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1. Why a European Parallel Currency?y
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1.1. Roads to Monetary Union °

Ever since the late 1960's when the aim of Furopean monetéry
unification became the object of Community ambitions, official
thinking on the subject has been dominated by the idea that
monetary union must-be brought about through coordination of

national economic policies,

Three variants of this coordination srategy can be

distinguished:

-~ The first approacﬁ might be called exchange-rate unification.

The idea is to gradually reduce the variability of exchange
rates between the currencies of the EC member countries by
nurroéing the margina of fluctuation and/or by rostrictingb

‘"the scope for parity adjustments.

- The second variant of the coordination strategy aims directly,

i.e. ex ante, and exclusively at the harmonisation of demand

management.

- Thirdly, some have considered it possible and desirable to
find a compromise between those two strategies, i.e. thsy

insist on simultaneous commitments with regard to both the

harmonisation of demand management and the restriction of

exchange-rate variability.

The alternative to the coordinationstrategy is the centrali-

sation strategy. The centralisation strategy has received

little attention so far because contralisation has been
considered to be the probable outcome of coordination.
Centralisation has been regarded as the step that  could follow
successful coordination of national economic policies rather
than as a strategy that chld make discretionary codrdination

between the member governments unnecessary from the start,

_As in the case of the coordination strategy, there are tﬁree

roads to centralisation:



- The first and most obvious approach might be calléd the

big-leap solution. Its adherents insist that there is no

point in taking first steps towards monetary unification

as long as_centralisafion of monetary policy at the
Community level 1s not wanted by all member governments.>If,
hoﬁever, by some lucky coincidence, a pqlitical’constellation
developed that permitted such centralisation, the national
member currencies should be replaced by a Community currency
at once and completely. While the coordination approabh can
be compared to market collusion, aiming either at a price
cartel (exchange-rate.unification) or at a quantity cartel
(harmonisation of monetary expansion) or both (simultaneous
commitments),the big-leap version of the centralisation
st;ategy can be viewedas un§ actu monopolisation (currency

merger).

- The opposite approach, implying free competition and trade

of currencies, is the intercirculation approach to monetary

unification: all member currencies are admitted fdr:use in
‘all member countries and no member currency has to be used

or eveh be accepted as legal tender in any one member country
unless the partners to a contract have chosen it as their
standard of wvalue, Since only the most useful currency is
likely to survive in the long run,; centralisation of monetary

policy is brought about by the market mechanism.

-~ Finally another compromise solution might be envisaged: the

parallel-currency approach: not all member currencies are

~ to compete with each other, but one currency is to compete>
‘with all of them. Thus only a duopoly is admitted. The parall:
currency may be either one of the member currencies or a
newly created Community currency. If it is more useful than
the burely national currencies,. it will gradually displace

them.

What are the criteria by which a choice between these options

* .can be made?



1 2. The Economics of Fconomic Policy Coordination:

A Crithue of the Traditional Approach

Experience with coordination of national economic policies as
envisaged by the Werner Report has been spectacularly disappoin~

ting.

In the past, criticism of the coordination s%rategyvhas concen=
trated'almost exclusively on its first'variant: ekchange-rate
unification. To restrict»theApermissible scope of exchange-~-rate .
variations without previous harmonisation of national demand
management, it has been pointed out, is to risk one of the

‘following outcomess

= If the surplus countries remain prepared to support the
-agreed exchange rate by purchasing the currencies of the

EC deficit countries in the exchange market, éach member state
-will be encouraged to expand the supply of its currency as
mubh as possible in order to maximise its national seigniorage
the government that follows the most expansiqnary monetaxy
policy will then determine the pace of inflation in the

whole Community.

- Alternatlvely, if the surplus countries are not prépared to
accept jmported 1nflation and the accumulation of overvalued
foreign exchange reserves at low interest rates indefinitely,
they will either resort to restrictions of convertibility
with all their negative zggsequences for the international
allocation of capital and¥Ydivision of labour; or, inmidst
of a specﬁlative crisis, they'may_give up their resistancev
to parity adjustment and thus disappoint the~expectations bf
investors who had based their plans on the government's

promise to maintaln a fixed parity.

It can hence be demonstrated that, owing to its inflatibnary
and/or disintegrative implications, exchange- -rate unification

alone -is likely to prove unmaintainable and/or too costly.—

If, instead demand management by national governments were

harmonized ex_ante, no economic costs of this sort would have
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to be incurred. But the question remains whether such a.strafeg
is practicable., To coordinate economic policies governments
need operational targets. If the target is tb mainfﬁin an agreed
exchange-rate vis-a-vis the other member currencies through
interventions in the foreign exchange markets, there can be no
doubt that teclinically it can be attained. If, however,
coofdination is to take place ex ante, it is difficult even to
determine on a theoretical basis what soré of monetary and,
possibly, budgetarf>policies would be necessary in order to

keep intra-Community exchange rates approximately constant. .

Some observers have suggested that a simple money supply

rule should be adopted: the difference between the rate of
growth of the productive potential and the rate of growth

of the money stock should be equal in all member countries

in order to equalize their rates of inflation., To attain price
stability this difference should then gradually be reducéd

to zero,

A simple money rule of this sort cannot work unless the
relevant income elasticities of demand for money ére very
similar in all member countries. However, since the average
velocity of circulation differs widely between them, it is
not probable that it should be approximately the same at the
margin. Further, even if an equalisation of the inflationary
trends in the member countries could be achieved in this way,
cyclical varia?ions in the price level will not be in tune
with each other, unless national trade cycles happen to be
synchronised. Finally, assuming that even this problem could
somehow be solved, there remains the fact that an equalisation
of the.movements of national domestic price levels may not
produce exchange-rate constancy, for the purchasing pdwer

parity doctrine will not hold unless

~ there are no shifts in the terms of trade due to national
differences. in the income elasticities of import demand or
_ - amounts
in productivity increases in the export sector (or, wha to
fhe same, no differences in productivity increases and
income elasticities of demand between a country's tradeables

and non-tradeables), and

- currency asset preferences remain constant.
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Alternatively, it has been suggested that nominal intereést rate

‘be equalised in the member countries. But this proposal is

not only vulnerable to the standard objection that interest
rates are not an appropriate indicator of monetary ease or
restrictiveness, it also ignores that, if nominal interest
rates were equalised everywhere, the currencies of the
capital-scarce member countries would have to appreciate in
order to offer a higher real iﬁferest rate and thus to attract
private capital from the capital-abundanf member countries.
RealAinterest rates, on the other hand, must also not be
equalised ex ante by governments, but as a result of private

capital arbitrage.

~

The matter is even more complicated when allowance is mads for
the effects of national budgetary policies. According to the
Werner Report, harmonisation of budgetary policy haé to include
i) the rate of increase of the government share in GNP, ii) the
size, and changes in the s8ize,of budget deficits or surpluses,
iii) the composition of pﬁblic expenditure as well as the
level of and changes in, the rates of taxation, and iv) the
instruments of fiscal policy‘and budgetary concepts. However,
no indication is given as to when the effects on aggregate
demand of national budgetary policies can be regarded as
harmonised; for, cbviously, a complete equalisation of all
these variables would appear unnecessary and even unreasoin-

able.

It therefore seems justified to conclude that econocmic theory
cannot provide operational long-term targets, let alone a
simple rule for the ex ante harmonisation of demand management
in'a group of countries which w ish to keep the exchange

rates between their currencies ébproximately constanﬁ. If the
member governments want to achieve some deg;ée of exchange-
rate stability, but, for the reasons given?f%o refrain from
large~scale interventions in foreign-exchange markets,
harmonisation will have to be not only a matter of ex ante

planning but also of almost permanent ad hoc temporising.

.This has important implications.

1

~ As harmonisation becomes a day-to~day 5usiness, the number of ..

agreements that have to be negotiated increases proportionatei}

While exchange-rate unification allows the once-and-(allegedly:
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}Qr-ali fixing_of parities and of margins of fluctuation,'
direct harmonisation of demand‘managemeﬁt requires an

in finite series of compromises., Given the noterious time
constraint faced by political dedision makers, this is hardly
a promiéing approach, Moreover, there is the prospect that
clashes of national interests come into the open at every
occasion; they are widely publicised and arouse nationalist
feelings, wvhich makes the process of coordination all the »
more difficult. The harmonisation approach maximises
political friction. And since rules cannot be formulated,
no'obligations exist which prevent the members from reversing

the process of coordination at will,

It 18 this latter weakness which the proposal for simultaneous
commitments iﬁ the field of demand management and of exchange-
rate policy is designed to remedy. The idea is to secure the
irreversibility of any progresé that might be made in
harmonising national demand policies by reducing the scope

for future exchange-rate variabil}ty to the same extent. The
risks inherent in exchange-rate unification, on the other
hand, are to be avoided in that no exchange-rate commifments
are to be undertaken unless there is agreement on tﬁe

harmonisation of demand management.

The adherents of the simultaneous-commitment approach are -
trying to have the best of both worlds. As usual , however,
this means that their proposal suffers from the defects of
both approaches of which it is a compromise. To fix.parities
or to reduce margins on the basis of government agreements
to harmonise demand policies is not only to assume that

ex ante harmonisation can be sufficient to warrant exchange-
rate commitments, but also that the declared will of‘member
governments to take the agreed measures will prevail in the
domestic political arena.hshat is more important, since the
reduction of exchange-rate variabllity is to be madé'pefmgnenf_
"1y irreversible although harmonisation can only be secured - foi
a limited period, the commitment in the exchange-rate field
has an entirely different timq&orizon'than the commitment with

regard to demand management. For all these reasons simultaneous

commitments of this sort are subject to the same types of

objection as outright exchange-rate urifi cation. On the other



hand, if exchange-rate commitmentsvare confined.to_the very
shoft period ahead for which harmonisation of demand manage;
ment seems fo be: secured, they can neither ensure the
irreversibility’of_harmonisation in‘}uture ner avoid the

political friction produced by ad hoc coordination.

If the three variants of the coordination approach are viewed
together, their common weakness seems to be a lack of :

automaticity. This 1s true in two respects:

- on the one hand, agreements to reduce the scope for
ekchange-rate variations fail to automatically guarahtee
harmonisation of demand management Jjust as attempts at
ex ante harmonisation.fail-to automatically promiée
approximate exchange-rate constancy;

- on the other hand, there is no automatic mechanism inherent
in the coordination approach which makes sufe that the
assimilation of national economic policies will increase

over time instead of being reversed,

It is the advantage of the centralisation approach that it

can provide for such automaticity.

1.3. Centralisation: The @ase for the Parallel-Currency
Approach '

To substitute a common currency for the national member
currencies is8 to ensure ex ante harmonisation of monetary

policy and ex ante "exchange-rate fixity" at the same time.

¥Whileé exchange-rate unification between a group of equal-
sized nations is unlikely to appear irrevocable, the substi-
tution of a common currency makes monetary unification as

irreversible as any unification can be; and while exchange-

~rate unification fails to eliminate'all converéibility and

’

exchange~rate risks and the additional costs of exchange and
information which are peculiar to foreign currency'trans-
actions, the substitution of a common currency creates a

currency area in which monetary barriers to trade and factor

" movements have automatically ceased to exist. VWhat remains

is the question whether centralisation of monetary policy

is sufficient for currency unification,.

Sine there is bnly one monetary policy whiqhigutomatically
the same for all member countriqs, divergencies in demand

management dan'only be due to fiscal pblicy. However,



experience in existing federal states‘suggests that such

divergencies are not likely to poée»a serious problem, A
strategy which rellies on a centralisation of monetary policy
not accompanied by fiscal harmonisation merely imblies that
fiscal policy does not serve as an instrument of Community

demand management.

There remains the problem of divergencies in the réal’sphere.
If,'for exaﬁple, productivity\increaSos at different rates
in the various member countrieé, exchange-rate adjustmentsA
can serve a useful purpose, Théy cannot, it is true, prevent
the movement of factors of production to the countries where
they enjoy a higher productivity, but a depreciation of

currencies of countries in which productivity grows less can

" help to reduce increases in their real wage level and thus

to reduce their level of unemployment. If wage subsidies are
to be an instrument of regional policy, the loss of exchange-
rate policy could be compensated by the establishment of a
regional policy at Community level. )

“Allough currency unification facilitates the movement of

private.capital to the backward regions and countries, it
does not imply a regional policyl Thus the automaticity which
it affords does not extend to regional policy. But the same

is true fdr a coordination strategy which confines itself

~to exchange-rate policy and/or demand management. Moreover,

as has been explained, exchange-~rate unification is likely

to lead to interference with the movement of private capital

- to the depressed regions.

The big-leap approach has all the advantages of the centrali-

sation strategy but the disadvantage that it lacks gradualism.

The‘case for gradualism is both political and economic. From
a polifical point of view, to transfer all monetary compe-
tences from national to Community instifutions at one stroke
is to maximise the provocafion to,and‘hence the résistance
from; the forces of nationalism and conservatism. For just

as exchange-~rate illusion’pérsists the longer, thermore
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gradual exchange-rate chgngés'afé, so the illusion of
national monetary sovereignty can‘be maintained tﬁe better,
the more gradual the transfer of competences. The more
abrupt the strategy is, the less likely it is therefore to
ever be executed. Moreover, if the Community confinea her-
self to waiting for the day X on which a favourable political
constellation may permit the big leap for@ard, it would

fail to defend and exploit the - however weak - political
impetus for, and commitment to, the goal of monetary unifi«‘

cation which have survived the failures of the early seventies.

From an ecénomic point of view, gradualism has the advantagei
of facilitating adjustment to the future:. a gradual evolution
can be anticipated more easily so that misallecation due to
disappointed expectations can be minimised. No doubt, it

is also for this reason that the EC customs union was not
established at once, but that tariff reductions were spread
over many years. Finally, gradualism offers the economic
benefit that some advantages of monetary union can.already be:

enjoyed at a very early stage.

