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PR CE

Towards the end of 1972 the Buropean Commispion asked meveral experts dhtinguishod in
the field of economios, to examine the poseibilities and means of achieving Eoonomic and
Monetary Union.

This Study Group has held several meetings in whieh officials of the Commission also
took part. The mestings have given rise to profound disoussions. In vhw of the great interest
of the ideas puy foyward by this group it has seemed useful to make them available o the gen~m
sral public.

The present dopument oonsists of two parts. The first part presents & report written
by three repporteurs of the Biudy Orqup (Piofqupor Dosser, Professor Magnifieo, Rrofessor
Peetera), acting in a perponal oapacity, The views they bave expressed here do not necessarily

* represent these of the institutions with which they are asuooiated. During the preparatory
stage the Reporting Oroup also profited of valuable eontributions of Professor Neubauer, This
first part commits only the three members of the Reporting Group. It refleets the work of the
vhole Study Group in that it sumsarises and synthesises the main views of the majority of the
Study Growp members, though not all of the members of the Study Group would agres with all of
ite main pouolwiqni. Any suoh differences of opinion are reflected in the individusl oontri-
butions of the members of the Study Oroup which are published in part IT. These contributions
have perved as a basis for the discussions and for the drawing up of the report. They also
pernitted members of the Graup to express more perpanal opinions on partieular points.

Taking into considepration the gircumstances, the monetary aspeots have been especially
emphasiged. The Group has not considered all impliocations of Economiq and Monetary Union,
sings the study aims rather ta engourage further digsussions than to spell out definite
positions,. .

The Commismion expresses its gratitude %0 all members of the gi'oup who have given consid-
_erable support to the analywis of spscific problems pomed by Beonomio and Monetary Union.
However, the Commission emphasises that the bublieution of the results of these considerations
in no way implies that the Commission ip at all committed to any of the conolusions stated in
the report.
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SYNTHESIS
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EUROPEAN ECONOMIC INTEGRATION AND
MONETARY UNIFICATION

Introduction

At the Hague Summit on 1 and 2 December, 1969 it became the ultimate declared goal %o
estgblish an Economic and Monetary Union (EMU). EMU was put forward as the next essential
step in the process leading towards European economic and political integration. Underlying
this move was the hope of preserving Europe as an island of stability and freeing it from
outside shooks, During the following years, the apparent difficulties of the international
monetary sysiem and its recurrent crises made the need for agreement among the Community
countries Yo step up their efforts for economic and monetary unification more urgent.

The rationale for progress toward monetary unification and economic integration,
however, derives as much from internal as from external Community preoccupations. Monetary
unification has always been considered as a logical and necessary step on the road towards
full economic union. Repeated ourrency crises since 1967 only shifted the emphasis from
internal preoccupations towards a more externally-oriented approach. Whereas internal Commu-
nity building wag the major driving force which inspired the proposals for monetary unifica-
tion antedating the Werner report, it is Burope's position vis-a-vis the outside world, and
the related loss of control over monetary affairs for internal stabilisation purposes, which

originated the major impetus in more recent years.

Although the importance of monetary unification cannot be challenged, it is at the same
time important to realize that the integration of nationsl currencies and national monetary
systems into a unified European system is only one element of the general Buropean integration

process, economic and pélitioal.

A monetary union of the Nine is by no means an objective in itself, Money should be kept

a8 a good servant; it must be prevented from becoming a (potentially) dangerous master.

Nevertheless, one current of opinion argues that priority be given to monetary unifica-
tion, Progress towards economic union (common policies with regard to business cycles, econow
mic growth, distribution of incomes, social affairs, competition, etc.) is then considered as
having only the function of safeguarding the measures orientated towards monetary union. The
contrary opinion believes that priority for monetary unification might be more to the detri=
ment of the integration of economic policy and policy objectives than to their benefit.
According to this view priority should be given to economic union which is to be advanced and
safeguarded by measures of monetary unification. Substantial progress towards economic union
would oreate the necessary conditions for further development in the field of monetary union.

To the extent that an adequate understanding of the required “function of safeguarding"
in either the economic or in the monetary sphere is developed, both points of view do not
differ very much. Both opinions converge towards the real economic and political meaning of
"the principle of parallel progress in the various fields of Economic and Monetary Union"

reaffirmed at the Paris Summit.



The point to be siressed is that the postulate of parallelism is not only a political
ocompromise between originally eonflioting interests. It is rather the consequence of the
interdependence of economic processes. Hence the principle of parallel policy may also be
interpreted as requiring an integration policy of broad~ranging interdependent measures.

It is within this general framework that the particular measures aiming at merging the
Nine towards an Economic and Monetary Union are to be’ Jjudged. Whilst the political motivations
underlying this process will not be elaborated on in this report, the ultimate not:lvation for
Europsan integration is politieal and perhaps it is this political determination which
explains why the governments of the member states accepted (The Hague, 1969) and reaffirmed
(Parig 1972) the principle of economic integration and monstary unification, even if apparently
all the oonsequences are not always fully understood or agreed upon. This report addresses
itself to the economios of EMU and tries to contribute to the diffioult task of showing how
- this political decision can be translated into an soonomiocally meaningful and operational

scheme,

This report has not dealt with the implications of EMU for the international monetary
system and vice versa. This might appear rather surprising at a moment when negociations for
a reform of the international monetary system are under way. However, for the near future only
transitional regulations may be expected, which will probably remain the subject of experimqnté
and further changes. Therefore, efforts at the European level cannot start from anticipating
this reform, One thing, however, is clear: as matters stand now development in monetary
affairs tends towards increasing the importance of regional monetary zones. In addition, and
perhaps more important, both problems are sufficiently distinct to be analyzed meparately
at this stage. Of course, proposals for progress of EMU ean affect the rules and the working
of the international monetary system but without modifying the fundamental issues at stake.
Beerides, it is the offioial position of the Community countries in the current monetary
negooiations that the proposals for reform should not interfere with European attempts towards
EMU, This taken into consideration the Group believes that dealing with monetary unification
at Community level presents also a contribution to the reform of the international monetary

system,

Part I of this synthesis surveys the major issues underlying the process towards moneta-
ry unifioation and economisc integration. Part II is devoted to the main technical problems
and proposals for monetary unification including the introduction of a Common Buropean Currenoy
(C.E.Ce) (1) Part IIT reviews the possibilities and neoessities for action in the broad field
of economic and social policies. Final remarks summarizing the major policy conclusions are

set out at the and of the report.

(1) To avoid possible confusion or too strong indentification with analogous proposals for an
early introduction of a European currency it was preferred for this report to stick to
the neutral and uncommitting expression of a "Common European Currenagy" instead of using
the much more loaded name of "Europa" (or other names suggested so far),



I, The Eoonomic of Monetary Unifiocation .and Economie Integration

Although a full assesment of the costs and benefits of monetary integration can hardly
be worked out at his moment, this part of the report is focussed on the arguments for moneta~
r¥ unification on the one hand, and the necessary qualifications and drawbacks on the other,
The first seotion is devoted to further comments on the need for parallelism between monetary
unification and economic integration. ‘

v

A+ Monetary Unifioation as part of Eoonomic Integration

Parallel progress towards monetary unification and economic integration is vité.l.
It is neither a matter of compromise nor a matter of principle. The following considera—
tions are intended to substantiate this point.

A succesful completion of monetary unification in Europe will depend on the ability
of the govermnments of the EC-member countries to reconocile balance of paymants equilibrium
with full employment at giable prices during the transitional period when the process of
economic and monetary integration reduces available instruments and/ or the autonomy of
using them. Autonomy of national economic policy objeectives and the lack of homogeneity
of attitudes in particular toward the trade-off between unemployment and inflation are at
the origin of the familiar external adjustment problem which has been plaguing the
funotioning of the international monetary system for more than a decade now. It is also
the central issue in the process of oreating a monetary union.

The implications of monetary unification for the member countries are twofold. They
will (gradually) surrender autonomy (1) in internal monetary policy, and in exchange rate
policy. However, it is open for debate how much sacrifice of autonomy this may entail.
The present degree of 'integration of world financial markets already imposes severe
constraints on the freedom of individual countries. The current exchange rate arrangement
with certain currencies floating individually may be considered, among other reasons, as
an attempt to avoid the constraints imposed on monetary policy by integrated financial
markets, However, it will hardly be a lasting solution (cf. Part II).

Monetary unification, based on the introduction of a Common European Currency along
the lines presented in this report, offers the major advantage that it will help to restore
at the European level the efficienoy and independence of monetary policy for stabilization
purposes which the national central banks have lost to a large extent without sacrificing
sufficiently stable, though still adjustable, intra-Community exchange-raie relationships.
However, the creation of a Common European Currency is no deus ex machina. It is important
10 underline that the effectiveness of {the proposed scheme for monetary unification depends
crugially on the creation of an adequate European decision taking process in monetary

(1) It may be useful to recall at this point that the member countries have already given up
trade policy at the national level for external adjustment purpose as a result of the
achievements of the Common Market so far.



matiers. Te the extent that this will be achieved it is not only an important contribution
to monetary unification, it will constitute at the same time a great step towards economie
integration and policy harmonisation.

If monetary unification is not to be separated from economic integration, there ig, a
fortiori no point in dealing with monetary integration policy as if the problems. of a v
Common European Currensy, " exchange rate policy and capital movements (external monetary
policy) could be dissociated from the problems of monetary policies withih the member
states (internal monetary policies). The integration of extermal monetary polioy is bound
%o fail if the integration of internal monetary policy does not progress pari passu. It is
perhaps one of the major shortcoming of the ourrent Community exchange rate arrangement
(the snake) that it is not suffioiently supported by ocommon action in the field of internal

monetary policies,

If oontrols of capital movements according to the requirements of monstary integration
were abolished whilst at the same time autonomy in national money and oyrod:l.t policy was
maintained, the danger that divergent monetary policies might lead to serious difficulties
would be amplified. The Fund for European Monetary Cooperation would be solicitated beyond
* its oapacity and thereby be brought into discredit. Parity changes not justified by the
state of economic {ransactions in goods and services would ‘be provoked and sonjunoctural
poligios upset in member countries only passively involved.‘

The process of exchange rate unification and capital market integration implies that
monetary policies of member states, external as well as internal, should be inoreasingly
linked togeiher. Priority should therefore be given to the process of harmonigzation of
monetary instruments ultimately leading to an identical set of instruments. This process
would be useful and nescessary even in the case where national money and oredit policy
remains independent in the near future. As matters stand now, it is extremely difficult
to assess the comparative effeots of measures of monetary policy in the individual countries
(1). Thus the coordination of these measures is hampered. Undoubtedly the unification of
monetary instruments is rendered difficult by considerable differences in the structure of
the banking sectors and in the business behaviour of banks in various countries, Neveriheless
it is an important goal to develop a common set of instruments whioh permits :

(a) a direot regulation of bank liquidity;
(v} direct influence on market interest rates and
(c) credit ceilings as an emergency brake for restrictive monetary poliocy.

The oreation of a common European central banking system would thus be prepared.

Meanwhile monetary authorities in the Community will have to implement a common

European liquidity policy. Decisions on variations of bank liquidity and its control at the
European level and not at the na.tic;nal level is indeed the key issue (2)., This must not

(1) Reference to Communautés européennes, Comité monétaire: La politique monétaire dans les
pays de la Communauté éoonomique européenne. Institutions et instruments, 1972,

(2) The practical implementation of this polioy presupposes the production of more
ocomprehensive European monetary astatistiocs in whioh the foreign liabilities of the
European banks to Community residents (the so called Euroliquidities) are included in
European liquidity.



imply the adoption of a striot quantity rule for money supply, neither should it be
interpreted to imply the same rate of increase in bank liquidity in each member country.
The conocept of a European liquidity policy could aim at setting limits {prssibly nationally
differentiated) for moncy base oreation, leaving it to national authorities to utilize
their discretionary power according to the commonly agreed band as well as the choice of
channels and instruments through which to implement the specified goals, The point to be
siressed is that these steps towards monetary integration should not be dissociated from
the development of an independent common decision~taking body in monetary affairs.

Parallel progress towards economic integration and monetary unification is natural
and necessary for other reasons also., Monetary unifiocation, for instance, ocritically
depends on the ability of member countries to preserve external balance without upsetiing
progress towards exchange rate unification and capital market integration. The task
assigned to economic integration in this respect is to avoid chronic disequilibria between
member states. Economic integration in the sense of policy coordination and harmonization
is one of the ways to cope with the external adjustment problem by trying to avoid
disequilibria from accurring at all. Success in economic policy integration would make
intra~Community exchange-rate adjustments superfluous and monetary unification possible.

Finally, it is to be stressed that monetary unification is only instrumental in
achieving certain aims better than would otherwise be possible, Monetary unification,
impo:."ta,nt though it is, is subordinate to overall socio-economic policy objectives. It
cannot be conceived of as feasible outside the wider context of economic union. It belongs
to economic union just as other instruments of economic and social policy dos In the Paris
sumit communiqué it is stated that:

"Member countries are determined to strengthen the Community by setting up an

eoonomic and monetary union as a guarantee of stability and growth ...
Economic growth, which is not an end in itself, must in the first place be
aimed at reducing disparities in living standards. It must improve ,.., the
quality and level of life".,

The objectives of economic integration are broader than those of monetary unification.
They imply that monetary unification should be pursued in a fashion econsistent with a
Buropean policy of balanced growth as a condition for improving "working conditions and
conditions of life”. To secure an even pattern of high employment of resources and to close
the gap in living and working conditions throughout the union's territory, conscious
policies at the Community level, reaching beyond the technical problem of an operational
scheme for monetary unification, should become an integral part of the efforts undertaken
along the road towards economic and monetary union.

It would be a rather unfortunate development if the efforts for progress of the
Buropean construction in the near future would be directed almost exclusively towards
monetary unification and its related probvlems. This is not to deny its importance and the
difficulties involved, Nevertheless, there remain outside the monetary domain a number of
fields where centralized Buropean action is worth-while and desirable because it enhances
the economic welfare of the individual citizens.



B.

Continuous action whioh promotes the efficient use of resources by making the best
of the virtues of the market meshanism in equating social costs and values at the margin
includes the abolition of different artificial government restriotions still impeding the
free flow of goods, servioes and factors of production, not only between the European
countries but also vis-3-vis the rest of the world.

Struotural problems due to economios of large scale production outting aoross natio-
nal borders of a concentrated area like Europe also ocall for oentralized European action,

bcamon industrial policies and regional planning are illustrative cases. The appropriate

scale for the procurement and consumption of publie goods such as environmental protection
or ressarch and development efforts may well be Eurspean rather than national.

However, with the greater degree of economic integration in the Community achieved
through freedom of trade and factor movements, the need for oentralized coordination of
overall monetary and fiscal polisies for the purpose of stable economiec development in
member ocouniries will also increase. These aspeots are dealt with in greater detail in
Part III of this report.

The Need for European Monetary Unification in the Framework of Economioc Integration

A distinction should be drawn between the asctions and the ultimate objectives to be
achieved in the monetary and the economic fields. Whereas monetary unifioation has a olear
aim and can be given a precise content, economic integration is wide-ranging and open-
ended, For the latter it is impossible to define some en~-point, since this itself would
raise acute differences of opinion as to the degree of centralism or federalism wentuslly
to be attained by the Community economy. The rrocess of economic integration may be fast
or slow; the declaration of parallelism betweex; monetary and economic union (1) sets a
certain minimum required pace along-side monetary unification, tut over and above that,
there is scope for a great deal more fruitful advance, as outlined in the previous section,

‘if member—states have the politiocal will.

Aohievement in economic union during this decade may prove to be more difficult than
in monetary union, in view of the varying degrees of fundamental changes involved in the
centralization and decentralization of various economie functions. But, bacause of that -
very fact, such progress represents a more profond movement in the ereation of a unified
Community economy, and since it affects people's jobs, lives and environment directly, it
oarries tremendous importance in determining their opinion of the Community.

In both cases, however, it is important to draw a distinction between integration as

a process or as a state of affairs.

Indeed, it is not too difficult to argue that monetary and esonomic union (the final
stage) must be considered an impossibility under present circumsiances. This, however, is
not suffiscient to claim that it is also an imposaibility for the future, when conditions
can be changed as the result of concrete policy action. From a policy point of view it is,

(1) Reference to Paris Summit Communiqué



therefore, only sensible to speak about European economic and monetary integration in
terms of a dynamic process of change. What this process involves in the monetary and
the economic fields is different. That is why this report prefers to speak about monetary

unification and economic integration.

The motivations for monetary unification in the framework of economic integration
derive from the need to consolidate and expand the European construction (internal reasons )

and to restore control over monetary affairs in Furope (external reasons).

1« Internal reasons

The eventual realization of monetary union follows the logic of Buropean economic
integration based on the free movement of goods, services and factors of production
among the member-countries. Freedom of payments for transactions connected with trade
in goods and services is necessary as a complement to a customs union if in intra -
Community exchange, conditions analogous to those prevailing in national markets are
to be created. The free movement of capital, an essential component in the construction
of a unified European market, depends ultimately on full convertibility for capital
transactions. Free transfer of capital also avoids an artificial dividing line between
current and capital account transactions. It excludes the possibility that capital
controls interfere with the freedom of exchange of goods and services. Indeed it is
an empirically-observed fact that conirols on capital transactions gradually extend to
current aclount transactions, tourists generally being among the first category to be
hit together with measures to control leads and lags in payments for trade-transactions.
A monetary union, characterized by complete and irrevocable convertibility and by
rigidly locked intra-Community parities with no margins of fluctuations among the
currencies of the union, is a gudrantee for the free movement of goods, services and

factors of production.

The final logic of the convertibility feature of the projected Buropean economic
and monetary union is seldom disputed. On the other hand, the question whether exchange
rate unification would be helpful during the transition has been and is much more
controversial. Alternative exchange rate arrangements goine from floating rates to
completely rigid exchange rates among member countries or a common currency, do permit,
it is argued, the realization of the advantages of specialization and mass production.
What matters, according to this view, is solely the abolition of obstacles to the
movements of goods and factors of production, not a common currency or a permanent

fixing of exchange rates.

The major trouble with this view of European economic integration is that it
overlooks the internal dynamics of a process which is intended to reach beyond a customs
union and the simple freeing of the movements of goods, services and factors of produc-
tion. The objective is to create among the member countries conditions that will remove
any bias against intra-Community trade and factor movements relative to trade and factor

mobility internal to countries.



To "internalize" intra~Community trade, progress towards economic and monetary
union is needed in order tc spare the industrial customs union the jolts of exchange
rate jumps and the implied threat for competitive efficiency. It will also contribute
to preserve parts of the agricultural policy, although the latter should not be allowed
to act as the tail wagging the dog. Even if the C.A.P. is overhauled, making fixed
partities less important from that point of v:l.e'w, there are still many other important
advantages, for example, efficiency gains due to the simplification of transfers, the
eliminé,tion (or reduction) of exchange risks and the abolition of internal exchange

controls.

Monetary unification becomes evern more pressing when one turns to intra-Community
liberalization of capital movements. Indeed, freedom of capital movements will bring
about an equalization of interest rates on the Community's money and financial markeis.
This robs the national monetary authorities of one of their major instruments for dome-
stic sfabilization purposes i.e. interest rate polioy. Unification of the Community
money and financial markeis is far from complete. Nevertheless, the de fascto integration
which has developed as a result of the expansion of the markets for Buro-currencies,
already offers sufficient potential for destabilizing short term capital movements in
antioipation of exchange rate variations a.nd/ or as a reaction to interest rate dif -

ferentials.

If anti-oyclical policies through monetary control other than interest rate varia—
tions are difficult in implementation at the national level in the short ruyy  because
of the degree of integration:achieved, it is necessary to replace the national instru-
ment by a community instrument. It might be objected that this is only one possibility,.
Another possibility to escape from the lilemma would lie in greater flexibility in
exchange rates. The latter solution, it might be argued, would recreate at the national
level the opportunity for an efficient and independent monetary policy.

The issue involves basically the long~standing controversy over fixed versus
flexible exchange rates and the more recent formulation of that issue in terms of the
economics of optimum currency areas. Whereas exireme positions in both directions do
not offer practical solutions, it is admitted 'Eha.t during the transitional period some
form of intre—Community-exchange rate flexibility, as outlined in Part II, will be

necessary.

Still %o be mentioned as an element of internal Community building is the fact
that progress towards monetary unification offers perspectives for a oonvenient Europe-
wide unit of account and medium of exchange. This development -would strengthen, inter
alia, the economic position of European banking, business, and financial firms by
offering them an instrument comparable to the dollaz together with the benefiis from
the economics of scale and the diversification of services which only a unified European
monetary and financial market and a widely-spread currency, can offer.

A common European ourrency would also resoup the seignoriage now aceruing to US
banks and tax-payers.



2. External reasons

Until recently (March 1973) developments were such that Commuity eountries had
become gommercially integrated with one another, whereas monetarily they communicated
mainly with, and through, the dollar. This caused sharp conflicts at a time when trade
cycles were tending to diverge on the two sides of the Atlantic. Already in the second
half of the fifties, Europe had regained autonomy vis-a-vis the United States in the
trade cycle, but, more or less up to the end of 1972, this did not hold in the monetary
and financial spheres. Several factors (including, of course, the growth of the Burodolw
lar market) accentuated monetary interdependence. Given the great disproportion between
the United States and the fragmented European national markets interdependence was
rather lopsided.

The common floating of eight Buropean currencies (Community and non-Community

onea) achieved in the agreement of March 1973, i.e., the system known as the "snake" in-
_Volves among other things, an attempt to Tegain autonomy and to safeguard intra-Community
relations against the apparent difficulties of the dollar. The recurrent crises at the
beginning of 1973 and the expected consequences of the different measures taken by
American authorities in order to support the dollar, rendered it impossible for European
authorities to rely any longer on the so far achieved de faoto role of the dollar as

the main European reserve and intervention currency. However, experience has shown that
the kind of common floating involved in the "snake" arrangement presents a rather fragile
solution. Although it has eased the problems raised by the Burodollar system, this
arrangement has neither been elastic enough %o enable all member ocountries of the Commue
nity to participate, nor has it spared the signatory countries the jolis of further
parity-change. Therefore a fundamental solution has still to be found. This is all the
more true since dollar liquidity has not yet been definitely banned. The more the dollar

gaina in strength due to the planned development of the American basie balance of
payments, the higher is the probability that the dollar will be used again as an intra-
Community currency.

Objections against monetary unification are often based on the limitations that
it imposes on national sovereignty. This attitude, however, is rather ineconsistent with
the acceptance of the loss of sovereignty that has arisen or is expected to arrive from
the Eurodollar system. Up to March 1973 the situation, where fragmented national money
and capital markets largely communicated through the dollar, imposed damaging constraints
on monetary policy in Burope. The fact is that not only the gontrol of national central
banks over domestic money supplies was increasingly weakened,‘but the European money
supply had become subject to the monetary policies followed by the US authorities,

A common floating set out in the "snake" arrangement cannot be considered as a
lasting solution for the Community as a whole, provision has to be made to prevent dol-
lar liquidity from reappearing. What the Europeans need, and they need it now, is the
creation of a substitute for the dollar. This r8le will have to be fulfilled by a
Common European Currency tailored to suit the Community needs and which the Buropeans

would collectively manage for themselves.



C. Major Qualifications and Drawbacks of Monetary Unification

Although monetary unification appears to be in the logic of economic integration and
is oonsidered as a necessary further step for the Buropean Community, its underlying dangers
and possible negative implications ought to be understood clearly. Discussions and scepticism
on monetary unification are foocussed on poaslble adverse internal effects. As already stated,
countries will gradually surrender autonomy in the use of policy insiruments for internal .
and external balance. If divergenoes in price / and cost~irends between the member countries
persist, this would impose intolerable strains on their economies. Furthermore, the adjusiments
might take place to the detriment of the weaker regions in the Community thereby worsening
the existing regional problems or leading to the formation of new ones. Together with the
difficulties which might still arise from diverging business cycle developments, one has to
cater for avoiding a rather negative total impact of monetary unification on the major objec—

tive of a smooth and balanced growth of the EC~eoconomies.

l. Diverging price and cost ‘developments

In the post-war period the task of maintaining internal and external balance has been
made more difficult by the fasct that the multiplication of economic and sosial policy
objestives has outgrown the range of available effestive institutions and policy instruments.
This development has increased the possibility of conflicts between objectives and the ade-
quate use of instruments. These conflicts very often resulted in a prartial saorifice of
certain goals and/or in a trade-off against other goals. Because the readiness to sacrifice
related objectives differs from country to country, as shown by the trade-off between the
rates of growth of G.N.P., full emploqunt and price~gtability, it is not surprising that
discrepancies in na.tional price and cost~-levels have developed to an extent which often

requires oxchange—rate ad justments.

As long as the ability to sustain the processes of economic growth in a context of
monetary stability differs between member countries, monetary unifisation must be pursued
in a way permitting smooth adjustments of economies via exchange-rate changes. If exchange-
rates were rigid, countries with heavy cost-rises would register unemployment and deficits
in their balance of payments. Countries with low oost-rises, on the other hand, would suffer

from pronounced overemployment and increasing inflation.

Furthermore, monetary unification as worked out in particular in Part II may contri-
bute to lifting the veil whioh tends to blur the differences in money-waeges paid for the
same work throughout the Community. To the extent that this would encourage claims for pay
parity throughout the Community's territory regardless of differences in productivity, this
would add to inflationary pressures and aggravate regional problems.

For all these reasons adjustements of exchange-rates cannot be excluded during the
transitional period towards FMU. At the same time they point out that if these adjustlents
are to be kept within a small margin, an appropriate flexibility and medium term coordina-
tion in the development of national cost-levels and prices will be indispensable. In other
words, measures ought to be taken in the field of incomes-policy and/ or budget poliocy
(ofe Part ITI).
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Divergencies in prices and costs not only require further approximation of trends
between member countries. They may also give rise to partioular problems in the short-run,
because of divergent ocyclical movements. The evidence whether there is a tendency for
greater convergenge in intra-Community business cycles leaves room for debate. Nevertheless,
progrese in the liberalization of movemenis of goods, services and faciors of production
can only be expected to bring about this convergenbe via increasing intra-Community econ-

bmic interdependence.

During the first stage of EMU, divergences in business cycles have been more or less
dealt with by means of exchange-rate fluctuations within the margins. However, if these
marging were to be narrowed the success of monetary unification will also depend on how
far an adequate synchronization of business cycles oocours as a result of developments in
the private and public sectors, since the prospects for adjustments of divergences in
member mtates as monetary unification proceeds, will be limited.

In Part III, fiscal policy for stabilizing business cycles are discussed. As regards
monetary policy, it follows from the forsgoing that monetary stabilization policy will have
to be pursued mainly at Community level. With this shift of policy responsability, business
cycles will have to be kept synchronized. Otherwise it would not be possible to pursue a
restrictive or expansionnist monetary policy at Community level, aiming at influencing
total demand, since the problem would be posed as to how {o treat regions or countries
experiencing a boom in relation to others suffering from a depression. And even if a policy
in favour of one category of region were followed, the measures taken would hardly lead to
the expeoted effects: low interest rates would rather tend to stimulate the boom than to
moderate the depression and vice versa. Itv is clear thal under such ciroumstances reliance
on monetary policy as the sole or, at least, the major anticyclical instrument would lead
to disappointing results. Summing up, the approach towards the final stage could and perhaps
should be a more flexible one, providing selective means to cope with remaining regional
cyolical divergencies, which could not be dealt with by the envieaged exchenge-rate margins.

However, synchronized businesa cycles, although facilitating the task of a Buropean
monetary policy at the final stage of EMU, would not necessarily eliminate all difficulties.
Special measures, for instance in the field of fisoal policy, still largely the responsibi-
1lity of member ocountries, could upset Community action. An ‘exaggerated use of policies
beyond the differentiations justified by structural gaps between countries, would lead to
unjustified disadvantages for obedient countries. To avoid such conflicts & sufficiently
concerted short term policy would be the appropriate remedy (cf. Part III).
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2. Regional and structural imbalances

Progress towards monetary unification will put heavier pressure on economically
week regions in relation to the sironger regions of the Community. In national ntatc_s
weak economic regions, economic sectors or sccial groups usually constriat oon-id-orn.bly
action available for economic measures, when steps against an excessive boom :Ln order
to stop excessive cost and price increases are.duira.ble. I+ always appears attractive
to remedy regional and siructural unemployment by means of general demand-managenent
policies. The limits imposed on national demand-management policies due to the pro-
gress in monetary unification can worsen this partioular problem.

