IMF and other
relevant international bodies in surveillance of the international
financial system; arrangements to provide liquidity in time of crisis by
drawing on a number of different sources; more robust exchange rate
systems, backed by appropriate domestic policies; modernisation of
the method of governance of the international financial system by
creating a body which would oversee the system in its entirety; and,
finally, the need to include social policy in any discussion of
international economic policy making, and here Wicks emphasises
the need to promote health and education in developing countries.

International financial crises, according to Wicks, cannot be
eliminated because crises come from risk taking. To abolish risk is
hinder the forces of market economies that provide the basis for
prosperity and growth. Instead, Wick’s suggested reforms aim to
reduce the risk of crises and to provide a means of their efficient
resolution if and when they occur.
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2 The Gradual Construction of a
Framework for the Single
Monetary Policy Under EMU

Jean-Jacques Rey*

The single monetary policy, carried out by the European System of
Central Banks (ESCB), has come into effect on January 1, 1999.
During the last few months of 1998, the European Central Bank
(ECB) gradually published the various components of its intended
monetary policy framework. These involve a final objective, a set of
instruments and procedures subsumed under the term "operational
framework", and a strategy to link the operational framework to the
final objective. While it was incumbent on the ECB to take the
necessary decisions immediately after its establishment, the ground
had been laid by extensive preparatory work spread over a period of
10 years.

The purpose of this paper is to try to reconstruct the brainstorming
process which, over time, helped bring about a meeting of minds
on the appropriate framework. The first five years of this process,
which were characterised by the architectural design of the move to
EMU, with much emphasis on economic and institutional pre-
requisites (epitomised by the convergence criteria and the Statute of
the European System of Central Banks) will not be discussed. This
was the period leading to the signature and ratification of the
Maastricht Treaty.

By contrast, the focus here is on the past five years, which have
been devoted to the task of implementing the provisions of the
Treaty, and devising the detailed framework for the single monetary
policy. The Monetary Policy Sub-Committee (MPSC) of the
Committee of Governors, and subsequently of the European

*  The author wishes to express his gratitude to Vincent Périlleux and Ivo Maes for their
contribution to this paper.
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Monetary Institute, played an important part in this process. In fact,
the first comprehensive step in that direction was accomplished when
the MPSC was chaired by the present Governor of the Bank of
Greece, Lucas Papademos.

The paper consists of four parts:

e firstly, some general remarks will be made on the methodology
followed in carrying out the preparatory work and the constraints
to be observed;

® secondly, the issues involved in selecting the appropriate
monetary policy strategy will be discussed;

o thirdly, the path followed in narrowing down the range of
acceptable options for the operational framework will be described;

e fourthly, some conclusions will be proposed.

1. Method and constraints

Plans to develop a framework for the single monetary policy did
not start from scratch. Some guidance was to be drawn from four
different sources, not all equally compelling :

® The Treaty of Maastricht (including the Statute of the ESCB)
provided clear limits as to the range of acceptable options for the
framework of monetary policy. It certainly provided the final
objective, namely price stability. It also provided for a general
principle of market conformity, thereby excluding, for instance,
extensive recourse to regulatory instruments.

® There were other general principles, deriving from experience or
plain common sense, which it was important to keep in mind.

® Although the MPSC was not constrained by existing practices, it

would make sense to draw lessons from them, and avoid
innovations which would maximise the difficulties of the transition.
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® Monetary policy operates in a particular economic and financial
environment, which is of paramount importance for the
transmission process, namely those channels through which
monetary policy instruments affect the final objective, in casu
price stability. Monetary union would by itself exercise a major
influence on this environment.

The task of the MPSC was not to come up with an ideal blueprint,
but to provide a range of options consistent with the guideposts and to
indicate the merits and drawbacks of these options. Logically, it would
have been appropriate, starting with the final objective, to follow a
sequence identifying the appropriate strategy or strategies to reach
that objective, and finally to deal with the instruments and procedures
in accordance with the selected strategy or strategies. In the event, the
detailed work proceeded in the reverse order, for two reasons.

Firstly, it soon appeared that the range of realistic monetary policy
strategies would all lead to the same operational target for the day-
to-day management of monetary policy, namely a short-term money
market interest rate. As a consequence, provided the operational
framework was able to deliver that result, it would fit whatever
strategy was likely to be selected.

Secondly, there was much lead time involved, for the
counterparties of monetary policy as well as for national central
banks (NCBs), in implementing a framework allowing them to
respond to the instruments and procedures of monetary policy. By
contrast, the strategic decisions did not entail any lead time because
they did not imply the development of alternative tools or alternative
access to information, but merely a shift of emphasis between
elements which were needed in any case.

For the purpose of this paper, however, the logical order will be
followed, starting with the strategy.

I1. Strategy
A monetary policy strategy serves two purposes: to guide the

internal decision-making process of the central bank and to
communicate with the public.
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From an internal point of view, the strategy reflects the best
judgment of the monetary authority with respect to the working of
the transmission process, and is used to guide decision making. A
simplified but encompassing representation of the transmission
process is proposed in Graph 1. This representation is a simplified
one because:

® it ignores the effects of expectations: it is a purely mechan-
ical sequence;

® it does not make explicit the strategic interplay between the
central bank, the wage negotiators and the budgetary authorities;

® it ignores the feed-back effects of the real economy on the
financial markets and is therefore all one-way; and

® it ignores some of the horizontal interrelationships, such as the
influence of exchange rates on asset prices.

At the same time, it is encompassing, as it fails to discriminate
between the various channels according to their importance in a
given environment. In this respect, two points should be underlined.
Firstly, whether a monetary target or a direct inflation target is
selected, money market interest rates are the relevant immediate
operational targets for monetary policy. Secondly, the transmission
process itself will be strongly influenced by the move to Stage Three,
as financial markets are bracing themselves for major changes, and
the exchange rate will become far less important as a channel of
transmission. Uncertainty will have to be taken into account.

From an external point of view, the purpose of a strategy is to
communicate and provide the public with a benchmark to assess the
performance of monetary policy. It is a tool of accountability and
credibility, which, of course, implies a high degree of publicity for
the rationale of the strategy, as well as the performance relative to
the strategy.

Given the need for a strategy, how helpful were the various
aforementioned guideposts in determining the most relevant options?

The primary objective of the ESCB, price stability, was set out in the
Maastricht Treaty. However, had it not been set out in the Treaty itself,
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Graph 1
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Short-term and long-term trade-off
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the MPSC would in all likelihood have come up with the same proposal.
The rationale is not that price stability is more important than growth
or employment. The rationale is that an activist monetary policy, geared
to offset any cyclical downturn, rather than seek medium-term price
stability, will over time produce the reverse of what is being sought.

Admittedly, in the short term, there is a positive correlation
between unexpected inflation and growth: an inflationary monetary
shock can stimulate activity, provided its inflationary impact is
unexpected. This is predicated on the success of the authorities in
convincing the public that their policy is non-inflationary, while it
actually is. However, that does not fly very long and, as illustrated in
Graph 2, the Phillips curve itself moves to higher levels of inflation
for a given rate of growth. In the longer term, activity cannot be
stimulated by inflationary shocks. Indeed, it can even be perversely
affected through channels of competitiveness or confidence. That
does not imply that monetary policy cannot have any positive impact
on activity: that impact will be there if the monetary policy stimulus
is seen to be fully consistent with price stability.
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Table 1

Monetary policy strategies in EU countries (end-1994)

Exchange rate targeting Monetary targeting  [Direct inflation targeting

BE
DK
DE X
GR
ES
FR
1IE
IT X
NL
AT
PT
FI
SE
GB X

X
X

XX R X
X

XX

X

Beyond the prescription of the Treaty, the strategy must be in line
with a number of principles which derive from common sense or
experience, such as effectiveness, accountability, transparency,
medium-term orientation, continuity and consistency with the
independence of the ESCB. These principles hardly deserve specific
comments, although some of them may be hard to reconcile.
Medium-term orientation acknowledges that an appropriate strategy
would avoid monetary policy seeking to compensate for any short-
term deviation of the targeted variable from its targeted path.
Continuity implies that some importance is attached to the successful
strategies observed in the past in the European Union, and is a way
of paying tribute to the monetary targeting of the Bundesbank.
Consistency with the independence of the ESCB would argue against
a strategy relying on a variable which is under the authority of the
government. The exchange rate is a case in point, but the exchange
rate targeting strategy is disqualified on other grounds as well.

Coming closer to the task of narrowing down the range of options,
the MPSC has reviewed a range of possible monetary policy
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strategies, either effectively applied in the countries of the European
Union, or discussed in the academic literature.