The intercirculation approach observes the principles of both
gradualism and automaticity. In a field like money in which
economies of scéle.are of overriding importance, competition
tends to produce a "natural monopoly" in a gradual processe.
The currency that is most useful to private economic agents
outcompetes the others; it will spread first in those o
transactions for which a common European currency i1is most
needed. Moreover, currency competition by itself is likely

to reduce the seigniorage profits which the iﬁstitutions
issuing money can earn and which prevent money from being
held in optimal quantities; thus the intercifcuiation apprcach
is no doubt optimal from a microeconomic point of view. From
a political point of view, however, this road to currency

union may appear most objectionable. Instead of f&gtering
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a feeling of European solidarity, it introduces an element
of national rivalry. This is also the case, thougﬁ to a
lesser extent, if one national member currency is made a

parallel currency in all member countries.

It is for this reason that the creation of a new European
Parallel Currency (EPC) has been suggested. For in this way
rivalry between national interests would be avoided; what
would remain is the inevitable conflict between the national
and the Community level, but this would be resblvédAthrngh
the market mechanism ratheﬁtﬁan political log-rolling.
Furthermore, in the present circumstances, the-parallel-
currency approach is superiocxr to the intercirculation approach
in that it pe%%%fgg%ggggﬁ’éne the objective of currency
unification with the objective of currency reform. It is
easier to create a new currency that is better than the old
currencies than to stabilise the value of the old currencies.
To reduce a given rate of inflation is to risk tewporarxry
unemployment because inflationary expectations are slow

to adjust and hence real wages and the real rate of interest

on fixed-interest liabilities rise above their full«employment

equilibrium level.

1.4. Non-€ompetitive Conéeptions,of the Parallel Currency

Approach

Not all advocates of a European Parallel Currency suggest
that it should drive out the national member currencies. Two

such non-competitive .conceptions may be distinguished.

- The first is to use the parallel currency merely as a pivot

for European exchange-rate unification. The idea is there-

fore mnot to'gradually displace the national member
currencies but to facilitate the gradual reduction of

exchange-rate variability between them.



~ The other non-competitive conception of the parallel~-currency
approach avoids this problem because it is more'modest.in
scope: the creation of the EPC is considered not as means

‘to monetary unification but as an end in itself. The bene-
fits to be had from its creation are the benefits of re-
placing the Eurodollar (and the other non-EC eurocurrencies)
in intra-Community, and perhaps even in’external trans-

actions.

A currency substitution that is confined to non-EC euro-
currencies has great political appeél for the member govern-
ments because for them it implies not a Sacrifice, but a

gain of monetary power. But it would be a purely distributive
gain at the expense of non-members: world economic efficiency
would not be increased. Since one currency ﬁould be added
without other currencies being eliminated even in the long
run, it is, on the contrary, probable that global transaction
costs would grow. Moreover, unless, for some other reason,

. the EPC were more attractive than non-EC currencies,'EC private
agents would have to be forced to dispense with the currencies
which, according to their revealed preference, serve their

purpose best,
o praclcal
Apart from these welfare aspects, there are serious problems.

If the holding or intra-Community use of, say, Rurodollars
were prohibited to EC residents, they might still prefer to
move into a national EC currency rather than into the EPC.
Some observers have even predicted that, anyway, one of the
national EC currencies is likely to replace the dollar on
eurocurrency markets in the near future. In either case,
even the creation of a “non—domestic" EPC WOﬁld be bound to
clash with the national interest of one member country. The
same would be true if the LPC were more attractive than the
dollar. Effective controls would be needed to prevent it
from displacing most national member currencies, both in the

.eurocurrency market and at home.
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2. What sort of European Parallel Currency?

2.1. An attractive EPC

2.1.1. Attraction versus Coercion

The simplest way to ensure the acceptance of the EPC is to
oblige the users of monéy to accept it. ﬁowever, if both the
EPC and the respective currency were declared legal or even
compulsory tpnder, the exchange rate between them would have
to. be fixed; for unless it is stipulated at which rate the
EPC has to be accepted (cours légal) or used (cours forcé),
the objection to accept or use it has little meaning in-
practice, If the exchange rates between the EPC and each
national member currency had to be fixed oﬁviously,the exchange
rates between all member currencies would be fixed. In that
case, however, the creation of a parallel currency would not
substitute, but presuppose, exchange-rate unification;

it would lose its raison d'dtre.

This paradox could be avoided if the EPC were prescribed or
"made legal tender for only some transactions while the
national currencies could still be used and might remain

legal tender for all other purposes:

Such a procedure would be practicable, but not unobjectionable.
For the reasons Just given, prohibition and coercion are :
likely to reduce the efficiency of monetary transactions énd
-calculationg. This is the morelprobable if the law discrimi-
nates between types of transactions and thus introduces
distortions into the pattern of monetary transactions which

run counter to the comparative advantages of‘ﬁhe competing

currencles,.

2.1.2., The Economic Case for "fubsidising" a New Currency

As has been indicated already, the use of money is subject
to very s;zeable individual and social economies of scale)
which act as a barrier to entry for any new currency. From
the individuals point of view information écst_is the smaller,

the fewer standards of value are used; since not only accounts,

[ ]
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v;ontracts eté., but also money as a store of value and as a
means of pajment(are denominated in a standard of(vélue, the
individual's information costs are smallest if the saﬁe_,
-cuffency serves him as a standérd of wvalue, a store of value
and a means of payment. Second, the use of only one sténdard
of value protects the individual against exchange-rate risk
or the cost of hedging against it, Jhephe uses more than one
standard of value. Thirdly, the individual can save costs of
exchange and/or of partfolio ménagement (i.e. of information,
of hedging and/or exchange risk) by using only one means of

payment.

While the information costs described are the higher, the more
standards of value are added, but are independent of the '
number of'accounts or contracts denominated in these additional

standards of value, the costs of exchange and probably also

exchénge risk and the cost of hedging and portfolio manage-
ment are related to the number of transactions in ‘which thé
parallel standard is used, i.e, they are not fixed but
,Qariable costs. Provided that extreme elasticity assuﬁptions
| are excluded, these césts are\expliéﬁ%{? L%ﬁé%jby both parties
to a contract - they give rise to SOCial economies of scaie.
The "defection" of an individual from currency domain A to‘
currency domain B implies a redistribution of income from the
residents of A to the residents of B, i.e. it creates distri;
butional (or in a different terminology, "pecuniary") externalitie:
To the extent that it affects the choice of currency by others
.and consequently the pattern of transactions between them, it
wiil also have secondary extefnal effects. In all these
respects, the éhoice'between currencies is comparable to the
choice between languages or telephone networks or industrial
locations. It is the %everselbf the choice beéweeh different
"roads by car drivers where entry implies congestion and thus

diseconomies of scale.

' The existence of external economies of scale 1s the basis' of
the "infant-currency argument" for the subsidisatiqn of a hew'
money. Just as prdddction in locations which offer no linkages
with complémentary industries is subsidised in the framework

of regional policy so as to compensate for the lack of

PRI S B U -
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iogatibnal economies of scale, so the EPC may be subsidised
to compensate for its lack of (social) transaction economies
of scale, However, unless there are specific distfibutional
objectives to be attained, subsidisation cannot be justified
on grounds of purely distributional externmalities. Only if,
as will have to be shown, the EPC is more desirable from a
soclal welfare point of view, i.e. if its use giﬁes rise to
real-income (in a different terminology, “technolbgica;")
externalities that raise micro- or macromonetary efficiency,

ought there to be discrimination in its favour.

As a matter of fact, EPC subsidisation would even be Justified
on these grounds when the EPC is no longer an infant but the
most important currency in the Community. The reason is nét
that at this stage the analogy with an infant industry breaks
down but that, strictly speaking, the argument which justifies
infant-industry subsidisation is equally applicable to

" adult" . industries. For to speak of an infant-industry
argument . is hot to argue that "grown-up" industries which
produe® external real-income economies must not be subsidised,
but that they will probablyeable to survive without sub-
sidies. In short, subsidisation will still be Jjustified, but

it will no longer be necessary.

EPC subsidisation will no longer be necessary when its
transaction domain has attained the size of the lafgest
national EC currency domain(s), provided that at this point
the national currencies will also have lost their privilege
of legal tender. If no piﬁgy to a contract can dictate to -
the other fﬁé“éﬁfrency"£H“V$§ébt~is denominated and settled -
and if both currencies enjoy equal economies of scale,
competition will show whether a currency that may be used

all over fhe Commgnity is more ﬁseful than a ﬁational

currency which cannot be used in transactions

within other member countries.

2.1.3. EPC Privileges for Specific Uses

In accordance with this analysis, some authors have suggested

solutions which amount to privileges for specific EPC uses.
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If the EPC is prevented from appreciating'so as to compensate
for these ineentives, such measures are likely to be
effective. But they have disadvantages. Since they favour
some EPC uses more than others, they distort the pattern

of transacticn costs; for this reason, a uniform subsidy
would be.preferable. Moreover, most of these privileges serve
no other purpose than to compensate for the EPC's lack of
economies of scale} they are not desirable in themselves.
@hose, on the other hand, whlch like the lifting of capital
controls; are of intrinsic usefulness could - just for this
reasen - also be usefully extended to the national memberx
currencies.) In both respects, EPC privileges for specific

uses are inferior to an EPC value guararitoe.

2.1.4. Value-Maintenance Provisions

2.1.4.1. The Options

For the EPC several types of possible value guarantees csn

" be imagined.

The simplest conception is to fix its value in terms of
another currency or monetary asset, for example, in terms of
the US dollar, some other non~EC or national EC currency orx

the SDR.

A secohd method would be to relate the EPC's value to the

value of the group of national EC currencies:

‘"= The EPC could be defined as the sum of fixed amounts of
national EC currencies ("fixed-amount basket" or "EURCO,
£grmula"); the number of units of each currency in the
basket would be calculated so as to give each country's
currency a weight correspondlng to its share in European

trade, GNP, and/or other criteria.

- The EPC could be defined as a basket of variable amounts
of national currencies which are adjusted so as to maintain

inltlal weights ("fixed-weight basket" or "par-valuatloﬁ")

It presupposes that there is an internal or

‘external reference currency or some rule by which one can

determine whether a given exchange-rate adjustment
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between the national EC currencies is to be interpreted as
a revaluation of the appreciating member currencies or as

a devaluation of the depreciating member currencies.

The two basket formulae just described could be used
discriminatingly according to whether parities are

ad justed upwards or downwards ("asymmetrical basket"):

devaluations of national EC currencies could be accompanied
by increases in the numbér of units in the bag, while _
revalustions would leave the number of currency units in
the bag unchanged. If the parity of one or several national
EC currencies were adjusted vis-~a-vis the others, the EPC's
value in terms of these other currencies could rise 5ut

not fall. Sihce in the case of devaluations the asymmetri-
cal basket is equivalent to the fixed-weight basket, it
requires'- like the latter - the choilce of a reference

currency or a reference-currency rule.

If the EPC were made a EFuropean pivot currency representing
the median of the snake - and/or of a gliding parity
schedule, this would imply an at least short-term link of
the member currencies to ;hé EPC and hence indirectly a

sort of value guarantee for the EPC, The margins of
fluctuation and/or of exchange-rate gliding can be applied
elther tq an EPC defined by the EURCO formula or according
to the par-~value appréach; In both cases, "central rates"
between the national member currencies and the EPC would
have to be declared to which the margins could be applieqd.
But while an EPC pivot defined according to the par-value
approach would merely be the median of permissible exchange-
rate variations, an EPC pivot défined by the EURCO formula
would in addition represent the weighted average of the
effective values of national member currencies. If the

EPC were defined according to par valuation, permitted
margins between it and the national member currencies would
be half as iarge as the implied margins between each pair
of national member currencies; if the EPC were defined

by the EURCC formula, this would only hold if both of the

national member currencies concerned had equal weights in



the basket and if no other intra-EC exchange-rate changes
occured that changed the average of the basket.

The third method would be to adopt a rule for changes in the.
EPC's value vis-d-vis one currency or the group of national
member currencies:

- The EPC could be made to offer an EC cnrrency option, i.e,

it would be as good as the "strongest' member currency. In
that case it would, in principle, be equivalent to the |
European Currency Unit (ECU), various versions of which
have been used on the Eurobond market. However, there is
one important difference between a Currency option for a
bond and a currency option:for a currency. A bond is issued
at one point in time and for a predefined term. To increase
the attractiveness of this bond the issuer merei&lneedé'to
denominate it in a unit of account that keeps the wvalue _
of the currency which appreciates mcst over the whole term
of the bond., A currency is issued continuously and, hence,
has to be kent attractive continuously. If, in these
circumstances, the member currency that has appreciated
most in the past were expected to depreciate for someélme
in the future, the EPC would be temporarily as unattractlve
as this member currency regardlessoéhether its depreciation
were expected to be more or less than its appreciation in
the past. Thus, from time to time, there would be speculativeg
shifts out of the EPC whenever the hitherto strongest member
currency were expected to depreciate. These shifts could be
~ kept the smaller, the more frequently the guaranteed con-
version rates between the EPC and the national member
‘ curfencies which underlie the currency opticn were adjusted
to prevailing market exchange rates. In that case, however,
the EPC would probably be far'"strcnger" than the "strongest"
member currency. - o
- Rather than offering a direct value guarantee, the EPC Bank'
could stipulate in advance that the EPC money supply would
increase at a more modest rate than the money supply of

any member currency.
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- The EPC's value could be kept stable in terms of weighted
EC purchasing péwer. Most conveniently, thé EPC would be

" defined as a basket of weighted amounts of the national
member currencies that would each be increased whenever,
and by the same percentage by which,the cost-of-living
index rose in the respective member country (indexed
basket).