Factor mobility can offer a way out of this impasse, at least to a certain extent.
A distinotion has to be drawn between mobility of labour and of eapitale As regarde
labour mobility, experience has shown that the movements of the labour force tuld.ng
place at the present time has given rise to severe social diffioculties. Hming, hnith,
and retraining facilities are smome of the major problems whioh have not yot found a
satisfactory solution. A further increase in labour mobility in order to reduce regional
and structural imbalances would lead to unaccepiable costs, economic as well as social
and psyohologicals Therefore this cannot be sonsidered as an acceptable solutions

Capital mobility will be stimulated as oonvertibility is introduced and intra-
Community capital controls are. abolished as a result of monetary unification. Unfortu-
nately, although capital is in general much more mobile than labour, its potont‘ial fox;
automatic adjustments in probadly as limited as that of labour migrations There is even
an opinion that capital mobility responding to market incentives might, on balg.noo, ‘
operate in a perverse way. This qualification should be born in mind when it is argued
that unhampered mobility of goods and labour and free sapital-movement would promote
fullest efficiency in the allocation of resources, and hence would support an aoéolors—
$ion of real economie growth in the integrated area as a whole. It is alsc argued that
free capital movement would increase the interaction of investments between member
states and thus favour a swifter diffusion of teshnical innovation. According to this
view it is conceivable that monetary unification will stimulate entreprensurs to transfer
capital into regions suffering from unemployment; new industries would replace old ones
in decline.

These possibly favorable effects have to be balanced against the negative ones of
capital movements flowing from the weaker underdeveloped to stronger industrialised
areas. According to some experience, unhampered mobility of capital will attract invess—
ments to the regions which offer the highest return i.e. the regions of highest produe—
tivity and lowest relative oosts. Savings will thus be drawn away from the weak regions,
thereby widening the overall imbalance.

Summing up, free factor mobility may intensify the tendency for agglomeration in
the already overcongested highly developed regions of the Community, even if it may
lessen the interregional adjustment problem. Regional and structural policy including
taxation policy, public invesiment and administrative measures at Community level, aiming
at the creation of jobs in the depressed or underdevelopsd regions should therefore
support the process of monetary unifiocation.
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IT. Monstary Unification and a Common European Currency

Monetary unification in the cmity has so far been pursued mainly through attempts
to reduce the room for changes in intra-group exchange-rates. It was thought that the proges-
sively stringent application of this approach would lead over a decade to the marging of the
existing national ourrencies, ani thus place monetary union definitely at the point of no
return. Experience has shown, however, that in conditions of monetary disorder, both domesti~
cally and internationally, the diffioulties involved in freezing exohange-rates inorease at
least as much as disorderly money and exchange markets re-gwaken the yearning for stabilitye.
The diffiouliies are not only teohnioal in nature. They have a deeper significance, in so
far as they reflect conflicts attendant upon the esconomio, social and politioal changes whieh
are taking place within and between countries. When the difficulties met are lagoked at in
this light, an approach whioh attempts at suppressing them sic et simpliciter appears utterly
inadequate.

In what follows, an alternative approach is illustrated, which as antioipated in
Part I, hinges upon early introduction of a Common European Currency. This approach to
monetary union is in a sense more challenging than the abvious one of Just locking the
parities of existing currenciss together. But, as it weill be shown, the Common European
Currenoy would represent technically and economically a powerful faotor of unifioation.
This would help to reconcile, with progress towards unification, a limited measure of exchange.
rate fiexib:llity, which during the period of transition might be found to be indispensable.
The introduction of the Common European Currency o,nd. the exchange-rate discipline here
suggested would appear together to represent the path to monetary unification most likely
to be helpful in overcoming the basic umierlying diffioultiese.

A« Monetary Unification under Different Exchange-Rate Systems

le Irrevocably fixed internsl exchange-rates

It is usual for a monetary union to have one medium of exchange in ciroulation
as legal tender, although there are sectors of the economy which assume and discharge
obligations also by using ourrencies other than the domestic ones In oocuntries whioh
are integrated in international money and capital markets, transactions in third ocur-
rencies take place also between residents. Therefore, these countries are no longer,
striotly speaking, on a monowourrency sitandard.

I% isv also worth noting that in many countries, in the earlier stages of their
unification process, thers has been more than one type of currenoy notes in circulations
In general, the plurality of the banks of issue is the feature whioch has resisted
longeat the process of unification; it has survived at times also ‘after ocurrencies
had been unified in name.

However, historiocal experience and the ourrent consensus of opinion both suggest
that in a fully-fledged monetary union the prise of the media of exchange, in terms
of one another, cannot vary over space and time. This is a condition which, of ocourse,
& mono-gurrency area meets by definition.
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Through the immutability of price of the media of exchange, countries forming
a monetary union reap important benefita. The gains may be reaped at little or no
macro-economic cost if the constituent economies are fully integrated and are able
to utilize fully their productive potential under roughly similar sonditions of mone-
tary stability. If the union's currencies do not, and do not need to depreciate (or

-appreciate) at different rates in terms of the’ relevant bag qf goods and services,

there is no need to shange internal exchange-rates. Therefore, there is no cost in
foregoing those changes.

It is very likely that the existing Buropean national currencies will remain in
oirculation long after the completion of the mone$ary union, although once the transi-
tion was achieved to the final stage, intra~Burcpean exchange rates would have to be
locked irrevocably together. The maintenance of a multiplicity of monetary symbols
meets a deeply-rooied Buropean emotional need. With it will survive the multiplicity
of issuers, which impliss that a minor messure of conitrol over the oreation and regu~
lation of the monetary base will perhaps remain with the (poriphera.l) national autho~
rities. Othexwise, the existence of the various national currencies will hardly have

any economic significance.

In order to pay in a European currency different from the one held, only an
arithmetical oslculation will be needed. This might be simplified by fixing "rounded"
éxahange—ra'tes, such as 10 or 100 units of one currency to 1 unit of another, to whieh
people would grow accustomed because those rates would never changee. The European mone-
tary union would be truly multi-currency as people and business would receive and make
payments in any of the European currencies. The area of ocirculation of these would no
longer ooincide waith the national boundaries. All memher currencies might, in the final
stage, be declared legal tender for transactions between residents in any part of the
Community.

In fact, the proeess of interpenetration of national currency domains should be
encouraged already now. It would put more pressure on national monetary authoritiea to
harmonize policies, and to harmonize them in the dirsction of monetary stability, pro-
vided cne or two of the major member countries wepe not inflatinge But the one hundred
per cent locking of intra~group exchange rates will have to wait for the final stage

of monetary integration.

Freely-floating exchange-rates

During the transitional period, fully-floating exchange-rates would be no less
inappropriate than complate fixity. If there is a cause of dynamioc disequilibrium at
work, which, at a given rate of utilization of the productive potential for the whole
Community, makes costs and prices rise at slightly but pemistently?sigef:g: n:'Ltn the dif-
ferent member countries, there is no guarantee that, under freely-floating exchange -
rates, rate adjustments will iake place with the graduality suffiocient to offset those
differences in speed. Even on the more favourable assunption that price elasticities

of demand for imports and for exports (produced and exported by several countries), as



well as the elasticity of export-supply are high in the short run, departures from the
equilibrium rates might be more frequent and larger than needed, as a result of capital
movements tending to delay, or to anticipate (by different time lengths) the ad justment.
The net changes in exchange-rates, sufficient to compensate for re~iterative discrepancies
in cost and price trends, would be arrived at through wide gyrations. These would in an
arithmetical sense largely cancel themselves out, but in the process they would upset
money and exchange-markets. They would hamper payments as well as investment planning
by business catering for the needs of the Community's market as a whole. They would lead
to an overgrowth of the forward exchange-markets and to their instability. At the same
time, forward cover might not be forthcoming on any terms for some currencies, nor for
longer maturities.

The experience available so far in the case of countries which are floating indi-
vidually appears to show that decision~taking bodies and the social partners are by no
means less sensitive to exchange-rate changes than to changes in reservese. However, with
unlimited recours to floating rates free rein may be given for carrying out adjustments
entirely by means of exchange-rate changes, especially in view in the deterioration in
the use of the more conventional instruments of economic and social policy. If the opporfu-
nities for integrating the economies, which the transitional period is supposed to afford,
are not to be frittered away, poliqytharmonization must have & share in the process or

ad justment.

If free floating were to be used as a full substitute for policy-harmonization, the
ability of member countries correctly to use the more conventional instruments of stabili~
zation and growth~policies would tend to_differ more and more. The pattern and the proces=-
ses of allocation of.reeources in the economies themselves would drift further apart.
Moreover, full freedom in exchange-rate matters would be inconsistent with the interdepen~
dance which exists between Community countries as a result of their strong irade integra-
tion, which it is now hoped to buttress through more pervasive economic integration. From
the technical viewpoint free floating would mean the maintenance of separate national
currencies, as in the past exposed to speculations Freely-floating rates cannot be recon—
ciled with the process of monetary and economic integration.

3+ Adjustable parities

If, during the transitional period, i.e. while conditions of semi-integration of the
economies obtain, exchange+rate changes cannot be wholly dispensed with, the choice lies,
in actual fact, between large parity—-changes, unpredictable as to their extend and timing,
taking place under (restrictive) supervision on one side; on the other gradual supervised
changes, aiming at offsetting cost and price discrepancies due to the different infla-

iionary propensities of the national economics.

Ihe former method has by an large becn applied by .C. countries and, indeed, most
industrial countries in the postwar period., :Xperience has shown that countries have in
fact behaved as if they werc not under a fixed-rate constraint. Being able to ignore it,
also as a result of external balance of payments aid, they lived as if in a world of

floating rates, which were,in fact, not floating. Therefore, cost and price
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divergeancies were allowed to cumulate vear after yeary 1ill they made the exchange-rate
atructure hopelessly unrealistic. The de facto permimsiveness of the system not only
delayed the adjustment of domestic pelicies, but also increased resistance to the varia—
tion of parities. Devaluaitions have generally taken place unier pressure coming from
oreditor countries and/or markets. The reluctarce of definsit countries to adjust parities
did,ir turn increase the disinelination to adjust on the vari of surplus countries, on
which the consiraint to do %2 is, as a rule, wvill weaker. This has led on many an ooc&Fh\
sion to stalemate situatisus, which have generated turmoil in exchangs merkets. Long
drawn out political and diplomatic usegocialions nave nesen necessary to break out of the
impasses Oftz.: the solutione adopied have been zosreely oredibie. The leadership which it
behoves monatary authorities to exert in order o mainiain orderly markets has not remaim~

‘ed unscatisd.

There are several variante Ly which the system car ts operated and improved. The
line so far chosen by the Cewmunity for the fransitional reriod aims at improving it
through a more effective process of policy harmonizafien: stricter mutual supervision of,
and, at a later siage Community concurrence in the decisions to change parities, and a

prompter adjustment of the latter.

Scepticiem in respect of the present EC policy starce sesms t0 be justified by the
abgsnce of any new #lement “eing built into the systen :tmelf, which might ﬁﬂ8§8¥!tisﬂ "

The improvement should come Iram o ha seasure oF polivics: pressure and solidarity,

as a deus ex machina. Adwitiedly, ihis has been tne nalure of the causative process
behind many historical turning poists. But, assuming that political solidarity ensured the
implementation of the system in the new way envisagedl, would this lsad to stability and

integration?

Mutual supervision and concurrence in decisions affecting parities implies that

changes would be made less discretionary. In principle, :his is likely to be a contri-

bution to a more orderly and stabtle system. But, if the decisions to be taken involve
large parity changes, would it be a sufficient condition for maiﬁtaining orderly and stable
markets 10 make those decisions contingent upon Community agreement or the indication

of some commonly recognized chbjective criteria and besides, how much does it matter

to exporters and importers, to industrialists, to bankers, whether the change is made
according to some procedure or not, if the size of the change can bve as unpredictably
large as the changes in the objeckive criteria themselves? It is unmeasurable uncertainty,
which indefinitely iarge parity-changes generate, ihat has r=ally disruptive effects;

gives rise to massive waves of speculation that often make the expactations of parity—
changes selffulfilling; and, in the end, prevents the full and irreversible liberalization
of capital movemenis. Parity adjustments need to e regulated so as not to deprive
entreprensurs of the stable monetary framework for Community-wide, long-term plarning
decisions based on profitability calculations with reference to fundamential economic
factors. Failing, this, the transitional period will not achieve the task for which it

is conceived, and the opening and integration of the member countries economies will

not advance., Large parity.changes between member—states ought to be banned now.
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4. Lipited internmal flexibility and external floating

If there is a consensus, as indeed there is, that parity adjustments cannot be
altogether dispensed with during the transitional period, one is left with one possible
course of action, which consists in adjusting parities gradually, just as cost and price
discrepancies are likely 1o arise gradually . among economies which are now semi-
integrated, though poised to move towards full integration. To keep the area of monetary
uncertainty during the transitional period within the limits that would make it mana-~
geable forbu51nesﬁ‘1ntending to cater for the needs of the Common Market as a whole,
parity-changes should only be allowed up t0 a preagreed size. Changes in any one
Yearly period should not be larger than a few percentage points. A "flexibility schedule”
for parities should be agreed upon at the outset that would lay down the maximum per—
centage by which parities would be allowed to be changed. It would be expedient to keep
those percentages within the current width of the intra-Buropean band. They would be
reduced over time in parallel with the shrinking internal band. Thus, given present
margins, parity-changes of up to 2.25 per cent would be allowed in a calendar year;
not more than one full change would be allowed to take place in any six months period.
However, up t111 the end of the second stage of EMU, or poss1h1y only midway to it
(30 June 1975), exceptions to the "flexibility schedule" might be allowed either in
the framework of political decisions to be taken after multilateral consultations, or
by shortening the unit period for parity changes as foreseen in the "schedule" from
ong year to, say, six months.

Changes would, as a rule, be shared by the deficit and the surplus countries.
This would be in harmony with the emerging consensus in favour of more symmetry in
the adjustment process for weak and sirong -ourrency countries. It would also reduce
for any single currency (deficit or surplﬁs) deviations from the median course,
Therefore, it would be less disruptive for capital movements, while obtaining the
needed overall adjustment effect. In particular, it would weaken the pull on the Common
European Currency by the strongest currency.

It m1ght be objected that it is not realistic to expect member countries to renoun—
ce the rlght ~hange narities other than within these narrow limits. But the merging of
the national currennies implies such a renounciation sooner or later. The whole process
will be on much firmer ground if it can be carried out as a gradual exercise, rather
than as a dramatic change from a condition of potentially unlimited parity-changes to
one where suddenly they would no longer take place. If, during the transitional period,
notwithstanding the progressive rapprochement of the economies and their institutions
{(including the labour unions), disequilibria should arise, which countries not bound by
the programme of manetary union would correct by means of exchange rate changes, the EC
eountries would have instead to resort to these only to the limited extent allowed by
the "flexibility schedule" originally agreed upon. They would have to complete the
adjustment by using conoomitantly the panoply of instruments that countries on the way

to economic and monetary union must have available,
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To secure a use of those instruments coherent with the oommitment to the schedule
of flexibility, policy harmonisation needs to be upgraded into a discipline far more
effective than it obtains in the looser context of international economio cooperation.
Institutional arrangements for bringing monetary authorities closer together might be
envisaged as a means of fostering harmonisation.

The lack of effectiveness in policyhhanoﬁisa.tion would eventually cause the in-
ternal exchange-rate arrangement tc break down. Policy harmonisation is, however, a
nesessary, not a sufficient condition. The defence of a Community exchange-rate arrange-
ment also requires pooling the reserves in a meaningful way. In other words reserve
pooling, in order to be credible, .should not be reversible and should not be based on
clauses which would reduce the usabiliiy of the reserves by the European Fund for Hono—
tary Cooperation. Usability, and therefore the effesctiveness of the Community pool,
would be reduced by a clause which made support of a currency automatic within the cuota
contributed to the pool by the country issuing it, buti - unavailable begond that quota.
Support of currencies should not be related to the quo‘i.u, but rather to the merits of
sach specific case, and to the appraisal of the Community's overall monetary and
payments situation.

Pooling the reserves in a meaningful way is necessary because it represents the
immediate instrument for pursuing the Community's objectives in the field of exchange-
rate policy. But, of course, reserve-pooling does not have to be total, not even in the
sense that one would have to agree now on a schedule for complete pooling. Moreover,
different methods wuold have to be used for each main category of reserve assets,
Clearly, under the present constellation of esonomic and political circumstances, only
to_gold might a method be applied which would gradually lead to the de facto centrali-
sation of the natic;na.l gold stocks. :

From the opposite side, it might be objected that internal flexibility of exchange-—
rates, even if kept within a few annual percentage points, as laid down in the pre-
established schedule, is not conducive to exchange-market stability, nor %o economic
and finacial integration. But, as concerns the smooth working of the markets, it should
be noted that in.order to adjust parities, in aocordance with the limited flexibility
allowed, no dramatic movements in the rates of exchange would be required. In fact, no
change at all of the exchange-rate might be needed on the announoement of a paritye
ad justment; only the rate's position in the band would shift. Parity changes would not
be larger than the movements in exchange-rates which can take place within the band.
Those movements can take place quickly, and equally quickly reserve themselves, The
faot that in the scheme here proposed changes in one direction would be allowed to ou—
mulate year after year, up to the definite achievement of EMU, would not add to the
disturbances which exchange dealers have to face in their daily routine.

On the other hand, the small parity changes provided for under this scheme would
be sufficient to give parities the medium—tsnﬁ flexibility thét, in the case of econo-
mies which are only semi~integrated, is needed in order to lend oredibility to the
pledge to maintain and defend an exchange-rate arrangement. Entreprenems would thus be
in a position to make assumptions about exchange rate-movements within a range of
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uncertainty and risk that would not cripple the development of Community-wide operations,

The exchange rate arrangement here suggested would not hinder the emergence of a
Buropean monetary systeh, as distinct from the world monetary system. The erosion which
the concept and essence of a truly international currency has undergone in recent years
is one more sign that points to the formation of regional monetary areas. A meaningful
common currency seems now feasible only for use within areas possessing a higher degree

of socio—economic cohesion and political solidarity.

The lack of an international currency implies as a corollary, that inter-area payments
ad justments will have to take place through exchange rate changes. Under an SDR standapnd
large deficit/surplus positions ca.nnotv be allowed to develop lest the SDR itself, and
therefore the soundness of the standard, should come under suspicion. Given the unwil-
lingness of large countries, or groups of countries, to sacrifice domestic policy k
objectives to the external ones, when confilots arise between the former and the latter,

inter-area exchange rate changes are bound to have a primary role in payments adjustments.

A differentiated European monetary area would emerge as a result of the Community
currencies together floating erga extra, while being internally on a limited flexibility
basis. The latter would injeot a needed measure of flexibility into the joint European
float which, in fact , is too rigid for a group of countries that do not comprise yet
an optimum monetary area; such currencies ocan scarcely be expected to behave as if they
were one in substance as yet. Internal flexibility would tend to reduce the gtrains
which are bound to develop in the joint float by a large group of countries that are
only semi-integrated. It would make the arrangement credible; it would help to break out
of the deadlock created in March 1973 when some Community currencies could not join the
rigid common float.

In the light of the foregoing, a joint float erga extra oun limited intra-group
flexibility appears to be a desirable and feasible compromise betwsen the two extreme
positions now obtaining: rigid joint floating on one side and, on the other, free
floating outside any provision whatsoever for Community discipline (except as informally
self~imposed by the countries concerned).

B, Creation and Role of a Common European Currency

1. The rationale for a Common European Currency

The exchange rate-arrangement proposed above would be easier to operate if a
Common European Currency were available and could be used as a common intervention
medium. This would be the most efficient way by which coherence, from the point of
view of exchange-rates might be maintained in a multi-currency area which, for a while,
will need to combine a limited degree of internal flexibility with external floating.

Untill recently the common intervention medium was the dollar. Whereas the dollar
is gradually being phased out of intra-E.(. official transactions, disappointingly small
progress has been made in finding an adequate substitute for it. The reasons for this

are technical, ecdnomic and political.
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2.

From the technical viewpoint, it is important %o note that the rise of the dollar
to the position of an international currenoy was assisted by a formidable banking and
financial infrastructure. If there is an E.C. ourrency which might offer comparable fa~
oilities, there are doubts aas to the readiness of other E.C. countries %0 hold it on a
large enough sosje. In faoct the E.C. currency which is now the lht sought after as a
reserve asset bciongl to a oountry whose money and capital markets are surely inadequaie
to play a oentui role in the Community and whose authorities seem not keen to see such
a role develop.

Eoonomically, the substitution of the dollar by a national R.C. ocurrency would not
quite eliminate the confliots which have arisen under the dollar standard, but rather
transpose them into a Eurepean context. Though less sharply perhaps, senflists would be
bound 30 arise if a ocurrency linked 3o a national economy was asked to fulfil the rSle
of the European currency, as long as member couniry economies are not fully integrated.
It would be unrealistic to assume that a national scurrenoy would be managed in sush a
way as to give priority to the Community's overall needs. If that could be done, it
would also be appropriate to give the issuing central bank a European general Ranagement.
The national ourrency would then be such only in name; in actual fact it would be a true
Community currency. I% is diffioult to see how the country concerned would agres to this
sort of arrangement, whioh would deprive it of autonomy in managing its own currency, an
autonomy its partners would continue to enjoy, if only to a shrinking extent.

Finally, political and prestige considerations make most member countries disincli-
ned to ssoept the rise of one of the existing national currencies to a position of primacy
within the Community.

I% would appear from the foregoing that for a ourrenocy to be suitable for the role
of Community currency, one would have to oreate it ex nova. )

Formulae for the Common Europsan Currency

An important question which needs to be answered, when oreating s Common Buropean
Curreney, is how to relate it to the existing national currencies. There are of course
& number of ways of doing this, as shown by way of illustration in what follows.

One possibility is that the Common European Currency comes inko being as a result
of the upgrading of the Europsan Monetary Unit of Account (ENUA). In fact, the insertion
of the word “"monetary" seems to point to the likelihood of the EMUA being something more
than an accounting notion. The BMUA, which basically repreats the formula of the unit
of account used for the purposes of the C.A.P., is rather restriotive as regards both
the cases of automatic changes and their scope. Being too static, and thereby open to
the risk of losing ocontact with the national currencies, ample room has had to be left
to the Council of Ministers! discretionary decisions. This, in turn, is likely to add
80 much uncertainty concerning the possibility of the BMUA ohanging, or not changing,
that its widespread use espesially in the private seetor might be ruled out.

Furthemore, the EMUA is defined in terms of an asset, gold, concerning which the
Community has a limited say, along with a number of other countries. Recent experience



has shown that gold, its use and price, can altogether break away from the control of
monetary authorities. Therefore, a consensus is now emerging in official circles about
the unsuitability of gold as numéraire in the international monetary system. It is
unfortunate that the RMUA should have been defined in terms of gold {1).

This and other considerations militate in favour of defining the European monetary
medium in terms of monetary assets, such as member countries? currencies, which are ine
ternal to the Community. The Common European Currency would be defined as a bag of cur-—
rencies in which each ourrenocy would carry a weight according io a ohosen parameter,
such as the GNP, the foreign trade, or a combination of both. The formula might be so
oconoeived as to have the Common Europeé.n Currency reflect parity changes of a national
currenoy, in proportion to its weight in the bag. Alternatively, the ocontent of the bag
might be defined in a way that the devaluation (revaluation) of 2 ourrency would neces-
sarily lead, through arbitr‘age operations between the Common European Currency and the
national currencies, in the zbsence of official action, to the upward {downward) adjust
ment of one or more other ourrencies. In the former case, the external valus of the
Common European Currenoy would change automatically; in the latter it would not, since
the change in one currency would be offset by a change of opposite sign in one or more
(other) ocurrencies (2).°

(1) This, however, does not necessarily imply that gold cannot serve any useful purpose
in the construction of the European Monetary Union. Because a large body of opinion
still regards gold as a faotor of monetary disocipline, the imsue of the Common
European Currency might be linked to gold. The link should be fractional and ad justa~
ble in order to avoid building into the mechanism of creation of the European ourw
rency a constraint of the gold-standard type. As the C.E.C. circulation expanded,
the link envisaged here would lead to the de facto centralisation of the national
gold stocks.

(2) In the former case the Common European Currency is defined as follows :

ICEC-QBF,BF+QSL-Qmm+Q”,F‘F+QLLires+ vee

If the value of one of the national currencies changes, the value of the CEC changes
pari passu with the weight of this ocurrency in the bag. In the latter case a
constraint is added to the previous definition. Par values of the national currencies
in terms of CEC's are fixed so that the following equality is always satisfied

T = QppVpe + V5 + UpVan * Uplee + YTyt ooe
where (1) Ve 18 the par value in terms of CEC's of the Belgian franc and similarly

for V, V, =~ etes, and (ii) as a re}sult‘ V";E « the

- 8
.par rates of exchange between the pound sterling and the Belgian franc,
If the S's are fixed any change in one of the V's must be compensated by a change
+ of at least one of the other V's in the opposite direction.
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The former formula implies that changes in the Common Buropean Currency would
equal the weighted average of ohanges in the national ocurrencies: the Common Eurcpean
Currenocy would be as stable, or unstable, as that average. According to wome, thim is
the sort of protection against exchange rate changes which is sought by the market.
Therefore, a Common European Currency so defined would easily spread; it would be
used for a cmity—vido open market policy, as well as for issuing loans on the
European financial market.

Concerning the latter formula, it is felt that foroing devaluations (revaluations)
on some currencies as a result of the revaluations (devaluations) of other currencies
might not be acceptable to monetary authorities. On the other hand, it should be borne
in mind that because intra~EC flxibility of parities would have to be limited and would
shrink over time, no large change might be inflicted on currencies, as a result of the
combined application of this formula and of the flexibility schedule suggested in the
previous Sections. What this formula would lead to is the automatic sharing of the
adjustment of parities between weak and strong currencies. This would be in keeping
with the widely felt need for more symmetry in the process of ad justment.

Finally, it is worth pointing out that becanse the current inflationary outburst
has undermind confidence in most currencies, a guarantee of stabllity in terms of cur-
rencies, and especially one which only afforded the average stability performance of ‘
menber countries'currensies, might not be adequate to make the Common European Currency
as much competitive as needed vis—2-vis the sirongest currencies, and non-currency as-—

sets as well.

There are various ways for securing for the CeE+Cs a better—than-average perfor-
mances One would be to inorease the weight in the bag.of the ourrencies belonging to
member couniries with a low propensity to inflations Thus, the weight of those curren—
cies would exceed that posited by the application of the parameter ohosen, and do so by
the amount needed to make the Common European Currency as hard as necessary. At the
limit, of course, the CeEeCe's exchange rate changes would equal those of the strongest
currency: the former ourrohoy and the latter would tend to assimilate each other. This,
however, is unlikely to be acoepted by member ocountries, on both techniocal and poiitiod
grounds.

An alternative way of securing for the CeEeC. the stability apt to make it attrao~
tive would be link it to a real, rather than nono;tnz-y, parametere In its extreme version,
this formula would link in a 1 : 1 ratio the CeEeCe value and rises in (some) commodity—
price index. In other words, the Common Europcan.burrenoy would appreciate in terms of
member ourrencies as an BeE+C. average price index of goods rose.

It will be argued in what follows, however, that absolute @tabilitu of the CeEsCo
purohaging power is neither fsasible, nor desirable. Instead the aim might be a somevhat
better—than-average performance in terms of currencies and commodity-index formulae.
More specifically, one would start from the weighted average of changes in member
oouniries'ocurrency parities, and then would revalue it by fraction of any increase in
the commodity-price index. The fraction relevant for each given period would be decided
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upon by the Council of Ministers. Thus, the formula for determining parity ad justment

of the Common European Currency would be semi-automatic.