As shown in Table 1, at the time the preparatory work was started,
a majority of countries in the European Union were operating under
an exchange rate target. However, this could not serve as an
indication of what was to occur in Stage Three, because the target,
which was the Deutsche Mark, was to merge into the euro and
therefore disappear. The other countries were relying on monetary
targeting or on direct inflation targeting, in equal numbers.

Targeting the exchange rate of the euro vis-a-vis third currencies
would not be efficient, since Euroland would be a less open
economy than any country in Euroland, or the European Union,
even if the degree of openness would still be slightly higher than
that of the United States or Japan (see Table 2). Nominal income
targeting and interest rate pegging were unattractive for several
reasons, including their inconsistency with the principle of
continuity.

In practice, the preparatory work on strategy was concluded by
arguing that the choice was limited to the alternative involving either
monetary targeting or direct inflation targeting. In both cases, the
strategy would be geared to the same final objective, would adopt a
forward-looking perspective, in accordance with the desired medium-
term orientation of policy, and would need to involve a wide range of
economic and financial indicators to be reviewed at each meeting of
the decision-making body.

The merits of monetary targeting were seen in its reliance on an
aggregate which the central bank would itself compute, and for
which it would assume exclusive responsibility. It would be easily
observable on a monthly basis and it would assist in buying some of
the credibility of the Bundesbank through the simple fact of
continuity in the selected strategy. Of course, it would also imply
big question marks, related to the new environment. Monetary
targeting relies on an intermediate objective, the value of which
depends crucially on its controllability through the available
instruments of monetary policy, and on the stability of the money
demand function.

Direct inflation targeting would rely on the regular publication of
inflation forecasts that would be compared to the target. The target
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Table 2

Openness of the countries of the European Union

Average of exports and imports of goods in 1997, percentages of GDP
Greece 15
* Ttaly 20
* Spain 20
* France 21
* Germany 23
United Kingdom 23
Denmark 28
* Portugal 29
* Austria 30
* Finland 30
Sweden 33
* Netherlands 55
* Ireland 59
* BLEU 64
*EU (11)
including intra-EU (11) trade 26
not including intra-EU (11) trade 13
p-m. United States 10
Japan 9

Source: Eurostat.

itself would have the merit of exercising direct influence on inflation
expectations, and presumably on the process of wage setting. It would
of course be predicated on the stability of the economic relations
entering into the inflation forecast itself.

In the end, the Governing Council decided to combine both
strategies - or to reject both - and rely on three pillars involving:

® a precise and quantitative definition of price stability. The
Governing Council is in the privileged position of starting out
from a situation where performance is fully in line with the
final objective;
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® a reference value for the growth of a monetary aggregate. The
word target has deliberately been omitted, but the monetary
variable is afforded a prominent role in the strategy.

® a broadly-based assessment of the outlook for future price
developments.

II1. Operational framework

For the operational framework, the same basic inputs had to be
taken into account as for the choice of the strategy.

The provisions of the Treaty implied two major orientations for
the operational framework. Firstly, monetary policy was to operate in
conformity with the principles of an open market economy. That was
the confirmation of a long-standing trend in the style of monetary
policy throughout the industrialised world. Secondly, monetary
policy was to operate in line with the decentralised character of the
European System of Central Banks. Decisions were to be taken by
the center, but implementation had to be entrusted, to the largest
extent possible, to the periphery.

Beyond the provisions of the Treaty, the MPSC identified a
number of guiding principles which hardly need commenting upon:

® Operational efficiency was of course paramount. It implied getting
satisfactory control of a single money market interest rate.

e FEqual treatment refers not only to the national central banks, but
also to the financial intermediaries to be selected as the
counterpart of the central bank operations. That implied, inter
alia, dropping the reliance on a limited set of primary dealers, a
practice to which some central banks were accustomed.

e Simplicity, transparency and cost efficiency were self-evident virtues,
of which it was undesirable to lose sight in designing the framework.

® Harmonisation and continuity were to some extent
contradictory principles. Harmonisation had to prevail to the
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extent that it was necessary to ensure single monetary impulses
throughout Euroland, and equal treatment of counterparties.
Continuity meant that there was merit in relying on
experienced instruments and procedures, and that the diversity
of financial systems could not be completely ignored,
particularly when selecting the paper eligible for collateral in
monetary policy operations.

® (Conformity with the decision-making framework was a reference
to the fact that the main decision-making body of the ECB would
not be in permanent session, but would only gather at monthly or
bi-monthly intervals. That would for instance preclude a
framework whereby all central bank operations would be
conducted by way of daily fine-tuning.

Turning to the review of existing practices, it was easy for the
MPSC to recognise that the general and secular trend of practices
entailed a move away from regulatory instruments to reliance on
central bank operations, and lesser reliance on standing facilities in
favour of greater reliance on open market operations, designed to
target a money market interest rate.

The predominant view, though not unanimous, was that the
central bank could best operate as a regular lender to the banking
system, rather than as a borrower. That would imply ensuring that
the banking system would itself operate under a structural money
market deficit.

Such a situation would naturally arise if the total of banknotes
and general government deposits, on the liability side of the central
bank balance sheet, exceeded on a permanent basis the volume of
net foreign assets. Were that not the case, a structural deficit on the
money market would have to be created through structural
operations, either as a result of reserve requirements, or through
longer-term market operations of the central bank such as the
issuance of debt certificates, or the collection of fixed-term deposits.

The most difficult question to be solved was indeed whether to
involve reserve requirements in the operational framework, since this
instrument could perform other functions than merely enlarging the
balance sheet of the central bank.
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Looking at existing practices, the differences in operational
frameworks lay essentially in the use of reserve requirements and in
the degree of frequency of central bank market operations.

The prospective environment in Stage III was also relevant for
selecting an appropriate operational framework. Two factors deserve
particular attention in this respect.

Firstly, the availability of an efficient payment system was of
course essential in ensuring that money market participants would be
able to arbitrage away any difference in money market interest rates.
The TARGET system was to be set up with this purpose in mind.
This meant, in particular, that the option of remote access for
monetary policy counterparties could safely be excluded from the
operational framework. The TARGET system also ensured the
consistency between the singleness of monetary policy and the
decentralised implementation of monetary policy operations.

Secondly, there was no way to eliminate in a short time span the
diversified landscape of collateral instruments used by the various
central banks. One complication in designing the framework was to
reconcile this diversity with a sensible risk-sharing mechanism for the
ESCB, which eventually led to the adoption of a two-tier system of
eligible collateral. Another complication was the need to meet the
requirements of a single financial system, which implied the
possibility for banks to use assets throughout the single market to
collateralise the refinancing operations with their own central bank.
This led to the design of a complex corresponding central banking
system, which, over time, may be partly replaced by efficient
interconnections between European securities settlement systems.

As mentioned above, the case for or against minimum reserves was
the most difficult issue to be resolved. Minimum reserves can fulfil
three different purposes, but none of these makes an overriding case
for using them.

Firstly, they can assist in stabilising money market rates if
accompanied by averaging provisions. Clearly, it is important for the
central bank to provide ways of ensuring that the volatility of the
autonomous factors which influence bank liquidity does not translate
into a high volatility of money market interest rates. By allowing
banks to fulfil their reserve requirements on average over a given
period, minimum reserves provide some flexibility in the day-to-day
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treasury management of banks, and they provide an incentive for
banks to stabilise interest rates on the money market. Volatility can
also be controlled, however, by increasing the frequency of central
bank operations, either in the form of recourse to the standing
facilities, provided the corridor of official rates is kept sufficiently
narrow, or in the form of frequent fine-tuning operations calibrated
to compensate for the fluctuations of the autonomous factors.

Secondly, minimum reserves can be used to create a structural deficit
in the money market, forcing banks to borrow reserves from the central
bank. However, as noted above, the same result can be obtained
through market operations, such as the issuance of debt certificates.

Thirdly, minimum reserves can be used to drive a wedge between
money market interest rates and the rates paid by banks on their
liabilities, provided that no remuneration is paid on the required
reserves. This is seen as useful in exercising control over monetary
aggregates, because it increases the interest elasticity of money
demand. The strength of that argument is disputed, however.

Minimum reserves have significant drawbacks. They require
legislation and are therefore not under the exclusive control of the
central bank. They are administratively burdensome. If not
remunerated, they entail costs for the banking system, and may
contribute to the delocation or disintermediation of some banking
activity. Such a risk can of course be largely eliminated if reserves are
remunerated, and are not expected to assist in monetary control.