N

« The EPC could be defined as a basket of weighted amounts
of the national member currencies that would each be
increased by the rate of interestvon investments of
similarly low risk and high liquidity, deductions being
made for the cost of producing and policing the EPC

(no-seigniorage baskét).

This list of optional value-maintenance provisions is not

" exhaustive. It contains only the most promising suggestions
that have been made. Moreover, =~ it is worth mentioning that
-any parity guarantee may be combined with any guarantee as

to the margins of fluctuatioﬁs and that an internal value
guarantee may be combined with an éxternal value guarantes,
provided member governments are willing to bind themselves

in this way. For example, the EPC may at the same time use
the SDR (defined as an international basket of currencies)

as a pivot and itself serve as a EURCO-type pivot for the

EC member currencies. In this case exchange-rate variations
between the currencies in the SDR basket might oblige the

EC member countries to intervene in the exchange markets so
as to keep their currencies within tﬁe agreed margins around'
the basket of fixed amounts of EC member currencies as which

the EURCO-type EPC would be defined.
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2.1.4.2. Characteristics of an Optimal EC Standard of Valus

A standard of value is the more useful both from an individual
and from a social point of view, the more it reduces infor-
mation cost and risk. While information cost matters most

for accounting, risk is the main criterion by which the use-
fulness of a contract Qnit will be judged;'In both respgcts
argtan%gggeof value is the more desirable, the more stable and

its value in terms of both fluctuations and permanent

changes.

While information cost is affected only by the frequency

of value variations, risk depénds_only on their size.

2.1.4,2,1., Minimising the Cost of Information about Exchange=-

RBate Changes

Exchange-rate ?d)ustment between the national EC currencies
owe

would imply the information cost for EPC users if the EPC

were defined on the par-valuation approach with zero margins

of fluctuation. This is because, for example, the revaluaticn

of one member currency would then be accompanied by a
proportionate reduction of the number of units of this currsncy
contained in the fixed-weight basket and would hence not

affect the exchange rates between the EPC and the othef

‘member currencies. Information cost would be the highest if the
EPC offered no direct value guarantee but only a money-supply
guarantee, so that shifts in demand would affect

its value and hence exchange-rates (scarce-money rule). It
would also be high if the revaluation of one ﬁember currency.
affected exchange rates between the EPC and all member '
currencies as would notably be the case if the EPC were defined
on the EURCO formula, as an indexed basket, a no-seigniorage
basket or in terms of the SDR, and the frequency of such
exchange-rate changes would tend to be the higher, the more

currencies . in the basket. Somewhere in the middle lie a

.
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number of solutions which éombine two of these extreme
solutions (e.g. the asymmetrical basket) or which imﬁly a
permanent ox conditional link to omne currency(e.g. a link

to the dollar, an EC currency option, indexation on one
national currency) and hence have different consequences for

information cost depending on the currency which is revalued.

¥hile it is clear fhat a par-~-valuation apprecach for the
EPC minimises information costs when the exchange rate of one
member currency changes, this conclusion need not hold when
several currencies are involved. Assume that the majority of
‘member currencies is revalued vis-ad-vis the rest. According to the
simple par-valuation approach which has been deécribed the
EPC would devalue vis-a-vis the majority of member currencies;
but would maintain its exchange rate vis-a-vis the remaining
minority. This is because si$ple par~valuation links the EPC
to the currendes of those member countries whose exchange-rate
"policy" is of a purely passive nature. Since such a_link
is entirely arbitrary from an economic point of view; the
simple par-valuationAapprodch might be complemented by a
majority rule so that the minimisation 6f information costs
continues to be ensured. The information costs that have to
be borne by EPC users whenever the parities of member currencle
argf%%g%gged are the higher, the greater the number of EPC
users’, to minimise the total information costs of parity
changes it would thus be necessary to use the number of EPC
users in each member country as weights in determining'whether
a majority or a minority . has changed its parity.
Alternatively, if this is too cumbersome, member currehcies
may be weighted according to the number of prospective EPC
users resident in the respective member coUnfry, say,
. according to the country's share-in intra~-Community trade
and capital transactions. The adoption of some.sort of
majority rule would also. prevent the par-valuation
épproach'fﬁﬁpﬁedomiﬁg inoperable when all member countries
abandoned their parities and started floating; the EPC's



value would be linked to the member_currency with-the largest
weight.

While majority par-valuation would minimise the cost of infor-
mation about exchange-rate changes between the national member
currencies and the EPC,;, it would fail to distribute it din
equal proportions between the member cbun%ries. Since the
nature and sequencé of future exchange-rate bhaﬁges cannot

be predicted with sufficiént certainty, this bias in favour .
of the Community majority cannot be compensated by a corre-
spénding ex ante bias in favour of the Community minority
wvhen contract prices are fixed. Nevertheless, this bias could
be justified if (at least) the majority of member gévornments
agreed and actually managed to harmonise their demand policies
so as to ensurevexchange-rate conétancy between their national
currencies. It would serve as an incentive to aim at the
majority rate of inflation. Thus the par-valuation approach

is a typically Wernerian conception. However, if the majority
rmissed the coordination target by‘the same degree or 1f no
obligatory coordination targéts existed at all (as is presently
the case), majority par-valuation and hence the minimisation ,
of information c¢ost would be incompatible with distributional
Justice. In these cases it'woﬁld be the fairest solution if
fhe EPC's value were linked to the member ocurrency which came

nearest to the objective of price stability.

Although the minimisation and a fair distribution of the
information costs invdlved in EPC exchange-rate adjustments
vis-3-vis the national member currencies may requiré different
solutions, the dilemma that arises does not 89em serious., The
reason 1is that the cost of calculating and communicating the
new EPC exchange rates can be considered negligi'blq,howevér
complicated the formula used to define the EPC's Value may be
and however often exchange'rates may change. For those who

. find this calculation too costly, the Statistical 0Office of
the EC Commission couid publicise the exchange rates between
the EPC and the member currencies 65 a daily or even hourly

basis,



2.1.4.2,2, Hedging against the Risk of Exchange-Rate Changes

More'imﬁortant thén the'information cost of using the addi-
tional currency as a standard of value are the risks involvsd.
A risk-averse EC resident whd faces, for eiample, a net
oﬁligation (11abilities and expenditure) denominated in his
national currency will prefer claims (assets and income)
denominated in the same currency to claims denominated in
another currency or unit like the EPC. And he will wish to
hedge in a corresponding way if he disposes of net assets
denominated in.his national currency. While exchange risk is
a barrier to the use of any naiaifiagard of value in domestic
transactions, this need not 6E"N’J%Eg contracts between the
residents of different currency domains in which exchange
risk is impossible to avoid unless foreign currency claims
are matched with foreign currency obligations and vice versa.
If the partners to an international contract want to spare

Progressivoelyy
the cost of such hedging and if they face the sameYincreasing

disutility as risk increases’ (progressive risk aver51onL the
total cost of the risk is minimised when 1t is shared by them -
in equal parts. Thus risk, unlike information cost,lténds to
be minimised and dist?ibutgd fairly by the same standard of

value,

The analysié so far suggests that for bilateral international
- contracts (which are the usual case) the ideal standard of
value is a Easket containing only the two national currencies
concerned at equal weights. But the implication of this
solution would be that there ought to be as many (bilatefal)
standards of value as there are pairs of currencies

(1. e.-r;:—y—), e.g. 36 in intra-EC relations (n = 9). The
number of standards involved indicates that a system of
purely bilateral baskets would suffer from considerable dis-
economies of small scale., This is particularly relevant to
the Furobond market where substantial costs éanAbe'saved by

offe:ing one bond issue to a number of different nationals.,

~
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. Thus, from the paont of view of exchange risk and scale econo-
mies combined, a EURCO-~type EPC which takes part of the risk
from everybody and which is welghted according to the shére

of eachAmember'country in international intra-Community trans-
actions (as an approximation to the risk suffered by its
residents) should not only be attractive and useful for multi-
lateral institutions like the EC Commission and for multi-
national companies-and others having net claims/obligations

in a multitude of EC member currencies, but for bilateral

contracts as well.

This comes out particularly clearly if the EURCO~-type formula
is compared with majority par-valuation. For example,
there may be a series of independent devaluations of all
national member currencies except one; or in a systeh of
general floating the member currency with the greatest weight
may appreciate vis-d-vis the rest. In both cases an EPC .
defined according to majority par-valuation would follow the
strongest currency and, hence, get out of line with the (
others. It would not only fail to guarantee an approximately
even distribution of exchange risk for the users of the
weaker currencies, it would actually imply a greater exchange
risk than their~hational currenciés. A EURCO-type EPC, on

the other hand, would undergoc the weighted average.rate of
depreciation of the member currencies and thus be much less
likely to depreciate'éither”ho?é;ofmiéééifhéh:EéﬁﬂmafTéhy'two

. national member currencies.

But apart from this risk, economies of scale and the distri-
bution of information cost +there 1s a further aspect that
strongly points in favour of using some sort of multi-

currency basket as an EC standard of value.

-
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2.1.4,2.3. Currency Diversification: Reducing the ﬁisk of

Fluctuations in the Rate of Inflation and of

Real Exchange-Rate Changes

An individual who does not have substantial net obligations

or claims denominated in his national éurféncy and who thore-
fore does not have to fear the use of more than one standard,
will seek for a standard of wvalue that protécts him against
flﬁctuations in the rate of inflation and in real exchange
rates to which monetary standards tend to be subject. Qne

way of aiming at protection of this sort is to create larger
currency areas, another to em?kw’a multicurrency standard, i.e.
to reduce the fluctuation in rates of inflation and real ‘ A
exchange rates by averaging them. The optimal sfandard on this
account would be a basket of fixed amounts of alil existing
currencies; for the greaterldivérsification, the more likely
~is. the law of large numbers to produce some degree of stability

in the basket rate of loss of purchasing power.

However, this reasoning is based on two somewhat restrictive
assumptions, First of all, it supposes that there are no
specific expectations as to the rates of inflation énd réal
exchange-rate changes of individual currencies, This assumption
need not hold. For example, it might be eipected that on the
average non-EC countries tend to experience wider fluctuations‘
"in their rates of inflation and their terms of trade than the -
member countries. In this case it would be rational to include
mainly or only Community currencies in the basket. Second,

this conclusion is Baséd on the assumptiqn that all real .
exchange rates are equally relevant for the résidents of the
EC member countries. This assumption is umadﬁstigi. The risk

of real exdhange-rate changes will be the less for an EC
resident, the more closely the compoéition~of the basket _
standard of value conforms to the pattern of his foreign tfade
and~capital transactions. For the Community as a whole this

means that the EPC basket should contain mainly national
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EC currencies and that these shéuld be weighted according to
the respecﬁive member country's shafe in the Community's
internal and external foreign trade and capital transactions.
Allowing for these two'aspects’a standard of value, defined
as a basket of member currencies only, may not be as far from

the optimum as it might seem at first,

.
4

To the extent that EC residents try to-reduce risk through
diversification the& are interested in an averaging device
that _is entireiy automatic and unbiased. For only in this case
will the law of large numbers work. This.means that in
particular any basket whose composition is arbitrary or may
be altered‘at the discretion of governments féils to reduce
the risk of random currency fluctuations by as much as a

predictable automatiec formula could do.

2.1.4,2. 4, Rliminating the Risk of Inflation and of Nominal

Exchange-Rate Changes and Reducing the Risk of

Real IExchange-Rate Changes: The Indexed Basket

When a standard of value that loses purchasing power'at a more
stable rate than its competitors is more attractive than they e
a standard of value that conserves its purchasing power must
be even more attractive. The indexed basket is such a standard
of value. From the point of view of protection against
inflation it is more usceful than a EURCO-type basket in two
respects: it reduces the inflation risk by guaranteeing not
only a more stable but a constant rate of inflation, and it
reduces the cost of information about the purchasing power

to which it is equivalent by guaranteeing that this constant
rate of inflation will be zero. Thus it eliminétes all risks
of inflation and, by definition, of purely nominal exchangeQ
rate changes. While the EURCO-formula is only a device for
distributing the total risk of nominal and real exchange-

rate changes in such a way that its total disutility is
minimised, the indexed basket pegﬁf%§¥¥§2?educe the total
‘risk by confining it to real exchange-rate changes and to
distribute this remaining risk in the same way as the EURCO-

formula does. This can be shown as follows.



If exchange-~rate changes merely combensated for differences

in national rates of inflation, the purchasing power of the
amounts of each member currency in the indexed basket would
remain constant, either because theée would be no inflation
in the member country concerned or because the number of

units of its currency in the basket would.be increased by

the countfy's rate §f inflation. In these circumétances,

an EC resident who had his income denéminated in an
indexed-basket EPC and spent it exactly on the representative
basket of commodities to which the indexed basket amounts

(see p.lE) would dispose of the same purchasing power regard-
less of the country in which he earned his income, in which
currency he denominated his purchase contracts and which rate
of inflation prevailed for his national currency. On the

other hand, if for instance the terms of trade of one member
country improved vis-&-vis the others, its currency would
appreciate vis-d-vis the others even if the rates of inflation
were the same in all member countries, and the purchasing
power of the amounts in the basket of this currency .would
actually increase if they were used for expenditure in the
countries whose terms of trade had deteriorated. Thus an

EC resident whose income were denominated in EPC would lose
purchasing power to the extent that he spent more of it in
the gaining country than its currency had weight in the basket,
or he would gain to the extent thaf he spent more of it in
the other (losing) countries than their currencies had weight
in the basket. More generally speaking, the weights which , ‘
each member currency obtained in the basket would determine to
which extent the basket's constant purcha sing power would be
defined in terms of which country's commodities and hencé

how the remaining real exchange risk is distributed,

There is one type of risk which the ihdexed basket fails to
eliminate or to reduce: the risk inherent in the use of more
than one standard of wvalue. Indeed, if inflation continued

in the countries of the Community as may be expected, the
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indexed~basket EPC would be likely to appreciate in the long
run even vis-a-vis the "sfrongest" national member currency,
i.e. it would get entirely out of touch with the national
currencies. Howevér, as has been explained in Section
2.1.4.2.,2., the risk of using more than one standard of value
does not matter unless there are net claims or net obligations
denominated in the national member currencies against which
the individuals concerned wish to hedgé. Since such contracts
will expire sometime in the future, fhié risk will only
be felt durihg a transitional phase. In the new contracts

to be concluded, ultimate consumérs will be attracted by the
indexed standard of wvalue which protecttheir income and
savings against loss of purchasing power, and producers will
be eager to denominate all contractually fixed payments to
factors of production (wages, interest) in a standard of value
which ensures that the nominal amounts of their payments will
be affected by changes in the price level in Jjust the same
way as the receipts they obtain from their sales. Moreover,
multinational EC companies may wish to use the indexed
standard of value as a unit of account in profit and loss
accounting, because it permits them to value capital goods

and inventory more nearly at their replacement costs rather
than at their historical cost and thereby to avoid the

calculation of illusory profits.