The foregbing discussion does not, of course, do justice to the many issues invole
ved in the choice of one formula, rather than anothers On the other hand, the fact
should not be overlooked that the schedule of flexibil1ty suggested in this report
leaves little scope for changes in national currencies' exchange rates, and therefore
restricts the potential for changes in the Common Buropean Currencys What is essential
is to move from the unit of account concept to the reality of a unit of transations
A mere unit of account would be hard put to compete with the dollar (or an E.C. natio-
nal currency)/ Failing positive steps from the official side, the process of.spontaneous
evolution of the EMUA into a currency proper would be drawn—out, uncertain and liable
to set backse This would be hard reconcile with the urgency which is now felt for
Europe's monetary unification.

The Common European Currency as "monnaie cambiaire"

In order to serve as an intervention currency, the Common European Currency would
not and could not be just an official assete It would need to be held and traded by

market-institutions, thus allowing it to be.used as an intervention currency and, further,

as a transaction currencys These different functions are closely interrelated. In what

follows, they are included in the special notion of a "monnaie cambiaire.

The Community central monetary authorities (including the national central banke
aoting as a Community body) would chart the course of the Common European Currency so
a8 %o secure for the Community as a whole the sort of payments equilibrium with the rest
of the world, consistent with the balance of paymenis aims agreed internationally by,
and for, the Commun1ty 28 a whole. The Furopean Fund for Monetary Cooperation would
intervene on exchange markets in dollars and any other currency, if necessary, in order
to control or influence the Buropean Currency's exchange rate. In turn, the national
central banks, acting individually, would tuy and sell their own currency (solely)
against sales or purchases of C.E.E.

In order to help the new European currency o come into its own, a large demand
for it will need to be created: this, of course, depends on the uses for which it will
be eligible.

A sizeable demand will be generated by the new currency fulfilling the r8le of
intervention med1um° parficipants in the exchange market, both officisl and private,
would need to hold working balances in the C.E.(. Transactions between the Community
institutions and the national governments for the purpose of the Community's budget, of

the common agricultural policy, etcetera, would of course take place in the Common
Eurcpean Currency. It would also be used for payments between Community institutions and

private companies, and other bodies, in member countries.

Furthermore the Common European Currency ought to be used for issues and other

transactions on th; Community capital markete CsE«Ce loans would be issued by large

borrowers. To make such loans attractive %o inveétors a clause of indexation (to the
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cost of living) might be attached 1o them (1) even when such clsuses would not be
allowed for issues in national currencies. The Community financial institutions would
issue C+E«Cs denominated loans, thereby oreating a link between the mechanism of mone~
tary unification and the process of economic growth in the Communitys Also national
governments and local authorities, desirous of tapping the Comunity!é capital market
might be permitted, as unification proceeds, to ‘issue part of their debt in the Common
Buropean Currency. They might also be authorized to issue given amounts of (medium and)
short-term notes in the Common Buropean Currency for which the European Fund offer

redigcount facilities.

The banks partiéipating in the CeEeCe—market would be required, as a regulatory
device, to hold compulsory reserves in.the.Common Furopean Currency, in an appropriate
ratio to their C.E.C. -liabilities. Those banks would, of course, also be expected to
organize a secondary.market for Ce«E.C. denominated assets, as well as to cooperate with

official bodies in order to create adequate clearing facilitiese

Finally, to promote the Common European Currency on its wiy towards being a
transaction currency the Governments might accept the new currency (in a fixed or rising

ratio to their own national currency) for payments of taxes by at least some categories
of itaxpayers, such as affiliates of companies with the head office, or the main centre
of operations, in another member country (or in a third oountry)g

Thus, by replacing the dollar, and more specifiocally its eiro-variant, and by
taking over supplementary functions of a transaction currency, the Common European Cur—
rency would develop in the markets as a monnaie cambiaire. Partioipants in the C.E«C.-—
marked would be the banks, particularly those which now enéage in Buro-currency operations.
They would deal in the Common European Currency with o-e another, with the central banks .
intervening in the markets for steering the exchange rate of their own ourrency, énd with
the European Fund for Monetary Cooperationo Also the participation in the C.E«C.-market
of the large industrial and commercial compa.m.es, whose operations stretoh beyond the

national borders, might be envisaged at an early stage.

A different approach would oconsist in declaring the new European ourrency legal

tender a least for some categories of transactions, defined on the basis of their (multi~

national European) nature, or of their size. But this would meet with resistance from
even those who believe in the need of introducing a European currency at an early stagen
For it is felt that to promote that currenoy through coercion would detract from its
intrinsic desirability. The procedure ought rather be to declare the new ourrency legal
tender, alongside the existing national currencies, after it had proved its intrinsio
desirability to a restricted group of professional large~size uasers and it had subseque —
tly gained acceptability nearly all the way down to wage cerners and retail uhopperl-
After all, in developed countries the bulk of payments is done by bank cheques wherou
only central bank notes (and treasury coins) are legal tender.

The management of the Common European Currency

In this age of unrelentless inflation and monetary disorder, the Common Ruropean
Currency would stand a good chance of becoming acceptable on its own merits, if it could
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be regarded as a relatively stable standard of values A choice will have to be made,

for at least as long as the Common European Currenoy.will not be able itmelf to exert

a decisive influenoe on economic trends in the Community, between absclute stability

and the average instability of member countrie's currencies. Chooaing the former,
however desirable in itself, would very likely put a heavy strain on the new currency.

It would put it on'a course not representative of member countries! currenciess It

might hamper its diffusion in so far as debtors would be unwilling to express their debts
in a too rigid standard of valuee The interests of creditors, on the other hand, would

" 1dsin the opposite direotions This conflict would hinder the smooth working of capital
markets in the Community. -

The confliot would be more serious if a gap between the stability performance
of the Common Furopean Currency and a weak national currency formed, which would make
the latter suspect for devaluation against the C.E.Ce The demand for the Common European
Currency might obtain a level which would make it possible to maintain the internal
limited flexibility~schedules All this would reduce the chances that the Common European
Currency might eventuslly pla.y an effective r8le in the evolution of new monetary arran—~
gements in the Communitye If, instead of adopting a formula for absolute stability for
ever, it was aimed at a measure of stability clearly above the member currencies?® average
stability, as outlined in subsection 2, the effectiveness of the Common European Currenpcy
in fostering a better monetary performance all round would be much enhanced.

The stability performance of the European ourrenoy cannot be but the reflection
largely of ihe combined performance of the national currencies, unless one were ready
to break the proposed pattern of internal limited flexibility and joint floating erga
sxtra. In that case, however, an importé,nt element of strength of the European currency
would.be lost, for ;che strict delimitation and shrinking size of the exchange risk are
likely to make the Common European Currency more desirable than competing external cur—
rencies, which may bear for Community residents a potentially unlimited exchange risk.

The pattern here suggested, with regard to a more stable currenocy value and intér—
nal exchange rate flexibility, seems also the most suitable to secure the sort of evo-
lution one would like to see in the relationship between the new European currency and
the national currencies. During the transitional period a smooth procese of unification

should avoid sudden erup;tions of ourrency speculation out of, and possibly back into,

a Community ourrency, as well as massive shifts into the Common Buropean Currency.

Shifts into the latter would increase the amount of it which would be in circulation

but ought to reduce pro tanto that of the national currency sold. Since such shifts would
not reduce the overall liquidity of the economy concerned, thé central bank issuing the
ourrency exchenged for the Common European Currency would not be allowed to try to offset
such shifts by means of further issues. Rather, it would have to increase the demand of
its own currenoy for instance by raising interest rates on deposits, and other money and

financial olaims, in that currency.

The scheme here proposed would be likely to prevent both these inconveniences from
happening, although countries would have to sacrifice to some degree their autonomy in
interest rate policy, which is bound to happen in any case if progress is to be made
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towards unifications But under s revised adjustable peg system, large waves of spesula—
tion would form as f;srity "jumps" became more and more likelys In that omse, it would

be true that the existence of the Common Eurcpean Currency al&nglido the national cur=
rencies (and their interconvertibility) would make a difference from the viewpoint of -
ourrency -pecul’s__kgion, for it would be likely to give this latter a new field of opentivn?

Clearly however, the technical suitability of the exchange rete sei-up is not
" sufficient condition for avoiding inter—currency "flights" and the need for large sup~-
pert of the "suspected" carrencies. Effective polioy harmonisation is needed, and this
6an only be attained if a oonaensus- is reached concerning the unemployment—infiation
trade—off at which the Community as a whole would aim. The chances that harmonisation
would be accepted, would of ocourse increase if the Coﬁnunity colleotively could make a
positive contribution to improving that trade—off.

4s to free intra-group floating, which as it has been sesn on several grounds is
irreconciliable with the process of unification, it would also be unacceptable insofar
ag it would lead to the sudden dereliotion of the fast depreciating ourrencies, and
their substitution by the Common Buropean Cumney- The latter would have to be la.nngod
80 a8 %o keep in close touch with the fastest a.pprooiating currencies, lest it be sup~
"planted by theme An evolution of this type would hardly be acoceptable, espeoially it .
would mean that.vonly some of the national currencies would prematurely disappear from
the Community's monetary scene.

These, of course, are thé very reasons why it is likely that the Common BEuropean
Currency being in circulation mide by side with the national currencies, would exert a
powerful disciplinary influence. But discipline cannot work satisfactorily and it is
bound  to be "contested", if it is achieved through the threat of drastie changes in the
pre—existing mix of Community and national elomontl? )

In principle, it seems safe to assume that thé more gradually the use of the Com—
mon European Currenoy will spread, the more acceptable the process of ultimate replace—
ment of the national currencies will be.

The speed at which the Common Eurépean Gurrency may be allowed to spread needs
also to be controlled because its unregulated use by the private seotor would lead, as
in the case of the Eurodollar, to an excess creation of liquiditye Since the need for
Buropean monetary unifioation has been more strongly felt in ordext to regain from U.S,
banks and Buro-banks control over domestio monetary conditions, it follows that the. .
process of creation of the Common European Currency must be fimly in the hands of
Europe's monetary authorities.

Those authorities would concur in defining and implementing a harmonised European
monedary polioy especially with regard to money supply, which however would not imply
that rates of increase would be equated for all member ommtriu- One might start by
agreeing, in special ciroumstances, on a Community band within vh:l.oh rates of inorease
in national money supply would have to be kepts In implementing such a European monetary
policy the creation of the Common European Mnoy and national money creation by the
central banks of member countries would have to be sc regulated as to meet the liquidity



needs of the Community as a whole, as well as of its large economic regions, without
adding to inflationary pressures. Clearly it would not help the CeE.C. to come into its
own, if it could be construed as.one more engine of inflatione One of.%he conditions
neceasary to prevent this is to time and regulate the process.bf oreation of the C.E.C.
so that the latter might grow in importance pari passu with the merging of the natiomal
central banking systems into a Community ones

As 1o the oontrol of C+E«C. creation by the private sector, regulations might be
of a quantitative and/ or qualitative nature. Without going into too much detail about
the different instruments to be applied, it.should be stressed that compulsory reserves
would be required against C.E.C. liabilities. These would be higher or lower than reser—
ve ratios on liabilities in.national currenoiﬁs, as might be needed in each specific
situation. Also the use of the Common European Currency might be restricted to specified
categories of (intra~European) transactions.

The rate at with the Common European Currency would spread (to larger categories
of users) might also be regulated by allowing its use only for deals exceeding a given
(minimum) amount. In faot, the Common European Currency might first be introduced in
the private sector under the form of large—~denomination C«E«.C. certificates, in which
banks and ireasurers of big European companies would deale Just as within countries
some forms of money are legal tender only for payments up.-to a given amount, so the
Common European Currency would be usable for transactions above a minimum amounte

Administrative oonirols, which would restriot the interconvertibility of the
Common European Currency and the national ourrencies, should instead be kept at a
minjoum — and even that should be quickly discarded. Controls, exchange or other,
whioh discriminate according to the residence of borrower or lender, or according to
the location of the investment, hamper the process of integration of the economies
during the transitional period, just when that process ought to be progressing. And
they do so much more than slowly—movirig currency prices especially if these ma]ge possible
the maintenance of unrestrioted convertibility.

Unrestricted oonvertibility of the Common European Currency should be aimed at,
if it is to play the role of a common currenocy, and if it is to integrate in depth
national money and capital markets, reaching intra~marginal lenders and borrowerse
Those markets have worked so far as communieating markets rather than fully integiated
oness They are at present threatened with the closure of the points of communication as
a resﬂt of the deteriorating usability of the doilary '

It is an essential feature of the proposals madé in this report that there should
be little use, if any, for intra-E.C. administrative controls in coping with payments
disequilibria. In fact, as with monetary union, old-style balance-of-payments problems
will be superseded by regional development problems as codetermined by regional disequi-
libria in the availability of financial resources,.and the aim should be ‘an allocation of
those resources, both short and long term, consistent with the indications of a European
policy of balanced growthe That aim cannct be achieved in markets whioh are moving
towards integration, by means of national administrative controls which discriminate as
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between E«C. residents. A Community monetary and financial system is needed, whioh
ought to be.able to correct the possible inconsistencies in respeot of an "optimal"
policy of growth for the Community as a whole, that might arise in the allooation of
funds, within a context of full freedom of circulation through the national markets.

The proposed Common European Currency might be built as an essential part of that
system. As such, its usefulness would continue also once conditions were ripe for defi-
nitely.locking fogether inira-European exchange rates and thus merging national our-
renoies.

III. Eoconomic and social policies for monetary unification and economio integration

In oonsidering the economic aspects of economioc and monetary union, two approaches are
'posslble. The first is a narrow interpretation of the parallelism discussed at the beginning
of this report, 80 that only those non-monetary policies are proposed which must accompany
monetary unification. But the potential gain, in growth and stability of member—state real
national products, and in the development of Community identity and solidarity, from further
co—ordinated economic and social policies, is very great indeed. Thus, over and ahove the mi-
nimal rate of economic integration as monetary unification pMBIOI, vast soope is offered
by many further economic and soccial policies.

The minimal rate of advance oonsists in the development of those common policies which
are inescapable if intra-Community exchange rates are moving towards being looked- Some po-
licies are clearly in this category as we have seen, e.g+ means of dealing with ruultant
short-run and structural imbalance in regions.and induatriesg Other poliocies, though highly
desirable in themselves are not, e+g+ environmental policiet . The 1ine is not always easy to
drawe It should certainly be drawn.on the liberal side, booaﬁie advance in economic union has
its own gignificancei and parallelism must not be seen only as an in-filling of orevices
wrought by monetary union; it has a great positive role to play, probably more than developmenta
in the monetary field.

A+ Stabilisation policy

1. Three levels of Stabilisation Policy

There are various levels at which the attempt to achieve a steady rate of growth of
GeNePs with price stability and full employment under a balance of payment constraint has to
be made: the Community oyole as a whole, member-state divergencies from that cycle, and regio-
nal divergencies from member—state norms.

The manifestation of the problem varies in each oase, sometimes inflat isn rates, some—
times unemployment rates, sometimes outdated infrastruoture or defioient publio services. The
cause of the problem varies similarly, from short—term demand deficiency to iong—run decline
of industries due to secular falls in world demand or inefficiency arising from cost increases
outstripping productivity improvements.
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1% is customary accordingly to divide conjunctural from structural policye. This is
legitimate, and is largely followed in this part of the report, insofar as the analysis of
the problem im concerned. But it may not be valid from the point of view of the instruments
of policye If different instruments can be assigned to conjunctural and structural policy,
the distinetion can be maintained, but it becomes confusing if instruments, e.ge fiscal po-
liey, need to be considered in a consolidated way in dealing with both types of.problem,
conjunctural and structurale Since there is need, especially from the fiscal point of view,
for & oomprehensive approach, this is why the 3322& levels of stabilisation policy are dealt
with in this section, even though regional policy is examined further in the next sectione

The changing balance of importance of the three levels of conjunctural policy is a
matter of debate. The question whether the Community oycle is becoming more firmly established,
and member~gtate divergencies less significant, has already been discussed. However far this
‘has developed at present, no doubt EMU will accentuate this transmission of inflation and
depression between member—states. On the other hand, regional divergencies (from Community or
member-state norms) may be accentuated by MU, as it is developing now, as has been mentioned

egrlier in the report.

Of course, this development of the conjunctural problem upward and downward, away from
the level of the member-state economy, conceals a difference in type of the problem: the
Community cyclical problem is shori~term and is dominated by prices, the regional imbalance
is longer—term and dominated by employment, and the distinction between conjunctural and
struotural is valid. There is also a difference as to instruments appropriate and available.
Monetary instruments, including parity changes (vis-a~vis outside countries), money supply .
and interest rate policy, remain available to the Community as EMU progresses. There are

right instruments for the right problem — influencing the Community cycle.

Thus, monetary unification does provide the instruments to the Community which are neces=
sary to Aeal with the development it brings about: the consolidation of a common cycle among
member-states. Their use has already been covered adequately in the preceding monetary discus~

sion.

2. Fiscal Insiruments for Intra~Community Stabilisation Policy

What has not been discussed so much are the major vroblems of member-state stabilisation,
and dealing with the possibly accentuated problem of regional disparities. Though limited
availabllity of monetary instruments will remain during the transitional veriod, the emphasis
must shift to budgetary instruments o deal with these ~spects of stabilisation poliecy, and

this is why these two aspects of policy need to be looked at together.

Short and medium-term changes on the expenditure side (of Community or member-state)

budgets are of limited significance, as always, in view of formal commitments to programmes.,

In the case of the Community budget, some flexibility may be available if a form of
Community employment benefit scheme is founded, but most other elements of the budget, will
not be easily adjustable for stabilisation purposes. Member—state budgets are going to be
difficult to control. There is, at present, revorting of budget deficit positions by memebre—
states three times a year, some supervision of these and of their financing must be allowed
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to develop. But the weisht is on the fiscal side, and unfortunately this runs counter to some
plans for the harmonisation (meaning alignment of structures and rates) of taxes, argued on
the grounds of removing distortions to trade and factor movemen®ts. In particular, the very
tax most subject to alignment pressures, the V.A.Ts is in the very category of general sales

taxes commonly used for short—run stabilisation purposese.

Earnest consideration has to be given to this problem. Even if the removal of tax
distortion to trade and production by uniformisation of faxation increases total real income,
the gain is much reduced if this worsens the distribution of wealth around the Community, and

neutralises the tools to correct the imbalance.

In the medium term, therefore, the Community would obtain comparatively strong monetary

instruments, as part of monetary unification, whilst its direct budgetary instruments will
remain small; for the member—states, conducting (with a degree of Community supervision) na-
' tional and regional stabilisation policy, monetary instruments will be weak, but as compensa~
tion, fiscal flexibility, including V.A.T. rates, should be allowed to develop. As the extreme
and economically more relevant version of this proposal one could envisage the institution of
regional differentials (where the divergence from Community norms of income and employment

may be greatest) in V.A.T. or other taxes.

3. Prices and Incomes Policy for intra-Community Stabilisation Policy

Within several member—states, use of the law and consultation to control prices and

money incomes has become as important as fiscal policy.

Co~ordination of national incomes policies in a Community programme is a medium~term
aim (*), but voses problems which have hardly begun to be tackled. At the very least the
introduction of a permanent and efficient dialogue between *ne public authorities and the
social partners (unions and firms) at the European level is necessary. In order to be éom-
prehensive enough it should incorporate the global and structural policy of public authorities

and boil down to coherent decisions on the development of average wage and price increases.

The basic issue lies between the economic requirement of different real income levels
(in a given sector) in different parts of the Community to accord with differences in produc—
tivity levels, and the social objective of greater equalisation of standards of living in all
regions. Joint incomes policies agreed with, possibly Europeanised, trade unions, are likely
to tend towards the social objective, and hence worsen the disequilibria between regions of
unequal productivity. The social objective may naturally take precedence, and the economic

requirement be met rather by tax and social security adjustments for the weaker regions.

(*) 0f. the chapter "Incomes policy" in the Second Medium Term Economic Policy Programme
and the paragraphs 102 and 133 concerning the "Dialogue with the Social partners" of the
Thisd Medium Term Tconomic Policy Programme, adopted by the Counoil respectively in 1969
and 1971 (Official Journal L 129 of 10 May 1969 and L 49 of I March 1971).
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This brief disoussion emphasises the need for simultaneous and coordinated action %o
achieve balanced growth, with minimised inflation and relatively full employment, in all
parts of the Commnity - aotion in the fields of taxation, public expenditure, social secu~
rity and prices and incomes policies.

B. Regional and Employment Polioy

The Commission has recently ismsued a report and has submitted several proposals to the
Council in the field of regional policy (%) The Community's effort itself is to be implemented
through a Regional Development Fund (**) whilst a Regional Development Committes will make
surveys of and begin to harmonise Member State! regional policies. Assistance from the Fund
will be decided on a case-by~case basis for larger schemes (**#] and in the aggregate for
snaller ones. The Commission has proposed inoluding a sum of 500 mn UsAe in the Community
- budget for 1974. Sums in the area of 750 mn U.A. for 1975 and 1,000 mn Usde for 1976 will be
required. As regards the mode of alloocation this will depend on the expansion of production
rather than use welfare payments.

1. Meaning and Definition of the Regional Problem

The regional problem itself is ambiguous and fluid. Indeed, some economists would want
either to abandon the concept, subsuming the problems under labour market and instrial polioy}
other would re-cast it as location polioy, with the income distribution content removed to
other policies,

Since oriteria for the distribution of regional funds depend on the determination of a
region in need of aid, criteria likewise are difficult to pin down. The asctual situation
which polioy has to influence is already fast-changing, and is likely to be inoreasingly so.
Analytiocally, the regioné,l problem is caused by the disparity in trends of factor a.nd produo=
tivity rates, so that "highly" paid labour can no longer be employed by areas or industries
with lagging produotivity levels. The problem posed by EMU is that it is likely to lead to a
faster oonvergence of factor price lovels (on the capital side, by ocapital market integrationj
on the labour side, by Community wage~bargaining and wage-smulation) than it is of producti~
vity trends. It is uncertain whether or not productivity levels will converge: geographical
polarisation theories are opposed by systems lessening dependence on proximity to markets,
naw products lessening dependenoce on natural resources, sic.

But this is still to ses the "regional problem" in traditional termsm. We might be on
the threshold of a new concept of the "regional problem" (indeed envisaged in the Commimsion's
latest report) characterised by congestion andinfra~struoture run-down and decay. And this

(*) Reference to COM(T73) 550 final, 3 May 73 — CM(73) 1170 final, 25 July 1973 -
caM(73) 1171 final, 25 July 73 = COM(73) 1218 final, 25 July 73 - ca(73) 1751,
10 October 73.

(**) An Employment Fund is also being established and will have a connection with regional
polioy.

(*%*) Industrial and service investments of an amount of 10 mn U.A. or more, and infrastruo-
ture investments of an amount of 20 mn U.A. or more.
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progress might also be acoelerated by the industrial and social changes of BNU.

Furthermore it should be recognized that the problem of regional and structural imba-
lances has iis particular politiocal and social impact. The member states of the European
Community have a much more intensive national life than the members of the existing federal
states, e.g. the United States or Australia have. They are oountriu.whioh feel their natio-
nal identity sirongly and are less able to tolerate economic disparities between one another
than they are within the nation states.

JThus, it is going to be exoeedingly diffiocult to define the regional problem in future
years. And this presents another issue: as the regional problea become more heterodox, each
member—state (or region) can make a claim for itself.

In these oircumstances, a list of Community oriteria is going to be difficult to define,
Probably, they should be very few and very simple, perhaps put inly in terms of inoome and
" unemployment levels (*). Once multiple criteria are let in, the situation oould become
unmanageable. The situation to be avoided is the possibility of states and regions able to
proposs schemes and criteria which net out to their own benefit; Community regional and
employment policy would then tend to become ineffective and confusing.

2. Community Regional Policy and Member-State Regional Polioy

It has been stated, in connection with the Commimsion's report and its subsequent pro-
posé.ls that the Regional Fund will supplement rather than partly replace member—state
regional spending.

This seems an undesirable situation, to be avoided if at all possible. The reasons are
two~folds Firstly, whilst the Regional Commiitee is to co—ordirate member-state regional aid,
it will have much more diffioculty in applying uniform oriteria, than in the case of direct
Commmity aid. Secondly, it is difficult to see how substantial finance can becone nva;ihble
for the Regional Fund without a transfer of pesources from member—state budgets. This does
include use of loan finance through the European Investment Bank or other means. If possible
this should not exclude the possibility to add to the amounts envisaged by supplementary
measures. This will be taken up again in discussing the Community budget.

3. Mode of Community Regional Policy

Earlier, it was suggested that sharp, simple oriteria should determine a region
qualifying for aid. This appears to be in some conflict with the forceful idea that each
region in need will have a particular identity and special problems, so that an assortment
of aid methods might have maximum effectiveness. However, there need not be conflict; thers
is a two-stage process. A qualifying region is determined on income and employment grounds.

(*) The Commimsion has proposed using the defioit in the migration of labour force as an
additional oriteria. Cf. COM(73) 1751, 10 October 1973.
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When qualified, its “"programme support" is decided in the field according o its special needs,
and oonsists of a special set of grants-loans to new/ existing industries, retraining grants/
income support for a.ll/salected workpeople, and finance for particular public goods and
services,

So far, the mode of operation of the Community Regional Fund has pre-supposed its
impact Yo be on the expenditure side, with finance raised by some unspecified means. But,
of course, those means themselves can be an instrument of regional polioy. The simplest
method would be a tax with regional 'dif‘ferentia.ls, such as the V.A.T., or regionally diffe-
rentiated payroll tax, or corporation tax. All sorts of problems are raised by such a
suggestion. In the case of the V.AsTs, it requires origin principle taxation and re-introduces
fisoal frontiers, this time between regions. To use the corporation tax involves great diffie
culties over determination of where corporate profits arise, and of control. Nevertheless,
the method of regionally-differentiated taxation, helps deal with the regional problem whilst
also providing finance for additional action on the expenditure side.

C. Socoial Policy (*)

1. The Sogial Fund Approach

The original conoepiion of the Social Fund was to deal with unemployment resulting from
the the reorganisation of the oustoms union. The problem was conceived as a minor one -~ most
reallocation would take place by autonomous changes by workers of location or job. Consequently,
the size and soope of the Social Fund has always been very small.

It must become more important in the future. On the one hand, the Community must be
expected to play a role in unemployment benefit schemes that it did not play before, and on
the other, the unemployment problem might become more extensive. The problem of unemployment
and redemployment was already a major concern when the oustoms union was launched; with the
advent of EMU, the labour consequences of the resultant industrial re-organisation might well

attain a new socale,

In dealing with this problem alone questions arise as to the required size of an enlarged
Social Fund and its mode of use, It is estimated that the current annual rate of redundancy
in the Nine is 3,750,000+ If the outlays per head of redundant worker of the EGSN of 2.000 UlAs
were applied in the Community, the implied size of the Social Fund would be impossibly large.
It can be reduced by aiding only some of those made redundant, and by restricting the range
of assistance given. It is generally agreed that the Community should concentrate on support
for retraining, so as to give its programme a positive look. Even so, a Social Fund, envisaged
but yet to be achieved, of 358 mn UsA, for 1973 (1974: 471 mn UeA.), looks very small against
ECSC standards. Greater enlargement than this appears a minimum accompaniment of B.MeUa,
unless the burden of labour adjustment is going to be taken on regional and industrial policies.

(*) Note that "social union" was included as an element in the second stage of economic and
monetary union in the Paris Summit communiqué — Reference to "Guidelines for a Social
Action Programme " COM(73) 520, April 1973 also.
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Whether the Social Pund is expanded to give the Community a fuller role in employment
policy, or because the employment consequences of EMU are likely to require it, clearly there
is no justification for its finance by a system of juste retour; thosme areas with the highest
incidence of consequential restrusturing need to receive most, pay least, the main contributors
being those areas on the fortunate end of the benefits of EMU,

2, Alignment of Social Seocurity Systems

Another great aspect of social policy lies in the possible alignment of the social
seourity systems of the member—gtates. This does not neoessarily have direot oconsequences
for the Community budget, but has major implications for member-state budgetis.

