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16th June 1989

Dear Jean-Paul,

Please find attached a copy of the English text of Governor
de Larosiére's paper on the European Reserve Fund with hand-written
suggestions for language changes proposed by our translators. I would
suggest that you clear these changes - possibly with the Governor himself -
and let me know early next week which ones we should incorporate in the

final text.
With best regards,

Yours sincerely,

Gunter D. BRaer



J. de Larosiare Paris, October-December 1988

FIRST STAGES TOWARDS THE CREATION OF A EUROPEAN RESERVE BANK

The creation of a European Reserve Fund

Obviously, the economic and monetary construction of Europe will
not be achieved in a single stage, although much has been secured already.
This construction calls for a pragmatic approach, centred around the
gradual fulfilment of the final objective ultimately chosen.

The purpose of this note is to sketch out some ideas on the
nature and pace of possible initial steps that could lead ultimately to
Economic and Monetary Union.

Tojggégfthrough the different phases, monetary authorities will

need a clear vision:

14t
- not only of the medium-term direction tewaxds which they should
be channelling their initiatives in the monetary sphere;
' day -to - day
- but also of the daixdy implementation of the policies they are

responsible for framing and co-ordinating.

With a view to giving more practical and more visible form to
their co-operation on exchange rate and interest rate management, the .
for joint action and deliberation
gradual construction of a permanent body te—aet—andrefleet—teogether would
be a highly significant step forward. There would be three advantages to

this: L
go\/ernmenrs

-‘it would demonstrate politically, and to the markets, the[
determination ef—the—pevernaments to progress more actively
towards Economic and Monetary Union;

- it would rapidly create effective means, on the eve of the
opening of the single European market and in a spirit of co-operation
with the other currency zones, to ensure with more efficiency the
smooth functioning of the markets;

- it would enhance the efficiency of central banks' monetary

omestic :
managementrgggglig internald and European levels.

European Leserve Tund (ERF)
The ER¥ would be built up progressively. Its powers would depend

on progress towards the construction of Europe and on the responsibilities



4‘4444ﬁunf

that the Member States would be prepared to devecive wupon it. Its immediate
asa _ peStablish
creation -(first step towards a European Reserve Bank - would -pxeduce a

nucleus , o , N pe assembec!
2 around which more ambitious functions couid gradually aggregate,

the final stage being the realisation of an Economic and Monetary Union.

[

THE SPIRIT OF THE PROPOSAL TO CREATE A EUROPEAN RESERVE FUND

. 9uldth9
The proposal is inspired by four leading ideas.

1. Initiating a training greund process LS

detfbefaeugﬁﬁgﬁififiﬁﬁyﬂfuanur°pean Reserve Fund aims at promoting'eg;;ia
reflection—-and approach with regard to monetary issues in a framework which
would allow permanent information exchanges, regular comparison between
analyses and gé%giiegnowledge of short-term economic developments and[ oﬁ the
policies implemented in individual countries.

The target is to initiate a training grewnd process allowing ,k/g
individual member countries to improve not only the co-ordination of their
monetary policies but also the management of the increasingly growing

interaction between exchange rate and monetary policies.

2. Strengthening the impact of intervention policies in the foreign

exchange markets as designed within the Group of Seven

under taken by
The aim of interventionj—thef the European Reserve Fund weuld—be

ted—+te—makey will be to underline as far as possible and considered useful

central banks' will to act on a co-ordinated basis within the EC framework.
In its implementation, intervention by the European Reserve Fund

would, in a first phase, strengthen the impact of operations agreed in

common by central banks, without necessarily increasing their volume. Such

intervention would thus have no additional effect, either directly or

. the domes+ic o Indeed,

indirectly, on imtermad monetary policies of ﬂkmber é&ates.

#£aety it could be agreed that the E/R/F/'s intervention should only take
mem per
place after unanimous agreement has been reached betweenlcentral banks, et

member—countries,

3. Creating a permanent think-tank on monetary analysis

In-order to continue to play its strategic_ role in the construction

have the Support of
of Europe, monetary policy must rety—en a cgiﬁgn think-tank on monetary

developments. In this area, the current framework of co-operation may be



further improved, not as a substitute for national decision-taking, but in
order to harmonise, in a first phase, concepts, analyses égcke44—ee instruments
available for monetary policy. '

Obviously, decisions are not to be reached at the level of the
experts in charge of such ;’surveillance. Policy choices in this area will
still be made by individualIééntrallfénks, but, prior and parallel to these
decisions, analyses and recommendations will be made in common. This phase
is theretfore of/A/major significance in order to promote a, consistent

reaffi'rm vis-a-vis
analvsis of monetary developments and to zeassert—to the markets the

ritghest priority given to the common objective of price stability.

