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1. Problems created by the third stage of Monetary Union

Now that the first deadline for the initiation of the third stage in
the Maastricht process for European Monetary Union has passed, it is
becoming increasingly clear that only a minotity of the members of
the EU are likely to meet the convergence conditions at the final
deadline which is set for the middle of 1998. This has produced
suggestions that the deadline might be delayed, or that the conditions
might be changed. However, the former solution would require an
amendment to the Treaty. While this is a possible solution, it would
open up so many other issues that it is likely to be resisted. As a
result, some have suggested that delay might be possible due to
ambiguity in the drafting of the original Treaty. There are thus two
responses to the small number of countries which might qualify for
the third stage, either to postpone or to change the entry conditions.
The next two sections deal with these two possibilities by reference to
official sources. The following Section 4 raises a question which does
not seem to have been foreseen in official documents or discussion,
but which is of fundamental importance to the operation of the third
stage.
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2. Postponing the third stage

Proposals to postpone implementation of the third stage appear
1o ignore the very specific language of the Treaty and in particular the
“third stage trapsition” protocol. This protocol states unequivocally
that, independently of any economic conditions, the Community will
enter the third stage without exception on 1 January 1999 and that
the European Central Bank and Furopean System of Central Banks
will “start their full functioning from this date”. This would appear to
mean that, itrespective of the umber of countries which qualify for
the third stage by 1 July 1998, the “countries concerned”, (which
must be interpreted as Eurospeak for those countries that have been
judged to have satisfied the convergence conditions) are obliged to
proceed to stage ihree and to tender the Furopean monetary
institutions operative.

The protocols specify exceptions for countries with a “dero-
gation”, such as exemption from subsctiption to the capital of the
ECB, and so forth. It is the possibility of countries with a “dero~
gation” that makes necessary Article 44 of the statute of the ECB
which requires it to «ake over those tasks of the EMI which ... still
have to be performed in the third stage” for those countries which
have not met the convergence conditions. Thus, while the EMI will
cease to exist, certain of its functions and institutions will live on
ander the tutelage of the ECB.

The “derogation” of member states for entry into the third stage

arises as the result of their failutre to meet the conditions specified for

the introduction of the single curtency only when the date for the
has been “decided”. It is

introduction of the single European curtency
ot clear if the same conditions apply when the date of entry is not
decided, but rather imposed via Article 109j(4) and the “third stage
protocol” which specify that “If by the end of 1997 the date for the
beginning of the third stage has not been set, the third stage shall
start on 1 January 19997 with those countries that meet conditions
necessary for the creation of a single money.'

This also implies that from that date the fanctions of the EMI
with respect to the countries with derogation will be taken over by
the ECB. Since the tasks set out for the EMI are to monitor the

1 Tt is this language which suggests the possibility that a date might be agreed before
the end of 1997 for the third stage to start after 1 January 1999, It also seems clear that

this was not the intention of the Treaty.
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that the ERM of the EMS was presumed to have a life after the third
stage for countries with derogation.

There is one difficulty, however, with the atrangement of con-
centric circles of monetary regimes. Since the ECB will take over
control of all the financing and support mechanisms of the EMS, it is
not clear what this will imply for the intervention obligations of the
ERM members’ central banks. Under the conditions of the second
stage, the EMI has taken over the control of the European Monetary
Cooperation Fund, and is responsible for the associated short and
medium-term financing in relation to exchange rate interventions.
When the ECB inherits the functions of the EMI, it must be pre-
sumed that this task will also pass to the ECB. This means that the
ECB should also inherit the exchange stabilisation obligations of the
individual country central banks, for example the requitement to
intervene to support a weak currency when it reaches its bilateral
fimit relative to the euro-ecu. It should also be presumed to adjust
interest rates when the euro-ecu reaches an intetvention threshold
against the cutrency of a countty with a derogation which is still
participating in the FRM of the EMS. Since the day to day operations
of the ECB will be catried out by the ESCB, composed of the
individual national central banks, one or more national banks must be
delegated this exchange stabilisation responsibility.

There seems to be little question that the Treaty makes provision
for these exchange stabilisation functions of the ERM of the EMS to
continue after the introduction of the euro-ecu and that the ECB will
be responsible for them, but there is no clear specification of how the
ECB should satisfy this function. Nor is it clear what instroments the
ECB will have available for this purposc. There is a clear potential
conflict with the requitements of the ECB to follow a policy of price
stability and the requirements of exchange rate stability if the ECB
has to intervene to suppott the cutrencies of countries with a dero-
gation, for this means that the ECB sacrifices control of the money
supply in euro-ecu to control of the exchange rate. The same conflict
which plagued the Bundesbank under the old EMS would simply
ye-emerge for the ECB. On the other hand, if the defence of EMS
parities were left to the countries with derogation, this would contra-
vene the propositions of the Treaty which clearly specifies that
exchange rate policy remains a common EU concern for all countries,
irrespective of whether they qualify for the third stage. It would also
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However, all of this seems to miss the main point of the
specification of the convergence conditions. The interpretation of the
convergence critetia for the passage to the third stage of the process
of Furopean Monetary Integration has been vatied and diverse. It has
been pointed out that they have no firm basis in any economic theory
ot practice. Indeed, some have viewed them as a conscious plot by the
Gesman central bank to defeat Furopean integration, while others
have pointed out that active policies to achieve them may be self-
defeating, All of this against the background of the Maastricht
protacols which state that irtespective of how many countries satisfy
the criteria, the third stage will commence on 1 January 1999.