Whether alignment is desirable or not can be dealt with from an economic or social
viewpoint. From the economic side, it is necessary to look at social seourity contributions
by employers and by employees separately. The payment by employers is sometimes argued to be
a quasi-wage. The question arises: do differences in net payments by employers and net
receipts by employees in member-states interfere with the mobility and loscation of capital
and enterprise on the one hand, and labour on the other? The answer is probably "yes" for
ocapital, but is much more dubious for labowr, as such a oomplex of socio-economic factors
affects labour movement. The establishment of a Common Market with unimpeded faotor flows
therefore demands long-run alignment of employerd payments to soocial seourity. And since the.
slice of social seourity that is financed through the budget of the member-state is variable
and modifies the amount directly paid by firms, it is diffioult to see how differences in the
division of social security finance between state and the private sector can remain, except
in a sense to be mentioned later. Whilst economic arguments support the alignment of member-
state budgetary participation in social security, and of employers contributions, it is rather
social forces which will, in the long run, demand alignmen. of benefits (and hence of the
final residual items in the social security accounts of employee contributions). As sooial
and cultural integration proceeds, there will be inoreasing emulation effeoctsj people with
an inferior gocial service will view the best standard of provision in the Community with
envy. Each state, as now, will be a shining example in one aspect — unemployment benefits,
family allowances, pensions etce. — and form a goal for others. This "levelling-up" process
is part of social innovation to be discussed latersj it must be good and desirable, only the
cost is daunting. '

«

The sums involved are staggering. For example, the total cost of unemployment payments
throughout the Community if provided at a uniform standard would vaxry from 960 mn U.A. at the
lowest (Ttalian) standard, through 2,880 mn U.A. at an intermediate level (U.K.) %o 9,480 mn
UsAe at the best level (Germany). Similar results are obtained from "levelling-up" other
social servioes.

Of oourse, alignment and the establishment of Community standards of provision may or
may not involve direct administration by the Community — member-states oould be left to
finance and administer the uniformised schemes. The key difference is that operation by the
Community would tend to involve a redistributive element (assuming that the Community budget
were not deliberately finanoced to ensure juste retour), with those with currently poorer
gtandards of provision being the gainers.



It remains disputable, of course, whether all parts of the social security system
should be subject to the alignment process, even in the very long run, when some aspects
are very culturally identified with particular member—states — should not member-states
always be able to provide more health, more education, if willing to self-finance it?

It is true that this is in confliot with social integration in the Community, but it has
often been asserted that the ultimate size of a nation's "welfare" budget (financed by non-
harmenised taxes) would remain discretionary,

Whilst some parts of what is normally regarded as social security has little relevance
to BMU, an issue which is not much discussed in European social policy, namely housing policy,
is ﬁiéhly relevant both to efficiency (of the labour market) and equity. Attention should be
given to the harmonisation of some aspects of member-state housing policy.

*3s Sooial Innovation

This is the widest, and in many ways, the most fascinating view, of what Community
social policy should aim to do. It includes what might strictly be termed "social", and
what is rather "environmental":

Social "in-work" policies, e.g. providing training and creating jobs for
minority and disadvantaged groups such as youth, women, immigrants,
coloured people; improving and changingconditions of work partioularly
in the factory; fostering effective worker participationj etc.

Environmental* "outside~of-work" policies, e.gs adult education; leisure and cultural
facilities; community centresj urban and rural protectioni etc.

A strong case exists for such an interpretation of the goals of Community social policy.
It assoociates the Community with the best of modern democratic thinking, and has its impact
among those where the Community at present inspires adverse or zero feeling. It could disas~
sociate the Community from "old" policies, such as some forms of regional policy, which have

not been congpicuously suocessful when practiced by member-states.

Unfortunately, as the appeal of these policies magnify, so does the cost. It is difficult
to see how these oould be financed directly by the Community, though perhaps the Community
could urge implementation of some of them by member states, though the specific Community
initiatives might not then be so clear to the people. If the Community were to implement some
of them, it would probably have to be at the expense of more orthodox spending policies. It
really is a crucial question whether the Community is going to duplicate member—state policies,
or sirike new ground in the socio-economic field.

* There are obvious connections with regional policy, but these policies are within the
soope of the social policy document of the Gommission referred to.
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D. Industrial Policy
1. Minimal Community Programme

There is a well-recognized list of policy heads comprising Community aimz in industrial
polioy. These are (i) removing technical barriers o trade (ii) open tendering for publioc
contracts and the development of Community procuremerit processes by Community publioc bodies
in certain mectors (iii) writing of a European company code and harmonisation of national
company law (iv) promotion of mergers and other Community assistance to small and medium—
sized firms and projects (v) special aid to sectors on account of the need for reconsiruction,
bigh R & D oosts, need for vasi capital investment, etc. (vi) development of Community anti-
trust policy and ite co—ordination with member— state monopoly poliocies.

From this rather immense and costly programme the problem is to select those poliocies
which are the most essential accompaniments of EMU, or which are fairly sasy in terms of coste.

Work on removing techniuvsl barriers to trade, which includes harmonising standards,
patents, weights and measures, etc. involves little financial cost, and ocertainly should be
at an advanced stage of trade is being carried on in terms of a single European currency.

Open public procurement, involving goods, services and finance, fall partly under
market integration, which sconomic union encompasses. Its acnievement is mainly a matter
of overcoming national protection, and should get ahead in the T0s though the establishment
of Comvunity public corporation seems farther off.

2. Longer-run Programmes

The next three elements of industrial policy all invelve actual industrial re-structuring,
usually into a larger, tiransnational scale.

It is difficult to distinguish that which is a necessary accompaniment $o E.M.U., sinoce,
more than in the case of the removal of tariffs (whioh gave & lead on those industries to be
most affected), it is very hard to forsee which industries will be most affected by the
progress of E.M.U.

In general, it will be those with a strong geographiocal bias in certain parts of the
Community, but assistance to these is a matter of regional policy.

It does seem thé.t, at least in the second stage, industrial policy will have to be confi-
ned to the non-budgetary measures discussed above, plus that part of regional policy which has
the aim of modernisation of industry,

For a long time, there may be a pressure for industrial policy, in its budgetary aspect,
to be one of assisting lame-ducks, rather than having the more positive role of finanocing
large semi~public projects of Buropean interest, a pressure to be strongly resisted. Of oourse,
in the main, trans-Community projects will develop anyway as private ventures, and some might
argue that vast public funds should never be so used. When they are, such a project might have
special provision, rather than depend on inclusion in the Community budget.
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E. The Community Budget
1. Consultative and Regulatory Policies versus Budgetary Policies

A number of the poliocies dimoussed do not involve budgetary finance, but consultative
prooedures, and the establishment of Community law and regulation. These policies include,
for example, consultation about, and co-ordination of, member-state budget deficits, regional
aid erforts, company law, stock exchange regulations, competition policy. In the main, they
do not involve oonflict with each other, or face financing obstacles, and hence should be
pushed ghead with, in a compartmentalised way, as fast as possible.

Many other policies, and often the most orucial, need financial resources, a great
obstacle to their development, and are in conflioct one with another, for that very reason.

A very giod way of confronting the limitation of financial resources and the decisions
"required between the policies discussed is to consider the development of the Community budget
in the second stage (to 1976) and in the stage beyond (say, to 1980).

2+ Projection of Communit: et enditure 1976 and 1980
The commencement point is a budget in 1973 of 0.57% of Community G.N.P. (4,400 mn U.A.)#

Expenditures 1976 and 1980
(at 1973 prices)

1976 1980-1low 1980-high
U.A‘ c.G.N.P. . U.A. c.G.‘N.P. U.A. c.G.N'P.
o % on % nn %
CeAsPe atce 5,262 0Q6 6,156 0.6 6'156 0.6
Sooial Fund )
Regional Fund ( 3,508 0.4 14,364% 1.4% 24,624%  2.4%
Bmployment Fund) -
Total 8,770 1.0 20,520 2.0 30,780 3.0
* Industrial Policy included

We based our projection to 1976 (the seocond year of resources propres for the Six)s
on the Commission's recent estimate** of the total size of the budget of 1.0% Community
GeN.P. (whioh target has not as yet been agreed by member-states) and by assuming a growth
in C.A.Pe & little above proportional-to-G.N.P. growth (C.A.P. expenditure represents 0.46%
CaG.NoPe in 1973). '

# Figure revised recently to 5,420 mn U.A. ~ An increase t0 6,080 mn UsA. has been proposed
for 1974.

*% In genersl the acceding countries will fully participate in the system from January lst 1978.
#%¥References to Commission's communication to Council on EMU, April 1973.
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In considering the balance between the non-C.A.P. expenditures, the Commission dooument
declares that regional and employment policies must take priority in the second stage. '

The two problems which present themselves are these;(i) the smsll soale of rescurces
available for non-agrioultural policies, and (ii) the method of working toward largely similar
purpose through three administ{ratively separate funds. :

When we come to 1980, we might postulate that the Community Budget will have continued
to grow at the same rate as during 1973-1976, or at an increased rate as transitional pro=
blems of enlargement are over and Community identity is more established.

Simple alternatives for 1980 are presented in the foregoing table by budgets totalling
2.0% Community G.N.P. (the low alternative), and 4.0% Community G.N.P. (high). There is no
indication at present as to the likely or desired division of the "balance" (after
CeAoP.) over the various policies listed.

This is a rather unsatisfactory way, using mere projection, of establishing targets for
the size of budget in the future. More satisfactory would be the appro#oh of "costing" the
various goals in regional, social and industrial policy. But here the problem is that cost »
of these many intentions and hopes would yield a very much greater figure, which will appear
unrealistic when the finanocing side is considered., This orucial problem of the "gap" between
policy aims in the many fields, and the apparent budgetary limitations, is one which we draw

special attention to in our oconclusions.

3. Pinanocing the Community Budget

Required finance for the above budgeis is fairly easy to eatimate in broad terms.Revenue
from the two agreed sources of C.E.T. and agricultural levies sum to 0.52% Community Ge.N.P.
in 1973 (net, i.e. 90% of member—state actual receipts). It is not possible to forecast the
trend of this % in view of structural changes to be expected during 1973 - 80, e.g. changes
in world food prices, in the C.A.P. itself, complekion of new trade pacts with third party
oountries, etc..In general, it might be assumed that these two souroos,of‘ finance wili not
be very dynamic, and so they will only grow in proportions to C.G.N.P. Then, they will provide
for (say) a budget of 0.5% C.G.N.P. throughout the period. Consequently, the "extra" finance
which has to be found for our 1976 and 1980 budgets is as followsé

1976 an extra 0.5% CeGeN.P.,
1980 (low) an extra 1.5% C.G.N.P.,
1980(high) an extra 2.5% C.G.N.P.

This "extra" finance can be raised from one (or more) of several sources:

(1) VeAlT.,

(11) corporation tax,

(iii) seignorage on a European currency issue,
(4v) short - and medium-term borrowing,

(v) direct contribution by member-states,
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The requirements in terms of V.A.T. are easily oalculated in broad terms. It is almost
true that, with harmonised taxes along the lines of Community Directives and Commission plans,
8 140% VeAJTe rate in the Community at large ylelds 0.5% of the Community G.N.P. From this
faotor, the Community V.A.T. rate required to entirely finance the "extra'" margin in all our
budgets is simply deduced: *

VeAeTs required, in addition
- to C.E.T. and Levies

1976 1e0% VehoTs
1980 (low) 3,07 VehoTe
1980 (high) 540% VeAeTe

If we consider finance by the corporation tax, a useful factor is that corporation tax
yield in the Community is approximately equal to a 3425% VeA.T. Its potential as a source of
finance can immediately be seen by reference to the VeAeTe requirement to finance our Commu~
nity budgets - it would completely finance the "extra" required for the 1980 (low) budget.
Of course, it is very dubious that the whole of current corporation tax proceeds could ba
utilised in this way. Modified proposals consist of the payment of a company corporation
tax by companies incorporated under the new Community company code. Its yield, by 1980, would
of course only be some proportion of the above, dependent on the progress of the development
of Community company law.

Turning to non-fiscal means of financing the Community budget, both methods mentioned
involve the progress of monetary union and the development of the European currency.

The annual revenue that could be expected from seignorage (or right-of-issue) can be
caloulated as follows.** If the Buropean currency became 10% of the European money sypply,
and inflation and the real rate of growth are each assumed to be at 5¢0% per annum, there is
a revenue yield to the Community budget of 0.4% of CeG.N.P. annually, as a result of the
growth of Community money income. This could cover approximately one-sixth of the 1980
balances,

However, the use of this means of financing the tudget is a much disputed one.
Historioally, the method has always been used in part and in greatly varying degree in the
finance of budget expenditures by European nation-states. But the transfer of such powers
to the Community would, now, give rise to acute political controversy.

* A uniform Community V.A.T. rate system, for financing purposes, can be combined with
a flexible member-state rate, for stabilisation purposes, as proposed earlier.

** If M is the total Community money supply and V (assumed value 2.5) is the ratio of total
Community income to M, then M V = Community Income
A M{V)= (0,05 + 0,05) Community Income
With a fraction of 104 of the CeE.C. in the Buropean money supply the revenue potential
of the C.E.C. as a fraction of Community income is

0,1 AM = 0,1 (0,05 + 0,05) = 0,04
Community Income 2,5
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In addition, from the economic viewpoint, the method may be inflationary (depending
on numercus oonditions such as the degree of replacement of seignorage earnings to American
citizens through the operation of the Euro—dollar market) and insofar as it were so, the
method would be in confliot with the anti-inflation policies with which the Community is
currently much concerned.

The method of financing a Community budget tu;rcvenue deficit by short- or medium-term
loans, does not essentially depend on the existence of C.E.C. {since issues could be floated
by agreement with member-states in national currencies) but rather obviously ties in as a
Jjoint development in monetary union. The {erm~structure of such loans gives rise to complex
economic and monetary effects, and requires co-ordination with member-siate debt policies.

The final method of finance that is listed, direct contributions, is a return to the
old system, undesirable since it involves a diminution in Community identity, and should only
be regarded as a last resort if all other means fail.

4._The Community Met and the Progress of Economic Integration

The overall conclusion is that a very large gap exists between the more extensive goals
of regional, social and industrial policy, and what appears to be feasidble in terms of a
Community budget even at the more optimistioc level of 1980. It is doudbtful if even the minimal
programme of regional/ employment/ social policies, needed to meet the dislocation produced by
monetary and capital market integration, can be met. A

The member-states should be asked Yo recognise more fully the need to make available
financial resources to meei the economic and social consequences of developments in the
monetary and capital fields. Since the latter is bringing real inoome gains, this only
represents some iransfer of the gains of E.M.U. to the public sector. Alternatively, if it is
politiéally impossible for member—states to raise extra tax revenues for Community purposes,
the imperative need for a growing Community budget must be met by a transfer of some current
member—state buigetary resouroces.

Even with sucha transfer, the Community budget will continue to lgok small, when its
command of resources of 3¢0% CeG.NoP. iB compared with member-state Mld.éetl of 20.0 = 30.0
per cent of their G.N.P., and when compared with federal finance systems in U.S.A., Canada,
Ausiralia, etc.

Some would argue that it is not only small, but distorted, in the sense of representing
policies on both the revenue and expenditure sides, which are orying ocut for revision. On the
expenditure side the obvious candidate for re—examination is the mode of agrioculiure spendxng*.‘
On the revenue side some would wish to see a decline in the revenue sources of agricultural
levies and common external tariff, in the interests of extending the free trade concept to
areas of the world outside the Community, and, in partioular, increasing non-reciprocal
concessions to imports from developing countries.

* A review of C.A.P. is to be made by the Commission by the end of 1973.
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Thus, in the 1ongez-ruxi, the Community budget should not only gain substantially in
size, but ohange significantly from its present struocture.

The longer-term musi see the exeroise of Community policies in the three oclassic budge~
tary policies of the provision of public goods, stabilisation policy, and distribution poliocy,
directly and explicitly. This will require a Community tax system, Community expenditures of
a short and longer~term nature, and Community debt mariagement, also short and long-term. It
is also incumbent on the Community to recognise that all of these fiscal and debt policies
bave an impaoct on gach of the budgetary functions, and particular policies must be examined
for their detrimental effect on some groups as well as for the benefits to others.

V. Concluding remarks

1. The development of the Common Market, characterized by the free movements of goods,
services and factors of production, into a fully fledged ®conomic and Monetary union marks
an important and, perhaps, decisive turning point in the building of the European Community.
But there should be no delusion: the tasks and objectives still awaiting their fullfilment
are by no means easier than the already difficult achievements of the past. The transition
from the Common Market approach — which for sure has not yet come to an end - to the creation
of an economic and monetary union, implies a shift of emphasis from market integration to an
institutional integration. The former is mainly concerned with the abolifion of barriers to
intra~EC trade and factor movements and the implementation of common policies, particularly
vis~-2-vig the outside world, whereas the latter concentrates on oreating the necessary set-up
bound by ocommon political responsibility, for efficient decision taking processes to work
toward the common objectives and policies which form the core of EMU

A new concept of parallelism, enlarging the accepted principle of parallel progress
between economic integration and monetary unification, follows from this development.
Whereas up to the present most efforts have concentrated on the integration and smooth
working of markets, with EMU-time has come to match a further deepening of market integration
by action on the instrumental side through broad-ranging interdependent measures in the fields
of eoonomic and social policies. So rely further primarily on liberalisation measures and
markets would ultimately lead to a vacuur in which national governments would have given up
the independent use of policy instruments for the advancing of social and economic goals

introducing common instruments and policies.

Against this background it has become questionable whether the old idea, dear to the
founding fathers of European Integration, of using economic integration as a lever to pave
the way for the uliimate goal of political integration still offers a valid and reliable
operational base for further progress of the movements towards a united Europe. The institu-
tional integration necessary for a succesful economic and monetary union appears to make it
hardly meaningful to push ahead only in those areas where consensus can be reached and pro-
gress is still possible. In this respect the development of the Common Agricultural Policy
appears as a revealing example. Therefore, this approach no longer looks convincing now
that the stage of institutional integration, implied in the transition towards EMU, is

reached.
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This report has not dealt with the aforementioned problem explioitly., The thinking
is based on the widely spread political will to achieve progress towards economic inte-

gration and monetary unification.

The point to be stressed is that the building of the Economic and Monetary Union
will only succeed if simultaneous progress can be achieved over the whole range of issues
tha‘s have been discussed in the preceeding parts,' i.es the comprehensiveness of the
polioy suggestions which have been put forward is more important than any of the indivi-
dual measures proposed. Only such an approach will make it possible to deal adequately
with the confliocts and trade—offs implied in the progress of Eurcpean construotion.

It should be recognized - more than has been the case up till now - that svery
Community policy has its impact on multiple objectives: monetary, economic, soocial and
even political. In order to avoid progress in one field being followed by even bigger
sters backward in other fiqlds, the costs and benefits of every policy should be evalua~
ted and balanced. It is in this respect that the need for parallel progress in the dif-
ferent fields of the Buropean enterprise gets its fullest significance. At the same time
it should be pointed out that as far as the nesd for harmonisation policy is concerned
what matters in the first place is not necessarily a greater uniformity of inatruments
but a better coherence of the effects of different policy measures.

2e A8 a viable and oredible exchange-rate system for the transitional period towards
MU, the report supports the dissociation of intra-EC exchange rate relationships from
those with the rest of the world. At the same time it is recognised that for the time
being, fixed intra-EC exchange rates are not compatible with the state of semi-integrated
economies achieved so far. Therefore a system of limited intra~Community flexibility
combined with joint~floating erga extra is proposed. The creation of a Common European
Currency, defined in terms of a bag of national currencies, at an early atage is also
advoocated. This important step towards monetary unification would, among other things,
facilitate the operation of the limitied flexibility schedule and promote the liberali-
zation of capital movements by offering an adequate instrument for a iruly European
unified money and capital market.

To fulfill the funotions envisaged for the Common European Currency it must be more
than just an instrument for official settlements. It should also become the common
intervention currency for stabilising the value of the currencies of member-states on
the exchange-markets. This implies the introduction of the Common European Currency as
a medium in which private transactions can be settled. For these functions it would
suffice initially to restrict the use of the Common European Currency to what is called
a "monnaie cambiaire", The r8le of the Common Buropean Currency would be comparable to
that of the Euro—dollar with possibly supplementary functions.

A new currency, of course, needs an issuing body and pooling of reserves. Even more
important is an adequate management to prevent it from becoming another engine of infla-
tion. A decision-taking body in monetary affairs at the Buropean level is thus to be
created concomitantly. One of its major tasks would consist in implementing a European
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money supply policy, including control over national money creation.

3. The progress thus achieved in monetary unification can only be successful and ope-
rational if backed by sufficient advance in economio integration to cope with conjunciu-
ral and structural imbalances which monetary unification itself might even increase. In
general, however, economic and social integration deserves to be pursued in its own
right. It should not be constrained to the minimum rate of advance necessary to accompany
monetary unification (and vice versa). Advance in economic union has ite own significance.
It is more than just an infilling of crevices wrought by monetary union.

Stabilisation policy aiming at a steady rate of growth of GNP with price stability
and full employment under a balance of payment constraint becomes more complicated.
Conjunctural policy has to be pursued at three different levels: Community, member—-state,
and regional. As compared with the member—states situation, the Uommunity cycle problem is
mainly dominated by prices, whereas the divergencies for regions with declining industries
are dominated by additional employment diffioculties. For the Community cycle progress
towards EMU along the lines advocated in this report offers the right instruments (mone-
tary) to deal with the problem it brings about namely the consolidation of a Community
cycle. At any rate, further progress towards monetary unification through narrowing
margins for exchange-rate fluctuations would require an increasing synchronization of
Community cycles. The emphasis of stabilisation at the member—states level must shift
to budgetary instruments. 4 sufficient degree of flexibility will have to come from the
figcal side. However, this runs counter to some plans for tax-harmonisation argued on the
grounds of removing distortions %o trade and factor movements.

Regional disparities are caused by divergent trends of factor prices and productivi-
ty rates, so that "highiy" paid labour can no longer be employed by areas or industries
with lagging productivity levels. It is likely that BMU will lead to a faster convergence
of factor price levels than of productivity trends. This makes the need for a large scale
regional policy at the Community level all the more urgent. However, matters are compli-
cated by the difficulty in defining the regional problem, particularly as we are on the
threshold of a new concept of the regional problem characterised by congestion and infra-
structure run~down and decay. To avoid the situation from becoming unmanageable the list
of Community criteria should be kept very short and simple and perhaps be put only in

terms of income and unemployment levels,

The schedule for limited exchange~rate flexibility supported in this report as part
of the transition to EMU would be greatly strenghthened if a better harmonisation of aves
rage wage and price increases could be brought about. If exchange rates are ultimately
to be rigidly locked, an income policy consistent with remaining productivity differences
beoome indispensable. Trade union co-operation will have to play a big role in this respect.
As regards social policy, questions arise as to the required size of an enlarged Social
Pund and its mode of use since, with the advent of BMU, the labour consequences of the
resultant industrial re-organisation might well attain a new scale. Whatever the particu=
lar policies adopted in the social field, it is clear that there is no justification for
its finance by a system of juste retour.
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In the field of industrial policies the problem is Yo select those policies which are
the most essential accompaniments of EMU or which are rather inexpensive in terms of

cost.

b Most of the aformentioned policy proposals, and indeed the most crucial ones,
require substantial financial resources exceeding by far the current Community budget.
Therefore, the Community budget should be expanded to, at leasi, 3% of the Community GNP
by 1980. Perhaps this is the best way to illustrate the great difficulties and resistan-~
ces which have to be overcome if the objective of an Economic and Monetary Union by the

end of the decade is to be transformed into reality.

In general a great gap exisis, at the present time, between official declarations
of intent and the concrete actions undertaken to further progress on economic integration
and monetary unification. It has gratly weakened the credibility of IMU. It should be I
recognise that the proclamation of high principles and objectives is not suffieient to
guarantee their implementation in economically meaningful and viable sthemes. These

principles need to be followed up by common policies.
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EUROPEAN MONETARY UNION (x)
1. Why monetary integration in Europe?

The discussions on economic and monetary union between the countries of the
European Communities have been going on for several years now, and the inoreasingly
specialized arguments could make ue lose sight of .the real motives which have led both
to the dimcussions and to the first steps on the road to union, This is why it seems
necessary, at the beginning of this preliminary opinion, to dwell for a moment on those
original motives,

Looking at what was achieved in the Community of Six it is sasy to see the mo-
tives, We can say that, since the inception of the EEC in 1957, cuatoms union has been
established; that, in various fields, efforts are also being made to coordinate and/or

‘harmonize economic policy; and that progress will obvicusly not stop there but will
continue along this road because it constituee the legical continuation of what has
already been achieved. This conclusion was alsc drawn by the Summit Conference held in
The Hague in December 1969, which called for preparation of a plan for the establish-
ment by stages of economic and monetary union. It has often enough been said that, as
import duties within the Community disappear and import restrictions can no longer be
applied, balance of payments policy relies incressingly on the use of monetary ins~
truments and that this use must be coordinated so as not to be prejudicial to the
common market. I would recall here that the Monetary Committee of the EEC drew atten-

tion to these consequences in its very first annual report.

At the present atage, however, the question of monetary union might be posed
in entirely new terms, i.e., without taking account of previous developments in the
Community, It is understandable that this idea should have arisen especially in Great
Britain, which in the past few years has been confronted with the gquestion of member-
ship and which wae then still free to reject monetary union, even though such rejection
would at the same time have meant not joining the Community.

In a recent article Professor Reitema studies the theories on optimum currency
areas (1), He examined in particular the contributione by Mundell, McKinnon and Kenen
but was unable to extract an attitude concerning monetary union in the EEC from them:
"It would seem that the above comsiderations provide sufficient grounds for suggest-
ing that the various theories on optimum currency areas are of little or no help in
defining an attitude concerning a monetary union between the EEC countries. Factor mo-
bility must certainly be considered to be insufficient in practice, and the differences
in preduction, together with the size and openness of the economies concerned, seem to
be criteria that are not reliable enough to be used as a basis for a definite exchange
rate policy in the EEC area. The entry into the EEC of new members, especially the
United Kingdom, makes this even more difficult" (2).

R ——
(x) This article appeared as & publication by the "Vereniging voor de Staatshuishoud~
kunde" (The Hague, 1972).

(1) A.J. Reitsma, "De monetaire crisis, het vraagstuk van het optimale valuta-areaal
en de Europese monetaire unie", De Ecoromist, Vol. 120, no 2, 1972, pp. 153~17k.

(2) A,J. Reitama, op. cit,, p. 166,
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Reitsma also took a thorough look at the theory put forward by Fleming, who
considers that in a monetary union trends may easily develop which will cause the re-
lative cost levels of the countries concerned to diverge while the exchange rate
instrument will no longer be available, In particular, Fleming fears that union would
entail higher unemployment than would have to be faced by each country individually.

Corden takes the same line in an essay published in the Princeton series 1),
which I should like to examine somewhat more closely. Corden argues that for each
coﬁntry there is a Phillips curve relating the movement in costs to the level of un-
employment, and that for each country there is an equilibrium position between unem~
ployment and inflation, an equilibrium position which is determined by the political
choices made by the governments and the central banks. He says: "If the optimal poliecy
involves different rates of cost inflation, but exchange-rate relationships are in

‘fact fixed, it becomes necessary for countries to depart from their optimal points so
as to ensure a uniform rate of change in costs, Some countries will be compelled to
have more unemployment than they wish, and some, more inflation" (2).

The exchange rate instrument is, however, Corden goes on to say » only msaning-
ful if real wages and salaries can be reduced by devaluing. This will certainly not be
the case in a very open economy, for then there is no money illusion, or one would
wish to conclude wage contracts in foreign currency. But, according to the author, the
countries of the present and future Eurcopean Community are individually able to reduce
real wages and salaries through exchange rates and therefore constitute what he calls

"feasible currency areas", with the exception of Luxembourg and Ireland.