In the end, the framework adopted by the ESCB relies heavily on
open market operations. Market rates are bound by the rates on two
simple standing facilities - one for lending and one for depositing -
and their stabilisation is assisted by averaging provisions on minimum
reserves, which are themselves remunerated at market rates.

The details of this framework have been published elsewhere, but
some features deserve particular emphasis (see Table 3). Among the
wide array of potential open market operations, by far the most
important will be the weekly main refinancing operations. Clearly,
they replicate the weekly repos of the Bundesbank and similar
procedures in other countries. They reflect an element of continuity
in procedures.

The longer-term refinancing operations, to be conducted monthly,
are, by contrast, quite unusual. They reflect a compromise between
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Table 3

ESCB’s monetary policy instruments

1. Open market operations

1. Main refinancing operations:

2. Longer-term refinancing operations:

3. Fine-tuning operations:

4. Structural operations:

* weekly area-wide standard tenders

* repurchase agreements or collateralised loans
* for a two-week period

* key interest rate

* weekly area-wide standard tenders

* repurchase agreements or collateralised loans
* for a three-month period

* the ESCB acts as a rate taker

* area-wide quick tenders and bilateral procedures

* repurchase agreements or collateralised loans,
FX swaps, collection of fixed-term deposits,
outright purchases and sales of securities

* area-wide standard tenders and bilateral
procedures

* repurchase agreements or collateralised loans,
issuance of debt certificates, outright purchases
and sales of securities

1II. Standing facilities

1. Marginal lending facility:

2. Deposit facility:

* repurchase agreements or collateralised loans
*O/N

* ceiling for O/N market interest rate

* deposits
*O/N

* floor for O/N market interest rate

III. Minimum reserves

* Credit institutions established in the euro area
* Reserve base: liabilities up to 2 years, except repos and liabilities vis-a-vis other
institutions subject to the system and vis-a-vis the ESCB

* Reserve ratio: 2%
* Lump-sum allowance: EUR 100,000

* Averaging provisions: one-month maintenance period
* Remuneration: rate of the ESCB’s main refinancing operations
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the concern to eliminate standing facilities in the form of subsidised
lending, as prevailed in some countries through the discount window,
and the desire, particularly on the part of the smaller banks which
were the main users of the discount facilities, to keep access to
refinancing at the central bank for a period longer than implied by
the main refinancing operations. The central bank will take no view
as to what the rate should be for such a maturity. It will replicate the
prevailing market rate.

The standing facilities will be used for two purposes. One is to limit
overnight market rates between a floor and a ceiling, provided by the
rates on these facilities, which are unrestricted in volume. Of course,
adequate collateral must be posted in case of recourse to the
marginal lending facility. The second purpose is to provide the
central bank with a strong signalling instrument, operating through a
change in the official rates applicable to one or both of these
facilities.

Minimum reserves will be applied, essentially for the purpose of
stabilising money market rates, and in a manner as consistent as
possible with market-friendly conditions. In the early phases of the
preparatory work, consideration was given to applying averaging
provisions without reserve requirements, namely averaging around
zero. Such a system would have implied the possibility of overdrafts
within the averaging period. Given the danger of such overdrafts in
speculative periods, a complicated set of quotas would have been
contemplated, but the merits of the simplicity of such a system would
have vanished under the difficulty of setting and monitoring the
quotas, and the idea was dropped. In any case, it would have failed to
pass the test of continuity.

IV. Conclusions

In the end, the monetary policy framework of the ESCB comes out
as reasonably simple, clean and straightforward.

The ECB has a range of efficient instruments at its disposal to target
a very short-term interest rate. It will implement a pragmatic strategy,
roughly equidistant from monetary and direct inflation targeting, and
will be accountable for maintaining price stability in Euroland.
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The decisions will be taken and implemented in a federal
environment. Compared to other such federal constructions, the
ESCB looks more decentralised than others, if one uses as a
benchmark the relationship of the peripheral to the central
components of the decision-making body, in terms of sheer numbers.
Such a benchmark may be artificial, however, since the cohesion of
the Executive Board is the decisive feature in determining the
relative weight of the center and the periphery in the decision-
making process.

Last but not least, it is important to emphasise that, contrary to the
impression given in this paper, which has been digging deep into the
internal toolkit of monetary authorities, monetary policy is not a self-
contained area, unaffected by what happens in other policy areas.
Clearly, the environment in which monetary policy operates is
affected by other policies. In the case of Euroland, it will be
particularly interesting to watch how the single monetary policy will
be reconciled with the multiple set of other policies still formulated
at national level. In fact, the single currency may in the long run
prove a strong incentive to increased policy coordination in other
areas, if not, over time, to further transfers of sovereignty.
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3 Monetary Policy and
Payment Systems in EMU

Wendelin Hartmann

It is a great honour for me to have the opportunity to speak
to you on the subject of monetary policy and payment systems.
The invitation was certainly prompted to some extent by the
numerous functions and my resultant experience of German
monetary policy and the German payment system. I shall therefore
devote part of my speech to the rather more general pan-European
aspects of the subject, using the German payment system as a
specific example.

Central banks have an interest in payment systems, for both
financial and monetary policy reasons. Central banks need reliable
mechanisms for implementing monetary policy. Moreover, the
payment system infrastructure is at the heart of a market economy,
and the public expect it to work.

The monetary policy of central banks is frequently the subject of
academic analyses and critical commentaries. Until only a few years
ago, monetary policy makers and banking supervisors tended to
regard payment systems as relatively unimportant.

Monetary policy and payment systems have always been closely
intertwined. It may sound banal to say that, in many countries,
cash payments represent the most important source of demand
for central bank money and therefore provide the vital starting
point for monetary policy. The link between monetary policy
and payment systems is also reflected in Article 22 of the Stat-
ute of the European System of Central Banks (ESCB): “The
ECB and national central banks may provide facilities, and the
ECB may make regulations, to ensure efficient and sound
clearing and payment systems within the Community and with
other countries.”

In the past few years the monetary policy significance of payment
systems has attracted growing attention. There are probably several
reasons for that:
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1.

36

Payment flows have grown as a result of the increase in pure
financial transactions. This owes something to the enormous rise
in the importance of investment banking. In some commercial
banks, the transactions in derivatives and futures actually appear
to be gradually supplanting traditional commercial banking. This
is a process which - as recent undesirable developments show - has
increased to such an extent that it is no longer economically
tenable. Unfortunately, the enormous leverage of certain
financial intermediaries, for example, of hedge funds, is
accompanied by a corresponding increase in risks. I think it is
quite absurd that precisely the largest players in this area
worldwide have remained untouched by effective supervision.

In the course of globalisation, moreover, individual financial
markets have become increasingly interdependent. At the same
time, awareness of risks and returns has grown and the demands
on the security, speed and cost-effectiveness of interbank
payments have increased accordingly. This has not failed to affect
money market management. Payment flows effects entail ever
more frequent and more resolute action from monetary policy
makers. This sometimes creates the impression that payments are
increasingly dominating monetary policy. It could be said that we
are currently experiencing a reversal of the roles of the principal
factors in the financial sector.

Rapid technological evolution is continually creating new
opportunities for payment products in the non-banking sector,
too. Card-based payment systems and home banking are cases in
point. It is unlikely that money demand will remain unaffected by
new payment patterns.

Stage Three of monetary union will exercise an impact on the
public’s cash and cashless payments as well as on large-value
payments between banks in the context of the European money
market — although the extent of such effects still cannot be
estimated. In order to foster the integration of the national money
markets and to make a single monetary policy possible within
EMU, the European System of Central Banks will establish the
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Europe-wide large-value payment system TARGET, which will
link the national real-time gross settlement (RTGS) systems of
the EU central banks.

In the course of my talk, I shall shed some light on the connection
between interbank payments and the implementation of monetary
policy. I would like to begin by addressing the liquidity requirements
in payment systems in general and in the future TARGET system in
particular. I shall then consider some innovations in non-bank
payments which may have an impact not only on the operational side
of monetary policy but also on its strategy and approach. Here the
focus is on card-based payments and electronic access to bank
accounts as well as on electronic money on chip cards and in the form
of network money. I shall conclude with a brief account of the current
debate on ways of managing international payment flows.

I. Interbank payments

For managing bank liquidity, ensuring the smooth transmission of
monetary policy stimuli and the stability of the transmission process,
central banks are dependent on a secure and efficient payment
system. Their interest-rate and liquidity-policy instruments are
applied to the money market. The speedy and effective deployment
of these instruments presupposes an efficient large-value payment
system, which can process large amounts in a very short time. In
order to be able to settle a refinancing transaction on a same-day
basis and to meet the objectives in the money market, the associated
crediting and debiting of banks’ central bank accounts have to be very
fast; likewise, banks must be able to square their liquidity positions in
the money market immediately.