4 Increasing the role of the Committee of Governors

a goat m mind
With such wv+ews, the role of the Committee of Governors will have

e
to be strengthened. However, in order to ensure that/Governors do not limit

)

n er (nto
themselves to exchangggviews, but can %g%a Aiscussions which might result

in recommendations, [regular advice# of their experts will have to be made LQ
available to, them, not only with—regard specifically e monetary issues,,gg

s the case
but also, aS(already arranged each month for the foreign exchange market,

on
with-ragard to any matter influencing monetary policy implementation,

including short-term economic developments.

It is thus in this spirit that my proposal calls for the creation
of an institutional embryo, i.e. the European Reserve Fund, which has the
advantage of gathering within a permanent framework monetary and foreign
exchange policy experts e%ngarticipating central banks in order to make
available to the Governors regular and global assessments of monetary
developments. This is é%é major aspect of the proposal, as it is indeed
necessary, from the initial phase of the process, to create between central

for deli beration
banks a common thimking framework[which goes beyond the continuation or

even a deepening of co-operation between central banks.
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I FUNCTIONS AND STRUCTURE OF THE EUROCPEAN RESERVE FUND

e on ‘_'bOSI.S
This Fund could be built up accerdins—te the following scheme:

be given

A. Yft would reeeive certain functions in the foreign exchange and )6 mg

the monetary sphere;
B. ﬁlts organisation would foreshadow the structure of a European
Reserve Bank;

C. tft would have to fulfil certain legal and institutional conditions.

A. The functions of the ERF

the

In an international monetary system in whichlmain reserve currencies
are floéting, markets are worldwide and capital moves freely, close
co-operation is required among central banks responsible for keeping their
currenégfaithin fluctuation margins. Central banks would significantly
enhance the impact of their foreign exchange interventions if, under
certain circumstances, they were to decide not only to consult among
themselves, but also to act through the agency of a common body. Operations
conducted through the ERF would have the advantage of reinforcing the
effect of central bank action while permanently focusing attention on
visibie progress towards the construction of a European monetary union.

The ERF's functions would include:

1. intervening in the foreign exchange market;

o

ultimately taking over the powers of the EMCF;

3. progressively setting up a body to exercise surveillance over
d int ; : .

monetary %1' t;‘ré/erest rate trends; Wekh a view

4. preparing ﬁ'harmonisation of national money markets 4m—xder to
the imskitution . . . . ,
pu;—en%e—pi&ee, in successive stages, the—pstdtwtton of a ,g<g
European Reserve Bank.

1. Intervention in the foreign exchange market

(a) Areas of intervention

the focus wWould be on

In the first place, this-—would—eeneern interventions in third

currencies which would be agreed in common by members, thus preventing any
operation from hindering the domestic policy followed by any given country.
The role of the ERF would be to intervene directly in the markets,

thus embodying the cohesion of the monetary authorities in pursuing a




common policy towards third currencies. It is here that the role of the ERF
would be most directly perceptible and would illustrate the tripolar
structure of the international monetary system: the United States, Japan
and Europe..This role would of course be exercised in line with the broad

j % poucy .
thrust of erientations

Secondly, the ERF could intervene in Community currencies - with

the agreement of the central banks concerned - either intramarginally or at
the limits, in order to supplement individual action by central banks when
strains appear in the system and require visible affirmation of solidarity.

Obviouslyfzn a first ph;;QD the ERF's role with regard to intervention

would be a complementary one, while there would continue to be concerted
intervention by the different central banks. But the ERF would have the
‘ advantage of ensuring close co-ordination between the individual actions of
the central banks and the overall policy of participants in the Fund.
In a second phase - to be agreed upon unanimously - the shareholding

l central banks could decide to hand over to the ERF the power to undertake
| certain operations on its own initiative in compliance with the guidelines
|
|

set by the Governors on the Board of Directors.

(b) Means of intervention

In order to play the role assigned to it in the foreign exchange
markets, the ERF would require sufficient currency reserves to enable it to
assert vis-a-vis the markets its capacity for intervening. These reserves

would consist of:

. - an initial endowment, which would be independent of current
contributions in gold and dollars to the EMCF and would represent,
for example, initially 10% of the gold holdings and 107 of the
foreign currency holdings of each of the central banks participating

nANN in the Europeane)fxchange ;fate n;{echanism. W would
fOf@J8P¢' Currcngy bengggéoggrdollars; there would be an additional contribution by
COrnFX)ne*«t’? participants “in their national currency, based on a formula to be
defined. This endowment would be madqu;g;ggg;;g;?%gﬁh %gglin
the form of renewable swaps as is the case with the EMCF);
- additional resources in the form of swap lines with the Federal