The indexed basket would be a particularly useful unit of
account for the EC Commission and the other Community
rinstitutions: at last budgef contributions, developﬁent aid,
regional aid, direct agricultural subsidies, duties, taxes,
fines etc. could all bé fixed in real terms. It could also
conveniently be used by the European Fund for ‘Monetary
Cooperation to denominate credits to member central banks
and by the European Investment Bank to denominate its -
borrowing and lending, as well as by the Coal and Steel
Community, the Statistical Office of the Coﬁmiséion, the

‘ European Court of Justice and in treaties with non-member

countries. If the present system of agricultural price support
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desefved to be continued, it would eveﬁ be logical to fix
support prices in real terms as some farmer associations
have demanded. Surprising though it may be, the dozen or so
different units of account that.are presently empkyed by
the Community could all be usefully replaced by the indexed
basket. Depending on the~purpoée of the unit, it would still
be possible to differentiate as to the'fnquency of recal-
culating the unit's‘national currency equivalents. Where
daily adjustments of conversion rates create administrative
difficulties, longer adjustment periods or adjustment thresh -
olds could be defined. quact, this is already current
practice with the existing units of account and probably
inevitable as long as exchange-rate fluctuations persist., It
is also conceivable that different curreﬁcy weights would
be used for different purposes, acéording to the currencyi-
pattern ° of contributions and of expenditure in the case
-of the budget, the regional fund and the Coal and Steel
Community, and according to the pattern of contributions only
in the case of the Development Fund, the European Investment
Bank and the European Fund foﬁ Monetary Cooperation. Whethor
uniformity or diversity of weights is more efficient depends
on the relative importance of information costs as compared -

with the risk of real exchange-rate changes.

As a private unit of contract and account, the indexed-basket
standard of value would have to compete with index clauses
‘confined to the national cost—of-living index or even more
specific provisions Wwhere such clauses are permitted. But if
the private sector needs some sort of an EC standard of value
at all, it should be most interested in a stapdard like the
indexed basket, whicﬁ reduces.not only the risk of real
exchange~rate changes, but also eliminates the inflation risk.
Were it not for inertia, the transitional desire to hedge
open positions in the existing currencies and notably the
high diseconomies of small scale in information cost that act

' as a barrier to the, use of a new standard of_value)fhe market
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T e e e e e . SV \f_\f'),zj .
would have already been using the indexed-~basket standard yégrs
Since it has ﬁot, the Community institutions may have to lend

it a helping hand by adopting it as their unit of account.

2.1.4.2.5. Maintainability of Value Guarantecs

’

A standard of value is the more useful, the longer 1t promises

to be applicable. In the case of the EPC, there are two reasons
why the value guarantee to which it is subject may not be
maintainable indefinitely.

The first problem is that all value guaranteces using basket
formulae (except for the parwvaluation approéch) may gradually
lose their relevance as exphange-rate changes alter the real’
weights of the member currencies in the basket.-This danger

is most serious with a EURCO-type formula whase weilghts

will be affected by both real and nominal exchange-rate changes.
The weights of the indexed basket, on the other hand, are only
altered by real exchange-rate changes, i.e, those which do
hot'compensate for divergenciés between national inflation rates
However, it 1s not difficult to readjust weights from time

to time, either at repgular intervals or whenever the departure
from initial weights or from current shares in intra-Community
trdde and capital transactions has'reached a certain predefined
size.Once the EPC has prevailed in intermnational intra-Community

transactions, weights may also be oriented more towards

’

.the share which each member country has in Community GNP so that

the EPC's usefulness for domestic national transactions is
increased; Weights canvbe adjusted while the external value of
the EPC,say, in terms of the SDR, remains constant; the adjust-
ments will entail minor changes in exchange rates between the

EPC and the national member currencies, but not among the

-national member curixencies themselves.

If one of the national member currencies were driven out of

circulation and were not reissued, it would, of course, drop

out of the basket; to maintain the EPC's value the.share of this
currency would have to be taken up by the rémaining membér

currencies in proportion to their weight in the basket torso.
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Secondly, the question arises whether the wvalue guarantee can
be maintained where and when the EPC is the only circulating

currency.

With regard to the transitional phase when some national member
currencies still exist in some parts of the Community, this

question must , no doubt, be answered in the affirmative. IT

the issuing institution ("EPC Bank") intervened vis-a-vis the
national member currencies, so as tofkééﬁiééﬁstaﬁﬁ fh5.EPC}§>ﬁgighted
purchasing powver (which it could do with absolute
precision), it woqld make sure that the Same amount of EPC,
i1f exchanged for the basket of national member currencies,
would buy the same standard basket of commodities. Moreover,
to the extent that identical commodities were priced iden-
tically (at prevaiiing exchange rates), in all parts of the
Community, these interventions would guarantee that the price
of the standard basket of commodities would be stable (in
terms of EPC) also in those regions in which the EPC were
alrcady the only circulating currency.

When the final stage is reached and the national currencies
are no i&nger in circulation anywhere, the EPC's value can no longér:
be guaranteed through mere currency interventions,

unless it is linked to some external CUrrTrency, moneﬁary asset,

price index oOr interest rate. However, the '

indexed basket may be maintained as a mere standard of value; . ;
in this case, liabilities denominated in EPC would be subject to
an EC index clause and thus keep their wvalue in terms . ?
of the welghted basket of commoaities as which the indexed '
currency basket was defined when the EPC was still a parallel

currency. ' .
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2.1.4.%, Characteristics of an Optimal EC Store of Value

While in the case of a standard of value the same solution, namely the
indexed basket of EC curréncies, appears both most attractive for indi-
vidual users and optimal from the point of view of microeconomic efficiency
and macroeconomic policy, this assumption is not Justified when money 1s

considered in its function as a stere of value.

2.1.4.3,1, Attractiveness to Individual Users

The attractiveness of a standard of value must be evaluated in termé of
information cost and various risks; the attractiveness of a store of value
depends in addition on ihe yield it offers. Since no interest tends to be
paid on money (cash and demand depoéits), the currency that appreciates
most vis-a-vis the others offers the highest yield. Given that the real .
interest rate is positive, that all national EC currencies continue to
lose purchasing power and that the strongest national member currency does.
not appreciate vis-i-vis the weighted EC average by more than the weighted
EC average rate of inflation, the EPC value guarantee which, in terms of
yleld, is most attractive among the options that have been listed is the no-
selgniorage basket, followed by the indexed basket and, thirdly, the EC

currency dption.

2.1.4.3.2. Micromonetary Efficiency

Money on which no selgnlorage is exacted scores higher in terms of micro-~
economic efficiency of money holding than (non-interest bearing) money of
stable purchasing power or the strongest but inflating national currency.
As the theory of the optimum quantity of money indicates, the existence of
seigniorage, i.e. of monopoly profits from the production of money, amounts .
to an excess of private costs over social costs of holding money; as a
result of this discrepancy, private users will economise on money holdings
excessively., If the payment of interest on currency in circulation is not
feasible, seigniorage can only be completely eliminated Ghen the price
level keeps falling. When no interest is pald, the optimum quantity of
EPC would be the quantity that reduces the price level (as measﬁred in EP&)
by the rate of interest paid on investments which are‘comparable 1o money.
However, the assumption-fhat price stability implies seigniorage on
currency in circulaﬁioh may not hold. In the first place, coinsvand notes

are not as cheap to produce and pollce. as bank.money. Fufther, the use of



currency for payments leads to its physical deterioration and hence gives
rise to replacement costs; while in the caée of bank money, this soclal
cost of payments can be sep@rated from the social cost of providing money
to hold, this is impossible‘in the case of currency. For both reasons,
currency should be made less attractive than bapk money. Finally,. to reduce
the price level by the ?ate of interest 1s to incur considerable adjustment
costs for the economy as a whole; these sociél costs may in fact exceed
the social benefit of paylng interest on currency, Just as the transaction
cost of paying interest on some types of bank deposits may exceed interest

itself.

For these reasons, fhe theory of‘the optimum quantity of money is not
entirely conclusive. It may well be that, from the point of view of micro-
economic efficiency, an EPC of constant purchasing power is also an optimal
sfp?e of valug,prOVided the EPC Bank pays intereét on commercial banks”’
reserve deposits and, possibly, on thelr reported average cash holdings,
and provided the EC Commission enforces competition in the banking industry
to prevent commercial banks from earning.seigniorage on money deposited with
them, Since seignlorage is a mdnopoly profit from the productién of money,
its elimination is, strictly speaking, not even a subsidy of EPC holders
. {or , even worse, a wedpon to establish a monopoly through price war), but
a pure benefit of restoring competition. It might even pay a privafe bank '
to denominate demand deposits (and loans) in the indexed basket using
existing high-powered money from national sources as thelr monetary base.
Total EC money supply would not be affected, but its composition by de-

nomination would change.

2.1.4.3.%, Implications for the Effectiveness of Monetary Policy

The choice of an EPC value guarantee will affect the effectiveness of

national monetary policies in two ways.

In the first place, the existence of an indexed EPC (and of EPC-
indexed bonds ete.) would reduce the wide proliferation of monéy substitutes
which have been introduced owing, in'large part, to ihé lqés of pﬁrchasing
powier of money: Since these substitutes are‘more difficult to regulate than
national (and EPC) money supply, an EPC that would promise constant EC :

pﬁrchasing power would enhance the effectiveness of national monetary and

financial policies.
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Secondly, the less seignlorage 1s earned on the EPC,the smaller thé‘
variations will bein the interest-rate differential between (the largely
non-interest-~bearing) money and 1nterest;bearing'money substitutes and
hence the irritating shifts between them which changes in monetarj policy
may call forth, A dear money policy, for example, would be less likely to
be thwarted by unpredictable changes in the velocity of circulation and
the effective bank multiplier.

“Thus an indexed-basket solution and a no-seigniorage solution (whatever
the latter may imply) for the EPC would be likely to increase the effective-

ness of monetary policy.

2.1.4.4, Characteristics of an Optimal EC Means of Payment

Value guarantees affect the attractiveness of a means of payment not only
because a means of payment is also always at least a shoft—term store of'
value and a paftial standard of value, but also because value guarantces
may have implications for intervention techniques and thus fof transaction
costs when a money (like the EPC) is a potential pivot currency. The value’
guarantee which, in present circumstances, is most likely to be used for
an LZPC pivot is the EUR CO-formula or some sort of qualified majority var-
valuation. Thc‘indexed basket cannot be expected to serve as a pivot except
in the medium term, provided the national member currencies return to
. approximate domestic price stahility instead of belng displaced‘by the
EPC. Since the return to domestic price stability in all member countries
(for the reasons stated in Sectlon 1.2.) need not lead to exchange-rate
constancy, an indexed-basket pivot around which to stabllise intra-
'Community exchange rates might Indeed be a useful instrument: by offering
an exchange-rate target consistent W1th approximate domestic price staﬁility,
1t might reestablish fixed exchange rates as a universally acceptable policy

objective.

2.1.4.5. The Optimal EC Value Guarantee’ - A Synthesis

The preceding analysis has shown that there may be no EPC value guarantee

that is optimal for all functions of money. Nevertheless 1t seems safe to

conclude that an EPC defined as an indexed basket of member currencies
would‘offer a maximum of advantages. It would be most useful as a standard
of value and, if it can be made to coincide with a no-seigniorage solution,
as a store of Value, the two functions‘of money for which value guarantees
matter most. As a standard of value it eliminates the risks implied by A

inflation and purely nominal exchange—raté changes and.minimises the risk
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of real exchange-rate changes. It represents a way of dealing with two of

the most serious economic problems that are presently confronting the

Community: inflation (instability of price levels) and instability of exchange

rates.

The other solutlons that have been suggested seem even less desirable,.

From a theoretical point of view, the indexed-basket EPC is, no doubt, a
second~best solution compared with an immediate return to price stability
of national currencies and with immediate currency unification or a perfect
coordination of national demand management resulting in constant equilibrium
exchange rates, But given that the first~best solution does not appeaf
attainable in the present real world, indexatlion to deal with instability
of purchasing power, and currency baskets to deal with éxchangenrate
instabllity, seem preferable to the distortions which a fixing of nominal

values and of disequilibrium exchange rates is bound to produce.