Many of the discussions of the convergence criteria separate the
creation of community institutions, such as the Furopean Central
Bank and the FEuropean System of Central Banks, from the conver-
gence conditions. This suggests that many commentators have not
really grasped the reasons why the convergence ctiteria were set out.
There appear to be two. The first, which emerges quite clearly from
the Treaty, is that if there is to be any possibility of a uniform

economic policy for the EU, decided and implemented by EU
institutions, there must be a certain uniformity in the economic
performance of the member states.

For example, the Maastricht Treaty inserts Article 3a into the
otiginal Treaty, specifying “the adoption of an economic policy which
is based on the close coordination of Member States’ economic
policies ... and the definition and conduct of a single monetary policy
and exchange rate policy the primary objective of both of which shall
be to maintain price stability”.

Convergence is thus first, and foremost a sine gua non for the
operation of a EU economic policy. This does not mean absolute
uniformity in petformance, but a broad similarity of economic con-
ditions. Tn a fully integrated single market it would be impossible to
conceive of a monetary policy which could deal with ptice stability in
Germany and 10% inflation in Ttaly, Neither would it be possible to
allow independent policies by the individual countries. Thus, on a
very practical level, if there is to be EU economic policy, under the
responsibility of EU institutions, there must be some degree of

convergence,

The second point is related to the institutions which are to carry
out Community policies. In particular, the vety existence of the
Furopean Monetary Institute as a transition institution represents the
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central bank will be able to defend monetaty stability against the
front formed by an ‘entitlement soclety’ ...” (Issing 1993, pp. 49.50).

Tn this respect, the real goal of the Bundesbank, both in its
internal policy and in its position on the role of the ECB, is to
attempt to create and preserve a “seability culture” in which the major
economic actors in the EU are willing and able to respond to the
policy signals given by the central bank.

Tt is quite clear that when the Treaty was drawn up there were
wide divergences in tetms of the “stability culture” exhibited by the
various member states of the European Union. The insertion of the
“convergence conditions” might then be seen as something of a “rite
of passage” by which countries proved their ability to take the kinds
of decisions required to produce monetary stability with the general
support of the government as well as the general populace. The
Bundesbank is not so naive to believe that it can operate monetary
policy successfully, simply by setting monetary targets or by taking
over EU monetary policy. It requires the support and cooperation of
govetnment fiscal policy and the acceptance by the general popu-
lation that monetaty stability is an economic policy priority to which
individual behaviour can also contribute. Tt is thus not the specific
figures in the convergence conditions which are important, but rather
the economic policy culture which produces the economic aggregates.

Chapter 4 of the Treaty deals with “Transitional Provisions” and
under Section 2(a) requires membets to engage in “multiannual
programmes intended to ensure the lasting convergence necessary for
the achievement of economic and monetaty union, in particular with
regard to price stability and public finances”. No country seems to
have formally introduced such plans, but clearly they were included
in order to provide a test of a country’s intentions to participate, And
cleatly, they should be judged as any other contract in terms of the
ability of the contracting party to satisfy the conditions. Any contract
which set conditions which could not have been met by the parties
involved is usually considered void. In the case of many countties,
meeting the formal conditions must be considered as impossible. But,
we may judge countties on the possible.

For example, if we take the third stage convergence conditions
as o test of the will of a government 10 reduce inflation, the Ttalian
government has more than fulfilled these conditions in its policies to
bring down the Italian inflation rate to levels which for a petiod at
the end of the '80s wete below German inflation. That Ttaly clearly
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impact on economic performance which may produce conditions in
which only Luxembourg participates in the third stage, or the con-
ditions have to be changed in a way which runs the risk that the
conditions no longer represent what they are supposed to measure -
the viability of an EU monetary policy.

Finally, it is important to recall that the decision concerning
whether a country satisfies the convergence conditions ultimately
cests on the decision of a qualified majority of the European Council
meeting in the composition of heads of State or of Government acting
on the recommendations contained in independent reports of the
Commission and the EML There is mention of the possibility of a
conflict of opinion in these recommendations, but the Treaty also
requites the opinion of the European Parliament, which might be

used to tesolve a conflict of opinion.?