Monetary union finds somewhat greater favour with Cordenm, provided it is viewed
ag a continuation of customs u#ion. Admittedly, regional unemployment can then no
longer be combated by trade restrictions, but these will be replaced by subsidies,
which are better suited to the purpose. However, if no regional policy has been set up
by the end of the transitional period, the instrument of trade restrictions will have
been jettisoned without anything having taken its place, Even the mobility of capital
does not, in the final analysis, constitute a remedy for the adjustment process which
a region must go through if external equilibrium has been upset. Corden's constant
fear is that real wages and salaries are so rigid that this adjustment process will be
accompanied by a decline in employment and production failing the possibility of re-
sorting to the additional instrument of fluctuating exchange rates,

If one starts from his assumptions and from the assumed political choices of
the public'authorities, Corden's enalysis is correct. These assumptions and choices
do; bowever, call for a few comments. First of all, one must seriously question the
view that money illusion in most countries of the enlarged Community can be presumed
to be such that a fall in real wages and salaries brought about by & rise in the ex-
change rate would be accepted while a reduction due to other causes would not. The

(1) W.M, Corden, Monetary Integration, Essays in Integration Fimance, Princeton Uni-
versity, no 93, April 1972.
(2) W.M, Corden, op. cit., p. 9.
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integration process now enables the trade unions of the various member countries to
come to know each other's mentality and methods better, and this certainly need not
lead to the adoption of the most short-sighted and aggressive policy conceivable; in
fact, the line taken by national unions which wish to exerciss restraint partly be-
cause of the unemployment that would otherwise occur is equally likely to be adopted.
And if no such restraint is forthcoming it is difficult to believe that it would be
brought about by a change in the exchange rate, Better understanding of economic
phenomena is more likely to induce & tendency for money illusion to weaken.

Attention must, however, be drawn to the fact that various arguments put for-
ward by Corden relate to what he calls a "pseudo exchange-rate'union" and not,by any man-
ner of meers, to a "complete exchange-rate union', The latter would imply that the union
has a central bank holding Community monetary reserves, and that there is alsoc a Commu-~
'nity policy. In a complete union, for instance, there would no longer be destabilizing
speculative capital movements between Member States, in contrast to the situation in a

pseudo union.

It is also necessary to comment critically on Corden's remark that elimination
of the disparity between currencies would jeopardize each country's optimal point on
the Phillips curve. This is certainly true, even though in what has been said before
doubts have already been cast on the money illusion which would be necessary in order
to stay on course via an alteration in exchange rate relationships. In my view the
optimal point need not be invariable; it may shift precisely as a result of progress in
integration, and this will in fact be necessary so as to arrive at a Community posi-
tion in the completed union, If the indivddual countries' choices concerning the ob~
jectives of economic policy, and especially the mix of this policy, are maintained un~
changed, there will indeed be continual distortions onee the monetary frontiers have
been abolished; but this would be completely incompatible with the establishment of

union.

Like other people, Corden considers "that the potential deficit countries will
have to depart from their optimal points rather than the potential surplus countries,
so that the union will be unemployment-biased" (1), although he adds immediately that
in the case of a complete union it is impossible to say what the final choice will be,
This suggests that the deficit countries must make a heavier sacrifice, but it is
questionable whether this -&11 be a sacrifice for the benefit of the Community as a
whole. The deficit countries may be much less important than the surplus countries,
and they may realize that slightly less strain on the labour market makes it possible
to achieve, among other things, comparatively much greater price stability, so that
they no longer regard their change of position as a sacrifice,

In short, my objection is that Corden's analysis is too much based on the
assumption that establishment of monetary union must be seen in the light of national
objectives, while in actual fact such a union would be something completely new in our

(1) W.M. Corden, op. cit., p. 9.
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world of national states and must be viewed as such, Provided a Community regional po-
licy is substituted for the national policy now pursued by each country to cope with
the disparity in cost trends and with structural difficulties in certain regions, there
is no reason to expect that the national authorities will achieve more than the
Community authority, The reverse is more likely, because in a union measures will be
abandoned which merely strengthen the position of one country at the expsnse of an-
other, and because economic activity, which is increasingly spreading beyond the
frontiers, will no longer be hampered by a variety of national measures which, in

addition, involve extra costs.

Although economic theory gives no unequivocal answer to the question of whether
economic integration will ultimately bring an increase in prosperity, the experience
gained so. far with the European Communities already provides grounds for answering the
‘qnestion in the affirmative, The completion of economic and monetary union is then
nothing but a logical continuation of the Community already achieved.

Moreover, economic and monetary union is of great pelitical importance at in-
ternational level; this cannot be expressed in figures but must not be disregarded
when looking at the economic implications. The theory of economic policy is concerned
with means that may help to achieve specific ends. Anyone who includes among the ends
an increase in Europe's political weight in the world is still on economic ground.

2. Qutlook in the light of the present situation

Before the Summit Conference in The Hague there had been major differences of
view concerning the approach to be adopted to achieve economic and monetary union;
they were commonly referred to as the dispute between the "economists" and the
“monetarists". The economists gave priority to harmonization of social and economic
policy, while the monetarists' prime concern was to see progress made in the fields of
fixed exchange rates, free capital movements and harmonized monetary policy. The Wer-
ner Report attempted a synthesis of the two views. Conclusion E of the report reads:
"Throughout the process, as progress is achieved Community instruments will be created
to carry out or complete the action of the national instruments. In all fields the
steps to be taken will be interdependent and will reinforce one another; in particular,
the development of monetary unification will have to be combined with parallel progress
towards the harmonization and finally the unification of economic policies" (1).

The Council Resolution of 22 March 1971 laying down the plan for establishing
economic and monetary union likewise refers, in section IV, to "the parallelism which
must be obeerved between the coordination of economic policies and progress in the mo-
netary field within the Community“.

These statements cannot be éxpected to have resolved the dispute between eco-
nomists and monetarists, for when it comes to practical implementation we shall be
faced time and again with the question of whether a monetary measure is justified in

(1) Werner Report, p. 26.
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the light of the progress made in harmonizing ecomomic policy. A close look at the
concrete points in the resolution of 22 March 1971 shows that it is difficult to take
practical action with regurd to social and economic policy (here always understood to
exclude monetary policy). The following are the main points listed:

1. For budgetary policy, margins must be determined within which the main items of all
the public budgets must be situated; pnrticulaf reference was made to variations in
the size of the budgets, in the extent of the balances, and in the methods of fi-
nancing or using the balances,

2, Provision was made for moves to harmonize the various types of taxation,

3+ Measures must be taken in the field of regional and structural policy.

The Council is constantly being requested to draw up one or other measure but,
'following the delay caused by the events of 1971, this means that there can be no
mention yet of any effective harmonization of social and economic policy. In addition,
compulsory mutual consultation has been prescribed in many fields; the importance of
such consultation should not be underestimated, because it leads to better knowledge
of the situation in the partner countries, although the concrete results are not al-

ways easy to pinpoint,

“In its report on the financial year 1971, the Nederlandsche Bank also drew the
conclusion from the resolution of March 1971 that the only binding agreements with a
practical content related to the monetary field (1).

Owing to the developments that have occurred since then, full implementation
of these practical agreements has been impossible, but the measures taken in the
spring of 1972 had the same aim, namely to arrive at & narrower exchange rate band
between the European currencies than would derive from the relationship vis-d-vis the
dollar. Moreover, both the system of short-term support and the arrangements for the
mutual grant of medium-term assistance have now been put into operation. Furthermore,
a European Monetary Cooperation Fund may be set up soon, and agreement has also been

reached on practical measures to regulate international capital movements.

The impressiontherefore is that monetary coordination and harmonization advance
more rapidly than coordination in other fiélds. and there are a number of reasons for
this. Monetary policy is conducted by the Central Banks, whose Governors meet every
month in Basle; while it requires great technical expertise, which the Central Banks
are obviously not short of, it does not, in my opinion, call for major internal
consultation., The effects of this policy are mainly on the banking:-system, which ge-
nerally is organized in such a way that it is not difficult to consult. The point I
am trying to make may become clear from a comparison with the problems arising under
budgetary policy and taxation policy. With all their subdivisions, these policies have
a much heavier impact on all areas of economic and social life. Every effect does not

have the same importance from a macro-economic angle but is of great significance for
F——:

(1) Report ef the Nederlandsche Bank on the financial year 1971, p. 108.
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certain sectors of the national economy. In the field of budgetary and taxation policy
there is also much more interference by pressure groups than in that of monetary poli-
cy, and Parliament, too, usually takes little interest in monetary matters ~ perhaps

wrongly.

If even at national level balanced decisions in this field of official poliecy
are so difficult to arrive at, it can be realized that harmonization in a European
context comes up against still greater obstacles, On parallelism, my conclusion never-
theless is that monetary cooperation must serve as a driving force for the whole, be-
cause I fear that harmonization in the other areas will not get easily off the ground
under its own steam, In other words, I feel that the conditions for the success of
certain forms of monetary policy are comparatively favourable, and that the results
obtained here will create a more or less compelling need for harmonization in other
fields.

It may be objected that the events of the past few years have pointed towards
more nationalism in the monetary field. This is difficult to deny, but one should not
forget that precisely in that period the countries have been confronted with the most
serious crisis in the international monetary system since the war, and it is not sur-
prising that not all of them reacted to this challenge in the same way. As pointed out
by the Commission, the situation offers a special opportunity for making fresh pro-
gress in the field of monetary harmonizatien, and the setting up of new institutions
such as the European Fund, referred to previously, can only have a favourable impact.

One objection that may be raised to my line of reasoning is that agricultural
policy, ueing fixed prices expressed in units of account, has failed to speed up mone-
tary unification and that, in particular, it has not prevented the switch to floéting
rates and new parities. This objection is correct, but it must be borne in mind that
the farm sector was not important enough for changes in exchange rate relationships
to produce irreparable effects there, In many countries, however, this sector consti-
tutes a major pressure group, so that the effects of exchange rate changes have had to

be cushioned by levies and compensatory amounts.

The comclusion from this, however, must be that proclaiming fixed exchange
rates does not automatically lead to the aim pursued. This is why the course followed
so far, namely going for greater flexibility but narrower margins than those under the
dollar standard, coupled with practical cooperation as regards intervention policy, is
perhaps preferable., Monetary cooperation may then also produce results in the field of
liberalization of capital movementa, As already mentioned in paragraph 5, it will in
this context be necessary for intra~European capital movements to be dissociated more
sharply than hitherto from international capital movements, Full liberalization of
capital movements, with fixed or virtually fixed exchange rates, leaves the national
authorities no longer any room for a policy of their own., But where such national po~
licy is replaced by a supra-national policy, there can also be greater liberalization
of capital movements.
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I should like to add a few words on the specific situation in the Netherlands. Here I
refer in particular to the continuing inflation, which is stronger than in the other
Member States of the European Community and seems to be impossible to combat., At the
same time the guilder, together with the German mark, is one of the most highly
thought~of currencies, and the Dutch monetary authpritiea are trying to make arrange-~
ments to stem any fresh inflows of speculative capital.

As monetary union takes shape, the position changes: there is less reason for
making & distinction between the strength of currencies, and there ies less scope for
a sharper wage and price increase than in the other member countries because this
leads more rapidly to & loss of competitiveness and an outflow of liquidity.

With wage and price increases in the Netherlands apparently impossible to
check from within, and with capital imports regularly adding to liquidity, the
achievement of monetary union may well be the only means of reducing inflation there

to the average rate for the Community.
It would seem that these consideratioms lead to the following conclusiona:

1. Economic and monetary union is desirable because an economic area without
artificial frontiers drawn by history is more rational than an area with such barriers,
Moreover, such union is the logical completion of what has been achieved by customs
union., Lastly, economic and monetary union may lead to a united Europe which can play
an important role in international politics in order to contribute towards objectives
such as greater peacsand security and the development of the third world.

2. The measures ta achieve economic and monetary union comprise both harmoni-
zation of the instruments of social and economic policy and the joint adoption of mo=-
netary measures. The two types of measure must keep step with each other, but monetary
measures may sometimes have the lead for technical reasons. This may act as a stimulus
to unification in the other fields, which is much more difficult to achieve,

3. In the monetary field the time seems to have come for making a fresh start,
following the frustrations of 1970 and 1971, The approach adopted to this end in the
form of joint intervention policy by the Central Banks to contain the exchange rates for
the European currencies within narrower margins than those applying between other non-
dollar currencies is a first practical step, but this cooperation must be rapidly con~

solidated by setting up the European Monetary Cooperation Fund,

k4, Increasingly close cooperation in the monetary field also can and must lead

to a Commuqity attitude towards the dollar. On policy vis-d-vis the dollar, there is a
case for seriously comsidering the establishment of separate markets for commercial and
financial transactions., Commercial transactions could then be handled at fixed ex~
change rates, or at rates varying within narrow limits, and financial transactions at

completely free rates.,
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Se As far as can be seen at the moment, there is nothing in the plans for
European monetary unification that clashes with the plans for a reform of the inter-

national monetary system.

6. With regard to sterling, continuation of the Basle arrangements, coupled with some
consolidation of short-term sterling balances maintained as an investment, is suffi-

cient to achieve a gradual rundown of ite role as a reserve currency.

7 Criticism levelled at the idea of monetary union is based on unduly "national"
thinking, With the exchange rate, in the long run, no longer available as an instru-
ment, the differences in national tendencies, such as the tendency towards inflation,
are bound to narrow. Closer contacts between the authorities and pressure groups will
.also work in this direction,

8., It is necessary that all Community institutions, including new ones, should take
decisions by a majority, or possibly a qualified majority. The Commission must be re-
presented in these institutions.

9. Increasing inflation in the Netherlands may perhaps be reduced to a more mo-

derate rate through progress on the road to economic and monetary union.
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Possible stages in the realisation of economic and monetary union

1. General remarks

Experience with the customs-union in the Common Market taught us that it is
fruitful to arrange for certain steps to be taken at certain points of time, agreed
upon beforehand. To reach the aim of a monetary and economic union the same pattern
must be follawed though the steps to be taken are less precise than in the case of the
decrease in import duties some years ago.

What the Commission could and should do is to formulate proposals which are as
clear as possible and to indicate afterwards in what way the Council of Ministers de-
viated from these proposals in taking their decisions.

The Commission should be careful notto slow down the speed of action to be
taken in connection with the entry of new countries into the E.C. These countries
have accepted that part of the building that has been built up to now and as far as [
know also the time-schedule for the completion of the building. The Community cannot
afford thinking over the whole process agaim and again,.When, however, some gaps have
still to be filled the new members have the same right as the old ones to participate
in the decision. Apart from these considerations the Commission has the difficult
task every time to formulate those proposals that carry the Community somewhat further
on its way to a real union, but on the other hand to refrain from those proposals

which everyone can see are not yet acceptable to national authorities.

2. Buropean Monetary Fund

In the monetary field this is an important step not perhaps because of its
size or its power at the moment, but because the establishment of the Fund may intro-
duce in embryo & real centre of decision that will gather its own momentum and may be
a predecessor of a European central bank. What I want to say is this: even a small
Fund can have a great jimportance as soon as some people have to manage its g¥¥%§§§ﬁ"
more or less separate from the national authorities. Just asthe Managing Director of the
I.M.F. and in a lesser degree the Executive Board can play their own role in inter-
national monetary affairs, so the Management of the Buropean Fund should play such a
role in Europe. The Board of Governors should therefore at least include a non-~
central«bank-governor who should be the member of the Commission that has to deal

with financial and monetary affairs.

At the starting-point (before 1 April) the Fund will only have to settle
claims and debts arising from the intervention of central banks in each other's
currencies, including the very short run credits, connected with the monthly settle-

ment, and monetary support in the short run.

It is important , however, that in this way central banks are credited and debited

in European Units of Account, from which the Europa may arise.
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It is very important that the Fund should quickly be conoerned with the foreisn
monetary policy of the Community. For that reason it is inevitable that central
banks transfer a part, say at least 10 % of their gold and foreign exchange holdings
into the Fund. Such a measure is a minimum requisite before we start the second stage.
That will give a possibility of settling the monthly balances by transfers of Units

of Account instead of by transfers of foreign exchange.

Decisions to be taken by the Board of the Fund should from the beginning be
majority decisions. The difficulty that always faces the Council in reaching unanimous
decisions must right from the beginning be prevented in other bodies,

3. Dollar policy

Assuming that in this way a Buropean monetary authority werse established,
then this authority should as soon as possible give some guidance for a European
dollar policy. In case the deficit in the basic balance of the USA continues, which
is to be expected, a choice should be made between floating .g.in.t the dollar,
control of capital movements er a double foreign exchange market. Both control and a
double market should be on a European scale. The Board should take the measures,
approved by the Council and prepared by the Commission and its Directorate-General for
Economic and Financial Affairs (1).

Before the introduction of a double foreign exchange market some difficult
technical questions will have to be solved. One should take into account the possi-
bility that e.g. American capital wanting to flow to Germany ..57‘k%¢s way via another
member of the EG @ircumventing the high price it has to pays for D-marks. It has not

been proven, however, that such a Europeun double market is not possible.

L, Parity changes

During the second stage the possibility bof parity changes will continue, I
assume that the margins of fluctuation for the Euro-~currencies will remain what they
are now. But a European policy makes necessary not only prior consultation but;
judgement by an independent body. The Council of Ministers is not sble to give a ma-
jority vote on the necessity for such a parity change. But the Commission is able to
do so0. In my opinion therefore the second stage should include something of a
stipulation that no parity change will take place without the prior judgment of the
Commission. The judgement will be published in the event that the parity really changes.
For consent by a European authority the time is not yot ripe.

5. The Europa

It is not expected that the national states will take far-reaching decisions
concerning the introduction and use of europas. When the europa has been established
in the Buropean Monetary Fund, the main banks could bve allowed to buy from the Fund a

: el []
small amount of Europa. They will do so in the event fo th.ld/rn%emand for europas from

(1) There would be no point in the European Fund oltabliﬁhihg its own study-department, eto.
‘This should be done by the Commission.

10
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‘the private sector-side. Banks want to remain in equilibrium, both in general amd

as regards their claims and debts in europas. The Governments could then help by issu-
ing bonds in europas, The Council of Ministers should accept a recommendation to the
member Governments in this respect.

6. Final remarks

I have limited myself to some points of action that can be taken now, It is
no use making various schemes of stages without knowing in what way the authorities
‘and citizens of the member countries really are prepared to iiéroﬁ@cr & part of their .
national sovereignty to community bodies. It is clear that this will not happen from
one day to the next , but during the second astage some progress will have to be
made. Consultation in the case of budgetary and economic policy is not enough: some
common opinion must arise from those consultations and must at least be morally bind-

ing for those concerned,

Because of the fact that monetary policy has less to do with pressure-~
groups, the policy-makers in this field can trun somewhat (but not far)) ahead of the
others. What action can be taken in other respects depends on the situation, The pro=-
posed temporary decrease in import duties, proposed by the Commission, was a good
example of prompt anti-inflationary action. ‘ '
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Exchange-rate policy

‘ The German Bundesbank has in its report for 1971 declared that the gold-
exchange-standard has for the time being been replace by a dollar atandard. For the
next years to come this will be the system on which the western world will be based,

unless we take specific measures.

Among these measures I do not include a substantial reduction of the u.s.
balance of payments deficit. Of course we wish such a reduction 4o take
place, but we ocannot count on such a development as it is improbable that
it will occur. It is for the U,S.A.,from a technical point of view, very difficult to
use the instruments of economic policy to improve the balance of payments position,
it is furthermore still more diffiould politically te do so, as imports and exports
only play a minor role in producing and spending national income, and last but per-
haps most important, the political will does not exist to solve the problem, All
statements concerning an improvement of the balance of payments position. wmst
be taken too seriously. The recent devaluation of the dollar may improve somewhat
the balance of payments position but will not change it fundamentally, unlese the

UeSse change fundamentally their commitments towards the world outside.

- In the graphs, from the European business magazine Vision (15 January
1973, pages 11-12) we see the current account for most countries moving somewhat
above or around zero, but for the U.S. 1972 shows a deficit of 8 billion dollars
with Japan showing a surplus of about 6.5 billion dollars. The official settlements
of the U.S. show a deficit of something less than 9 billion dollarms.

Starting from the same development in the years to come,four possible atti-

tudes from the European side present themselves:

1, Sticking to_ the dollar systems

This means that the dollarreserves of the other countries and especially of
Europe will continue to grow and that there will always be a tendency to assume that
the existing parities are not the right ones, so that it can only pay to continue
speculation against the dollar and in favour of the DM,

If nothing were done against this speculative flow of dollars, strengthen-
ing the already existing "normal" flow, the European and especially the German

authorities would be faced with a continuous creation of money.

Without maintaining that this can be regarded as the main osuse of inflation,
it makes the struggle against inflation still more difficult than it is already, Of
course something can be done ageainst the influence of large-scale dollar inflow on
the banking system, e.g. by requiring a reserve of 100 % against foreign deposits.
Experience tells us that this does not prevent outside funds continuing to flew into
the country waiting for the currency to be revalued or to rise when left free. More-
over, the foreign funds can be invested in securities and then a measure like the

100 ¥ reserve cannot be applied.

12



A-III

2. Flgutiggyo; the European currencies

This means a rise in the value of the European currencies and the Europa if
it has been introduced. I am speaking of "European" hecause at thiz stage national
sclutions should be no longer applied. If there is a float, not only the D-mark should
float, but the other E,E.C. currencies and proﬁably some other European currencies as
well, Of course, the strength of the European ourrencies is not the same and this so~
lution would mean that some European currencies would get a higher value towards the
dollar than is justified by their own position, The '"snake in the tunnel mechanism”

would provide that higher value ae Germany, assuming that the D-mark would be the
main cqurrency in such a situation, would be obliged to buy other currencies to pre-
serve the band of 2 1/4 %. The result would be that Germany would end up with claims
en other countries which would be changed into claims on the European Fund of Mone-

- tary CGooperation.

Other countries would increase their liabilities towards the Fund. This in it~
aself should present no special difficulties, as the claims could be used and the
liabilities be compensated throughout Burope. Germany would, however, as a result
of the accumulation of claims on the Pund by the Bundesbankjexperience some creation

of money and the other countries some destruction of money.

" These amounts,as they are not the resultes of an inexhaustable source of fi-
nance like the creation of dollars, would be modest in comparison with the creation of
money that would arise in connection with the increase of dollars in the hands of the
Bundesbank. Compensating domestic measures would alsc be easier than in the case of a
flow of dollars, The value of all European currencies would go up and business would
complain of the difficulty of remaining competitive. '

We must, however, not forget that trade with the U.,S, is for European
countries rather amall in comparison with their trade with other European countries,
"Mutual trade among such countries currently encompasses 2/3 to 3/4 of their total
exports, as compared to about 8 ¥ only for their exports to the United States".

(R. Triffin, Basic considerations on international monetary reform, Weekly Bulletin
Kredietbank, November 24, 1972, p., 473).

The increase in exports would, however, show a slower rate of growth, For
“countries that face a rather inflationary situation this is only favourable, but it
can give some concern to countries that do not face the same rate of inflation, This
is inevitable and it shows that a monetary union in Europe will force the member
countries to follow more than in the past the same pattern in their business-cycle he-
haviour. Most countries, however, can change this pattern only within a couple of
years. During that time they must rely on a certain support from the European Fund in
the form of short-term assistance and if necessary from the Governments for mediume-

term asgistance,
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If the European Fund has enough foreign exchange to be able to follow a defi-
nite policywith respect to the rate of exchange between the European Unit of Anmntund '
the U,S. dollar, it can of course take into account not only the wishes of countries
with a strong currency but also the needs of coﬁntriea ~ whose currency is less
strong. It should follow a policy based on the economy of the community as a whole.
By talking of a deliberate policy of the European Fund, I  mean that the float-
ing must not be left to the market alone, I do not see why the Fund should not ine
fluence the rate of exchange. as a part of monetary policy. So I do not see unytping
Mdirty" in so-called ndirty floating".

3% Double foreign-exchange market

It it is preferred to stick to fixed rates of exchange at last for the current-
. aécount-items of the balance of payments, then a double market could be introduced. A
European solution would mean that capital movements between member countfiéé,as fér
as they are free already, remain free at the official rate}glchange, but that only
non-residents of the‘Comﬁunity will have to pay the free price for the Euro-

currencies, if they would like to invest in Europe.

One problem is how to prevent an ovefflow from the official ma;ket to the free
market, but that problem also existed in the case of double markets on a national
basis,>and it seems to have been solved not too badly in the case of Belgium and
France.‘aye problem arises, however,fhow to prevent a non-European frem using the aiffer-
ence i%f?Et% of exchange applicable to himself and to an inhabitant of the Communitye

Suppose an Américan wants to invest in D-markf. The price of D-markf on the
free market is already high, but the free lire is at parity, The American buys lires
and will try to get from lires to D-marls at the official'r#te, whioh is applioabie to
inter-European capital movements. An Italian will buy D-markgat the official rate
(which is permitted) and then sell his D-marks This may be forbidden, but it will be
very difficult to implement such a control. If there is no control, arbitrage will
cause the lire to rise too,until there is no advantage is getigD-maris either directly
or via the lire, In the meantime, a part of the profits, made by Germans if they sell
D-marksto the American, will now be made by Italians, and Germany will have accumula-
ted claime on the European Fund, whereas Italy will show increasing liabilities to-

wards the Fund,

Because of arbitrage the adjustment will work quickly, so that the financial
lire will gpoon be as par with the financial D-mark. Though‘;t'cannot be foreseen
whether such a system will cause any difficulties, it may be assumed that big aiffi-
~culties will not arise., The main purpose, to establish a wall between the ever grow-
ing,amount of U.S. dollars. and the impact of this money on Europe, will have been
reached. As none of the Eurgpean currencies is used as a key-currency, the same
difficulties as between the U.S.and Europe will not arise between the European

countries among themselves.
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4. Control of capital maovements

Assuming that capital movements between the member countries of
the E.C, become as soon as possible reasonably free, control of capital
movements between Europe and the rest of the world should be implemented
by the European countries together. The should allow or disallow the
same categories of payments and exert the same means of control. It must
not be possible, of course, for one country to allow a certain ocapital
import and another to forbid its or for control in one country to be
more severe than in another, It is a technical matter whether this is
posgible and it is a political matter whether it is wanted. If it is
wanted the central bank technicisns should tell us what is technically
possible, but it should not be assumed that it ie impossible before it
has been decided that it would be feasible from the political point of
view.

20 February 1973.
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Notes about opean Monet Unification

One political compromise which is respectable, like all compromises, §ut which leaves
mich to be desired from the point of view of economic logic, has for two years tended {0
‘become accepted as something obvious and commonplace within the Community. This commonplace
is that monetary unity ~ or monetary identity as the resolution of March 1972 delicately -
pute it - is the completion, the gratuitous and more oi less aesthetic orowing of economic
unity. This view is perhaps politically adroit as it has been accepted by those who sincerely
Jesire monetary unifiocation and by those who harbour much suspicion towards it; but it is
totally mistaken. It is mistaken to an extent which even the supporters of monetary unity no
longer perceive., In fact, moneiary unity is not just a pleasing detail which can be added to

_completed economic unification or to political unification in full strides it is strictly in-
dispensable, hic_et nunc, for the maintenance of the degree of integration already

attained. If immediate progress is not accomplished in monetary unification all the
rest will collapse, It is like a surgical operation in which the surgeon has done the
main part but has failed to stitch the patient up again.

I, The logic of integration

1. ~The aboliton of customs frontiers, freedom of movement and establishment and
total freedom for capital movements (which is necessary for putting these first two
matters into practice) require monetary unification., Thus, freedom of capital movements
brings about an equalisation of the monetary and capital markets of the Community

(this is already unification of the Community monetary and capital market). Since na-
tional monetary policies work through action exerted on rates of interest
(Irrespective of whether this action is intended (classical) or undergone (Friedmann)/,
they become impossible, It is clear that this is already the case. Recent economic
history, that of Germany from January to April 1971, that of France a few weeks ago

and that, I suppose, of all the countries of the Community, proves it to the hilt. The
complaints of the central banks and governments are explicit enough with regard to this,

It has become impossible on the national scale to implement short-term eco~
nomi¢ policies by the expedient of monétary control and rates of interest. The Commu-
nity would then be in great peril if the national instrument, which has disappeared
owing to the degree of integration already obtained were not replaced by something
else: the use of a Community instrument. Monetary policy must again be possible; but,
in an area without frontiers it is only still possible if it is of a Community nature,
not just planned in common but decided jointly and technically implemented by means of
8 Community organisation. The nationals will not be deprived of anything; their inde-

pendence in this field has already disappeared. They will be given something.