2.1.4.6, "Backing" the Value Guarantee

Modern monetary history has shown that fiat money will.éléo be hpld énd used
by the p&blic when 1t is not backed by precious mefai or other real
assets, provided the general bellefl prevails that it will maintain its
‘approximate purchasing power., However, when inflation develops, money tends
to gradually lose the functions of s<ore and standard of value and-finally,
in hyperinflation, even if 1t is legal or forcéd tender, its role as a
means of payment. It might be concluded by analogy that an EPC which .

promises constant purchasing power could also do without backing.

However, trust iﬂ the stability of a currency depends not only on
promises but also on past experience. A new currency, like the EPC, cannot
benefit from a good record of price stability; moreover, being a supra-
hational currency, there ﬁay appear-to be some risk thaé its use-would be
prohibited by national member states which leave the union or that the
union might collapse. For these reasons, there may be a case for keeping
the EPC supply that is issued backed b&, and reconvertible into, some
familiar and sufficiently liquid assets at the conversion rate implied
by the value guarantee, Since a‘diredt commodity backing would seem to in-
volve an unnecessarily high resource cost, the EPC Bank would be well ad-
vised to hdld nationél EC currencies and other highly liquid assets denomi-

nated in them. Thesebcould be obtained either from the public to whom the

EPC is issued or from the member governments. Since the_EPCIwould appreciate

OO




vis~-3-vis the inflation-prone national currencies, perfect EPC backing would
on t@e averag
moreover require that fthe EPC

. . . the
est on its assets. If, for example, all*IPC were issued in exchange for

e .
Bank earncd a non-negative real rate of inter-

national EC currencies and if the amounts of national EC currency obtained
were not to be reinvested in private markets and thus rechanneclled into

circulation, the national central banks would have to pay & nominal rate of
interest equal to the rate of inflation (i.e. a zero real rate of interest)

on the amount of their national currency deposited with them by the EPC

Bank. Thus the larger the part of the inflation tax which the member states
have levied on the holders of money and which they would now lose,. the

larger amounts would be converted for EPC. Morcover, the EPC Pank would
have to receive compensation from the national central banks for the real
interest it pays on outstanding balances of high-powered EFC as far as
this 1s feasible.

If EPC were only issued in exchange for national member currencies
and if the national currencies obtained were reinvested in interest-
bearing claims on national central banks; the EPC Bank would operate like
a financial intermediary. It would be like a unit trust except that the
‘claims 1t issued upon itself would be money, i.e. perfectly liquid. Compared
~with & private institution which mightvengage in such intermediation and
reinvest its national currency receipts in priyate capital markets, the
EPC Bank would merely benefit from the advantage (subsidy) that, backed by
the national centra%%anks as lenders of first and last resort, it would

not have to obey the principles of banking prudence.

If the EPC were used to finance expenditure or loans, the unit-trust
principle would require member governments to indemnify the EPC Bank
through equivalent payments of national currency. If the EPC were issued

in exchange for non-EC currencies, say, the dollar, at the conversion rate
Implied by the indexed basket, the unit-trust principle would'démand that
the dollars received could be reinvested either privately or with the
Federal Reserve System in suffliciently liquid dollar assets which earneda{ Gas
the same real rate of interest as the national member currencies or that the
national central banks of the EC member countries transferred part of their
foreign exchange (dollar) reserves to the EPC Bank to fill the‘gap. If such
transfers béc&me necessary the EPC Bank would automatically and gradually
absorb EC reserves of non-EC foreign exchange in a reserve pool., But since

such transfers would indicate that the Community paid seigniorage (or even
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inflation tax) to the issuers of depreciating non-member currencies (Just
as 1t does when 1t intervenes in support of a weak non-member currency),
issues of EPC in exchange for non-EC currencies which required such trans~

fers would hardly be in the Community’s interest.

Alternatively, the national central banks in the Community could use
their foreign exchange;reserves to incdemnify the EPC Bank for the losses
of purchasing power to which its holdings of national EC currencies will
be subJject. However, these contributions of foreién exchange reserves will

have to be clearlyeamarked so that the member central bank which gave them

can be asked for compensation whenever they yleld less than national currency

contributions would have done.

If all foreign exchange reserves owned by the member countries were
pooled with the EPC Bank from the start, member countries could dispensc
with payments to the EPC Bank until their contribution had been absorbed by

their obligations to indemnify it on its holdings of national member currcnc

From a psychological point of view this solution might be advantageous. The
national central banks are likely to prefer it because it permits them, for
some time at least, to show solidarity by contributing to a reserve pool
instead of paying interest on that part of their money which the Europecan
‘public has rejected. Moreover, to the public an."irrevocable" transfer of
assets from the national to the Community level may apﬁear as a stronger
backing thdn a m@re promise to pay. When the volume of the reserve pooi

has been absorbed by the interest obligations of the member central banks,
the EPC may already be so well establishéd and generally trusted; that
backing of further issues would be unnecessary, The EPC would no longer

have to have an "intrinsic" or "fallback' value; its value, as one writer

N
v

b

has put it, would be purely "extrinsic", i.e. demand for it would exclusively

depend on its usefulness, in particular on its expécted ;tability of value.

. o~



2.2. Minimising Interference with National Monetary Policles

According to some authors, the EPC Bank should have ﬂar—reaching
competencéga"control overall monetary policy" in the Community, notably to
"ensure consistency between the general Community policy and the policies
being pursued in individual states" (i.e. to stabilise intra-Communityv
exchange rates). Others have recognized that this would ver& probably in-
volve too high a1 degree of interference with.national monetary policies to
be‘a&ceptable to member governments and have therefore concluded that, on the
contrary, the EPC Banlt should be barred from selling EPC directly to the.
public. Instead,the supply of EPC avallable for issue should be alloéated
to the national central banks in exchange for national currency or, to
prevent an.increase in the international liquidity that is freely available
to them, in exchange for a correspogding'amount of their gold and foreign
exchange reserves. In this case the EPC Bank would at the same time be a
reserve pool and might be used to stabilise the EPC’s external value while
the national central banks mighp be incrcasingly restricted to interventions

vis-4-vis the EPC (pivot solution).

In the ligﬁt of what has been séid about the desirability of value-
maintenanée provisions in the preceding section (2.1.), this contro&ersy
‘does not appear relevant, If the EPC is subject to some sort of
long-term value guarantee vis-a~-vis one currency or a basket of currencies,
the equilibrium quantity of EPC that can and must be supplied is prede-
termined. In this case, the LEPC Bank enJjoys no discretion whatsoever; its
"monetary policy" merely consists of supplying as much EPC as is necessary
to validate the guaranteed EPC value., Whether the public obtained the LPC
directly from the EPC Bank or only from the national central banks, wculd
make no difference: the quantity that would have to be supplied would be
the same, But while the method of issuing the EPC has n6é effect on the size
of the EPC supply, it is almost certain to have a bearing on the rate of

inflation of the national member currencies,

2.2.1. The EPC Issuing Mechanism

The EPC, or rather its high-powered component (the monetary base), can

be issued in five ways:-
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- to finance purchases of goods and services (eg. by the EC-Commission),
~ to finance loans (eg. for regional development),

- to'purchase or repurchase financial assets (open-market operations),

- to purchase non-EC currencies (notably the dollar), -

- 1o purchase national. member currencies,

If the EPC Bank used one of the first four methods, it would inéreaSC'U1e
totéi.nominal money supply from monetary authorities in the Community; '
with the exceptlon of EPC issued in exchange for non-EC eurocurrency,

it would thereby ) ai%%reas%he total nominal money supply availablé for
transactions in the Community. But if the EPC could be used more_freeiy
in Community transactions than non-EC eurocurrency , the>fourth issuing

method, too, would be bound to increase nominal Community liquidity.

To the extent that the issue of an EPC of stable purchasing powef
and the payment of interest on the EPC reserves of commercial banks would-
raise the demand for real money balances, addlitions to the money supply
available in the Community could be absorbed without a 'simultaneous de-
crease in the demand for national currency. However, to the extent that
EPC were demanded not in addition to given balances of national currency
but as a substitute for them, the EPC could aot possibly add to real money
balances; thus,unless the national central banks withdrew national currency
(or increased its supply less than they would otherwise have done), in~
flation would reduce the value of increased nominal money balances
until the equilibrium volume of real money balangg;_y§r¢” ‘ restored.
Since an EPC of constant purchasing power cannot, by definition, be subject
to inflation, the adjustment would (ceteris paribus) have to be brought

about through inflation (and depreciation) of the national currencies,

’



For this reason, the national central banks must not reissue the amounts
of national currency which the public sells to the EPC Bank and which.the
EPC Bank withdraws from circulation. The targets of national money supply
policy will have to be defined not in terms of nominal supply of
national money in circulation but in terms of rates of issue of natlonal
money measured in percent of the c¢urrent and changing quantity of national

money in eirculation.

It is the advantage of the conversion method of 1ssuing the EPC.that
it does not require the national central banks to act to avoid such in-
flationary implications. HoWever, there are three other facfors which
would demand an active adjustment of national monetary policy if given

national price level targets were still to be attained.

First of all, the national central banks would have to allow for the
fact that EPC balances once they are in circulation do not lose thelr
- purchasing power as the national money replaced by them would have done;
this means that the target amount of issue of national money would have
to be reduced by the amount of the inflation tax which the central banks

would have earned on the national money supply now replaced by the EPC.

Secondly, an analogous argument applies to the interest which the EPC
Bank would pay on the EPC reserves of commercial banks: the target amount
of 1ssue of national money would have to be reduced by the seigniorage
gains which the central banks would have earned (i.e. b7 the interest pay-
ments which they would have saved) on the reserves of national éurrency

now replaced by the EPC. ' _ .

Finally, the central banks would have to allow for the increase in
the demand for real money ,balances that might be expected when a new
currency of constant EC purchasing power 1s supplied. National price level
targets remaining unchanged, the target amount of issue of national money

would have to be augmented by the increase in demand for real balances.

In summary, the conversion method of issue seems optimal in that it
does not require the national central banks to compensate for all issues
of EPC through active withdrawals of national money. However, if given’

national price level targets are to be attained, they will have to allow
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for loéses of inflaﬁion tax and seigniorage and for increases in demand -
for real balances; but as long as national inflation targets are high

and rates of real growth positive, these adjusfments are quite unlikely to
require net withdrawals of nominal supply of national money by national

central banké. - ) .

If the issuing of EPC in exchange for dollars did not prove profitable,
not only the conversion method but also the unit-trust principle would -
1mpi§-that the Eurodollar could not be converted for EPC at the EPC Bank.
But it would be a fallacy to believe that the EPC issuing mechanism deter-
mines whether the Eurodollar loscs 1ts market share in the Community. The
offer of an EPC of constant EC purchasing power is very likely to.shift
demand for money from the Eurodollar (and the other non-EC currencies)
to the EPC. If Eurodollars were not accepted by the EPC Bank, there would
be an excess supply of dollars; i.e.,., unless the Federal Reserve System
reduced the supply of dollars ijaﬁ equivalent aﬁount (or increaséd it less
than it ﬁould otherwise have done), the dollar would experience a higher
rate of inflatiqn and (ceteris paribus) depreciate vis-a-~vis the national
EC currencies and, even more so, vis-a-vis the EPC. Thus the share of Euro-

dollars in the real EC money supply would be reduced.

If the national EC central banks wanted to reach their price level
targets, they would not be permitted to resist to the depreciation of the
dollar. But if the EPC could only be obtained in exchange for EC member
currencies, they would have to allow for the fact that their currencies
would be increasingly used for conversion purposes. They should. satisfy
the increased transaction demand for their national currencies, thus
preventing a lower than planned rate of inflation and a higher than planned
appreciation of thelr currencies. Just as the present vehicle-currency role
of the dollar permits the Federal Reserve System to issue dollars (interest-
free loans) without increasing the rate of dollar inflation, the future
role of the national EC currencies as an Intermediary or vehicle for exter-
nal EPC demand would allow the central banks of the member countries to
issue mom of their currencies while upholding their brice level targets:
there would be a transfer.of seigniorage from external issuersto the national
EC countries. It is true that the central banks of the member countries

would now have to pay interest on the amounts of their currencies which




the origlinal holders of non-EC currencies had acquired and then sold to
the EPC Bank for EPG but while they ceased to earn seigniorage on those
balances, they could replenish the supply of their currencies by exactly
the same amount and wculd earn exactly the same amount of seigniorage on
these., Thus there remains the net increase of sgigniorage owing to the in-~

creased demand for national member currencies for EPC conversion.

The pfeceding analysis shows that the Community would lose seigniorage
if EPC were issued only in exchange for non-EC currencies as some authors
have suggested. This conclusion holds regardless of whether the EPC is to
displace the national EC currencles or only the non-EC eurocurrencies

(provided such discrimination could be enforced),

Nevertheless, the Community might consider issuing EPC in exchange for
non-member currencies if it is demanded for extra~Community transaction or
reserve purposes. Whether it does so should depend on the profitability
of investments in these non-member currencies, the loss of transaction
selgniorage involved and the difficulty of determiningrﬁhether the national
member currency that is exchanged for EPC under the EC conversion mechanism
comes from original noen-EC currency‘holders and is thus to be reissued or

7h§E%e{s rejected by Community residents and thus to be frozen.

There remalns the question whether the EPC should be 1ssued in ex-
change for amounts of national EC currency however these are composed or
precigely that
only in exchange for 4 EC currency basket as which it 1s defined., If
the latter mechanism (basket conversion) were used, cross-rates between’
the national member currencies would (ceteris paribus) be affected if the
distribution of decmand forlEPC among holders of the various national EC
currencles would not correspond to the respective weights of these curren-
cies in the EPC basket formula . To prevent an unplamed disinflation and
appreciation of the national EC currencles whose holders demanded pro=-
portionately less EPC than corresponds to. the welght which these currencies
have in the EPC basket, the central banks of the member countries concernéd
would have to reissue the difference. Since they would cbtain seigniorage on
the-reissue, the conversion of their national currencies by original holders
of the other national EC currencies and the conse uent interest payments |
on these amoﬁnts would not give rise to a net loss of selgniorage. On the

contrary, to the extent that the conversicns by original holders of other
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member currenciles increased the transactlon demand for the proportionately
less rejected national EC currencies, they would be able to issue additional
amounts of their currency and hence earn more éeigniorage than would have
been the case if the demand for EPC were distributed among the holders of
national EC currencles according totaeights of these currencies in the bas-~
ket. Obviously, the reverse applies to the member countries whose curren-
cies are rejected in larger amounts than their weights would allow: these

central banks would have to withdraw national currency.