Disruptions in payment transactions can quickly have an adverse
effect on the national and international financial markets.
Conversely, it is also true, as my colleague John Trundle of the Bank
of England has recently put it, and I quote: “Payment systems can
transmit shocks generated elsewhere. For example, problems which
might have had their origin in bad lending decisions by individual
banks may become manifested in the payment system when a
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particular institution is unable to honour its obligations, and that can
have knock-on effects on other institutions. Good payment system
design can contain such shocks but bad payment system design can
amplify them and increase the risk of systemic disturbances. Payment
systems are the financial plumbing of the economy, and, like
plumbing, they are typically noticed only if they smell.”

Accordingly, the default of a participant may have an adverse effect
on payments, the extent of the damage depending on the way the
system is designed. The systems that pose the most problems are those
net settlement systems that provide for an unwinding. The institutional
regulations in German systems largely rule out such dangers because
payments in the RTGS system “ELS” and in the net system “EAF”
become continuously final and irrevocable. A feature of EAF — and
one that is unique for a net system — is that it provides continuously
legal finality and liquidity in the form of central bank money. The
approval of the Settlement Finality Directive in the summer of this year
created the basis throughout Europe for an improvement of the legal
position with respect to payment systems. That directive requires EU
member states to abolish what is known as the zero-hour clause and to
guarantee the legal enforceability of netting and collateralisation.

II. Liquidity needs of payment systems

Generally speaking, gross and net settlement systems require
different amounts of liquidity in the course of a business day. Gross
systems need a constant provision of liquidity during the day, whereas
the need for liquidity in net systems is concentrated on the close of
business. The minimum reserve balances in the euro area exceed the
working balances and are to be complied with not on a daily but only
on a monthly average. They are remunerated at a market-related rate
of interest and are not frozen but may also be used for payment
purposes. Thus, they provide the banks for the settlement of operations
in the gross payment systems with a certain — albeit insufficient —
liquidity reserve, with which they can likewise settle unexpectedly large
volumes of payments. Owing to the principle of holding minimum
reserves as a monthly average, the minimum reserve system exercises a
steadying influence on the money market. It also has the advantage that
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the ESCB need not intervene in the money market every day. On the
other hand, the minimum reserve system does not guarantee that
adequate balances are always available for payment system purposes.

To enable payments to be made even when account balances are
low, it is necessary to provide payment system participants with
supplementary intra-day credit. As long as intra-day credit is granted
only to eligible counterparties from within the euro area, it does not
pose any major problems to liquidity control under the monetary
management strategy of the ESCB.

Furthermore, there are several net settlement systems available to
market players throughout Europe which reduce the demand for
central bank liquidity for payment settlement purposes by means of
offsetting. In some systems - such as EBA, SNP in France and SEPI
in Spain - the explicit, collateralised intra-day credit from the EU
central banks is replaced by implicit, intra-day credit from the other
payment system participants. Balances are not settled through
central bank money in these systems until the end of the business day.
In the Bundesbank’s EAF, liquidity needs are likewise reduced by
means of offsetting, but in the latter case an implicit granting of intra-
day credit, with the associated credit risks, is unnecessary. In EAF, a
continual process of clearing takes place during the day, and each
time there is a simultaneous flow of liquidity through the settlement
of balances in the Bundesbank’s books. I think that, on the whole,
gross settlement systems are unlikely to gain a market share to that
extent as was expected only a few years ago and that, consequently,
the need for intra-day liquidity will not increase dramatically. In my
opinion, the ESCB should not make any recommendations about
making certain types of payment only in particular systems but should
leave this to the market and intervene only in the event of manifest
aberrations. That does not prevent the ESCB to promote the use of
TARGET for the support of money market transactions.

III. TARGET and intra-day credit
This system is in my opinion an impressive example of how

payments and monetary policy can be dovetailed. TARGET is
designed to connect the national real-time gross settlement systems
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of the various central banks via the Interlinking system. The
TARGET system is essential if we are to have a uniform and efficient
monetary policy and money market in the euro area.

The differences of opinion voiced by some of the participating
central banks regarding the question of intra-day credit have been
settled pragmatically during the past few months. The controversy
concerned the issue of whether the central banks of countries such as
Greece, which will not be participating — at least for the time being —
in Stage Three, could be allowed to use TARGET under the same
conditions as the central banks participating in monetary union.
Different views were held not least on the question of access to intra-
day credit in euros from the ESCB.

I would like to take this opportunity of spelling out the motives
behind the cautious procedure now agreed. No central bank has
so far allowed any other central bank to take part in its central
bank money creation, and in the view of the Bundesbank, too,
there is no convincing reason for relinquishing this principle in
European monetary union. This has been broadly explained to the
public in the “Policy Statement on Euro Payment and Settlement
Systems Located Outside the Euro Area” published by the ECB in
November 1998.

Monetary creation in euros by a central bank that is not
participating in Stage Three of monetary union may, in principle,
adversely affect the ECB’s monetary policy even if, as will now be the
case, the extent and the duration are limited. The amount of liquidity
may increase in a way that has a bearing on monetary policy. Intra-day
credit can “spill over” into overnight credit, thus modifying the central
bank money stock and affecting money market management. The day-
to-day money market rate could become more volatile, increasing the
risk of false interest-rate signals. Consequently, the need for fine-
tuning operations would also increase. It would be highly problematic
if the granting of intra-day credit were to foster the growth of euro
holdings outside the single currency area, thus encouraging currency
substitution between the euro and the currencies of non-participating
countries. Such substitution would impair the informative value of the
money aggregates, their manageability and stability.

For those reasons the ECB Governing Council, as you know,
agreed to the following proposal, which applies to Greece, too. The

40



Monetary Policy and Payment Systems in EMU

non-euro NCBs will be able to offer intra-day liquidity in euros to
their credit institutions on the basis of a deposit in euros with the
ESCB. The amount of such a deposit will be fixed for each of them.
The amount in question in the case of the Greek central bank is
EUR 1 billion. The intra-day liquidity the non-euro-area NCBs will
provide to credit institutions connected to TARGET will also be
subject to a ceiling (i.e. EUR 1 billion per credit institution). The
collateral required to secure the intra-day credit position in euros will
have the same quality standards as the assets eligible in the euro area.
Participation in TARGET will be designed in such a way as to give
the ECB assurance that non-euro area credit institutions will always
be in a position to reimburse intra-day credit in due time, thus
avoiding any need for overnight central bank credit in euros.
Safeguards will be based on the intra-day credit being capped, on an
early liquidity deadline and on a system of penalties in the event of a
failure to reimburse the intra-day credit.

As I see it, this is a privilege or, if you like, a welcoming gesture to
those European central banks and credit institutions that will not
(vet) be participating in monetary union at the beginning of Stage
Three. That will also benefit the financial sector in Greece. In my
opinion, it is an ideal springboard to a subsequently smooth accession
to EMU.

IV. Innovations in payments by non-banks

Non-bank payments are relevant to monetary policy to the
extent that the security, viability and integrity of the execution of
cashless payments are important for maintaining confidence in the
currency. Furthermore, changes in payment systems, which have
happened in the past, and which continue to happen, on account of
the pace of technological progress, have a bearing on monetary
policy. New instruments and technologies raise several questions
concerning monetary policy. They affect the substitutive ties
between the different types of money and the dependence of the
banks on refinancing by the central bank, the effects thereof on the
demand for money and changes in the transmission process of
monetary policy. For the central bank, the decisive factor is
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whether this will jeopardise its strategy and the effectiveness of
its instruments.

In the case of payments between non-banks, the innovations that
are most relevant to monetary policy are those which may be
associated with a change in the cash-holding patterns of the general
public and thus with a change in money demand. A clear distinction
can be made here. On the one hand, there are modern products such
as credit and debit cards which give access to account balances and
the entire field of electronic banking, that is to say, “remote access”
to accounts by electronic means. On the other hand, there are more
recent forms of money, such as electronic money on chip cards or in
computer networks, which at the moment is certainly the most
interesting topic. Access products and electronic money should be
treated separately, both terminologically and analytically.