2, The second matter with regard to which the people of the Six are to-day un=-

" providedis an independent balance of payments policy. When you cannot carry through an
sutonomous monetary policy, when, in its short-terms aspects, autonomous budget

any policy is faced with the absence of frontiers within the Community (i.e, its
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effects are immediately dispersed throughout the Community area and proportionately it loses
ite force of national impact), when you can no longer set up customs duties within the
Community, when you can no longer control or manipulate prices (owing to the free movement
of goods) or wages (owing to the free movement of workers) and when you can no longer put
controls on capital movements, then you are disarmed in the face of a deficit in the balance

of payments.

There again the disappearance of the national instruments (which is inherent in
integration and which you cannot go back on except by going back on integration) requires
Community instruments. While waiting for these ingtruments to become operative, in the
meantime every number nation must be able to draw on the Community reserve of currency.

The means of adjustment between member nations are of necessity in a community the
. same as those which come into play within a national economic area, i.e. free movement
of goods, factors and capital which immediately reduce to a common level any autonomous
movement in prices or wages. This is the logic of a community. Vis-a~vis countries outside
the Community it is the common rate of exchange that can bes varied and the outflow:rof the

common currency where there is a deficit.

On the other hand, budgetary and taxation policies have no need to be concerted : the
independance of the German lénder or the U.S. States with regard to expenditure and income do
not pro?ent the central govermment.from having a definite economic policy. Budgetary and
fiscal autonomy forms part of the independent rights which the federated nations in genersl

and the local authorities in our countries have always exercised without ano drawback.

II. The common currency is indispensable for the future of the Community

Without it the Community will die, and that very quickly. But if we go on to what it
is positively desirable to have in the future, monetary unity also appears to be indispensable.

It has often been said in recent times that public opinion will only be really favou-
rable towards the Community if it identifies itself in its own view with a Community for a
better life (in the qualitative sense), for a less traumatising life and for a plan for a

new civilieation corresponding better to genuine human aspirations.

The brave and clear-sighted attitude of Mr. Mansholt:has built up for the Community
@ capital of goodwill. The Community must keep steadfastly to this path. If it does not, it
may well identify itself with what will soon be reviled: the forces of conservatism and moral
blindness; and this would be a paradox since the first voice which was raised publicly in
Eurcpe in favour of a better life was that of the President of the European Commission.

But if the Community wishes to become a new Eden, an oasis of freshnese in a
polluted world, it must itself adopt a lead the member countries to adopt severe and

burdensome measures. Thie is only possible if the rate of exchange vis-a-vis non-
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member countries adapt®itself and protecte us. These variations in protective ratgs of
exchange presuppose & single rate of exchange with regard to non-member ecountries, an

exchange~rate cordan stretching as far as the frontiers of the Atlantic and the Iron
Curtain.

30 November 1972
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Conditions for the introduction of the Europa

The note which I was requested to prepare deals by and large only with the
practical details of introducing a European currency.

I felt, however, after the first meeting, that the working party was not in
full sgreement even on the principle of a Europelﬁ currency. For this reason, I thought
it necessary first to put forward my arguments, reduced to their essentials, in favour
of a European currency before putting forward a possible scheme for the intreductien
of the Europa.

I. We are not attempting to create a regional currency area for aesthetic reasons
or for reasons of prestige. We should create it only if it will be both economically
.and politically beneficial. From the economic point of view, an autonomous currency
unit is nécessary only if it can be shown that the currency area over which it extends
is optimal., For this purpose one may refer to the analysis of the problem of the op~
timum currency area, which perhaps constitutes the greatest step forward in inter-

national monetary theory in the last ten years,

Since no-one has suggested that the currency areas of the present states should
be divided up, the only problem is whether the states of the Nine constitute optimum
currenc& areas or whether the areas should be merged. Do Belgium, the Netherlands,
Ireland or Denmark constitute optimum currency asreas? ~ Probably no more so than the
United Kingdom, Germany, Italy or France. To demonstrate that a particular state
constitutes an optimum currency area would, however, be more difficult in a case where
the state’s GNP is smaller than in a cas where its GNP is larger, Therefore, if one
were to dismiss the idea of a European currency unit one would have to consider the
formation of various new groupings, either by way of closer monetary links between the
Benelux countrias, or in the form of a grouping of the United Kingdom, Denmark and
Ireland or of some other combination...... Prospects which hold little political

attraction,

Purely from the economic point of view, however, it seems that it can be shown
that the boundaries of the states of the Nine (which are an accident of history) do

not delimit optimum currency areas,

1) A unit of account common to the Nine makes sense only if changes in parity
among the Nine themselves are less likely to occur (or are likely to be smaller in
amount) than changes in parity between the Nine and the rest of the world.

Let us take the two extreme cases:

a) Suppose that, during the next twenty years, parities remain precisely or near-
ly fixed, both among the Nine themselves and between the Nine and the rest of the world.
In such a-case a unit of account common to the Nine makes nc sense. Nor would it make
sense to interpose between the currencies of the Nine and external currencies, whose
several parities vis-a-vis each other are ex hypothesi substantially unchanged, a
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structure which is itself in a fixed relationship both with the nine currencies and
with the currencies of third countries. To apply such a reference standard to re-
lationships which are themselves already fixed would serve no purpose, Where reality

is called for, a mere ornament is clearly inappropriate,

b) Suppose secondly that, during the next twenty years, the parities of the
currencies of the Nine vary considerably, both between themselves and each indivi-
dually in relation to the currencies of third countries. To introduce a European mone-
tary structure in such a case would likewise make no sense, and one could not even in
fheory conceive of the Nine adopting such a currency unit, It would not amount even to
an abstract ornament, but would form an indefinable structure having no secure found-
‘ation and being incapable of definition in relation to anything in a world of

currencies that is totally mobile,

A European unit makes sense only if, according to a significant degree df probability,

the exchange parities of the currencies of the Nine inter se will vary in relation to

each other much legss than the whole group of them will vary in relation to the group

of the currencies of third countries.

In a world of relative currency relationships (which is one of the few matters
which the working party accepts, since no member of the party has suggested a gold
standard or a standard based on an actual commodity), the only practical possibility in
the international monetary field is that of interparities -~ the reference to a third
yardstick being merely to a convenient intermediary to be used because it is more
convenient to quote n rather than n_(n-1) rates of exchange - and it is only the closer
alignment of Buropean currencies as cgmpared with the wider dispersal of third country
currencies which, in the constellation of world interparities, justifies and provides
a purpose for a European unit (and for means of payment defined by reference to it)

(1.

The question to decide is whether the probability, during the next twenty years,
is that large-scale changes in the flow of trade and capital will be much slighter
between the countries of the Nine inter se than they will be between the Nine and the
rest of the world., I willmow attempt to show that the answer to this question is in
the affirmative,

(1) It is clearly at this point that the tempting suggestion of Professor Meade comes
in: a unit of account fixed on the basis of a European price index. Such a sugges-
tion is almost a necessity if one wants a European unit of account which is mobile
in relation to external currencies and mobile in relation also to internal curren-
cies, But ‘a unit of account fixed on the basis of a price index, however attractive
it may sound, can never evolve into a transactions currency or even intoan exchange
currency. It seems to me that, in its pure form, it is a unit of account in which
certain contracts of sale or loan (issue of bonds) may be denominated. However,
one cannot imagine a transactions currency based on such a unit,
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At the real root of the international monetary problem lie changes in the
pattern of world trade between 1963 and 1971 - vast changees which, for the economist,
are much more significant than the increase in the actual volume of the same world
trade taken as a whole; the monetary problem is only the reflection of an international
egonomic problem: the problem of differences in growth rates and in rates of competi-
tiveness, not only between national economies but-also between different sectors with-
in the various national economies.

Table A (in the Annex) sums up, by mejor sectors, the importe and sxports of

the three major groups of developed countries in the world for the period 1963 to 1971,
by major sectors.

THle B shows changes in the trade of each of the Six between the same datea

and for the same sectors.

Table A - taken from "The Economist" which prepared it on the basis of a re-
cent OECD publication - is simple to interpret. Two fundamental movements have affect-

ed world trade over the last seven years:

- Japan, on the one hand, and the Nine, on the other, have experienced
a steady worsening of their deficits in energy and raw materials.,
The United States have benefited slightly from this situation, and
producers in the third world, and particularly the oil producing

countries, have benefited very greatly.

- The United States have experienced a dramatic deterioration in

their balance of trade in industrial consumer goods.

The positive counterpart is to be found partly in Europe and in Japan - but
only partly. As regards textiles, transistors and manufactured goods other than motor
cars, the developing world floods in a relentless drive the markets of the developed
countries with its simple and very cheap industrial goods, Unfortunately, countries
in the process of industrialisation do not appear in this Table, and, for lack of data,

no diagram can be made out for them.

Let us now consider the Six in Talle B, There, some noteworthy but little

known facts emerge:

- the main branches of the profiles for overall trade (intra-EEC and extra~EEC) are
all generally oriented in the same direction. However, the lengths of the bars are
unequal. This is particularly evident in the fourth line, under "machinery and
transport materials': the GFR, Italy and France had surplus balances during the eight
years 1963 to 1971, while Belgium and the Netherlands during that period had slight-
ly negative balances. Germany especially had a much more substantial surplus than

her partners. To a lesser extent, the same is true of chemical products.

- If a distinction is made between intra-EEC and extra-EEC trade, the results become
very interesting: intra~EEC trade profiles are very similar; trends are not always

the same, but for 1963-1971 the surpluses or deficits are very small,
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As a result, over the past eight years the development of internal trade

between the 8ix integrated countries has been balanced and symmetrical.

The third diagram shows that it is the external trade of the EEC which is res-
ponsible not only for the overall surplus but also for the large German surpluses (and,
to a lesser extent, for those of Italy), under the headings for heavy industry. At the
other end of the scale, no country has a very large deficit in its trade with the out-
side world.

It was not possible to include Great Britain in this study because no figures
were available for the breakdown of British trade by country or of trade by major
sectors. By way of a guideline, a table is given of the overall trade of the United
Kingdom (outline by major sectors of the 1963-1971 balances). It will be seen that

'this profile of the overall trade is extraordinarily close to that of France.

2) Such findings are important. They lead to conclusions along these lines: in
1969 it was perhaps necessary for France to devalue in relation to third countries,
and, in 1969 and again in 1971, it was perhaps necessary for Germany to revalue in re-
lation to third countries, but it does not seem that it was necessary for either of
them to devalue or revalue in relation to their partners. It could furthermore be

said that such adjustment was not necessary,ahd probably had, from the Community point
of view, a destabilising effect, One could say that this is a theoretical conclusion
since it is impossible to revalue in relation to one group of countries but not in re-
lation to others, or tc revalue in relation to third countries without revaluing in
relation to one's partners. This is true, of course, but, for occasions where it
appears inadvisable to alter the rates of exchange in relation to the Community, one
can imagine other forms of adjustment than changes in exchange rates, such as, for
example, an organised foreign investment policy directed towards those countries with
which one has a trade surplus. To consder another possibility, the Community, which is
responsible for commercial policies towards third countries, might adopt discriminatory
customs measures. It is not certain that we can ensure optimum growth on a world scale
during the next twenty years while adhering to the principle that customs measures must
not discriminate between countries (see below). The proposition that for the sake of
world stability one may need measures which derogate from the principle of equality:of
treatment has,to my mind, been convincingly upheld by certain English authors, and by
A.C,L, Day in particular.

\

3) The Six do not have any majof problems regarding trade between themselves.
Does this mean, therefore, that they should be combined to form a single currency
area (subject to the accession of the three new members)? The trade patterns of the
individual countries do not differ. This may be so: very well, but one might object

that one cannot draw from that any conclusions with regard to a currency area.

The reply one would like to give would be to attempt to prove the thesis that
where an area is an optimum currency area, any internal variation in the rates of ex-

change - and a_ fortiori any degree of flexibility - is a step away from the optimum,

26



B-II

Of course, it is difficult within the icope of this note to give precise proof of
this opinion in the form of a theorem.

One should in essence argue the thesis as follows: an adjustmsnt in exchange
rates is meant to correct a tendency in a balance of payments towards a surplus or a
deficit, resulting from either a difference in competitiveness or a diffsrence in
growth rates, Ex hypothesi, differences in competitiveness may be almost disregarded
in an optimal area. One should, however, add that variations in exchange rates operate
on trade surpluses and deficits, i.e., on effects rather than on causes. Thus as a rule,
since the causes remain unchanged, any differences in competitiveness will begin to re-
emerge,

As to differencies in growth rates, there are good reasons for doubting
“whether variations in exchange rates will reduce them. If there is an expanaioniat
drive in country "A" it brings about & deficit trend., Hence a depreciation in the
currency of country "A", which will have two effects:

- the effect of adjustment (more or less hypothetical according to Robinson's
theorem, but which we shall suppose to be positive);

-~ the effect of encouraging further expansion in country "A". Devaluation whips up
expansionist forces to meet not only the increased export demand but also the jin~
creased internal demand in a protected market. Hence further acceleration in the
growth rate and further depreciation in "A's" currency, etc.

The case of France, which, over the past four years has experienced more rapid
expansion than her partners, but with a higher rate of increase in prices due to her
failure to make a slight exchange rate adjustment, in our view confirm these arguments.

This destabilising effect would be even more marked if there were flexible

exchange rates.

To sum up, & system of fixed exchange rates within a customs union levels out
variétions in growth rates., The advocates of fixed exchange rates believe that the
effect of integration is a surer means of reducing occasional departures from equi-
librium than is the effect of the adjustment of exchange rates, since the adjuastment

may cause imbalances to accumulate.

L) Table A shows the extent of the changes in the pattern between the three or
four economic groups of the western world over the past ten years, It is extremely
probable that such divergent trends will continue, and may even accelerate, during the
next twenty years. We should like to indicate the conclusions which may be drawn from

this as regards the system of exchange rates.

It is olear that adjustments to exchange rates alone cannot solve the problem
of the changes in the trade pattern illustrated in Table A. The United States; for
example, invaded by products manufactured in Europe, Japan and countries in the process
of industrialisation, should eventually devalue in relation to the three other groups.
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Europe on the other hand, with its increasing lack of energy and raw materials
which it imports from countries in the process of industrialisation, is facing a ‘
growing threat from exports of simple manufactured products from those countries, as
it does from exports from Japan, and should either slightly depreciate its currencies

in relation to those countries or keep them stable.

Lastly, Japan should revalue in relation to the United States but maintain .
its currency stable in relation to the currencies of the countries in the process of

industrialisation, which it supplies with raw materials and energy.

1

It is evident that the necessary changes in parity are mutually incompatible:
For example, the United States should devalue in relation to Europe and to count;iesf
in the process of industrialisation but Europe must also devalue in relation to the
countries in the process of industrialisation, while at the same time revaluing in

relation to the United States, etc,

Two conclusions can be drawn from this:

- First, the necessity of having occasional major confrontations between the major
economic areas, ending in package deals containing both changes in parity and
_customs changes together with even further measures, where necessary, (but these
measures would still be on & gzonal basis. The Smithsonian
Agreement of 18 December 1971 is of great historical importance in this respect, It
is the first example of a world crisis which nations have attempted to solve on an.
overall scale by exchange measures and by customs measures (aboliton of $he American
surcharge)., In my opinion, however, they did not sufficiently involve in the
Agreement the fourth’ group, i.e. the countries in the process of industrialisation,
and it is well known that the countries producing oil and raw materials - which all
devalued at the same time as the United States in relation to Burope and Japan -
have up to now profited more than the United States from the adjustment of exchangé
rates, We will need many more agreements of the Smithsonian type in the decades to

come. They will have to become quasi-systematic and be prepared with even more care.

~ The preceding statement appear: to me to be a powerful argument against flexibility
of exchange rates between the major groups of nations. Indeed, when the changes in
parity, called for by the developments in trade balances, are contradictory, how can
the market find the optimum solution? There is the danger that matters will be
solved under the threat of a crisis situation, on which the operators count, or
haphazardly as a consequence of the operators' psychological impulses etc. The si~.
tuation which I have just described presupposes adjustable exchange rates, with pes
riodic adjustments linked to customs measures and to a voluntary organisation of

capital movements; it is not compatible with a system of flexible exchange rates.

5) We have already explained briefly in a previous note (of 30 November 1972)
that it is in their own pressing interest for the Nine, purely from the point of view

of integration, to build up a common monetary structure.
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This is not to say that the other aspect should be under-estimated, i,e,
that of the common interest of the Nine in the international monetary discussions. In
particular, the vital importance of the Nine adopting & common position within the
Twenty.

A solution of the international monetary problem, on the scale of the western
world, within the framework of the IMF - such as that being studied at present by the
Twenty - can be politically realised only if one adopts to some extent the American
sgggestions regarding periodic adjustments of exchange rates, linked more or less
automatically to criteria still bo be defined. Much could bé said about such a solu-
tion, However, it is clear that either:

- it will be adopted, which will then really require a currency Community in Europe:
the criteria of automaticity must apply to the area of the Nine and not to that of each

nation; or

-~ it will fail, which will make the need for a European monetary identity more evi-
dent than ever. The present de facto system is so fragile that it is in the interest
of the Nine to combine in monetary matters in order to meet any future crises with
less difficulty. If they can do this (given that they constitute an optimum monetary

area), they should.

II. Possible scheme for the progressive introduction of the Europa

A European Monetary Fund will exist in embryo form from 1 April. The Fund will
keep its accounts in Buropas, but in so doing will not be acting differently from the
way in which the Community acts in other financial matters. One rightly hopes that, in
general, emphasis will shift from the Fund to a European monetary structure. Let us

examine under what conditions this would be possible:

1. The Community should first have at its disposal a currency which I shall call
- =an excharge-currency, i.e, a currency used by the Fund, the central banks, the commer-

cial banks, and large undertakings on the exchange markets. This currency would be

linked to something which the Nine have already decided upon, namely, the grouping

of their parities inside the wider margin provided for in the Smithsonian Agreement.

We know the technical solution which was adopted:

a) Each central bank would continue to be responsible for maintaining its parity
within the margin of # 2,25 either side of the central parity defined in relation to

the dollar, using for this purpose dollaré purchased or sold.

b) FEach central bank would, in the second place, ensure that the parity of its

currency in relation to other European currencies would be maintained within the mar-

gin adopted. For this purpose it would intervene in European currencies (procured by
a swap of mutual credit if necessary) on the 26 (sic) bilateral markets concerned
/p/n=1, i.e. 8(8-1) = 26 (sic). NB There are only 8 currencies within the Nine;

2 2

Luxembourg does not have its own currencz7.
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It is this system which is heavy and cumbersome and, to our mind, very fragile
(a fair-weather tool which would not stand up to strong winds) which skould be
modified.

2. There would be two principles:

a) Each European currency would define a central parity in relation to the Europa
(defined as 0.888 g or € 1.08). The central ‘banks of each country would be required,
each on its own responsibility, to defend that parity within whatever margin is de-
termined. The defence would be conducted with the aid of the exchange currency defined
above, i.e. of funds held in Europas..

b) Msintenance of the parity of the Europa, as declared to the IMF (1), in re-
lation to theé currencies of third countries would, on the other hand, be the respon-

" gibility of EMF alone, under the technical supervision of the Monetary Committee (or
of a Committee of Governors) and under the political supervision of the Council of
Ministers of the Nine,

3. This separation of exchange functions within the Community is the essence of
the proposed European monetary reform: on the one hand, the defence by means of
Europeas, of the parity of each national currency in relation to the Europa would be
the responsibility of the national central banks; on the other hand, the task of de-
fending the parity of the Europa in relation to the dollar and the currencies of other
third countries would be delegated to the EMF,

Let us be clear that, within the aystem advocated as at present, each national
currency would remain (ree, within the limits of the Treaty, to modify its central
parity in relation to the Europa., The proposed reform is technical and not political:
it does not consist in fusing the nine parities.

This system would put an and to the “snake in the tunnel" which was in reality

invented for lack of a European currency.

In this way the Nine would defend their iJﬂO#@aritiea and would keep them
within a margin which is narrower than the IMF margin, by means of a European Unit of
Account and a European exchamge currency. They would thus also avoid the anomaly of
using dollars to defend the European imwr~parities in relation to the dollar. They
would also avoid the complicated and weighty machinery of the snake in the tunnel,
with its interventions on 28 different exchange markets, which would be likely to
break to pieces at the slighteat crisis. v

kL, In order that the central banks may have Europas at their disposal, provision
should be made for an issuing procedure: any central bank would be able to deposit
with the EMF a certain sum in dollars or convertible currency of a third country and

be credited in exchange with Europas, It is not necessary to make provision for a

(1) The IMF would have to recognise the Community as & Currency Unit in the same
way as the GATT has recognised it as a Customs Community.
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compulsory amount to be deposited, Each central bank would thus have paper assets in
Europas with which it could intervene on the Europa exchange market in order to defend
the parity of its own currency ageinst the Europa, for which it alone is responsible,

5. The market at the higher stage, Europs against thecurrencies of third sountries,
would be controlled by the EMF, The Community central banks would be able to act in it
as operating agencies but control would lie with the EMF alone., The question remains
open whether or not this Europa market against the currencies of third countriea should
be flexible or adjustable. I have stated my viewsAbove, It will be necessary during

the next twenty years to make periodical exchange adjustments linked to adjustments of
a trade nature. This supports the view that there should be adjustable exchange rates
in relation to the outside world but not flexible ones,

" 6. Is such an introductory scheme realistic? In other words, is it conceivable to
have national currencies existing alongside a European transactions currency? Could
the scheme last?

Behinl the unshakeable opposition of many to the creation of a European
currency there is evidently the conviction that such a coexistence could not last. Their
thinking runs somewhat along these lines: either the national currencies will continue
to be living currencies, used to settle 90 % of the trade within their national terri-
tory, in which case there is no obvious purpose in having a European currency; or,
which is something to be feared, the European currency will become the living currency
and will gradually or brutally oust the national currencies. This fear is all the more
understandable since the secret hope of many supporters of a European currency is pre-
cimely for such a fading out and such a victory for the Eurom .

It is not difficult to understand fears of an excessively complete and swift
victory of the European currency whereby it could be introduced into the natiomal mo-
netary channels and oust national currencies, There is a real danger of this happea-
ing, By wishing to progress too fast we run the risk of failure. It is not enough, in
order to dispel such fears, to cite the case of the Eurcdollar which is a currency
circulating in Europe side by side with national currencies but which, up to now,
has not harmed the exchange functions of national currencies (even though it may have
harmed the effectiveness of national monetary policies), In fact, the Eurodollar is‘
not a transaction currency in Burope: no~one holds a cheque book enabling him to mo-
bilise deposits in Eurodollars (which are moreover always term deposits). The Euro-
banks (the part of the balance sheet of our banks which is drawn up in dollars) are,
from the point of view of monetary theory, comparable to savings banks rather than to
ordinary banks, Thus the reasons given in support of a reform of the Eurodollar, de-

signed to reassure people who fear an excessively swift victory for the Europa, are

unconvincing.
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7. Nevertheless, the example of the Eurodollar is quite striking. In Europe the
dollar is:the currency which must be used in interventions on the exchange market, and
is held for this purpose by banks, undertakings and even individuals with a large in-
come from abroad. It has therefore become the basis for an enormous market for term
deposits and bank credits: in thies form it has united the European currency market:
lastly, it is the unit used on a large bond market.

These are precisely the roles which we wish the Europa to play. Firstly as an
exchange currency on the internal Community exchange market and on the external ex-
change market, i.e. dealings in dollars; secondly, as the commodity traded on the
European currency market; and thirdly, as the money of issue and quotation on the
European money markets, It is quite possible and even desirable to prohibit it from
‘performing any other function: in particular to prohibit the settlement in Euroia

of national transactions,

But the advantage of substituting the Europa for the Eurodollar would be
considerable, If it was controlled by the EMF, the supply of Europas would not be
such a disturbiﬁg element as.that constituted by the unregulated supply of Eurodollars,
The rate on the market would be standard like that of the Eurodollar but it would be
in the hands of the EMF and hence of the Monetary Committee. The supply of money in
Europe could at last be regulated at a European level, now that it can no longer be
regulated at a national level, We should finally be on the road to having a European

capital market made easier by the existence of a single money of account,

16 January 1973
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TABLEAU A
EUROPE - JAPON ET ETATS-UNIS
(chiffres Cif-Cif pour Europe et Japon, chiffres Fab-Fob
pour Etate-Unis)
Amd&ioration (blanc) ou aggravation (noir) des soldes par grands
types de produits de 1963 A 1971
JAPAN TH SIX § EFTA UKEIES STAIES
_kZ-UoZ 4 6 8 § ) 2 - 042 5ﬁ§ " ‘2-0¢412'M
Fusls Fuels
Food § other Food § other
rav saterlsls == Seml.finished goods o] Semi-finished goods rae nsterials
Chemicel b ETIER —— KR Chasical
Engineering WORE WRE Enginesring
Cars etc = = Cars otc
Other manufactures ] — Other maufactures
TOTAL {+) — — TOTAL ()
(+} tncluding other miscellsnsous
Source : Economist
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POUR LES CING PAYS DE LA COMMUNAUTE TABLEAU B
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Hocuments written by Professeur H..h.M, DOSSER

I. Introductory “omments on Fconomic and Monetary Union

IT, The Community udget and the liember-States Husgets

III. Teotes or Some Public Pinance Issues ac they relate to Iconomic Urnion.
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Economic and Monetary Union Compared

The composite term, "economic and monetary union”, comprehends issuass of Buropean inte-
gration of very different clarity, usefulhess and feasibility. The difficulbies mestly ariss
in the "economic union" arm of the concept. The aims and methods for "monetary unjon" are
con;paratively well agreed; all that is well-agreed regarding "sconomiz unjon" is that fiscal,
budgetary, and prices and incomes polivies are requiied {0 supplement "monetary union" as
foilow—ups if one is a monetarist or precursors if one is an economi:gj'. What these elements

of woonomic union imply for European policy largely lack definiiion at present.

The aims of monetary union are well-recognised: a unicurrency area (all the rest -
common central bank, no exchange rates between members or balances of payments, etc, =
follow), and the method is now mostly agreed in principle by pro-market sconomists. This is
as set down in the Federal Trust paper of Magnifico-Williamson. Very briefly, this envisages
' thev oreation of a Buropean ourrency controlled by a Buropean central bank, This Eurocurrency
is :co be near-floating againsi extra~Community curreneies. Existing Member State currencies,
continue to exist near-looked with each other, in the intermediate phase. In the final phase
of monetary union, of course, only the Eurocurrency exists.,

Matters are very different in the case of “economie union", The characteristics of an
"economic union" are so profound and widespread that it would be quite meaningless to state
them as aime to be achieved by the Community in a second, third, fourth,.. stage of "economic
and monetary union". Briefly, in its private sector aspesi , economic union requires the
integration of capital and labour markets (involving not just the permissibility but the
getuality of factor flows throughout the Community in response to economic incentives), And,
in its public secior aspect, it implies economic polisy integration both through the budget
(requiring the dominance of the Buropean budget) and through joint prosesses ( &.g, European
planning, prices and income norms); it also implies common commercial law faeing businesses
and perhaps labour unions, and common tax schedules {even personal income tax) and social
security systems.

It is therefore hardly poesible to define ¥intermediate" and "final" stages of economic
union analogous to monetary union. Certainly, a final phase, of completion, may never be an

aim, if only a federation is ever acceptable to Member States.

Which items from this rich menu might be stated as aims of "economic union" in the se-
cond phase of economic and monetary union is very debatable, What seems clear is that only a

very small selection is feasible.