If the interference with national monetary policies were to be
minimised, a mono-currency conversion mechanism should be adopted; In
this case an EC natlonal who wanted to hold EPC rather than his national
currency could obtain the desired sum of EPC directly in exchange for that
amount of his national currency which he would need 1f he wanted to buy
on exchange markets the other currencles required b7 the basket conversion
method. The exchange rate between his naﬁional currency and the EPC
(Vi) would be given by the formula Vi = ai where Wi is the fractional
weight in the basket which his national clrrency (i) has at prevailing
cross-~rates and where Qi 1s the amount of his national currency in the bag-
ket formula. Under the mono ~currency conversion mechanism the cross-rate
effects which result from B;oket conversion would not arise: the supply of
tﬁe rejected national member currency would fall by the same amount as
demand for i1t had fallen (given the prevailing éet of exchange rates). Of
course, this conclusion would not hold if the EPC Bank rearranged its port-
folio so as to bring the compostion of its assets into conformity with
the composition of the basket EPC (its liablities); if it did so, there
would be no difference between basket conversion and mono~currency cone-
version except that under mono-currency conQerdon the EPC Bank would bear
the costs of exchange and the risk that 1ts sales of exqessively converted
national currencies might depress their exchange value below the implicit

cross-rates at which the EPC Bank had accepted them.

If the EPC Bank permitted a diocrepancy to develop between the currency
composition f of 1its asseto and its liabil;tles, the central banks‘ o
whose curren;i;gmhad been convcrted for EPC in excess of thelr weights in
the basket would have to pay correspondingly_more interest so as to Kkeep

the value of the assets of the EPC Bank in line with the guaranteed

¢
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appreciation of the outstanding EPC balances, Thus these central banks
would have to bear the risk that the real exchange rate of thelr curren~
cies'might depreciate vis-3-vis the EC'average‘or that the real rate of
interest on investments in thelr currencies might be lower than the EC
average, for the payment of which they would have to indemnify the EPQéank..
While mono-currency conversion is likely to be more efficient than bésket
conversion, 1t involves a less proportionate distribution of costs and ‘

benefits between the Community membérs.

2,2,2. Reserve Requirements forCurrency Deposits

It has been suggested that EPC demand deposits should not be subject
to reserve requirements because the required ratio of reéerves would either
be held anyway (in which case public regulation is superfluous) or it
would be too high (in which case it represents a tax on commercial bank
intermediation). In the latter case, 1t produces either a shift of inter-
mediation avay, from the commercial banks wh.ch are specialised in it or
it results in disintermediation altogether, Another reason that has been givea
for dispensing with reserve requirements on EPC deposits is that the EPC
ought to be on an equal Tooting with eurocurrency deposits 1f it is to
outcompete them. However, the attractiveness of the EPC ;s not e3¢§anced
by the absence of reserve requirements 1f the alternative is minimum re-
serves on which a market rate of interest is paid by the EPC Bank (as has

been suggested).

What arguments are there agalnst a system of voluntary reserve holding
by commercial banks? Obviously, it cannot be obJjected that the lack of
reserve requlrements would—pénnit an excesslive or unpredictable expansion
of EPC supply, for the supply of EPC is controlled through the conversion
operations of the EPC-Bank’and is determined by the demand forthcoming at
the guaranteed EPC conversion rates, Reserve requirements are not needed
for the purpose of monetary control because the value guarantee to which
the EPC is subJect sets by itself the limit to EPC eXpansion. For example,
if the ratio of vdluntary EPC reservesfell and the effective bank multiplier
for EPC deposits rosé, the EPC Bank would (ceteris paribus) be obliged by
the value guarantee 1t has given to reduce the EPC monetary base through

. sales of national currencies.



A second obJection which might be raised against a system of voluntary
reserves for the EPC is that commercial banks may choose too Iow a ratio
and thereby increase the danger of bank illiquidity and failure. Experience
wlth eurocurrency markets hitherto offers little evidence of such financial
imprudence, but, of course, historical observations ‘are never conclusive

when the future is concerned.

Finally,there 10 the questlon whether the_ifgge' xof EPC reserve re-
‘quirements matters for the degree of non~interference with national monetary
policies. If 67 the mono-currency conversion mechanlsm an amount X of
member currency A is converted for EPC at the EPC Bank, the supply of A
will be reduced by aX and the supply of EPC will increase by eX where a
and e are the effective money multipliers for currency A and the EPC,
respectively. If the required reserve ratio for A 1s higher than the ratio
whiéh commercial banks would hold voluntarily and if there are no reserve
requirements HDr EPC deposits a will be smaller than e. In this case, the
increase in the EPC supply will be greater than the reduction of the no-
minal supply of A. This conclusion holds irrespective of whether the EPC
value guarantee would oblige the EPC Bank toirepurchase‘(e~l)x and hence
to prevent EPC multiplication or not. If a 1s smaller than e, the increase
in the total nominal money supply of EPC and A that resuits Trom any con=-
version of A for EPC‘Qould require that, ignoring possible increases in
the demand for real balances and glven unchanged price level targets for A,
the central bank concerned should reduce the supply of A by (e-a)X. Obvious~
ly the compensatory adjustments of national monetary policy that‘would be
necessary would be the smalleg the more closrely the EPC effective money
multiplier approximated the wéighted average money multiplier and the more
similar these were among the national member countries. However, to the extent
that EPC 1s held more in the form of notes and currency than the national
monies because in the case of cash the loss of purchasing power\cannot be
compeneated by interest payments, equality of effective money multipliers
would require a Jower reserve ratio for LPC aeposltb But Just as existing
differences between natlonal money multipliers have not created noticeable
difficulties when monetary movements betwéen the member countries occurred
in the past, there is every reason to assume that even "massive", "sudden"

and "speculative" movements of funds into (and possibly out of) the EPC
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could easily be allowed for by adjustments of national money supply policy.
Indeed, to a large extent the shifts from the national EC currencies into
the EPC would be a substitute for the shifts which are now experienced be-
tween the national member currencles and which are at least as difficult

to compensate.

When it is sometimes objected that the coexistence in one country of
two currencles which may be_used for domestic transactions would increase
curfeﬁcy speculation and hence the volatility of funds, two assumptions
are made which seem debatable, The first assumption is that specu-
lation tends to destabilise rather than to stabllise exchange rates (or
smootkexchangeorate changes) in the medium and long term. Secondly, it is
supposed that funds will move out of the EPC just as easily as they move
into 1t. It is very probable, however, that shifts into thé ERCwill prove
largély irreversible; confidence in the stability of the national curren-
cles 1s much more 1ikcly to be shaken than confidence in a no-selgiorage
EPC of constant purchasing power, backed'eoulvalcnt assets., Indeed, the
EPC 1s likely to function as a haven not only for part of the "oil funds')
but also for that part of European liquidity which, owing to bloc floating
(1.e. the increased short-term exchange risk vis-d-vis tpe dollar and its
replacement as an intra-EC intervention cufrency) has moved out of the
dollar into European currencies but is still suffering from the depreciation
(inflation) risk.

Whether and how high a reserve ratio is finally fixed for EPC deposits
would depend on whether more weight is given to the objective of unfettered
commercial bank intermediation or to the obJjectives of preventing bank

illiquidity and of minimising interference with national monetary policies.

The implications of the parallel-currency approach for national money
supply policies can at this stage be summarized, If natiénal price level
targets are to be maintained, the issue of EPC requires certain compen=
satory adjustments in national monetary polides. These adjustments can be
kept small by an appropriate issulng mechanlsm and appropriate reserve
requirements for EPC deposits, but just as they are necessitated by any
shifts between the national member currencles and the eurocurrency market,
in particular the non-EC eurocurrencies, nowadays, they cannot be avoided

completely in the case of EPC conversion. However, unlike under a system



of fixed exchange rqtes, ultimate monetary sovereignkty is not lost. The
national member states will be free to bring about any national rate of
inflation or any national money.supply they wish. What will chénge is .
merely the rate of inflation implied by a given national monetary bolicy
and vice versa. Indeed, the national central banks will be free to prevent
any issue of EPC whatsoever by keeping their own currencies sufficiently
scarce and thus stable and by paying interest on the reserves of their

currency which are held by commercial banks.

2.2.3. Limiting the Supply of EPC

While some commeﬁtators have expressed the opinionAthat a parallel
currency would not be acceptéd by the pﬁblic unless it were forced upon it
and that demand deposits and other contracts denomiﬂated in a European unit
of account of constant purchasing power would already be a common feature
on European markets if such a unit were really useful, others have argued
that the type of EPC suggested would be too attractive to permit a gradual
process of substitution and that for this reason the parallel-currency

approach would be politically unacceptable to EC member governments.

The precise‘sp¢ed of_EPQ?pgggzggpigp,it is true, 1s hard to predict.

To prevent the EPC from outcompeting ‘the national member currencies

in a year or two and hencefrom running counter tote principle of gradualism,

the member governments could choose to set ceilings on the annual rate of
issue of EPC., In this case the EPC Bank would ’ have to stop offering
EPC altogether once the celling had been reached, v

To fix the ceiling the member governments should, first of all, agree
‘on the earliest acceptable date for complete currency unificaﬁion. They would
then estimate the Community demand for total real balances that is likely
to prevail in each year up to that date allowing for both the real interest
(inflation) elasticity and the income elasticity of demand for money;
finally, they could ensure a constant speed of maximum EPC penetration by
raising the celling for the accumulated supply of EPC each year to
L .i -
iN
' where |
N is the number of years from the date of the agree-
ment to the earliesi acceptable date of currency

unification,

i is the ordinal number of the year measured from the
date of the agreement, and where
L is the expected demand for real balances in the

CommuniFy_in year i,
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Issues of EPC to original holders of non-EC currencies would not fall under
this celling. Howevef, if it proved too difficult to obtaln more than a
very rough estimate of their volume, demand for EPC from present holders

of non-EC currencies could also be estimated in advance and be added to

the Li-% ceiling. It may even be that during a preliminary stage only the
estimated demand of non-EC currency holders i< chosen as a ceiling. In
this case, the EPC ceiling should be equal to the monetary base of these

deposits.

While ceilings on the issue of EPC have indubitable and substantial
political advantages, they have also indubitable and substantial economic
disadvantages. For whenever a ceiling is reached, the market value of the
EPC would rise above its guaranteed value, 1.e., the EPC would lose its
usefulness as a standard of value, while its attractiveness as a store
of value would be only temporarily increased. Since the benefits of an
inflation-proof standard of value are likely to exceed the benefits of
an EPC stere of value, the best way of ihcorporaiing issuing cellings in
the EPC strategy 1s probably to split the stoere and standard functions
temporarily, i.e. to keep the indexed basket as the EC standard of value
and to separately introduce the EPC as a store of value and means of pay-
ment, The economic disadvantage conéists then of avoidable costs of in-
formation (diseconomies of small scale) which diminish the usefulness of
both the indexed_baﬁket standard of value and of the EPC, It is one
of the damaging consequences of inflation that the means of payment is no
longer used as a standard of value; precisely this decomposition of the
functions of money would fail to be prevented if ceilinggwere imposed on-
the issue of EPC.

"Nevertheless, such ceilings would be of a global nature and would
not imply the interference with, and distortions of, the currency pattern
of private transactions which restrictions on the use of EPC balances

would entail.
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2.2,4, Restricting the Wse of the EPC

Restrictions on the use of the EPC can concern each of the
three functiaons of money. However, the most frequent
suggestion is to restrict the EPC's use as a means of pay-

ment and a standard of wvalue while-admitfing it freely as

a store value.

Among/égz/proposals that have been made, ‘the most plau-~
sible suggestion is to prohibit the EfC in all trans-
actions between residents of the same member country;

the EPC could then not be used to demominate contracts
between residents of the same member country nor for
payments between them. At first sight this suggestion
seems unobjectionable. The restriction proposed, it is
true, would limit the economic benefits of the EPC and
would hence be clearly a second-best solution from an
economic point of wview; but quite apart from its great
political appeal, an indexed-basket EPC for international
use only would, in eamomic terms as well, represent at
least an improvenient on thé present situation. At the
very least, as some skeptics have argued, it would\pcrmit
a controlled test of the usefuiness of the indexed-basket

formula.

While there is little doubt that this solution would be
better than nothing, it is not at all certain that it could
be attained in practice. €ither the indexed-basket

EPC is highly attractive as a store and standard of value
and as a means of payment although its use is permitted
only in international transactions; in this case it would
seem extremely difficulf, if not impossible, to prevent

its use also in domestic transactions. Or the EPC, being
permitted only for international transactions, would lack
economies of scale and hence economic appeal to such an
extent that, after a‘short triel period, it would be
rejected by the .market; indeed, ~ restrictions might be
the most effective way to wfeck the whole parallel-currency
approach and to discredit the aiﬁ of currency unification

altogether.
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These objections will have the greater ﬁqight,Athguﬁéég;}he
restrictions lose their global nature, i.e. for example,
if_the-EPClcould only be used by banks,‘or by companies,

or at leaﬁé not for saliry payments and retail purchases,
or if its use wére ~ confined to transactions above a

Y

minimum/amount or if it were only issued in the form of

-deposiJs or of deposits and large notes as has been sugges-

ted. Molreover, the more these restrictions, infringed
upon thé micro-level, the less the EPC would succeed in

raising micro-monetary efficiency.