Reserve Bank and, possibly, with the Bank of Japan.
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per manent

As a counterpart to their fimal contributicns, central banks
-

would receive shares. The question arises whether[éontributions of individual
central banks should be periodically readjusted.
There are two possible approaches:

¢/€ - on the one hand, }—eeuld—be—eensidered{ as is the case with the

ratid could be maintaing
A/%i EMCF, ko—maintaid a fixed tetatien—id percentage[between the

amount of reserves held by the shareholding central banks and

their contributions to the ERF. Such a solutioQ:yhich calls in

rmanent natuf@  the 1
question theP%inai—ehafaeée{ of(initial contributionﬁgéﬁégggoat

&e be rather comple)%; n _Pf(JCh'LQ,
- on the other hand, it could be decided not to establish an

the
automatic link between the volume of/ERF's assets and the amount
qumaheh‘f hafw%
finrat—eharacter ©

FOr go
contributions would be confirmed by the decision to Eeﬁézﬁee any
moreoves,
periodical 'readjustment; as—it—+9, the relatively low level set

of reserves held by its shareholders. The the

in the proposal for shareholders' injitial contributions should

o1mting 1o
prevent any central bank fro i a .decrease in its

as grouncls for  ng . .
reserves 4n—oxder—te reducg Its contribution to the ERF and +e-

J
strengtheé?%ts own means of intervention.

(c) Management of reserves

The ERF would manage these reserves itself, thereby further
reinforcing - including in the view of the markets - the degree oI co-operation

between central banks.

2. Subsequent taking over of the powers of the EMCF

In working towards greater exchange rate policy co-ordination
among the members of the EMS, and for reasons of simplicity, the body
responsible for carrying out interventions probably ought not to remain
permanently separate from the one responsible within the Community for

Official Ecus
managing the holdings of publie Eeus and the Community credit mechanisms.
' Consequently, it would be éppropriate to give immediate
acknowledgement to the intention that the ERF should ultimately assume the
powers of the EMCF‘once all the EEC's central banks have joined the European

Reserve Fund.



A

Monetary surveillance

(08

Alongside the creation of a foreign exchange department, the ERF

would set up a monetary policy department responsible for:

- analysing in particular interest rate trends, monetary aggregates
and domestic demand;

- thereby underpinning from both a conceptual and a éhmmunity point
of view the concerted management of exchange rates and the
co-ordination of monetary policies among the different participating

central banks.

This phase could go hand in hand with the creation of a monetary
policy co-ordinatgzg committee, which would define common surveillance
instruments, propose harmonised objectives, and weuld progressively graduate 4
from ﬁ4 exXx post analysis to an ex ante approach to monetary policy adjustment.

In a second phase, one could enviéage vesting in the ERF powers
to act in support of central banks' actions in their respective money
markets, by eggg%gggggéggg%—éﬁ swap operations for limited amounts, with
commercial banks. Such supporting action would in any case be marginal, but
pending more structured action (cf. para. 4 below) it could be a first step

towards operational functions in the monetary field.

4. Harmonisation of national monev markets
begin
A third phase would ee€ur once harmonisation of the fundamentals

was
of monetary and exchange rate policies wewld—be practically completed and

co-ordination of domestic demand adjustment (in fiscal terms notably) weuid
e an accomplished fact. It would then be possible to work §§3%§€§%E§f'vecy
towards harmonising the instruments and policies of intervention in national
money markets.

ThroughonT fespons: ble for
Att—ateng these different stages, the ERF would be assigned-te

ing the way for the advent
prepar i 6f a common currency. In this regard, effective progress
in the development of the ECU - without prejudging its future definition
and issuing process - should be secured alongside the process leading to

the ultimate phase of the Economic and Monetary Union.



B. Organisational arrangements

The structure of the European Reserve Fund should clearly reflect
the conditions prevailing at the time of its creation, in other words it

should be sufficiently:

- flexible, so as to adapt to changes in its powers and to the
gradual adhesion of all the members of the }EC to its operational Akg
function;

- ambitious, so as to foreshadow the broad outlines of a future

European Reserve Bank.

Its officials should also be assured of the continuity they need
in order to operate effectively.

The organisation of the ERF would be based on a collegiate and
consensus principle, guaranteeing that its operations are coherent with

those that the central banks will continue to perform individually, which

articni
1mp11es y %ctgbe participation in all &®e concertation prOQquf@f ”“é
agave an @ haush ve de#m.ﬁon
2 X Thq‘few abewve principles are not intende defire the ERF's QF
basis the Subjeck of _
operatlag,gfeeséu¥e9=fﬂ=%ﬁ%% which should be dealt—with-by appropriate
discussions.