What oriteria should govern this selection? Obviously the question of political practi~
cability is paramount. But within that constraint, two principles etand out:

i) Choose policies with the maximum yield in acceptability or popularity among people in the
Member States. This is partiocularly consistent with the 1972 Summit declaration;

ii) Follow policies which act as a counter-weight, for social and politieal purposes, to the
jmpending massive FEuropean integration and re-structuring of business and industry,

v Sometimes, these two principles converge, for example, in matters to do with employment
and regions; sometimes, they do not, for example, in the regulation of takeovers and monopoly
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practices,

In ~enerzl ir this paper, we shall be looking for policies which converge both
principles.

Enourh hao been said to emphasise the big difference between "monetsry union" end
"economic union" as o contrnst between a compact or defined programme as the first is, and

the diffuse, open—ended, nniute of economic union,

However, the contrist is partly e irick, The aim of monetary union 2s a single

currency srec. is still » proximate aim so far ss economics is concerned, since it only holds

economic merit if it enhcnces the ultimnte economic grins expected from the Common Market,
involving rezl income growth rates (suitabl quelified br environmentel frotors), emploment,

and price ®trbilit:,

Both monetar; union ~nd economic union in fret have the srme ultimste 2ims; it is onlx

thet monetirr union hzs & hondy catch-phrese, ''common currencr', to hsng on.

Acturlly, a similar proximate, unif ing, messure of progress is eveilable for economic
union. VThis ig the size of the Burobudget in relation to the sum of Member-Strte budgets.
This corresponds to the European/nationnl currency mersure, but of course highlights once
agﬁin the uniefined or open~ended nriure of union, since some will srgue that 10% or 20%

budoetary tronsfer represents, the "end" of the process.

lk The constituents of economig union act»in & much more direct way on the uliimate aims
then moﬁet:r"'union.’ Ther rre thus likel to be judred more directly snd more harshly than
cuarrenc; union, They ire more acutelr observable by electorrtes and the balance of cosf
(the "loss" of fiscrl and budgetary snd economic mensgement sovereignty) and sdventeges

(srrurble srins to employment, etc.) harshl; snd unfoirly drrwn,

Monetzry union hrs & cimple terret, rnd » reesonable means of approaching it. The
tor-et itself is rriher "neutral" and academic rs frr as politicel electorates rre concerned,

The relation between the trrget rnd the ultimete economic nims is not much questioned.

All this is the converse for economic union. We heve r vrriety of constituents
leading strnirnt to o variety of ultimrte rims, The advantrre of opereting these on a
BEuropean scale has to be much more explicitl: strted, ~nd is likelv to be much more harshly

excmined by electorites in Member Strtes,

As recirde the brlance between economic rnd monetsr: union, and the controversy thrt
he.s sometimes surrounded their relative prioritsr, the present writer finds himself in the
position of believiny that pressing forward witih rs man- elements of economic union as
possible is most importsnt economicall’, bui prorress on monetrr union is more feasible
politicelly,

Since mane*rpy union is simpler and more cdvrnced in rim and method, and proposals for
crowth points exist, this paper will concentrite almost entirely on the less clear rres of

economic union,
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Economic Union @ Budgetary versus

Extra~-Budgzetary Growth Points

Most of the particular policies usually included as growth points under economic union
can initially be classified as requiring budgetary resources or not requiring these (over and

above administration).

i) Pudgetary growth points : expansion of the Social Fund,
oreation of an Industrial Policy and a Regional Fund;
ii) non-budgetary growth points :

joint medium-term planning, capital market integration,

monopoly regulation, open public procurement policy, etc.

It is obvious that the second category is rather open-ended. And several more items
" could be included here, but one problem is the degree to which consultations, without binding
force on Member~States, should be construed as growth points in economic union, Where
budgetary growth points are concerned, they are necessarily linked with resource use end no
such blurring occurs. The list under the head of extra-budgetary can be severely pruned if
Comminity instruments are considered necessary io define a worthwhile growth point, or can
become indefinitely large if consultative telephone calls are allowed to oount, Whilst the
latter are no doubt important, it is perhaps better to take the stricter view.

Indeed, the present writer would prefer to count progress mostly in terms of tudgetary
growth points, However, the road is obviously hardest hers, thisa becomes painfully clear
when we look leter at the financing of budgetary growth points.

It is perhaps best to remember the distinction, have a preference for budgetary growth
points as having more bite and more effective impact on Community integration, but not to
push the distinction and the preference too hard,

Rather, it will be best to select a policy on the criteria mentioned, for example,
regional policy, and push it forward as a btudgetary growth point as far as resources allow,
but as an extra-budgetary ombeyond that, i,e, using non-financial instruments, consultetion
and co-ordination of national regional policies, etc.

Budgetary Growth Points : Financing versus

Expenditure aspecis

It is much debated as to whether the growth of public sector expenditure is tax-led
or demand-led, The traditional view is the latter (demand for public goods), But it is
clear that in some periods, the tax-led thesis carries much weight, e.g. the new level of
expenditure set after the revolution of tax systems by wars, and the more-than-proportionate
10 national income growth of national tudgets in most OECD countries in the last few yesrs
which may be due to the "fiscal leverzge' of the tax systems in inflationary times.

It is arguable that the tax-led idea is very important for the Buropesn budget at the
present time : the inetitution of "resources propres" with propitiocus long-run implications
for Community revermes, Against this can be argued the fact that no political settlement
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on resources propres could be obtzined unless most members agreed the need for new and
expanding expenditure projects, Perhaps it is best to pive erch side equrl weisht :t present,
though simply arising from the present writer's main interests, the finrncing side is dis-

cussed more fully in this short puper.

Finsncing Budgetary Growth Points

If a substantial expansion of Gommunitx expenditure policies is tp be achieved during
the second phase of economic and monetary union, it appears that new sources of finance for

the Buropean budget must be found along one of three lines :
) 1) Inorease in the Comminity V.A,T, zhove 1 per cent.
ii) Use of the corporetion tax
ii1) Re~introduction of dirept contributions.

v The preference between these methods depends on a complex of factors, It must be
politiecally sensitive (eSppcially, do lerst harm to the Community imege ameng tax-paying
electorates), equitéble between the member -strtes (being proportionsl or slighily regressiye
per national incme per head), revermerraising for o Burobudget of some substsnce, ~nd econo-
mically sensible in allowing nctional/regional demand mansgement in the sbsence of monetary
instruments which will dissppear with monetar; union.

The writer has expressed s preference for (iii), the uge of the corporation tax, and
the reason hzs been developed in deteil elsewhere. Within the belzpoe of this shprt paper,
only 2 brief suymmsr; of the comprrison is stnted.

The proposed system, which basigallr puts the corpopztion tax in front of the V.A,T,
as the Community tex in the medium term, hes the following merits :

i) The Community tax system, consisting =5 it would do of the caorporstign tax and
1 per cent of the V,A.T, goes some way toward fiscal unification, provides sufficient

revemes for the Eurobudget in the medium term, and is expandable (by increasing the
VoA.Te %) in the long-term, if further Burobudget growth is then ncceptable.

ii) The member-state tex systems, consisting of the member-state V.A,T, as well as the
non~harmonisable taxes, provide ample scope for fiscal flexibilit: , i.e, the fiserl

management of nations/regions in the Community, and alec leaves plenty gf resources
in member-stzte tudgets for their own autonomous policies,

iii) Politically, thnt tax is trensferred to Brussels which least obviously impinges on
shop prices, and where seme of the tax-prring sector would welcome the economics
of a single tax payment on en internctionsl (Community) eperntion,

iv) The corporation tax is probaebly » slightly progressive Community t-x, stzte-bv-
state, compared with the neytrality om proportionality of the V,A.T,
It will be seen thpt the proposal combines economic, politicnl and socizl merit,
Its main drawbacks are (z) the varying degree of incorporntion of business in member-stnies
and (b) = possible secqular relative stormrncy in the bese, profits, compared with the brse

of VAT, consumers expenditure,
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The alternative financing systems can be brought into relation, at leest in their
reverme-yielding aspects, and in that way, in relation to the expenditure policies they
would allow, by constructing a series of hypothetical Burotudgets. The figures are, of
course, approximate in the extreme, but are sufficient to throw up some illuminating facts.
All the figures are derived from 1970 national accounts and are all besed on 1970 prices,
Later figures, e.g. for 1980, thus reflect real rates of growth of national income and other
aggregates, but not inflation,

Burobudget 1, 1980
(present expenditure structures)

Total reverue ¥ 1800 C.A.P. expenditure ¥ 1600
- Other expenditure L 200
In the case of Budget I. the full financing system is in force, including, that is,
up to 1 per cent V.A.T. as required to meet, essentially, the costs of the C.A.P. This
’budget is determined by the expected growth of the C.A,P.; in fact it involves the U.K. in
paying over between a 0,4 per cent and 2 0,5 per cent V.A.T. Budget I is not very realistic

or interesting, except as a basis for the expanded Budgets,

Burobudget II, 1980
(full use of 1% V.A.T.)

Total reverme ¥ 2200 C.A.P. expenditure Y 1600
Other expenditure 600

An important fact now clearly emerges: there is no worthwhile scope left for important

new policies with presently agreed revemue provisions,

To make room for one or more of these policies, reverme sources must be expanded either
by the V.A,T. method (Commission method) or the corporation tax method {as proposed in this

paper). This is done in the following budgets III and IV.

Burobudget III, 1980

(increment of 1% V.A.T.
added to Budget I1I)
i.e. total of 2% V,A.T.

Total reverme ﬂ 3350 C.4.P. expenditure ﬂ 1600
Other expenditure Y 1750

Burobudget IV, 1980
(corporation tax proceeds
added to Budget II)

Total revemie ¥ 7000 C.A.P. expenditure ¥ 1600
Other expenditure ﬁ 5400

The first important lesson from Budgets I1I, III and IV lies in the fact that considera-
bly more scope arises if the corporation tax becomes the Community Tax System. To achieve
the same effect using the V.A,T. requires an additional 3 1/4 per cent over the 1 per cent

maximum already agreed and written into Budget II,

In the case of the U.K. this would involve an increase in the standard rate, assumed
to be 10 per cent, of 5 1/4 per cent, which would be the Commission's tax on the British
public, Note that this would be fully reflected in shop prices so that, once again, the

public would face a substantial price increase acting as a serious check on enthusiasm for the
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new expenditure policies provided for.

This does depend on the base of the VAT ang the bose of the corporation tax growing in

line, 'in both real snd monetary terms, to 1980,

Expenditure Priorities in our Expanded Eurobudget

We have three small-scale policies capable of great expansion.

The original scope of the Social Fund has already been extended, in 1970, so thet
financizl intervention for retraining and resettlement of workpeople is possible when unem-
ployment has been caused either directly or indirectly by Community policies, Thus the only
limitation to much more extensive use of the Fund lies in resources made availsble to it
(2t prezent, about 40 mn.u.z.), plus perhaps e clearer definition of quelifying purposes,
Over and above it present scope, the idea has been mooted of #n eventual extension to a

Community system of social security in its unemplovment context.

The general =spirations of Industirial Policy are well-known, consisting of the promo-

tion of greater size for the firm, trensfrontierism and advanced technology, The only
existing Community instrument, the loan-meking Buropean Investment Bank, should, it has been
declared, be supplemented by: Communi ty Development Contracts, & Buropesn Research and
Development Agency, & Community public procurement policy. The firsi two additions would

. create a charge on the Eurotudget,

Small znd piecemeal provision is aveilzble for Regional Policr at presemnt (the
European Investment Barnk and small parts of ECSC and, prospectively, CAP funds)., The hottest
favourite as a growth point in economic union is thus the leasi-zdvanced as to definition of

principles of disbursement and power to disburse,

An importent lesson to be drawn from the sketched Budgets II, III and IV is thet even
if either the corporation tax becomes the Community tax or the Commnity receives the
proceeds of a 5 1/4 per cent VoA, T., the revemes provided are not all that vast, when it is
considered there will be fully nine claimants compared with the restricted beneficizries of
the CAP,

This prompts the point that, even if the advenced position of Budget IV were renched
(whichever tax is used), a serious question of priorities between the three new heads discussed
is reguired. Insofar as expenditure falls short of Budget IV, the ordering is all the more

important,

This is, however, perhaps not quite as serious a problem when it is noted that there is
considerable overlap between the three heads, e.g, they 211 have an employment aspect end thery
all have a regional aspect, .

" “Whether it is wise'to press on with three embryonic new policies, or smalesmrte them
into a Common Industrisl Policy integrated in principles of =application =nd administrotion, or
pursue the creation of new Funds (and administering departments) alongside the Socisl Pund,

is an open cuestion,

The question which would be the next to pursue, but which it is perhaps premcture to do,
is what can be done in detail with a Socizl-Industrial-Regionsl Pund of the magnitude of

"Other expenditure" in Budget IV, There zre mumerous ways of merely looking at its
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magnitude before attempiing any analysis of its effisasy, #.8. in relation to total unemploy-
ment in the Community (implied unemployment benefit per head), as a proportion of national
produet of & list of backward regions, or of the rate of growth of these or the whole Commu-
nity, or again, its comparison to existing membsr—state assistance 1o indultriu/ regions,

eto, ets,

Basis Issues of Eoonomic Union: a Re-Statement

Some basic issues in esonomis union have been raised by the short dissussion in this
paper, but a number of others are implicii rather than explicit. Without going into detail, both
the implieit and explicit are re-stated in this soneluding section on seonomie union.

1. Budgetary vs Extra-Budgetary Growih Points
This has been dealt with in a little detail. One might feel that the budgetary ones are
‘the resl stuff of European seonomie advance, but they involve the most politieal obatables

because of the resource cost involved,

2, V.A.Ts y8 Corporation Tax
On the financing side of budgetary growth, whioh is the preferable method?

3, Constituent Policies vs an Integrated Sooial/Rogiona.l Fund
Should resources bs spread thinly between the Soeial Fund, Industrial Policy and Regional
Fund, or a set of common prineiples of disbursement applied to a single fund?

4. Community Policy added to, or in lieu of, National Policies

It was obscure in our saleulation of budgets whether new Community taxation would add to,
or replace, national taxation, In general, there must be an expectation that it would largely
add; otherwise, to take a.n< example, a Community regional polisy simply replasing a national
tax-and-expenditure regional poliocy would have little meaning., Thus, using the VAT would add
4o the national rate, using the corporation tax implies its replacement by extra revenues
perhaps from other parts of the direct tax system,

5. Welfars vs Efficiency Polisies

This distinotion should not be pushed too hard, sinee many polieies partake of both
aspeets, But it does relate to the oriteria used in progress toward eeonomis union: should
popular support be sought by welfare~oriented expenditures, or industry both aided and regu-
lated by oarefully-chosen subsidies?

6. Short—run vs Long-run Poliesies )

There is a tendenocy to pick on the dominating issue of the time and consider it the ini-
tial growth point for economic union -~ it would have been real growth rates a few years ago,
now it is inflation control, later ii may be environmental aspecis of produstion and growth,
Perhape it is essential for politieal reasons for the Community to respond to these imperati-
ves, On the other hand, the establishment of deep, or long-run, common poliocies (and poseibly
budgetary ones have more of this sharacter) should not be lost sight of..
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A Return to the Interrelation of Eeonomic and Monetary Union

We have dealt with some aspects of economic union in this pPaper separately from monetary
union, sinee it seems to bs the half of the equation which is more obseure, diverse, and
politieally difficult. But the intor—rolation-hip, batween the two must not be 00 much
ignored,

The inter-relationships with some of the issues of economic union diseussed in this
paper should be stressed.

) Monetary union is a constraining influence on several issues diseussed, although a
posaibly ;i'benting factor on one key issue,

With the disappearance of most monetary instruments for national/ regional demand manage~
ment (exohmge rate policy, and national money supply and rate of interest poliey) reliance
.has to be plased on fiscal and budgetary instruments, Thus the need for fiseal flexibility,
partisularly as regards rates, in eertain major taxes, and short-run stabilisation polioy on
the expenditure side of the budget as well,

Sinee the V.A.T. is a much more powerful devise for this purpose than sorporation tex,
it emphases the case for the retention of fiscal flexibility for the former (d}frorent and
changeable national/ regional rates), whilst the latter becomes the harmonised Cmunity tax
(uniform strusture and rate). And on the expenditure side, facilities must be available for
short-run assistance to depreased regions (Keynsian "public works" type of expenditure) as
well as for long-run structural re-development,

Of oourse, the extent to which taxes and the budget have to be used in these ways
depends in the degres of eonvergenase of inflatj.on rates in different member-states. Insofar
ag they converge, stabilisation is a matter for the whole European economy, and the . Community
exchange rate can be used. However, deep economic union in the private sector seems as far off
as in the public seotor, during the second phase of esonomic and monetary union.

Turning to the aspect in which monetary union is a liberating influence on economic
union, we have hitherto assumed that tudget expenditures are entirely tax-financed. But
budget deficits might be feasable, financed by Buropean central bank issues, These Buropean
"gilt;edged" might command support without backing, as a Member-State debt does, or need
pledges by Member-States in the second phase, Either line of advance is interesting; even
the second avoids the tax obstacle to budgetary expansion whilst not directly bringing back
kdir;ect Member-State contributions to the Community.

Finally, the progress of economic union and monetary union could help each other if zs
many as possible of the financial aspects of economic umion that we have discussed are
transactedin the new European currency (called Europas for convenience). The Eurobudget
is cast in Buropas, corporations (or Member-State V.A,T. subvention) are paid in them,
Eurépean "gilt—edged" issues are raised in them, and the benefits to regions or unemployed
people are paid in Europas, Thus the European operation is clearly distinguished from

national ones, and hopefully it is a comstructive and appreciated one,

20 November 1972
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The Community Budget and the Member-States Budgets

Introduction

There are many important political snd sdminimtrative issues concerning the Buropean
tudget with which thie note does not desl, Chief among these is the inter-relationship
between the Parliament, Couneil of Ministers, and Commision in the preparation, approval and
comrol of the Community tudget. *

Rather, this note discusses in & preliminary way three economic issues of principle
conoerning the Community tmdget: rdle, size and reslisation. The first two are closely inter-
related, the develcping r8le or function of the Oommunity tudget during the meocnd stage of
esonomic und monetary union, and the size of tadget that this implies. The third imsue
Anvolves the process of reaching such a goal in 1980,

) In disoussing the r3le and wise at the present time, when the Burobudget is in its ine
fanoy, consideration should be given to some fundsmental prinoiples of the Community in rele~
tion to the Member-States,

Just as oriticisms have been made over the purmuit of "harmenisation" as a dogna, wo the
tranafer of budgetary powers to a European central authority should not be pursued where a '
balanoe of advantage is not evident, '

Of oourss, snormous scope exisia even within this conmiraint, since the bdenefits of
scale have been a prime argument in favour of Buropean integration, and this nust apply %o
many goverrmental Wdgetary funotions,

On the other hand, the bensfits of mcals often involve a loss in democratic contact or ,
of & fedling of participation on the part of electorates, It is important therefore 1o be
sware that the realisation of the lofiy ideslisation adbout the Cumnt'ty often heard = the
newest and most modern form of partioipatory demooracy - may reguire SQevelopment ss well as
osntraligation of budgetary funotions, After all, the vision of some of the founding
fathers of the movement of Duropesn integration was of s Community of partially - self- .
governing Provinoces sach of 10 million people or ao,

How lop-sided im the division of budgetary powers between the three levels of
government et the present time can be gmuged from the figures Delow :

* On much questions, see D, Coombes, The Powsr of the Purse in the Baropesn Comminities,

Chathem House/P.E.P., November 1972

45

.



C-1T
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figures imply. (The difference in centralization shown by this method in the case of the

three new members is, however, interesting).

The immense question before us in the budgetary sphere, impossible of course to come
near to answering at this time, is what the appropriate division of the fisc between the
three levels might be, considering the critera of large scale for economic efficiency, and
small scale for people to achieve a feeling of democratic participstion in decision-making

in the public expenditure sphere.

The Broad R3le or Function of the Community Budget

The implication of this grand design so far as the Community level of the fisc is
concerned is that it should take over those budgetary functions where scale effects are
prodominant. To go to the opposite extreme and, for the sake of argument, to consider the

. administration of local programmes of public services, planning and welfare from Brussels is
only to invite disenchantment with the Buropean Community idea especially as the desire for
involvement grows among the young and the expanding educated class,

Moving toward a more practical level, the first approach to a realization of these
principles is to think in terms of govermnment expenditures of a "business" character 2s

opposed to "social', "personal" or "welfare" expenditures,

On the financing or taxation side of the budget, the proposition was made in my
previoué paper for the Study Group that this should be raised from the business sector rather
than the personal sector. The Community already acknowledges this in part in not having
any plans to harmonize Member-State personal income tax systems (at leest, for a very long
time) since these embody the deepest national idiosyncrasies, Using the VAT as a
Community tax instrument is a half-way applicétion of the principle, being paid nominally by
the business sector, but clearly in everyone's eyes, effectively by the public. The corpo-
ration tax, on the other hand, is nominally paid by the business sector and might partly
fall effectively on business earnings, which in compensation are assisted by the services

rendered by Community policies.

Thus the same broad division between the business sector and the personal sector
should be drawn on the expenditure side of the European budget.

Such a scheme has meny advantages, It is the area of government expenditures where,
a priori, the most important scale effects are likely to be found. It matches up the
payments and benefits side of the European operation, if taxation is to be reised in the
main from the business sector, and places it in that sector of national economies most
favourable to BEuropeanisation, And, conversely, it does least damage where damage can
easily be done, in national sovereignty over health, education and welfare policies where

national differences in approach zre at their height.

As one proceeds beyond this broad division, difficulties, of course, increase.
This arises partly out of the existing classification of governmental activities, both as
regards administrative structure (existing ministries, departments, etc.) and financing

(present classification of expenditures in budgets).

The desirable approach would be to review "tusiness" type expenditure in each
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Member-St-te budget und see in which cases useful scale effects could be obizined as a
preliminary to welding them together into o Europern policw, But currently conventionnl
departmentel categories or financicl hesds mo:r include appropriste and innppropririe European

budget expenditures.

The best prospect for this tesk lies in work in prosress in the functional re~classifi~-

cation of. government expenditure accounts.

On the brozdest plane, internationnl organisations have been endeavouring to compare
various elements of "spcial" expenditure, partiéularly health, education etc, in different

countries including the MemberrStotes, *

These are of only minor assistance in the determination of appropriate Communitr expen-
ditures. The rezsonsare two-fold: (i) more.attention is paid to the "socisl" side of public
,eipenditure than the "businesé" side where the main potential for European budgetary expendi-
ture 1ies (ii) the desree of aggregation is still too rreat.

A better prospect lies in the detailed functional re-classificntion of certrin sectors

of certain economies undertzken in connection with P.P.B, ("Planning, programming, budgeting"),

Work in this direction, originating largel- in the U.S.A. is being pursued internallw
in séme MemberfStates. As an exemple, there hes been some non-official work in re~clessifving
U.K. gévernﬁept expenditure on health, law end order, education, transport on r microeconomic
basis **(though not necessarily in ¢ war suitrble io distineuish the possibility of scale
effects). And the commencement of the present U.K, frovernment in 1971 saw the estrblishment
of 2 P.P.B, unit attached to the Cabinei Office. The U.K. Government slso now publishes a

broad functional classification anmallyy, **%

Tt is not possible .in these notes to review this work in detzil, or that in other
Member-States, In any case, the functional re-classification used would not be in correspon-

dence or exactly suitable for the purpose.

The establishment of z stendardized system of expenditure re-classificetion for the
Community would seem to be & desirable, long~run tesk for Directorate D of D,G. II of the

Commission,

* See, for example, 0.E,C.D,, Expenditure Trends in 0,D.C.D. Countries, 196071980, July,1972,

** See P,Else, Public Expenditure, Parliament and P.P.B., November 1970,

bt Sée HoM.8.0., Public Expenditure 1969-70 to 1974-75, and anmuallv,

See also Federal Ministry of Finence, Finencizl Planning in Germany, 1970-74.
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The Relative Size of the Buropean Budget

This was dealt with to some extent in my previous paper for the Study Group. As
mentioned there, the forecast of size in 1980 must be based on an appreciation of both the
financing possibilities for the Community budget and the demand for government services at
the European level, ‘

The forecast in that paper wes derived largely from the financing side. The figure
arrived at for the total size of the 1980 Eyrobudget was ﬂ?,OOO mn. or approximately
17,000 u.a. {8t 1970 prices), This was & tax-based budget, using either the proceeds of a
Communi. ty corporation tax or a Community V A T rate in the Member-States of about 4 per cent,
It does not, of course, teke account of the possibilities of additional capital expenditures
financed by loan finance (or current expernditure financed by loans), nor of current or _>
capital expenditures financed by the re-introduction of direct contributions by Member-Siates,

If we contime to confine ourselves to tax-financed current expenditures, let us, in
the light of the discussion in the previous sections, look at the question of eize from the
demand side. )

The first approach could be called a "balance" approach ~ trying to judge whet iare
proper national expenditures and seeing what remains for a Community budget. Let us meke
the bold assumption that "social" expenditures, * plus education and public expenditures on
housing, are not appropriate expenditures for transfer from nationsl budgets to the
Community tudget, We then have the following situation:

UK, % G.N,P.
at current price:
Total current expenditure (1967-69 average) 27.9
Social expenditure- (1970) 12.3
Education (1965) 4.6
Housing (1965) 3.8
France
Total current expenditure (1970) 37.2
Social expenditure (1970) 20.7
Education (1966) 4.9
Netherlands
Total current expenditure (1970) 44,1
Social expenditure (1970) 19.9
Germany
Total current expenditure (1970) 37.6
Social expenditure (1970) 18.8

#* By the 0,E.C.D. definition, expenditures on health, old age, unemployment, family

allowances and war and disability pensions,
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Italy ' ' ' % G.N.P.
P ¥ at current prices

Total current expenditure (1970) 32.3

Social expenditure (1970) 17.0

Belgium

Total current- expenditure (1970) : : 34.8

. Boéiwl expenditure - (1970) 16.3

Luxembourg

Totzl current expenditure (1970) 34,8

Social expenditure (1970) 17.1

Sources and Notes

1. Current public expenditures include trensfers to households rnd abroad, subsidies and

debt interest.

2., Statistics from 0,E.C.D., Expenditure Trends in 0.E.C.D., 1960-1980, July 1972.

The incompleteness of statisfics on & comparable basis prevents more than the broadest
overview using this "balance' approach. It does appear that roughly half of public current
budgets in the Six plus U.K. involves soéial expenditures as defined. That is to say, &
balance of 18-20% G.N.P., remsins after socizl expenditure, Another 8% is roughly the norm
for education and public assitance to housing, bThe remaining 10% G.N,P. etill includes the
mejor "national"items of national debt interest, internal law and order and maintenence of
national defence forces. Defence in some cases (eq. France and U.K.) accounts for 5% G.N, P, ,
so thet we are finally reduced fo a figure of 2 to 3 G.N.P. as potentially trinsfereble

"business' expernditure, *

This is still considerable since as stated in the Introduction, the 1973 draft

Community budget represents only some 0.6% of Community GNP.

The figure arrived at for the size of the European budget in 1980 from the finencing

side, namelv 17,000 mn.u.z. represents 1,8% of projected Community GNP in 1980, **

Thus, in summarv, this brozd approach suggests:

1973 Budget as drafted 0,6% Communit:; GNP
2980 " (financed by corporation tex of 45 GNP) 1,85 "
1980 " (Provision for "business" services

at Community level) 2,0-3,0%

Of course, the demand side would be only properly dealt with not by this residual

procedure, but by a positive review of government activities by function using PPB work,

*  The figure of 3» would be roughly correct in the U.K. case, since this would comprise

the headings: Agriculture, fisheries , foresiry; Research Councils; Trade, industry end

employment; Roads; Transpori; in Eublichxpenditure by Programme, in HMSO, Cmmd 4578

** From OECD, Growth of Qutput, 1960-1980, December. 1970
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As stated, one is not able to do this at present, But the approach would single out
elements in transport, fuel, research and other industrial expenditures where operation on a

bigger scale would be economically justified.