This conclusion holds in particular for exchahge controls.
Since the EPC is primarily designed to facilitate trans-
actions between residents of different EC member countries
effective exchange controls would impair its usefulness
more than the usefulness of the national member currencies.
On the other hand, if the LEPC nevertheless proved to be

a more useful money than the national currencies, those
member states which have erected the highest barrier of
controls would be accused by their own citizens of depri-
ving them of advantages, vhich the nationals of other mem-
ber countries could freely enjoy. If such public pressure
did not suffice. to start a competitive reduction of ex-~
change controls, they might become Increasingly unenforce-
able. Evasion would become the easler, the more the EPC

were also used in domestic transactions.

N

2.2.5. Confinement to a European Unit of Account

An inflation-proof standard of wvalue is not only likely to

offer more benefits than an inflation-proof store of wvalue

and means of payment, it is also likely to meet'less political

resistance from the member governments and the member cen-
tral banks. This 1is because the issue of a parallel
currency implies a loss of seigniorage and a need for
compensatory adjustments of national monetafy policies

while the use and promotion of a parallel unit of account

does not. Hence a number of authors have suggested aﬁplyihéz;

?

the principle of gradualism f??f???fﬁéiﬁféi&iféncjigﬁs Offfhé

a8 well. " Several stages could be envisaged. The indexed

EPC
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basket could become successively
- an administrativé unit of account used by the Community

institutions,

= an official reserve asset and means of setflement issued
by the European Fund for Monetary Co-operation (iﬁ ex-
charge for gold and foreign-exchange reserves held by
mehber central banks),

- a private unit of-account used for accounting purposes
and to dencminate private contracts (including bonds,
lToans, and bank accounts), ’

~ a scriptural (deposit) money, and finally

- a full parallel currency.

Since the same type of value guarantee, namely. the indexed
basket, is most appropriate for each of these purpoées (compare
.fhé'énalysigjin:Seétio@tj2.1.4.2.), there would be no problem
in passing from one stage to the nmext: the indexed basket

would merely be given one monetary function after the

other. However,:any other type of wvalue guarantee would

imply a breakdown of this process at one point or another:

the market would reject it. For examplé, if an unattractive
standard like.par~valuation or a currency option were chosen

as an administrative unit of account, it would be rejected

.as 'a private unit of account. Similarly, 1f an attractive

but suboptimal standard like EURCO were introduced for *,/////
administrative purposes and'31591€§iﬁéQia09¢P$5ﬁQ¢ as a
private unit of account, the process would break down when

the attempt'fiyére»; made to issue a parallel currency
denominated in this way; for as a store of wvalue it would be

inferior to the strongest member currencies,

Although the indexed-basket formula - and onlf the indexed; T
basket formula ~ would permit a "passage en douceur" from i
one stage to the next, such functional gradualism, even
more than restrictions on EPC use, involves the risk that
the indexed basket will fail to overcome the diseconomies
of small scale .which have prevented its entry as a private

unit of account in the past. This barrier may be so high
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for any new unit that even an indexed-basket standard

of value that were used by the Community institutions

would fail to be attractive enough to the market. The
promotion of the new product is likely to require a
.comprehensive marketing strategy, the mutual reinforcement
which a simultaneocus launching as a risk-reducing stan-
daxrd of value and a high-yield store of value would offer.
Moreover, the earlier seigniorage begins'to'be_reduced,

the better for microhonetary efficiency.

-

2/2.6, Transition to the Final Stage

~

The loss of monetary sovereignty that is suffered by the
national member governments wouldgﬁhe smaller ,-the later
the moment in which they had to stop the issue
of national money. In theory, the national central banks
could, of course, be left free to issue national money
ad infinitum. However, such sovereignty would be purely
formal; for if all newly-issued national money were im--
mediately exchanged for IPC at the EPC Bank, the national
central banks would nolmger earn seigniérage or
regulate a money supply of national currency. In addition,
it would be a highly cumbersome and inefficient system,
Hence it,seems advisable to stop new issues of national
money orce the EPC accounts for an overwhelming proportion
of total real money balances from Community sources.The
precise percentage might conveniently be agreed upon in ad-
vance. The consequent "limping" national-currency standard
would finally be succeeded by full curréncy union as the
remainihg national money balances wouyld be converted for
what would now become the unique Community Currency. It‘is
at this stage at the very latest that the EPC Bank would
become a full-fledged EC Central Bank. The Community Curren-
cy would no longer be issued in exchange for national
currenciles, Eut in the same way as the national currencies
before. (The implications of this step for the maintaina-

bility of the EC value guarantee have been analysed in
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Section 2.1.4.2.7.)

T

3. The Prospective Process and Pattern of EPC Penetration

By whom and for which purposes would an EPC of constant

EC purchasing power be used first? How and at which

speed would it spread over the Communit&?

In principle, 1t is ciear that the economies of scale in

the use of money should make for continuous acceleration

in the process of EPC expansion. This is because the

EPC will become the more attractive,

the more numerous the functions for which it is
used by an economic agenﬁ (individual economies of
scale), » ‘

the more beople use it (social economies of scale), and

the longer it has been used (temporal economies of scale).

While individual and social e¢conomies of scale concern the

cost of both information and exchange, temporal economies

of scale are only economies in information costs, i.e.

in the use of memory; they obey learning-by-doing laws.

Beyond this general conclusion, a prognosis of the process

and especially the pattern of EPC penetration in the

Community (and - in an analogous way - outside) requires

a neat distinction between the EPC's functions as a standard

of value, store of value and means of payment.

3.1. The EPC as a Standard of Value

The indexed-basket standard of value eliminates the inflation

risk and it minimises the risk which real exchange-rate

changes involve for the partners to an international con-

tract. Thus two groups of prospective users can be dis-

tinguished.

3.1.1. Exchange Risk

As has been explainéd in Section 2.1.4.2.4, an EPC of



constant EC purchasing power eliminateé the risk inherent
in nominal exchange-rate changes and distributes the re-
maining risk of real exchange-rate changes so as to mini-
mise its disutility and to avoid the diseconomies of

small scale in information costs which a multitude of
bilateral indexed currency basKets would produce. It
follows that the EPC will spread the faster as a stan-

dard of value, the larger(and less predictable) the real
exchange-rate changes in the Community. In the first place,
the EPC will be used by those who have to fear exchange
risk-most, i.e. by those companies and citizens wvho are
most active in trade and capital transactions between

the member countries. The LEPC will be the more attractive
for them, the more the pattern of their transactions corre -
sponds to the weights which the individual member currencies
have in the indexed basket. Since the central regions are
both most "open" in terms of trade and capital transactions
with other member countries and likely to show a more
bélanced pattern of transactions which  corresponds more
nearly to the composition by currency of the indexed bas-~
ket, EPC penetration should be expecteq to exnhibit a
"centralist bias". From the point of wview of exchange risk,
the EPC will have the least appeal with a local public

like retailers, workers etc. wvho traditionally deal only

in one currency and would face particularly high costs

of information and of transaction ov portfolio manage-

ment if they employed a parallel currency.

3.1.2. Inflation Risk

The inflation-proof EPC standard of value will spread the
faster in the Community,the greater the va%iations in
the rate of inflation of the national member currencies

and the faster remaining money illusion is eroded.
.Variations.in the rafes of inflation and awareness of them,
in turn, are likely to be the greater, the higher the
rates of inflation in the member countries. Since the EPC
will contribute to the destruction of money illusion, its
penetration will be self-~validating and self-accelerating in
_this respect as well, A further element of self-accele-

ration is the fact that the stability of the national member
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currencies will become increasingly sensitive to all sorts
of shocks as national currency domains shrink ("law of
small numbers"). On the other hand, the approaching of

the final stage at which the Furopean currency's value

can no longer be maintained with precision through inter-
ventions vis-a-vis national member currencies, will act
as a brake on the process of EPC penetration. But since
the indexed-basket standard of wvalue can'be‘used as é
contract unit indepeﬁdently of the value of the Communi-
ty currency, this deceleration effect is likely to be small.
The disadvantage that arises as the final stage comes
nearer is merely the increasing risk of diseconomies of
small scale which the split between the indexed-baske?

standard and the Européan currency would imply. .

National currency inflation and the erosion of money
1llusion will alsoc determine the geographical pattern of
EPC penetration.AThe inflation~proof EPC standard of value
will spread at first 4n the high-inflation countries
where the inflation risk and the awareness of it tend to
be greatest. The awareness of inflation risk will also
depend on the extent to which "index-~linking has been
permitted in the various member countries in the past.

If private economic agents are familiar with delrs linked
to the national cost-of-living index, the step towards the
indexed-basket standard would involve little information
cost., On the other hand, national index clauses would
~compete with the indexed-basket standard and hémper its
use Iin contracts between nationals because they are hetter
tailored to protect against national inflation risks. While
it is obvious that the indexed basket standard would
spread fastest in member countries in which the use of
national index clauses had been unrestricted in the past,
but were restricted_af the time of the iaunching of the EPC,
it remains thus ‘an open question whether the indexed bas-
ket standard would spread faster where the use of national

index clauses remained restricted than where it remained



unrestricted,

It is also not quite clear whether, from the point of view
of inflation risk talken in isoclation, the indexed basket is
more likely to spread in the central or in the peripheral
regions of the Community. On the one.hénd, there is evidence .
that inflation rates tend to be higher in the peripherél
regions since wage bargains and monetary policy fail to
fully compensate for their less favourable location and
their consequently lower increases in marginal wvalue
productivity. On the other hand, the awareness of in-
flation risk is likely to be more pronounced in the big
enterprises which tend to have their seats near the
Community'!s industrial centre (Southern England, the
North-East of France, the Benelux Countries and the

Rhine valley). |

Since fluctuations in the rate of inflation are most like-
ly in the small and les¢ diversified countries, inflation
risk is a further reason why the EPC should spread par-
ticularly there. :

Fﬁrther, it is certain that the indexed-~basket standard will
be used in the first place for long-term contracts, for the
longer the term of the contract, the larger ~ the po-
tential inflation risk. Thus the indexed basket can be
expected to denominate mainly forward supply éontracts
.for_investment goods, energy (oil!), ship-building and
construction, long-term leases, leaseholding, pensions,
~alimonies and insurances and, most of all, debts on capital
markets where both income,(interest) and principal call

for pfotection against a loss of purchasing power.

Experience on international capital markets sﬁggests that
bonds etc: tend to be denominated in the strongest _
currencies or unlts. Apparently, interest-rate differentials
fail to fully reflect expected exchange-ra@e changes. More-
over, this preference for denominations in strong currencies
and units seems to be due to the fact that some member coun-
triés do not tax long-term capital gains or tax them at
a lower rate than interest earnings. Since indexed bonds etc.

' tend to
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offer a low nominal iﬁterest rate but a high nominal capi-
tal géin, the indexed-basket standard is most attractive
for lenders (and hence borrowvers) in these countries
especially,of course, for lenders in high income tax brack-
ed{s. On the other hand, it would not be attractive for
lenders who had to pay full income tax on capital gains

on an increasingly progressive séale and whose assets did
not exhi%%gdat%ontinuous term structure; for since in-
dexed bokﬁ?YETTgr lower nominal interest payments but a
higher nominal repayment of principal, the flow of receipts
is'léss evenly spread over time than in the case of non-
indexed bonds, unless, of course, the indexed bonds in the
individual's portfolio mature aé the same intervals as )

interest instalments are paid.

P

Finally, as has been explained in Sections 2.1.4.2.2. and
2.1.4.2.4., any new standard of value is most likely to

be accepted by those who do not have'net claims or net
obligations denominated in the old standard(s) against which
they wish to hedgé. An Iinflation-proof standard, in
particular, will be most attractive for ultimate buyers and
sellers of consumer goods whose nominal expenditure and
whose nominal receipts, respectively, are closely corre-
lated with the consumer price index. For these reasons,

the financial intermediaries may be slower in accepting

the indexed basket as their unit of account; moreover,

they may be under the imbression that an indéxed standard

of value is not in their interest (because it tends to
destroy the money illusion that has remained with.

small savers). It may . take some time before they realise that

the contrary is true (compare p.43).

3.2. The EPC as a Store of Value

Just as in its standard-of-value function, .the EPC of
constant EC purchqsiﬁg power will spread the faster as a

store of wvalue, the higher +4e¢ national rates of inflation,
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But while the attraction of the indexed-basket standard

of value is only due to the protection it offers against the
risks of inflation and of real exchangé-rate éhanges, the
EPC store of value will also benefit from the higher

vield it earns as compared with inflating (and depreciating)
national member currencies. ) ‘ robabl

Since the EPC of constant EC purchasing power is’! "strongexr"
than all these currencies, it is likely in the long run

to displace all of them as a store of value (provided the
risk.that it might be declared invalid or inconvertible is
considered small). In the short run, however, there may be
‘differénces in the speed of EPC penetration between the.
member countries: the proportion of national real money
supply that is replaced by EPC per unit of time will be

' the larger, the faster the national member currency de-
preciates, i.e. the higher its rate of inflation and the
less favourable’ the real exchange-~rate adjustments it
undergoes.

. Secondly, the EPC will spread fastest in those member coun-
tries in whiéh high rates of past inflation and experience
with indexation have left least money illusion. For the

EPC store of value it does not matter whether the respec-
For while national index clauses are a substitute for the
indexed-basket standard of value, they are not a rival for
the EPC store of value. National index clauses are not
national index currencies.