Numerous ways are possible in which monetary policy can be
affected by innovations in payment systems and by new forms of
money. The replacement of cash is in the forefront. The ultimate
purpose of almost all innovations in non-bank payment transactions
over the past 20 to 30 years has been to reduce the use of cash in
everyday life in favour of an increased use of bank money in the form
of deposit money. By means of speedier, more convenient and lower-
cost access to sight deposits, the more efficient employment of funds
was to be facilitated. Despite the introduction of the guaranteed
eurocheque, direct debiting and an increasing dissemination and use
of credit and debit cards, the banks in Germany have only had limited
success, at best, with regard to the ousting of cash. However, this also
owes something to the fact that cash demand has been fostered by the
use of D-Mark banknotes abroad. This factor will have less impact in
the case of the euro because it will be a Europe-wide currency from
the outset. It is difficult to estimate the impact that other factors, such
as automatic teller machines, have on the amount of cash in
circulation. On the one hand, these machines may foster the use of
cash owing to the quick and convenient access to cash that they
provide; on the other hand, they make it easier for us to hold smaller
amounts of cash on average.

Even so, since about the middle of 1996 the amount of cash in
circulation has stagnated. This may owe something to the rapidly
increasing use of debit cards, as well as to other factors, such as a
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reduction in the hoarding of D-Mark banknotes abroad. The number
of places where debit cards are now accepted has risen very sharply.
The replacement of cash is more likely to be promoted by this
development than by the spreading of the pre-paid card.

V. Implementing monetary policy

The creation of money by banks is accompanied by an increase in
the amount of cash in circulation and in the minimum reserves to be
maintained in future at the ESCB. It therefore requires money which
credit institutions cannot create themselves, but which must be
acquired from the central bank. The monopoly of central bank money
continues to represent the basis and the starting point of monetary
policy in the money market. Where innovations in non-bank payments
reduce the amount of currency in circulation, the quantitative links to
the banking system will be loosened, but not severed completely.
What remains important is that the central bank is still able to manage
conditions in the money market in such a way that its objectives
are achieved.

Provided that all other things remain equal, currency substitution
will reduce the central bank’s balance sheet. The scope for sterilising
liquidity policy to offset expansionary liquidity shocks will be lessened.
A reduced central bank balance sheet likewise reduces the profit
arising from money creation, that is to say, the seigniorage. Seen in
purely monetary policy terms, however, this factor should not play a
major role.

In view of its conception and range of possible uses compared
with the other innovations, electronic money on chip cards
certainly has the greatest potential as a substitute for cash because,
in much the same way as with cash, payment is effected by passing
on a specified value, which consists in this case of money units
which can be processed electronically. The money on stored-value
cards is aimed at payment transactions involving fairly small
amounts, which in Germany have so far been settled almost entirely
in cash. It therefore has to be borne in mind that this potential will
mostly affect the small and not the large cash denominations.
DM 5 to DM 50 banknotes account for barely 15% of the value of
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the currency in circulation in Germany. For that reason, it is more
likely that in the short run currency substitution will be moderate.
However, this estimate is fraught with uncertainty in that, during
Stage Three of monetary union, electronic money will be available
long before currency denominated in euros. To that extent, entry
into monetary union could have the effect of promoting the use of
prepaid cards. On the other hand, any cross-border use of this
payment medium is not readily possible because it was only
recently that harmonised standards were approved for use
throughout Europe.

Even in the event of increased currency substitution, European
minimum reserves will still serve as a further determinant of central
bank money demand. To the extent that the increased use of credit
and debit cards results in a reduction in the use of cash in favour of
sight deposits which are subject to reserve requirements, the
consequently larger minimum reserve requirement will at least
partially offset the falling demand for central bank money. Card
money will be subject to minimum reserve requirements within EMU
in future. Since it is not impossible that the implementation of
monetary policy will be imperilled by electronic money over the
longer term, it would also seem appropriate to safeguard the scope
for monetary intervention by having, for instance, a special kind of
cover requirement above the level of the minimum reserves.

If, however, the minimum reserve base was seriously undermined
by innovations or came up against competition policy barriers, it
would be advisable to keep open the option of the central bank
issuing its own electronic money. Many factors would have to be
taken into consideration in this context: cost, security, competition
with banks, its status as legal tender, etc.

The effectiveness of monetary policy hinges upon the issue of
electronic money being restricted to credit institutions. For a start,
this ensures that it is statistically recorded as part of the monthly
balance sheet statistics, and that it is included in the monetary
aggregates. The Bundesbank has been including the “equivalent
values stored on prepaid cards” in the monetary aggregates since the
beginning of 1997; the total volume involved currently amounts to
approximately DM 100 million. This sum total has been stagnating
at around this level for some considerable time. There are a number
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of reasons why we are still waiting for the great market
breakthrough. Evidently a decisive role is being played by the
unresolved question of how the costs and charges are to be shared
between the banks and the retail trade, and by the reluctance of
consumers to use the cards.

If these units of value were to be issued by non-banks, “money”
would be created. This would not only result in problems of defining
areas of responsibility but would also pose the risk of the
responsibility of a central bank for payments and the financial system
being extended to non-banks, but without the central bank having the
necessary instruments and supervisory resources at its disposal.

Restricting such issue to prudentially supervised institutions also
provides the necessary safeguard for the integrity of the payment
system and protects the holders of electronic money on stored-value
cards or in computer networks. As a result of an amendment of
German banking supervisory legislation at the beginning of 1998, the
issuers of card and network money are now subject to banking
supervision. This approach is consistent with the recommendation of
the ECB for a draft directive which is being drawn up by the European
Commission, and which is likely to be approved by the end of 1999.
The purpose of that directive is to grant non-banks the right to issue
card and network money. Through an amendment of the First
Banking Coordination Directive, such non-banks are to be defined as
credit institutions. They would then receive the European passport
and become subject to banking supervision with respect to the issue of
card and network money.

There is no doubt that, in the case of network money, the problem
of capturing and supervising foreign issuers is of particular
importance. These issuers may be non-banks which might be able to
evade statistical reporting requirements. In the case of cross-border
issues, tax avoidance, the underground economy and money
laundering are important concerns. To that extent, close
international cooperation between all participating institutions will
be essential in that field in the future, with the well-established
international organisations and bodies serving as a forum. It is likely,
however, that the cross-border use of network money will develop
slowly at first, because the underlying legal conditions are clearly not
very satisfactory for users.
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VI. The monetary policy approach

New instruments in payments may affect not only the
implementation of monetary policy but also the monetary policy
approach. Among the questions raised are whether the indicator
quality of the traditional monetary aggregates will change and, if so,
how. That affects not only the central banks practising monetary
targeting but also those with a different strategy, for example, a direct
inflation target, as the money stock represents, at the least, an
important information variable for them.

Substituting sight deposits for currency is neutral as far as the
money stock is concerned, because it is simply a switch from one
component to another that is involved. However, where the turnover
rate of sight deposits is somewhat higher, this may also imply a
change in the information content of monetary aggregates. A
gradual, rather than a sudden, rise, which can be taken into account
by a deduction when monetary targets are being derived, makes the
work of the central bank easier. In the case of electronic money, we
are initially assuming that the velocity of circulation will be
discernibly greater than in the case of cash because it is likely that the
amounts stored on cards will be fairly small at first and that the
reloading intervals will be short.

I rather think it is doubtful whether the indicator quality of the
monetary aggregates in Germany has changed significantly so far as
a result of innovations in payments. There has probably been very
little effect on the indicator quality of the money stock M3. The
velocity of circulation has been tending to decline steadily.
Innovations in payments have manifestly not had any major adverse
impact on the decline in the velocity of circulation. However, this
may also owe something to the fact that the more efficient
employment of funds facilitated by such innovations has made it
easier to switch to higher-yielding forms of investment — which, in
turn, have a lower turnover.

Since, at most, the innovations to date have given rise to a partial
substitution of cash and sight deposits, or make such substitution
likely, they will not, in principle, jeopardise a policy that is geared to
a broadly defined money stock. The volatility of the money stock M3
has increased during the nineties. However, this is likely to be mainly
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attributable to interest rate movements and monetary capital
formation. The increasing opportunities, associated with innovations
in payments, for substituting one monetary or asset component for
another appear to have played no major role in that. By contrast,
changes in the velocity of circulation of the monetary aggregates
could be increasing imperceptibly in importance. Direct participation
by central banks in all forms of national and international payments
is probably the best prerequisite of a reliable assessment.

Generally speaking, the innovations in payments are not going
to call into question the ESCB’s monopoly of central bank money in
the foreseeable future. The adoption of a strategy of monetary
targeting is not likely to be seriously jeopardised either. After all, a
distinct growth in electronic money is to be expected, possibly in the
medium term but certainly in the longer term. We shall watch
developments very carefully, but judging by past experience and in
the light of the analyses we have made, we shall do so with a large
measure of composure.