1. Eligibility
q .
/L{S All the fECf; central banks would be eligible to join the ERF.

However, membership would be subject to:

- the pooling of a portion of their reserves;

- participation in the exchange rate mechanism, the reason being
that the EMS implies specific constraints on monetary policy and
foreign exchange interventions, both of which require a common

approach of the central banks concerned.

2. Management

Foreshadowing the future organisation of a European Reserve Ban%ﬁ}
the management of the ERF would consist of:
(a) A Board of Directors: this would comprise, ex officio, the
Governors of each central bank participating in the ERF. The Chairmanship

would rotate, every two years for example, among each of its members. The

Board of Directors would decide on the organisation and administration of



the ERF, would approve the accounts and decide on the appropriation of
reswies. Profuts. dorrve

The ERF's operating income would reswuit from the investment of
exchange reserves. The ERF's income statement would take the operating
costs of the Fund into account and the net income - possibly after allowing
for provisions - would be allocated among shareholders in proportion to

their contributions.
(b) An Executive Committee

Owing to the specific nature of its powers and to the role that
it would eventually play directly in the markets, the ERF would have a
permanent Executive Committee whose members would be selected by the
Committee of Governors on the basis of competence. !
ph P
This Executive Committee would be of=—a small(size, consisting of
three or four members who would have direct responsibility for the different

departments of the ERF.

foreign exchange
(c) Two committees would be given the task of supervising the eurreney

and monetary policy spheres. These organs, inspired by the "US Federal Open

Market Committee', would report regularly to the Committee of Governors

and, in the framework of a more active '"monitoring', would recommend

appropriate action. _

The members of these two committees (a Foreign Exchange Committee
and a Monetary Policy Committee) would be appointed by the Committee‘of
Governors from among its own members and those of the Executive Committee
of the ERF, with the possibility of co-opting one or two outside personalities.
Their term of office should be long enough to ensure continuity of action

(five vears minimum).

3. Internal organisation

Initially, the ERF would comprise a Foreign Exchange and Reserves
Management Department apd a Monetary Policy Department, which would both
require a permanent staff.

Subsequently, its structure would be modified in order to
incorporate the powers of the EMCF or other functions, when decided by the

monetary authorities.



4, Location

The question of where to locate the ERF is obviously a difficult
one and should be treated as a political matter. Before reaching a decision,
it might be worth considering entrusting the management of the ERF to each
of its members in turn. However, this kind of organisation would diminish
the public impact of the Fund and would encounter very serious operational
. obstacles.

Another solution, initially, could be to locate the ERF temporarily
in Basle, where the Secretariat of the Committee of Governors and the EMCF
are already located.

requirements
C. Legal eenditions for the creation of a European Reserve Fund

It appears, at first sight, as if the legal foundation of the
institution of a European Reserve Fund would have to be the provisions of
Article 102 A of the EEC's founding Treaty, which were introduced by the
Single European Act in July 1987. This is because the creation of a new
organisation with monetary purposes - and its corollary, the abolition of
the European Monetary Co-operation Fund (EMCF) - may be regarded as
"institutional modifications'" and therefore require, according to
aforementioned Article 102 A, the Treaty review procedure provided for
under Article 236. '

The procedure in question would entail, in addition to consultation

of the European Parliament and the Commission:

- the calling of a conference of representatives of the Governments
of Member States, whose decisions are taken '"by common agreement';

- ratification of the proposed amendments by all Member States '"in
keeping with their respective constitutional rules”. In principle,
this provision implies - although there is no explicit mention of
this point in Article 236 - approval of the aforementioned

amendments by the national Parliaments.*

Presumably it would be desirable to secure Parliamentary ratification

of a document that would lay the legal foundations for carrying the process

The Article 236 procedure was used in 1986 for the adoption of the
Single European Act.
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of monetary integration through to its conclusion. In other words, the
document should provide not only for the initial steps sketched out in this
note, but also for the subsequent stages leading to E;onomic andtMonetary

[dnion and to a European Reserve Bank. It would be made clear that each

stage would require the prior consent of the Membef States.
have 10 wWouldl

One of the important questions that éhouldlbe dealt with widt

coneern
refer<o the relationships between the %ifopean Reserve Bank and the
se r\S
political, authorities in charge of exchange parities
fromng Lnos
and/ the m312J0f§?§§;§iens of the economic policy of éhe Community. éf this
it Wonl m that rs { ecisive .
(Z%OZLt the role of the Coun01l of Mlnlst%y—appeapg=;o-have to be deeexminlng_