It has already been mentioned that, compared with national
money, the EPC would be more attractive in the form of
notes and currency than in the form of deposits on which
interest can be paid to compensate for loss of purchasing
power., This means that, thirdly, the inroads which the EPC
will make into a national member currency will be the greater,
the larger the proportion of notes and coins in the
national money supply and, more generally, %he léss interest

is8 paid on holdings of the national money (including demand
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deposits). Given that interest-rate differentials fall the
shorter of expected exchange-rate changes, the shorter the

term of the asset concerned, it might further be concluded

that, compared with the corresponding national currency assets,

"EPC money would be more attractive than EPC quasi-
money and longer-term deposits. But probably these differen-
ces of attractiveness between the wvarious forms of EPC
money and quasi-money are of relatively little impértance.
In the first place, the choice between EPC'coins, notes
demand deposits and -term deposits will be affected by the
traditional asset preferences of the transactors to whom
the EPC appeals most in each of its three functions; and
these transactors are mom likey to be big companies than
individual consumers and retailers, who are the main users

of notes and coins.

3.3. The EPC as a Means of Payment

s h been lained. (in Section 2.1.%. means of -
As has beer, oxplalupd (ffe5oction 2.1.4.), @ pay

ment will be thie Y more attractive it is as a standard and ,

iﬁ particular, as a store of value. However, apart from the
criteria that have been identified hitherto, the EPC's

use as a means of payment will depend on one more factor::
the cost of exchanging ore currency for another (or of
managing a multi-currency portfolio).

'In no other function is money subject to greater economies
of scale than in its role as a means of payment. Being an
infant currency the EPC yill thus be least attractive fof
this role. Indeed, as far as costs of exchange are concerned,
the EPC will Dbe far 1eés attractive for domestic transactions
than the national member currencies. Initially ‘the dis-
incentive tO-usé the EPC. as a means of payment will be
smallest for transactions with residents of other

countries and currency domains in which costs of ex-

change have to be born anyway, and it will be the smaller
for the individual transactor, the larger * ' his transaction
turnover across currency boundaries. Thus, from the point

of view of exchange costs, EPC penetration is most likely-
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(or rather least unlikely) to begin in those areas which are
most Vopén" vis-a-vis other member countries, i.e. notably
in the smaller and central member countries and, in particu-
lar, in those of their regions which borfer on other member
countries, and in those of their industries.which are most
actively engaged in international intra-Community trans-
actions. The border of the EPC doméin would then gradually
move like a linguistic frontier: currency dualism, having
started in the bordér regions, would-spread-into the
homeland, and as the next following regions got acquainted
with the parallel currency (language), the former border
regions would give up the less useful currency (1anguage)

and return to a mono-currency (—language) standard.

To argue that the use of the EPC éﬁ:ﬁ;?f???WQ:”PaYment;i?¥;f?e
least disadvantageous for cross-border transactions is,

of course, not to ignore that even in these transactions,
conversion via the EPC would cost far more than (initially
twice as much as)direct exchange of national currencies as
long as the EPC had not yet developed the economies of

scale which are a prerequisite for a vehicle currency.

Only when the EPC exchange markets had gained a greater
breadﬂn depth and resiliency than the dollar market could the
EPC take over from the dollar. as the vehicle currency

which reduces the number of bilateral exchange markets from
n §n~1[‘

2 tO n"1_0

As the EPC is used in more and more transactions, the cost

of exchange per unit exchanged will thus fall. At the same
time, the number of units that have to be exchanged for
national currencies wiil diminish. As more and more inter-
national transactions are settled in EPC, it pays increasing-
ly to hold EPC working balances instead of working balances

of national currencies. The fewer the curencles which need to be

oy

held in the portfolio, the cheaper its management o

Ce e erea . n TUE LTI

and - according to the insurance principle ; the smaller

»the~requiradm5129wbégaﬂéglt

.



These effects .will make themselves particularly felt

if the EPC is also increasingly used for domestic
transactions. Since the EPC is superior to the _
national currencies Tin {hat it can be used without
(orvét least subject to fewer) restrictions in all
member countriesAand in that restrictions of its con-
vertibility are likely to be less stringent and 1less
enforceable (compare Section 2,2.5), the EPC itseif-ﬁill

soon benefit from economies of scale.

3.4, The Pattern of EPC Penetration and the Theory of the

Optimum Currency Area

In the absence of externalities and harket imperfections,
curxrency competition would be bound to producg optimum.
currency areas. Since the EPC has been shown to give riée

to a number of real-income externalities, it has to be aslked
wheéther these external effects are economies or diseconomies.
The preceding analysis has shown that both from a micro-
economic and from a macroeconomic point of view an EPC

of constant EC purchasing power would permitvimportant.
welfare gains, i.e. that the.éxternal effects which any
individual decision in favour of the EPC would have on

other currency users are, on balancc,of a positive nature.

In the following these benefits . will be related tobthe
"optimalify" criteria which the theory of the optimum

.currency area has developed.

3.4.1. Microeconomic Efficiency of Transactions

It has been pointed out that currency unification is the
more beneficial, the smaller and the more open o the
currency areas that are to be merged.One argument advanced
in favour of this proposition is that the economies of
scale in transaction costs and information costs which
currency unification will bringare the larger,

the higher the propertion of transactions had been with
residents of other currency areas in the past. Since the’
EPC, as has been shown; would tend to penetrate faster

in the smaller and more open member countries than in the
larger ones, the pattern of EPC penetration and hence the

parallel-currency approach seems optimal on'this account.
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3.4.2. The Macroeconomic Need for Exchange-~Rate Adjustment

From a macroeconomic point of view, the sacrifice of ex-
change-rate policy which currency unification implies is the
harder, the greater the need for adjustment 5etween
economies for which exchange-rate variations can be a potent
tool. The need for exchange-rate adjustment is the smaller,
- the smaller the cost of unifying demand management in
thé economies to be merged,
- the more diversified they are (law of 1arge\numbers), and
- the higher the factor mobility between them (as a substi-

- tute for exchange-rate adjustment).

The cost of a unified demand management within the curren-
cy union (or, initially, the EPC domain) is the larger,

the greater the differences between the Phillips curves
(the short-term trade-off between inflation and unemploy~-
ment) and between the inflation/unemplbyment preferences

of the areas to be merged under the Community currency.

With respect to preferences, the composition of the Community
floating bloc seems to.indicate that national propensities

to inflate are presently most similar among the central
_ Commuhity countries where the EPC, as has been shown, is,
~on balance)likély to spread fastest., If it is true that
preferences for monetary stability are the result of his-
torical experience, it may not even be a complete coinci-
dence that the present;floating bloc covers precisely the
area in which the Hamburg Mark Banco prevailed in the

17th century. Given such differences in national inflation

' preferences, it seems important that they are narrowed

in the gradual process which the parallel currency approach
~ jmplies. ‘ _ /

"With regard to the trade-off between inflation and unemploy-
ment, it is beginning to become cenentional wisdom that

the Phillips curve is highiy unstable in the short term

and almost perfectly vertica%kiﬁ the longer term as

money illusion is eroded, i.e.vinflation is unable to raise
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embloyment persistently above the level which. would obtain
in conditisns of price stability. Since the Phillips curve
depends on money illusion and since the EPC will spread
fastest in areas where money illusion is snallest, EPC
penetration will concentrate on those regions in which the
trade-off between 1inflation and unemployment is Verf'simi-

lar(namely low).

Similarity of money (dis—)illusion does not require simi-
lafi%y of expected inflation rates. Hence the parallel-
currency aﬁproach can dispense with the costly undertalking
of assimilating the inflation rates of the national membér
currencies which the Werner Approach requires and which ,
owing to the lagged adjustment of price expectétions, is
likely to pfoduce unemployment in the disinflating countries
and the build=>up of excess capacity in the inflating coun-
try. Insfead, national differences in price expectations and
in the historical experieﬁce on which they are based,

are made irrelevant through ex post indexation of the

common currency. '

As for the second criterion, diversification, it can be
observed that the central regions of the European Communi-

ty possess an industrial structure which is more broadly

" based than that of the peripheral areas. Since the EPC,

as has been shown ., 1§, on balance,likely to penetrate faster
in the central regions)the pattern of EPC penetration,

and hence the parallel-currency approach, scores highly

in this respect.

- The same is true with regard to the third criterion, factor
mobility. Currency unification acts to increase factor
mobility within the unified area (the EPC domain) because
costs of exchange, exchange risks, convertibility risks and
currency information costs are all eliminated within the
currency area. Thus currency unification is self-justifying -

it is a precondition for its own optimality.
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3.4.3. The Macroeconomic Efficiency of Exchange-Rate

Adjustment

Xt has been argued that nominal exchange~rate variations
are the less efficieﬂt in bringing about interregional
adjustment and thus stable equilibrium, and that the loss
of the exchange-rate instrument which currency unification
implies is therefore the less costly, the more open the
currency areas to be merged; The reason giQen is - that
exchange-rate illusion diminishes as openness increases.
At the same time the efficiency of demand management in
adjusting the balance of payments grows. It has been
objected that under fixed exchange rates)openness

implies at the same time an equivalent reduction in the
efficiency of demand management with regard to price-level’
stabilisation? in short, open economies are in even greater
need of the exchange-rate cushion in order to protect

themselves against the importation of inflation and the

" exportation of price stability. Moreover, apart from such

._ﬁithuwff :litt1e or no money and exchange-rate illusion,

nominal exchange-rate adjustments, exchange-rate policy

can serve to bring about real exchange-~rate changes as

long as there is still some exchange-rate illusion, how-

ever small, which can be exploited. Why, in those circumstan-

ces, glive up the instrument of exchange-rate policy?

Both objections, while valid in the usual case, fail to
apply to currency unification through a parallel curren-
cy of constant EC purchasing power. Since the EPC will
penetrate fastest in the most open member economies,

it will protect them against inflation instead of de-
priving them of their’'protection. And since the EPC will

mostly be demanded as a protection against inflation by people

it does not prevent the national member governments from
exploiting the money and exchange-rate illusion which

still persists.

"
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3.4.4, The Resource Cost of Increased Exchange-Rate

Transparency

Currency unification facilitates international price
comparisons. By reducihg these information costs it is like-
ly to encourage demands for '"pay parity" within the

unified area; even wheré "productivity parity" doesinot
exist. If workers in low-productivity regions demand

and obtain a reduction in the real-wage differential
vis~d-vis workers in high-productivity regions which

is not Jjustified by a corresponding reduction of the
productivity differential, unemployment in the backward
regions will rise. This resource cost of cﬁrrency unification
will be the smaller, the more similar . theénarginal value)
productivity (of labour) and productivity growth, re-

spectively, in the regions of the unified currency area.

As should be expected from the theory of regional economics,
thé backward areas in the European Community are the
peripheral regions; the central regions in which the |
EPC,as has been shown, should spreadvin the first place,
-}are thevmost industrialised. Hence the parallel-currency
~approach would help to delay the disadvantages of currency
._ﬁnification. By déétroying money illusion with wage ear-
ners (i.e. by reducing the "wage lag") in the industrial
centre, the EPC of constant EC purchasing power may in

fact help to raise real wages in the centre as compared
with real wages at the periphery and thus be an instrument
- of regional policy.

3.4.5. The Theory of the Optimum Currency Area Made Operational

"The analysis of the prospective process and the pattern of
EPC penetration shows that the paraliel-curféncy'approach
presents many characteristics of an optimal currency

unification process., In particular, it is a way of im-
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proving the pattern of cufrency areas during the
transitional phase. While the theory of the optimum currency
area has often been criticised as irrelevant because
its object is to defermine the best possible frontiers
for a currency area rather than the desirability of uni-
fying a given sedfcurrency areas, the pafallel-curfency
approach, by providing for shifts of the frontiers bet-
ween the EPC domain, on the one hand, and the national
currency areas, on the other, makes the theory of the

optimum currency area ¢perational.

4., Conclusion: The Parallel-Currency Approach in Monetary History

While the political future of the parallel-currency pro-
posal does seem uncertain, it is interesting to note that
on several occasions in the past it has successfully been
::é¢dpted " either to bring about currency ﬁnification or
to deal with inflation. Within the Community, quite apart
from the Hamburg Mark Banco, German monetary history in
particular offers 'a number of striking examples: |
- In 1838, four years after the foundation Qf thé German

Customs Union, the Dresden Coin Convention agreed to

create a Union coin (2 Thaler) which circulated side
by side with the national currencies.

"= In 1857, the Vienna Coin Treaty provided for three
more union coins (one Crown, halfv(rown and one Thaler)
and extended their circulation to Austria. Especially
the union Thaler coins soon outcompeted the state
coins which, over the period up to the forcible
monetary unification of Germany in 1§71, accounted for
less than 3 percent of the tanl coin issue.

- Iq 1923, the German government createa a parallel cur-
' fency Qf constant gold valuevbacked.by real assets,
the so-called Rentenmark, which made substantial inroads
into the circulation of the hyperinflating Reichsmark
until the latter was stabilised. The Rentenmark was
preceded by _ public and private issues of

Emergency Money of guaranteed purchasing power,
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Europe's present parallel currency, though an inflating one,
is the Eurodollar. It ¢wes this role to the choice of the
market. This is also how the (Spanish) Dollar (=Thaler)
became- fhe North American parallef currency in the 18th
century. Following the outbreak of the Revolutionary War,
Congress introduced dollar bills (the "continentals") as
a parallel'legal tender besides Sterling (1775) and,in .
1785,declared the dollar "the money unit of-the United States>
of America® whiie in most member states Sterling was still
the domin&%tt%%%t of account, while Sterling notes were

L N . . . Vo
still issued¥Yand while many foreign coins remained in cir-
culation. Strictly speaking, the dollar rémained a parallel
currency for the United States until 1857 when all foreign
currencies were deprived of the status of legal tender.
And it became a parallel currency 1in other countries =
very soon in Canada and, in the form of the "trade dollar"

(1873),Ain international transactions.