VII. Options for regulating international payment flows?

I would like to conclude by addressing another topical issue.

The debate on ways of curbing international financial flows —
particularly short-term ones — which are seen as undesirable, or at
least of controlling them more effectively, has gained greater
momentum recently. I do not wish at this juncture to deal with the
numerous variants that have been aired for controlling foreign
exchange transactions along the lines of the well-known Tobin tax.
Given the subject of my talk, I would simply like to point out here
that, in my opinion, international payments are not a suitable starting
point for regulatory projects of this kind.

Seen in purely technical terms, payments consist of nothing but an
exchange of information resulting in operations on the accounts of
those involved. The existing transport media — SWIFT, Internet,
telex, fax and telephone — are versatile and universally available, and
so comprehensive control is simply out of the question.

Quite apart from that, attempts to control and regulate would
inevitably end up as a form of news censorship, which — assuming it
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is feasible in the first place — would lead to serious impediments
to and disadvantages for general communications between persons
and enterprises.

A global system of statutorily prescribed charges to discourage
undesirable short-term capital flows, to the detriment of the credit
institutions concerned, would likewise be doomed to failure. Apart
from the technical problems involved, it would probably divert some
international payments into insecure non-banking channels (notably
into unsupervised hedge funds) and into offshore centres; moreover,
it would only give rise to unnecessary costs for commercial pay-
ment transactions.

I would like to close with the thought that payments hardly provide
any starting points for the effective regulation of international capital
flows of any kind.
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4 Budgetary Policy in EMU
— The Ins and Outs of the
Stability and Growth Pact

Ron Keller

As from 1 January 1999, macroeconomic policies in Europe will be
pursued within the framework of Economic and Monetary Union
(EMU). A crucial feature of EMU concerns the complete transfer of
national monetary autonomy towards a supranational, independent
authority, the European Central Bank (ECB), whereas budgetary
policy autonomy is maintained at the national level. Despite this,
Member States will co-ordinate their budgetary policies within the
framework set out in the Stability and Growth Pact. This Pact is the
topic of my presentation today. I would like to discuss the following
subjects: (i) history of EMU and the Pact; (ii) brief content of the
Pact; (iii) rationale behind the Pact; (iv) implementing budgetary
policy in the count-down to EMU.

I. The history of EMU and the Pact

The creation of EMU fits into the long tradition of economic,
monetary and political integration in Europe that started almost
immediately after the last worldwar. This process of integration was,
and continues to be, motivated by political and economic aspects.
The political motive that continuously returns is the deep wish for
close co-operation between France and Germany, to turn former
hostility into strong partnership. The underlying economic motive is
the wish to promote increasing intra-union trade by free movement
of goods, services, capital and persons and by stable exchange rates.
Initially, exchange rate stability was provided for by the participation
of the European countries in the Bretton Woods system. The
breakdown of the Bretton Woods system, however, changed the
policy setting considerably. In reaction to the resulting exchange rate
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turbulence, six European countries tried to link their currencies
directly to each other. Practice showed that, within this so called
“Snake” and in the European Monetary System (EMS) established in
1979, exchange rate adjustments were often still needed. This was
caused by the rather different policy reactions of the participating
countries, in the absence of policy co-ordination, to the first oil shock.
This experience shows that monetary and exchange rate stability
requires some form of economic policy convergence. With the
benefit of hindsight one could say that in those days exchange rate
arrangements failed because there was no kind of Stability Pact to co-
ordinate budgetary policies.

The origin of EMU, as it will take off from January 1, 1999, can be
found in the 1980s. In 1985, European leaders gave a strong impulse
to free trade within Europe by agreeing on the completion of the
internal market for goods, services, capital and persons at the end of
1992. At the same time, it was decided to strengthen the EMS by an
increased commitment of Member States to stick to the existing
parities. In order to increase this commitment, the asymmetrical
nature of the EMS (i.e. the fact that Germany effectively decided the
monetary policy of the participating countries) had to be addressed.
It is this aspect that makes the main difference with EMU, where all
participating countries have a say in setting monetary policy. This
appealing idea motivated the then President of France, Mitterand, to
plead for concrete steps to be studied that would lead to EMU.
Finally, in July 1990 an intergovernmental conference was convened
to make the necessary adjustments to the Treaty. As is well-known,
this conference resulted in the Treaty of Maastricht.

The economic and political motives that played a role in the after-
war integration were also the driving forces behind the Treaty of
Maastricht. To start with the economic aspect, it was already the case
that at the end of the 1980s there was strong economic
interdependence between Member States, because of the drive
towards an internal market for goods, services, persons and capital.
At the same time, the combination of capital mobility and separate
national currencies could still cause exchange rate turbulence that
would seriously disturb the internal market. In this light, the
introduction of a common currency was considered the logical
complement to closer economic ties in Europe. In those days, the
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appropriate one-liner “one market, one money” was often heard.
The political background of the Treaty of Maastricht concerns
particularly the relationship between France and Germany. After the
fall of the Berlin wall in November 1989 and the ensuing prospect for
German unification, it was of even more political importance for
Germany to be firmly rooted within the European Union in order to
set at rest fears about Germany’s future role in Europe. Chancellor
Kohl realised this thoroughly. At the same time, the former allies
wanted assurances that Germany would continue its integration-
minded policies. In concrete terms, in exchange for approval with the
German unification, President Mitterand of France in particular
wanted Germany to agree with the start of the intergovernmental
conference on EMU. The French interest was the speeding-up of the
economic and monetary integration in order to counterbalance the
prospect of an economically more powerful Germany.

Briefly the four important elements of the Treaty of Maastricht are:

1. Phased run-up to EMU

In the run-up to EMU, three stages can be identified. The first
stage started on July 1, 1990 with the gradual liberalisation of capital
movements. The second stage started on January 1, 1994 with the
establishment of the EMI, the forerunner of the ECB. The third
stage will begin on January 1, 1999 with the start of EMU. Looking
back, it can be stated that the setting of a final starting date has been
of a crucial importance to the realisation of EMU.

2. Establishment of an independent European central bank with the
main objective of price stability

The principle that central banks independent of politics achieve
better results in the field of combatting inflation is now general-
ly accepted.

3. Selection of participating countries by means of convergence criteria

The convergence criteria were set to ensure that EMU would be an
area of monetary and financial stability right from the start.

51



Framing Macroeconomic Policy in EMU and the International Financial Architecture

Undoubtedly, you know that there has been a lot of criticism of the
criteria. However, no one can deny that they served their purpose well:
in recent years inflation, interest rates and budgetary deficits decreased
significantly in the European Union. Some of the advantages of EMU
have already materialised ahead of the start of EMU.

4. Co-ordination of economic policy

In EMU, the responsibility for budgetary and economic policies
remains at the national level. However, due to the increased mutual
economic interdependence, the co-ordination of policies of the
different Member States becomes more and more important.
Special focus was put on the co-ordination of budgetary policies.
This was all the more necessary as the Treaty offers less guarantees
for solid budgetary policies in EMU than for a solid monetary policy.
Germany, in particular, was concerned that after the start of EMU
the main sanction on poor budgetary behaviour — exclusion from
participation in EMU - would disappear. Therefore, the German
Finance Minister Waigel launched the idea of a Stability and
Growth Pact in 1995. It took until December 1996, and considerable
efforts, before political agreement on the Pact could be reached.
Subsequently, the Pact was elaborated by a working group under the
Dutch presidency during the first half of 1997.

II. Brief content of the Pact

The main objective of the Pact is to maintain budgetary discipline
in Stage Three of EMU by the prevention and correction of excessive
deficits. In order to do this, the Pact contains the following important
elements: (i) under “normal” conditions, Member States should aim
at budgetary positions of close to balance or in surplus; (i) Member
States are obliged to respect the 3 per cent of GDP deficit ceiling,
unless there are exceptional circumstances (for example, an
exceptionally severe recession); (iii) fines will be imposed in case of
(prolonged) breaching of the 3 per cent of GDP deficit ceiling.

More specifically, the Pact consists of three separate components,
a European Council Resolution and two Council Regulations:
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. The European Council Resolution on the Stability and Growth Pact
"solemnly invites all parties, namely the Member States, the
Council and the Commission, to implement the Treaty and the
Stability and Growth Pact in a strict and timely manner" and to
"provide firm political guidance". With this Resolution, the
involved parties agree among themselves how to apply in practice
the freedom of decision the Treaty offers. That is, they agree to
use this freedom as little as possible.