4, The problem of bank supervision

There is an associated problem, linked to the successful opet-
ation of EU monetaty policy. Once the automatic introduction of the
third stage takes place, another community institution will have to be
created. Following the insistence of the Bundesbank, prudential
supetvision of banks has been excluded from the initial functions

2z A qualified majority is 62 votes out of the &7 votes assigned proportionally as
follows: Germany, France, UK, Italy, 10; Spain, 8; Belgium, Netherlands, Greece,
Porsugal, 5; Austria, Sweden, 4; Denmark, Finland, Ireland, 3, Luxembourg, 2. On the
assumption that France, Tialy, Spain, Portugal, Belgium, Nethetlands, Austria, Sweden,
Treland, and Luxemboutg considet that they have met the “rite of passage” convergence
conditions suggested above, this gives 56 votes in Council. The balance is then with

Germany and the UK. The UK has an exemption from participation (as Denmark), while

the German Constitutional Court has ruled that the German Bundestag has the authority
he convergence conditions

to determine Germany's vote in Council and should interpret §
sirictly, This taises the possibility that the UK votes in favour and exercises its opt out,
placing Germany in the difficult position of being solely responsible for the success of
EMU. Thus, despite the convetgence conditions it seems clear that the final decision will
be determined by Germany and the UK. Germany has an election in 1998, and the UK is
likely to have an election before the end of 1997. Stnce the Labour Party is considered to
be more favoutable to Burope than the current Major government (or any future
Consefvative government), should the Bundestag defeat the Kohl government and vote
no, the UK would be in a position to negotiate further concessions in order to persuade
the British government to approve Monetary Union. This would allow Germany to avoid

the responsibility for unilaterally postponing the third stage. All this suggests that the
f the third stage decision.

convergence criteria are not the most important aspect O
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independent of the ESCB and the FCB. Little has been done so far to
bring about the creation of this institution, although a great deal has
been done to provide harmonisation of community-wide prudential

regulations through the various banking, insurance and securities

directives. In relation to banks, the major provisions relate to capital
adequacy standards, which had in any case already been agreed for
banks operating internationally under the auspices of the Bank for
International Settlements.
It is clear that once the third stage starts, each national central
bank of the “countries concerned” will be issuing the euro-ecu on
behalf of the ECB through the ECB. At this stage it is no longet
certain that the provisions for home-country licensing and prudential
supetvision can continue to apply. Already, most countries have
adopted their domestic banking legislation to allow for the introduc-
tion of German style “universal” bhanking. However they have not yet
introduced German style pradential regulations. It must be presumed
that the Furopean Bank Supetvisory institution will in fact incorpor-
ate most of the German prudential regulations.
The natute of German pradential regulatons is now well known
(cf. Kregel 1992 and 1993). Tt is suficient to note that they provide
for a rough balance sheet matching of the long and short maturities of
bank assets and liabilities. In addition there are a number of more
traditional measures such as consolidated reporting and reserve re-
quirements. The issue which is of importance to the problem of the
iransition to the third stage is the dose relation between these
pradential regulations and the German approach to the operation of
monetary policy and the fact that this approach scems to be at
contrast with the changes which are taking place in the international
financial environment.

The first point can be seen clearly with respect to minimam
reserve requirements, The Bundesbank has always regarded reserve
requitements as important because of theit role in controlling bank
liquidity and thus bank lending to the private sectot. They are not
considered as part of prudential regulation of banks, acting as a buffer
against liquidity risk. Rather, they ate looked upon as 2 method for
stabilising interest rates. Tndeed, minimum reserves are probably the
most frequently and consistently used policy tool in the Bundesbank’s
arsenal. The Bundesbank has thus strongly resisted the tendency
towards the elimination of reserves as a result of competition among
community financial systems after the introduction of the community
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in London exemplifies the problem. This is the response to the policy
of the Bundesbank which has always acted to restrain innovations
which might threaten their ability to operate monetary policy by
weakening the money demand relation, The recent delays over the
creation of money market funds is a case in point.

Of course, this also means that it will not be possible to recon-

struct the monetary demand stability which has been present in

Germany in the rest of the community, if community banks follow
risk management principles. There is no basis of experience concern-
ing the impact of monetary control on the lending behaviour of banks
which operate on risk management ptinciples,

Thus, the constitution of the institution to manage prudential
regulation in the community has yet to be undertaken. It seems clear
that it should be in place if the third stage is to begin on 1 January
1999. It also seems likely that it will attempt to replicate the German
system of prudential regulation and supervision of financial
institutions. However, despite the fact that the German system is one
which is relatively free of restrictions on bank activities, it is based on
what is an increasingly outmoded method of evaluating the risks
faced by banks. It seems clear that it has been maintained because it
supports the stability of the money demand function which the
Bundesbank uses as a basis for its policy of money targets.

Should the Bundesbank succeed, it would introduce an out-
moded structute which would be operationally inefficient, would not
guarantee monetaty control and place European banks at a substan-
tial disadvantage relative to banks operating according to more mod-
ern principles in international markets. The discussions on prudential
regulation of bank market risk currently underway under the auspices
of the BIS should also be taking place in the community. Not only
will they be important for the regulations applied by the new Supet-

visory institutions in the community, they will have important impli-
cations for the operation of the monetary policy of the new ECB. For

this reason they must be ready by 1999, Tn ail likelihood, they will
not be the same as those applied in Germany.
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