. The first Council Regulation on the strengthening of the surveillance

of budgetary positions and the surveillance and co-ordination of

economic policies is based on Article 103 of the Treaty and
presents the prevention element of the Pact. The Regulation
contains the following elements:

- It requires Member States to present and publish annually
stability or convergence programmes; these programmes
should contain, among other things, the medium-term
objective for the budgetary position of close to balance or in
surplus and the expected path towards this objective.

- Based on an assessment by the Commission and the Economic
Financial Committee, Ecofin will examine the programme
within 2 months. Important questions that will be asked
include: (i) is there a sufficient safety margin between the
medium-term objective and the 3 per cent of GDP deficit
ceiling to deal with economic downturns? (ii) are the
economic assumptions realistic? (iii) are the policy measures
sufficient to realise the budgetary objective? Ecofin will also
examine whether the contents of the programmes facilitate
the closer co-ordination of economic policies, that is whether
the economic policies of the Member States are consistent
with the broad economic guidelines.
Ecofin will monitor and discuss the implementation of the
programmes. If it identifies a significant divergence of the
budgetary position from the medium-term budgetary objective,
it will direct a recommendation to the Member State concerned
to take the necessary action (the so-called early warning
function) in order to bring the budget in line again with the
medium-term budgetary objective.
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3. The second Council Regulation on speeding up and clarifying the
implementation of the excessive deficit procedure is based on Article
104c of the Treaty and mainly represents the deterrence element of
the Pact. The Regulation applies the moment a Member State
breaches the 3 per cent of GDP deficit ceiling. The Regulation
contains the following important elements:

- A description of the circumstances under which a Member State
with a deficit in excess of 3 per cent of GDP does not have an
excessive deficit: (i) a severe economic downturn with significant
negative real growth (i.e. growth lower than -2 per cent, or
between -0.75 per cent and -2 per cent if further supporting
evidence of exceptional circumstances is available); (ii) an
unusual event outside the control of the Member State
concerned and which has a major impact on the financial
position of general government (for example, a natural disaster).
A time frame for sanctions. In case of an excessive deficit, the
Member State concerned has four months to react to Council
recommendations by announcing corrective action; unless there
are special circumstances, the Member State is expected to have
corrected the excessive deficit in the year following its identi-
fication, otherwise a non-interest bearing deposit will be imposed.
A formula for the size of the sanctions. The size of the non-interest
bearing deposit is a fixed component equal to 0.2 per cent of GDP,
and a variable component equal to one tenth of the difference
between the deficit as a percentage of GDP in the preceding year
and the reference value of 3 per cent of GDP, up to a maximum of
0.5 per cent of GDP. In each following year, ECOFIN can impose
an additional deposit on the Member State, in the case that no
effective action has been taken. The deposit will be converted into
a fine if, two years after the decision to impose the deposit, the
excessive deficit has, in the view of ECOFIN, not been corrected.
Fines and interest on the deposits shall be distributed among those
participating Member States without an excessive deficit.

II1. The rationale behind the Pact

In order to form a balanced judgement on the usefulness of the
Stability and Growth Pact, it is necessary to understand the rationale
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behind it. Therefore, I would like to discuss the three main concerns
about budgetary policies within EMU. These concerns played an
important role in designing the Stability and Growth Pact. What are
these concerns?

Budgetary policies could jeopardise the credibility
of monetary policy

The most important concern about budgetary policy in EMU
applies to the interdependency between monetary and budgetary
policies in the long run. It is clear that monetary policy is not
designed in a vacuum. It has to be ensured that both budgetary and
monetary policies work in the same direction, i.e. to ensure low
inflation and sustainable growth. Otherwise, an unbalanced policy
mix both on national and Euroland levels could be the result. The
past has delivered many examples of an unbalanced policy mix. In
order to avoid this, budgetary discipline should be introduced. It
creates the conditions in which the monetary authority can pursue its
objective of price stability together with low interest rates.

Spillovers from irresponsible budgetary policies inside EMU should be
avoided

In Europe there has been a lot of concern about the possibility of
negative spillovers from irresponsible national budgetary policies.
These concerns make sense, as in EMU a large budget deficit of a
country can affect the common interest rate and the common
exchange rate and, in doing so, can cause cross-country spillovers.
Co-ordination of national budgetary policy could be useful in order to
confine these spillovers. From this perspective, the Maastricht
provisions are useful to help to achieve a reduction in deficits and
debt. On top of that, as it becomes easier and (presumably) cheaper
to finance deficits and debts in a unified European capital market,
the domestic political deficit bias might be enhanced, only to be
offset by the discipline of bond markets. The discipline of bond
markets, however, might not be sufficient. In practice, the
disciplinary working of bond markets is at first very gradual, hardly
noticeable. Beyond a certain threshold, adjustment comes very
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quickly and as a large shock, with high costs of adjustment as a result
(as in, for example, the Mexico crisis). So, external budgetary
constraints are useful to keep deficits low.

National budgetary policy should maintain its stabilisation and
adjustment function

It is often said that the loss of the monetary and exchange rate
instruments for individual countries in EMU will place additional
demands on budgetary policy for stabilisation and adjustment
purposes. There are two additional mechanisms facilitating economic
adjustment, the price mechanism and labour mobility, but they
perform less well in Europe than in a more or less comparable
economic and monetary union, the USA. So this would enhance the
need for budgetary autonomy and flexibility, making restrictions on
budgetary policy the opposite of what is required. This argument is
right from a theoretical point of view. In practice, however, the room
for manoeuvre for stabilisation policies through the budget is often
very limited because of pro-cyclical policies in upturns. Deficits often
are not reduced under favourable economic circumstances. The
added value of the Stability and Growth Pact is precisely to regain
that room for manoeuvre. By stipulating that governments should
have budget positions of close to balance or in surplus over the
medium term, the Pact helps to ensure that there will be a safety
margin that allows automatic stabilisers to operate effectively when
the economy is in a recession.

Based on these concerns, one might wonder whether the Pact does
meet the needs of discipline, flexibility and co-ordination. I should
say three times yes.

To start with discipline. Assuming that the 3 per cent of GDP
deficit ceiling is sufficient to constrain negative spillovers of national
budgetary policy, the question is whether the Pact imposes enough
discipline on Member States to respect this criterion. I would say yes,
although in the end the dynamics of the ECOFIN Council will be
decisive since it has to vote on whether an excessive deficit exists and
on the imposition of sanctions. So it is of great significance for the
excessive deficit procedure to work that Member States take their
commitment to the Stability Pact Resolution seriously.
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With regard to flexibility. Does the Pact leave enough room for
national budgetary policy to perform the stabilisation and adjustment
task? Yes, by calling on Member States to keep their medium-term
budget deficit close to balance or in surplus in “normal” times, the
Pact helps to ensure that there will be enough room for the automatic
stabilisers to operate effectively when the economy is in a recession.

With regard to co-ordination. Are budgetary policies of the
participants in EMU sufficiently co-ordinated? Yes, stability and
convergence programmes are discussed annually. According to the
Pact, the contents of the stability and convergence programmes must
be consistent with the broad economic guidelines. It is in this exercise
that national policies will be co-ordinated to the extent necessary.

IV. Implementation of budgetary policy in the run-up to
EMU

Since the Treaty of Maastricht has been concluded, macro-
economic stability in the EU has increased. In the run-up to EMU,
Member States have successfully improved their economic
performances in their drive to meet the convergence criteria. In
doing so, they reduced their budget deficits and public debt. Most
progress was made in the years 1996 and 1997. Those were precisely
the years in which the basis was laid for the economic recovery that
we have recently witnessed. Inflation dropped EU-wide to
historically low levels, as did long-term interest rates. Furthermore,
exchange rates were very stable despite world-wide financial
turbulence. Economic growth picked up in 1997 and strengthened in
1998. In most countries for the first time in years employment growth
was positive.

This sequence illustrates that sound financial policies and a
resumption of economic and employment growth do go together and
are not in conflict with each other. There is every reason to continue
this policy and to strengthen this virtuous circle of low inflation, low
interest rates and sustainable economic growth. Particularly so,
because in most countries the budgetary consolidation efforts have
been markedly reduced, as is illustrated by a recent study from the
European Commission.
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In this respect, recent hints at a looser interpretation of the
Stability and Growth Pact are to be deplored. So soon before the
start of EMU, this is the wrong signal. The recent slowdown in
economic growth is relatively modest. Growth rates in the Union are
still expected to be about 2 per cent or more. Domestic demand is
holding steady. The slowdown is caused by the spill-over effects from
the emerging market crises. It has nothing to do with a budgetary-
monetary policy mix which is too strict. Premature and unwarranted
relaxation of policies would endanger the positive results that have
been achieved in Europe. Inflation and interest rates would go up
again, with all the negative consequences for long-term economic
growth. Worse still, we would be in very bad shape were a true
recession to occur. We would also send a very bad signal to financial
markets. Even before EMU started, a mild slowdown of growth
would be enough to set aside the macro-economic and political
framework underpinning EMU! This would cause great concern with
regard to the future value of the euro.

Fortunately this will not happen. Member States are now
submitting their stability and convergence programmes. It is to be
expected that these programmes will show a resumption of budgetary
consolidation. Some countries have deficits that are still close to the
3% criterion of the Pact. A strict interpretation of the Pact is needed.
This message was communicated by the Ministers of Finance during
their May meeting and during the ECOFIN meeting at the end of
November 1998. In coming years, it will be of utmost importance that
Member States devote all their energy to designing and
implementing structural reforms.

We have to put in practice what we were preaching only a couple
of months ago. The start of EMU has to be good. There will be no
second chance!

58



5 The Response of Bank Supervisors
to the Growing Competition
within EMU

Edgar Meister

=9

“panta rhei”, “all is flux”

These words, attributed to Heraclit, readily cross one’s mind on the
eve of EMU, both with respect to the previous course of events in the
European integration process and with respect to the events still lying
ahead. As so often in the past, politicians and businessmen must adjust
to legal and structural changes, which on this occasion have been
triggered by the forthcoming European Monetary Union. Germany
joins EMU next year, and Greece will follow as soon as possible (that
is likely to be in the year 2001). (Greece has already immortalised itself
on the euro banknote). In the field of banking supervision, Greece will,
from the outset, be a genuine “in” country, or actually is one already:
the European harmonisation of banking law encompasses all EU
countries. In the Banking Supervision Committee of the ECB, “ins”
and “pre-ins” as a rule are sitting round the same table, with equal
rights. And such co-operation round a single table will be necessary
once those responsible are required to decide on supervisory responses
to the growing competition within EMU.

I. The euro and banking sector competition

After all, it is to be expected that competition within the banking
sector in “Euroland” will intensify. In the first place, the euro will
reinforce the trends that are leading to a globalisation of finan-
cial transactions world-wide and, going hand in hand with this, to
fiercer competition among banks. The deregulation and inter-
nationalisation of banking business are topical buzzwords in this
context. Secondly, the introduction of the euro itself will reinforce
competition: the disappearance of exchange risk and transaction
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costs in the future euro area will result in a high degree of market
integration, especially in the financial sphere. That is likely to
culminate in increased interbank competition, due both to changed
behaviour on the part of bank customers and changed behaviour on
the part of banks themselves.

It is already the case that, from the start of 1999, the euro is going
to be introduced in the form of deposits and prepaid cards. Thereby,
the capacity of bank customers to compare rates and charges across
borders, without the need to worry about exchange risks, will grow.
This should enhance competition among individual products. It is
also likely that multinational firms will seek to consolidate treasury
operations previously spread over many currency zones. Hence
competition for customer relationships might increase, too.

The single currency will also change the behaviour of financial
institutions, prompting them to think about the competitiveness of
European and not just national markets. In areas near national
borders, small institutions, hitherto operating only locally or
regionally, will be able to operate in markets that have not been
accessible to them in the past, but at the same time they will likewise
be affected by the keener competition.

However, banks will not only have to face growing interbank
competition: as the euro will probably foster the growth of a much
larger and more liquid securities market in Europe, securities
markets may be expected to pose a significant competitive challenge
to banks offering traditional forms of intermediated credit.

Banks should prepare themselves thoroughly to face all these
challenges. For only well-prepared banks will be able to open up
new markets in “Euroland”, while ill-prepared banks will be at risk
of losing existing market shares on account of the intensification
of competition.

II. The challenges for supervisors
How is this growing competition to be rated in prudential terms?
In line with the regulatory policy decision in favour of a market

economy system, the necessity of competition as a guarantor of the
viability of the market is also being endorsed in the banking sector in
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EU countries. Moreover, the beneficial effects of competition for
consumers - in the form of enhanced efficiency, innovation, a broader
range of products and cost reductions - are undisputed. Even so, it
cannot be denied that the repercussions of the increasing
competition pose additional challenges for banking supervisors.

One such repercussion is the process of concentration through
mergers which is already taking place in many countries’ banking
industries. That process will result not only in fewer and larger banks
in continental Europe, which is already felt to be “overbanked”, but
also, no doubt, in radical structural changes.

Mergers may constitute a reasonable adjustment, in terms of both
size and strategy, to an enlarged market in the context of EMU and
may help to improve banks’ viability. The wave of mergers currently
in progress in Germany hardly rates as a cause for concern in
prudential terms. Mergers for the purpose of enhancing efficiency
are likewise to be expected among Greek banks. In addition, the sale
of government interests in a number of banks will change the banking
sector in this country.

Quite generally, however, the fact of the matter is that size alone
by no means implies a hallmark of quality. The hoped-for
commercial advantages of such mergers must materialise first. In
terms of banking supervision, “mega-mergers” involve the
drawback that banking structures become less transparent and
groups become more difficult for management to control. Overall,
the number of institutions that are to be classified as “too big to
fail” will increase.

In the context of this growing competition, there is also a danger
that banks will run greater risks in order to defend their market
positions and make attractive profits. That may lead to a tendency
towards increasing fragility and a higher probability of market exits,
which would make additional demands on banking supervisors.
Furthermore, the current problems of the hedge fund LTCM show
that the danger of excessive risk taking is not limited to banks.
Against this background, the precise measurement and monitoring of
risks, sufficient transparency, a strong capital base and adequate
supervision become factors of increasing significance. This does not
apply only to supervised banks, but, principally, to other major
players in the financial markets.
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With regard to hedge funds, my preliminary conclusions are
threefold:

1. Bank loans to hedge funds should be limited in relation to the
funds’ own capital to contain their leverage and thus excessive risk
taking (for example, ratio of own capital to loans 1:10).

2. Hedge funds’ exposures should be made transparent through, for
example, an international credit and derivatives register.

3. Banks should basically not be allowed to invest in hedge funds.

Coming back to my main topic, competition in EMU. In
particular, the following points will be of paramount importance to
banking supervisors, to enable them to adjust to the growing
competition within EMU and cope with its consequences:

- the continuation and deepening of the harmonisation of
European banking legislation and of the pan-European co-
operation among banking supervisors;

- the exploitation of competition to strengthen the market players’
sense of responsibility and self-discipline;

- the creation of adequate transparency for both market players
and supervisors;

- the further development of the capital provisions, as the keystone
of banking supervision.

Allow me to elaborate on these points in greater detail.

III1. Coordination of supervision
and harmonisation of legislation

In view of the progressive integration of European financial
markets accompanying EMU, there is a greater need for co-
ordination between the European supervisory authorities and a
need to press on with the process of the European harmonisation
of banking legislation, which has already made considerable
headway. In particular the Banking Supervision Committee set up
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at the newly established European Central Bank is taking due
account of the greater necessity for co-ordination at the European
level. Notwithstanding this strengthened co-operation, banking
supervision in the European Monetary Union will remain a
national responsibility. That is in line with the principle of
subsidiarity and takes due account of the fact that close-at-hand
supervision is more effective in that it is able to respond rapidly to
regional special developments. Given the advantages of a close-at-
hand supervision, I see no current need for a centralised
supervisory authority either at the European level or as a “super
agency” or “umbrella supervisor” at the international level.

Co-ordination in the field of supervision has to be accompanied
by harmonisation in the field of supervisory legislation. Besides
risk considerations, competitive factors argue in favour of
harmonised provisions in the single European market for financial
services. The objective must be to ensure a level playing field and
to prevent national supervisory regulations from being misused as
instruments of competition policy by relaxing proven standards
solely in order to make one’s own financial centre more attractive.
In this context, one has to also discuss if, and to what extent, there
is a need to extend international supervisory standards into
offshore centres in order to ensure that financial players do not try
to shift their business to such places with the aim of evading
regulatory demands.

National central banks, which either play an integral part in
banking supervision (as in Germany) or actually have the primary
responsibility for all aspects of banking supervision (as in Greece),
are of primary importance in the field of banking supervision in
EMU. A weighty argument in favour of the participation of central
banks in banking supervision is, in particular, their close proximity
to the market, which they gain from their own participation in
financial market operations as part of their lending business
and through their performance of fiscal agent functions. This
enablesa central bank to advocate market-promoting deregul-
ation measures, which are at the same time acceptable in
prudential terms. Furthermore, there are many points of contact/
interactions between the duties of a central bank and those of
banking supervisors.
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