Alloeation, Bconomic Management and Redistribution through the Community Budget

I+ is most important to emphasise that the view of the Community budget theat we have
been taking, and the determination of its size, was besed strictly on its allocative functione
where the provision of public goods based on scale economies was justified most fully on the
Burcpean level of government.

This does not necessarily complete the picture for the type and size of European
budget that might be justified,

When we consider the responsabilities for demand-management of the mpdern government
' tax~and-expe~diture system, we have to answer the same question ae to the division of the fisc
between three levels of goverrnment for this purpose, as we did in the case of the "pure"

provision of public goods,

What criteria correspond to those which operated there? The answer pertly depends on
the "region" for which demand manipulation is necessary, If it be the whole Community in
relation to outside blocs, clearly a Community instrument is appropriate, But, taeking
account of monetary union, at this level exchange rate policy will still be avgilable, so
tax or eipenditure policies are perhaps least required.

If the "region" is the Member-State or province of a state, budgetary policy is going
to be important in the light of monetary union, but it is problematic whether stsbilisation
should fall to the Community level or national (or provincial) level, The solution may
be slong the following limes, consistent with the previous sections of this paper.

Assistance to an ailing region partakes of short-~term income support policy on the
one hand, and long-term structural policy on the other. The Community's "businessa" budget
would take care of the promotion of industry and infra-structure in the depressed region,
whilst temporary income support (unemployment psy and other social security benefits) remains
the responsibility of national (or provincial) budgets.

This is a separation of tex-and-expenditure policies, requiring certain "own tax
resources" for the Community, and veriability of certain taxes ("unharmonisation") in

member-states (or provinces).

There does not seem any economic case per se for the "income éupport" part of regional
policy to be in the hands of the Community. This statement would be modified, however, if an
explicit redisiribution policy beceme acceptable to the Community,

Turning to this third aspect of modern budgetary operations, redistribution, distinotions
are again very importani: redistribution between member-states, between regions, betwsen
households in,different income groups?

It is hardly worth mentioning deliberate redistribution between member-siates at present,
since esuch a departure from national juste retour is not likely to come on outright redistri-~
butional grounds, but rather as a consequence of the operation of European principles in the
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distritution of Eurobudget public services.

Redistribution between regions might be a better bet, althouph not on systematic
criteria such as relative regional income per head, unemployment levels, or growth rates.
Hather' a few abjectedly depressed regions may qualify for special assistance irrespective
of country, However, this would simply be part-and-parcel of the "business-type" structural

support to a region discussed in the preceding paragrabhs.

Personal or household redistribution should, by all the arguments of this paper, be
left within the sphere of member-state udgets since this reflects national attitudes as

closely as the structure of personal income tax and most of social security,.

The result of considering the stabilisation and redistributional aspects of the modern
budget has added little to the proposed rdle and size of the Community budget, except the
business or structural side of regional policy.

This involves the same type of expenditure as suggested for it under the allocation
branch: it only quelifies the distribution of those expenditures, It may be argued that the
figure derived from "allocation", some 3 % Community GNP, will prove too small to provide
Community wide common services to business, and special expenditures in stagnant regions,

Then there is a case for a larger than suggested Community tudget.

The Process of Fiscal and Budgetary Development.

What has been said - concerning the functioning of the Buropean budget and its financing~
might be accepted &s a goal, tut the road towsrd it seen as =z daunting one,

For example, the obvious objection to the idea of the use of the corporation tax as the
main instrument of Community financing lies in the present heteroger®ity of corporete law end
practice between one member-state and another. This is, of course, a problem, which would
lead to great inequity in the national and sectoral distribution of the Community tax turden.
However, let it be remembered that the hermonisation of corporate law is equally an objective

of Community development as harmonisation in the hermonisable tax areas,

The unification of corporate law and the corporate tax base could therefore he seen as
a single process, The way ahead appears to be the crestion of & European company code, under
which some companies in some member-states would incorporaste, It could be these companies
which paid tax on their emrnings to the Communi t, This would provide a gradurl trensition
from national corporaztion taxes to a Buropesn one, and ¢ graduzl build-up of Community

budgeting revemes,

Two problems arise: For the first, companies mzy require an incentive to incorporate
under European tax law, Since they are likely to be multi-national'companies, the advantage
of a streamlined tax payment on a miltiple-member-state operation might be sufficient,
Alternatively, some slight tax adventage compared with the total to be paid to member-state
administrations might be necessary as on interim measure, The second problem is that, during
this transitional phase, inter-member-state equity as regards contributions to the Community
budget might be unacceptable, depending as it would on the proportion of a member-states
business which was transacted by Buropean companies, An equzlisation scheme might be
necessary in the transitional period, and a "fair" balance siruck between member-states on the

basis of total corporate earnings in each state or some other measure of business activity,
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But this should be avoided if possible. If juste retour should be given up on the benefits
side as implied by this paper and Burcpean principles of disbursement established, there is

no case for proportionality (to GNP corporate earnings etc) on the tax side.

If these difficulties of transition can be overcome, the important advantage is
added to the previous merits of the corporation tax as the mein Community fiscal instrument:
namely, that the development of European company law and taxation becomes a single,

mitually-reinforcing, programme.

So much for the transitional problems of reaching a suggested goal of Community
financing, Similar transitional problems are involved in moving toward the goal of a

Community budget with an extended business-—orientated expenditure programme.
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Notes on some public finance issues as they relate to Economic Union

In the division of public policy functions between the Community and Member
States, the tendency has been to proceed by enumeration of likely areas for Community
policy: transport, energy, industrial research and development, etc,, these being me~
rely an extension of embryonic policies in existence, and perhaps vaguely based on

notions of scale and efficiency.

A more through-going appraisal of appropriate public policy powers for the
Cohmunity in an economic union might draw on some of the standard, and newer (1),
discussions (and controversies) in public finance economics of the last few years.
These notes are an endeavour to briefly relate some of those issues which seem relevant
to the public policy side of economic union. They refer largely to the Community bud-
‘get in relation to Member Statesv(and Regional/Provincial) budgets.

The broad classification introduced by Musgrave (2) for the study of tax exm
penditure, or budget, systems can be used and where necessary, usefully extended to
include non-budgetary public policies as well (3). This classification was threefold;
the allocation branch of the budget, the stabilisation branch policy, and the distri-
bution branch policy.

Allocation

The case for the public provision (4) of goods rather than private provision
- within the general context, of course, of the type of socio~political societies that
Western Eurcopean countries at present are - has always been the classical issue in
public firance, but has recently been the subject of a new burst of disgussiocn in

economics,

The impetus to this was the juxaposed observed facts that, on the one hand,
the relative size of the public sector is growing steadily larger in nearly all
0.E.C.D. countries (5), and on the other hand, that either (a) taxpayers feelings were
being thwarted ard in revolt (6) or (b) their responses, i.e,, the disappearance of
money illusion and claims for ever larger money wage and salary increases, plus the

enlarged public expenditure itself, were prime causes of inflation (7).

1) Actually, the economics of politics and of the structure of government, which may
seem particularly appropriate here, has been one of the most active fields for
public finance scholars in the last few years,

(2) In R, Musgrave, Theory of Public Finance, (McGraw Hill, New York, 1959},

(3) A distinction made in my paper for the first meeting: "Introductory Comments on
Economic and Monetary Union",

(L) This has, of course, both a production aspect and a consumption aspect, which deo
not necessarily correspond; we shall deal with this later,

(5) See 0.E.C.D, Expenditure Trends in 0.E.C.D. Countries, 1960-1980 (0.E.C.D., Paris,
July 1972),

(6) As an example of this view, see J. Buchanan and M, Flowers, "An Analytical Setfing
for a Taxpayers Revolution", Western Economic Journal, 1969, )

(7) "It is a question whether the progressive reduction of the share of privately fi-
nanced consumption has aggravated inflationary tensions", from 0.E,C.D. Expenditure

TIrends, op, cit.
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The modern discussion on the role or nature of a public good, which has been
intense throughout the 19608, has been dominated by the attempt to define the charasc-
teristic of a "social" good (as opposed to a "merit" good)(1) with a comparative eva-
luation of the three characteristics of such a good: Joint supply, impossibility of
exclusion of particular consumers, impossibility of rejection by consumers. The weight
of emphasis now lies on the impossibility of exclusion (2), particularly because this
provides the most important element in the difficulties of market provision of such
goods due to priocing problems, and thus the need to consider forms of public pro-
vision, :

The question here concerns the relation of this discussion, which has occupied
8 good deal of publio finance discussion both historically and recently, to the three~
level system of government in the Communi ty,

Confining ourselves to what are "social" goods on the above criterion, it is a
matter of trying to determine the unavoidable spill-over of a public good, whish gives
& guide as to the division of its provision between different levels of government,
But there are two cases here: the service necessarily oarries with it its own benefit
area, or the benefit area is at chaice. Examples of the first range from the nee
cessarily large-scale area of benefits of nuclear defence to the small-soale benefit
of couniolling people on local housing and planning problems, Where the benefit area
is at choice, the principle of per capita least-cost provision gives some guide line
(3.

The expenditure side of pudlio (soccial) goods haa its counterfoil on the tax,
or finanoing, side, ivalﬁating this, the simplest method is to adopt the benefit
principle here, (remembering we are still only dealing with the allocation branch) from
the voluntary-exchange approach of Wioksell-Lindahl-Musgrave (4) and to try to mateh
the paying group to the benefitting group.

So far, we have a neat theoretical approach to the Community budget: it dealas
with projects with Communityawide spill-out on technical grounds, and where least-
cost may dictate this, The financing side matohes this,

(1) A "soolal ‘good is one which has to be collectively consumed because of technical
considerations; the consumption of a "merit" good is politically imposed on indi-
viduals to a greater or lesasr extent than they would choose exeroising their
preference system in a market situation,

(2) See J, Head, "Public Goods : the Polar Case", in Modern Fiscal Issues (Ed, R, Bird
and J, Honds (University of Toronto Press, 1973),

(3) Worked out in detail in C. Tiebout, "An Economic Theory of Fisecal Deoentralisation"
in Publio Finanoces i Needs, Sourges and Utilisation, N.B.E.R., (Princeton, 1961).

(4) Much of the recent literature in this area has ooncerned other models, of both the
quantitative provision of the social good (defined as above) and its financial
provision; most significant are the "majority-voting" models of A, Downa in
An !cgngnﬁc Theory gt Demoeracy (New York, 1957) and the "log=rolling" eritique
of J, Buchanan and G, Tulloch in The Calgulus of Consent (Ann Arbor, Michigan,

1962),
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However, there is the problem of "tapering off" of benefits at the edges of
areas (and of the burden of taxation), and conflict between presently-constituted
jurisdictions and benefit (and tax) areas., The usual solution in federal finance is
to consider that the federal authority should play the role of arbiter in these pro-
blems, where neceasdry, using a financial transfer scheme (this is still not to deal
with redistribution),

~This opens up a large new aresa for Comsmunity-budget operation, not so much &t
present, but as integration proceeds with increased movement of goods and people, it
is'going to ﬁecomo more and more difficult to define aresms of benefit (and tax). As
benefit areas diffuse and merge, the decision between Conmunity inter-State transfer
systems and Community operation becomes the more acute,

We turn now from the '"social" type of public good to the "merit" good. The

‘"merit" or "demerit'" of a good is determined either, as Musgrave says, by the pre-
ference scale of the ruling group (1) or one might prefer, the ethic permeating so-
ciety over = particular activity; smeking, car accidents, welfare goods, It is pro-
bably fair to say that, at present, there is very little case for "merit" goods on
the Community level, There is no ruling group or party, politically speaking. There
may be more prospect for European merit goods on the "ethis" criterion, where common-
ality exists between Member States. But, on the whole, merit goods remsin for the
present in the sphere of the State and Region (there is, of course, scope for a re-
division between these two), But, in the course of time, Community norms may be ex-
pected to develop, e.g. over minimum educational or health standardas,

This short discussion of the definition of a public good in the Community
context has been concerned with the "want" or demand side, and the question of ite
supply has yet to be dealt with,

In faét, there are two aspects to the supply side: its political provision
(how much is to be produced and how it is to be paid for), and its actual production.
On the first, the matter is already implicitly solved in our use of the benefit-
principle, a market-initiative model, where guantities provided of social goods are
determined with reference to tax-prices and consumers marginal evaluations of the
goods (2).

Majority voting models of Downs get away from tax-prices and margipal evaluse
tion to the more realistic setting of competition for political power between two
vote - maximising political parties, Whilst this model is ocurrently applicable to
States (and in mome cases, Regions) it is not applicable to Community provision, in
view of the diversity and inconsequence of parties in the European Parliament. The

(1) R.A, Musgrave, Fiscal Systems (Yale University Press, New Haven, 1969).

(2) The technical difficulties arising, e.g. from the unknown or unrevealed consumer
preferences, are very great; see J. Head, op,cit.
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critics of the Downs model such as Buchanan and Tulloch, on the grounds of the collu-
sion of interest groups working through the political process, and presaing for
pseudo-public goods supply, which in fact are special-benefit goods, may seem more

apposite to the Community situation at present.

In summary, the political determination of public (social) goods quantitative
supply and its charging (by tax or otherwise) is still in dispute in the literature,
and the discussion does not help the Community situation greatly at present.

But we have still to deal with actual production, assuming that a public good
‘has been identified, that x units per time - period be provided,. and financed by (say)

a benefit system cf taxation on the group consuming it,

Provision in the sense of production can still be in the hands of private or
public enterprise - government can buy in military aircraft or road construction or

these can be produced by public enterprise.

This is a question of ownership, & political matter. The only technical or
economic question is whether there are some circumstances which demand public pro-
duction, and at a particular level of government. The main criteria are (a) security,
(b) production at least cost (1) and (c) safeguarding consumers of the service from

monopoly exploitation.

In the case of security, military defence, law and order, etec., no degree of
risk can be accepted against non-provision as might occur if firms following market

criteria were used.

The least-cost, or "economies of scale" argument, is most widely used, but
proves quite tricky on analysis. Production may have to be very large fo reap econo-
mies of scale, and only a public authority can command sufficient resources to
achieve it: a8 major dam or reclamation scheme may provide an example. But, in addi-
tion, lower-cost might be achieved by the public authority due to the ability to
pledge additonal security, e.g. the public revenues, behind the raising of capital,
or the use of legislative powers to obtain a resource "cheaply", e.g. compulsory land
purchase. Though such cases afé important, the scale argument has less weight to it
than some think: "It has a superficially appealing simplicity about it which appears
to have attracted many who have argued that...... changes in the nature of service
provided by government requi-e increased centralisatisn in all developed countries
in order to capture these economies of scale; it is not clear, however, that the
technically efficient size of government has in fact grown in many labour-intensive
functions of government (2).

(1) Note that this relates to public yersus private provision not the size of the
public benefit region discussed eariier although the two are, of course, related,

(2) From R. Bird and D. Hartle, "The Design of Governments" in Modern Fiscal Issues,
op.cit; the authors discuss further technical difficulties of founding public
production on scale,
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Of course, the scale argument, insofar as it holds, tends to validate both

public provision and provision over a large (Community-wide) area.

The other two arguments, the security and unavoidable monopoly arguments may
justify public provision and small benefit areas, e.g. local police services, local

sewerage services,

Of course, the "production" side to public goods is so political: much can
be brought under public enterprise where no such justifications as above exist, or the
above criteria can be very tightly interpreted and considerable "public goods" pro=-
;duction contracted out to private enterprise. But in the mixed economies of the Member
States of the Community, it is more or less true that those goods which are "public"
goods by the criteria discussed earlier in this section are generally produced by
‘public enterprise,

The ownership question can therefore be avoided tc a large extent and the role
of the Community budget in the allocation aspect set in this theoretical framework (1)3

(1) Provision of "social goods where technical considerations necessitate Commu~
nity-wide non-excludability.

(11) Provision of "social') goods where "least-cost" considerations imply large-

area provision,

(11i)  Transfer system between States (or Regions) where tapering-off and spill-over
outside of jurisdictions are unavoidable,

(iv) Provision of "merit" goods where Community ethical norms are developed,

What is interesting is the dynamic aspect of these functions. Technical pro=
gress will enhance the importance of (i) and (ii) whilst economic and cultursl inte-
gration will do the same for (iii) and (iv).

Stabilisation

Of course, what has been a predominating discussion is the bext mix of the
two groups of policy weapons, monetary versus fiscal, for stabilisation variously de-
fined {various combinations of full employment, low inflation, growth and regional ba-
lance for internal stabilisation; plus various definitions of balance in the external
account) (2).

The first point to note is that, assuming the existence of monetary union
alongside economic union, the above large field of discussion only applies to Communi-
ty stabilisation policy vis-d-vis the outside world, since most monetary instruments

cease to exist inside the Community.

(1) This dwells on the expenditure side and the tax or financing implications are not
fully developed here,

(2) Of an enormous literature, a leading example is R.A, Mundell, "The Appropriate Use

of Monetary and Fiscal Policy for Internal and External Stability;, International
Monetary Fund, Staff Papers, 2 (I.M.F,, Washington, 1962).
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Looking at the Community as a unit, we are certainly looking at large-country
situations, one distinction commonly hsed. but may or may not be considering the prow
blem under a regime of fixed or flexible Community-World exchange rates (1),

Under fixed exchange rates, the general finding has been: fiscal measures are
the stronger in unemployment policy, monetary in meeting balance of payments de-
fects (2), But this result has to be much qualified in general, and for the Community

in particular.

In general, the finding is based on a very simple categorisation of aims, of
employment and balance of payments equilibrum, and of instruments, fiscal and mone-
tary. The nexus between full employment policy and inflation, and its connection with
the trade balance, has been over-simplified as have capital movements in these preQ
‘dominately trade mobility/factor immobility models. The addition of growth as an aim
brings the need for a third instrument, which may however be achieved by differentia~
ting fiscal or monetary policy into parts.

With exchange rate flexibility toward the outside world, the pesition is eased.
The problem of the external balance is quite clearly in the domain of monetary poliey,
and ‘ir fact, internal adjustment is easier by either fiscal or monetary means. In the
fiscal case, the domestic multiplier (change in Community GNP per increase in Commu~
nity public expenditure/decrease in Community taxation of private expenditure) is in-
creased as the import leakage in the multiplier is reduced by exchange depreciation
(provided there are not offsetting inward capital flows due to interest rate of other
causes). Monetary policy c¢an also be used for internal expansion by using increased
money supply to induce exchange depreciation (e.g. through interest rate reduction and
capital outflow) and export expansion. With external balance taken care of by ex-
change rates, growth and employment are two aims theoretically achievable by two

instruments, fiscal and money supply/interest rate policy (3).

Remembering that we are still dealing with Community-World relationships, some
suggested implications are these, If the Europa is in a flexible relationship with
other major currencies, Community monetary policy (i.e. money supply and interest ra-
te) is available for Community internal balance policy (adjusting the European GNP
cycle), This is just as well because Community adjustable fiscal instruments are li-
kely to remain small and primitive: on the tax gide, the % of VAT (or of corporation
tai) received will be limited and rather invariable; on the expenditure side, ex-
penditures will be rather long-term and structural with 1itt1e.hope of substantial

short-run influence over total Community effective demand.

Furthermore, it is obvious that fiscal instruments are going to be crucial in
intra-Community stabilisation. The questions which arise here are: which instruments,

and how effective?

(1) The basic distinctions used by Musgrave, Fiscal Systems, op.cit.

(2) Musgrave, op.cit., p. 329
(3) A position newly adopted by the UK Government,
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Within the economic union, the analysis of regional multipliers developed for
within a country now epplies to Member States in the union (1), The size of regional
multipliers (in relation to regional expansions of expenditure) show the undesired
leakage of expansionary efforts going to increase incomes in other regions (often not
themselves justifying assistance). Further, the quality of the income increase in the
ailing region is of interest; does it consist of new employment or increases in in-

comes of those employed?

The obvious fact that, as trade integration proceeds in an economic union,
thé Member State/Regional multiplier is increased due to an expansion in the marginal
propensity to import, has been much analysed (2). The broad implication is that die
rect regional policy interventions is weakened but on the other hand the increased
"openneéa" of the region mitigates the effects of autonomous falls in expenditure in
the region and also mccentuates the benefits received of booms in prosperous regions.

The net effect of integration for stabilisation policy in a region can be ta~
ken as adverse in this sense, In connection with the second aspect above, concerning
autonomous shifte in expenditure, it might be assumed that to an approximate degree
(a) marginal propensities to import of the set of regions in the Community are ex~
panded in similar proportions (b) autonomous downward shifts in expenditure in one
or more regionsbare matched by autonomous upward shifts in the remainder. This then
leaves the first aspect, of public policy expenditure changes, to be conaidered on its
own., Now here the likely combination of public policy shifts in expenditure in the de-
pressed and bugyant regions, contrary to the self-cancelling integration effect in the
case of autonomous expenditure effects, both lead in the same direction - a disad-
vantageous integration effect for the depressed region, For expansion in the depressed
region is lessened for a given level of public policy expenditure increase, whilst
public policy may simultaneously be trying to cool off income expansion in the prospe=
rous (and hence also by transmission) in the depressed region,

Some idea of the quantitative impact of this effect on the efficacy of stabili-
sation policy in a region can be deduced from present and projected patterns of trade
between the Member States/Regions (recorded flows will, of course, be between Member
States).

This is not the place for such a task, but it is important to draw the impli-
cations for Community taxation and budgetary policy from the general fact of lowered
efficacy of fiscal stabilisation policy.

There are implications for (a) the type of fiscal and budgetary policy used,
(b) the magnitude of that policy, and (c) the Commission's role in such policy,

(1) See for example, D, Dosser, "National Income and Domestic Income Multipliers",
Economica, February 1963,

(2) See G.K. Shaw, "European Economic Integration and Stabilisation Policy" in C.Sharp
(Ed), Fiscal Harmonisation in Common Markets (Columbia University Press, 1967) and

e Tl ontlon 2n ommon Marxets
E, Claasen and P, Salin, Stabilisation Policy in Interdependent Economies {North
Holland, 1972).
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In the first respect, the need to interpret "fiscal harmonisation" as (often)
a need for fiscal differentiation in different parts of the Community becomes im-
perative (1), In particular, fiscal differentation or flexibility is required in those
(harmonised) taxes that have an efficacy in increasing/decreasing effective dsmand in
the fairly short-run, These are general sales taxes, i.e. the V.A,T. and excise duties,
rather than corporation tax (2). And, as between tax and expenditure policies, the re-
quirements of short-run impact put the weight on tax weapons, insofar as most ex-
penditure policies are structural or otherwise, difficult to charge quickly (the main
exceptions being payroll subsidies and unemployment benefits), In the main, however,
it is variation of indirect taxes which is required, as traditionally in any Member
States, for short-run adjustment.

The second point, regarding the quantitative impact, is obvious: larger va~
‘riations in V.A,T, {or payroll subsidies or unemployment benefit) are going to he re-
‘quired for regional adjustment in view of the integration effect, than we have been
accustomed to. The correlation between the per cent change in V.A.T. required per gi-
ven income generation in a region and changes in the marginal propensities to consume
in that and other regions is, in principle, knowable,

The preceding two points avoid the question as to who controls the Member
State/Regional stabilisation policy. The third point relates to the problem of per-
verse action in prosperous regions, and rather directs it toward the Community fiscal
authority. For it is clearly essential that co-ordinated action be taken by way of

fiscal differentiation in prosperous and depressed regions.

The broad conclusions of this brief survey of the stabilisation branch of the
Community fiscal and budgetary system is that whilst exchange-rate variation can take
care of external stability of the Community as a whole and the internal level of eco~
pnomic activity can be dealt with by Community monetary instruments (hence short-run
flexibility in Community fiscal instruments is not so important), all the bupden for
relative levels of activity in the Member States/Regions is placed on fiscal instru-
ments, These have to have effective short-run impact on effective demand (such as the
V.,A,T. would have), variations have to be large, and have to be_co-ordinated between

parts of the Community by a central authority.

Redistribution

If public goods provision (see allocation) follows the Lindahl approach of
tax payment - benefit by areas of non-excludability, the publié section operation is
free of redistribution of real income between Member States/Regions. But if other

(1) On the basic conflict between the concepts of tax harmonisation as fiscal unifor-
mity versus fiscal flexibility, see D. Dosser (Ed), British Taxes and Entry into
the Common Market (Charles Knight), London, forthcoming, 1973.

(2) This is the "stabilisation" aspect of the preference for the corporation tax as
the uniformised Community tax over the V.A.T,, argued in the author's previous
papers for the group.
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diffsrences in the tax base. Although these differences can to some extent be
taken account of by differences in service levels and differences in tax ra-
tes, when allowed to fully do 80, this is so diviesive in the Community that the
differences in tax bases are partly compensated by a tranafer systen (1),
Transfers can be by various formalae such as pay/receive according to ratio
of one's own tax-base (for a particular takx) to the average Community tax-
base,

This plan has & moderate positive effect under (a) and (b) and does not suffer
& great distincentive problem as under (b). This prlan would perhaps be the
most realistic in the Second-stage of economic union. It is consistent with a
good deal of fiscal flexibility in tax rates, as argued for under Stabilisa-
tion,

(iv) Incentives to raise fiscal operations: plans can go further than the last to
modify and even reverse the disincentive effect., For example, the Community
could offer "matching grants'" to Member States in selected fields of expen-
diture, Such a plan is similar to the last in permitting fiscal flexibility
and in trausferring real income from low tax base/high need Member-State/
Regions to broad tax/low need ones. But its essential difference is that 4t
envisages a larger budget operation in gernal, and this may not be acceptable
in the Second-stage either politically or in terms of other sconomic policy
such as combatting inflation.

These four plans all work through the Member States, The first two are seve~
rely centralist, and coinacide in general with the view of fiscal harmonisation as
fiscal unification, the latter two are more federalist and offer scope for fiscal
flexibility.

It is possible to take an even more centralist or integrationist approach, by
considering the relationship between the central fisc and Community citisens as a di- ‘
rect one (2), The Community may endeavour to achieve horigontal equity by equalising
the fiscal residue (benefits from public services minus tax paid), whilst vertical
equity (.e.g. & progressivity in the income distribution) is achieved by State ad-
Justment of taxes and tranafers (following State objectives) and central adjustment
(following central objectives), which would tend to outweigh State action, of course.

This approach is the appropriate one for a truly common market, with full fac-
tor mobility., For if the movement of people is to be determined entirely by the sectoral
need for labour as indicated by wage-rates, and locational considerations are eschewed,
real income adjustment should be on an income basis only, and not on a location basis,
However, since such a common market is beyond any present horizon, sa is this approach
to redistribution, and plans for action (and winor action at that) though the Member
States are the interesting ones. ’

(1) This is roughly the aystem of local government finance in U.K.

(2) See J.M, Buchanan, "Federalism and Fiscal Equity", American Economic Review, Sept.1950,
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Reconciling the Three Objectives

The problem of areas of jurisdiction - that present government areas do not
correspond to an optimal economic division of the Community ~ which was mentioned in
connection with allocation, applies also to the other two branches of the public sec~
tor operation, and indeed is compounded, since optimal areas for one ecomomic purpose
may not correspond with those for another., For example, if provision of public ser~
vices or the non-excludability criterion is taken as dominant, so that spill-over is
(theoretically) eliminated for provision, a stabilisation or redistribution policy
for such an area may spill-over to businesses or households who do not qualify by the

criteria in use for stabilisation assistance or income support.

This is, in a sense, a conflict between the three objectives in terms of acope
‘or area, The conflicts can be more direct and too numerous to detail here: examples
are between increased public expenditure under redistribution plans versus reduced
spending for stabilisation purposes, fiscal uniformity to take-in spill-over benefits
under allocation, versus fiscal flexibility for stabilisation, and 80 on.

Perhaps the final and strongest argument for Community fiscal co-ordination.
lies in these over-riding conflicts between the three great objectives of budgetary
(and non-budgetary) policy. However, the Community role does need to look at the whole
Community budgetary operation with respect to the detail of its diverse and manifold
parts, where different principles for each part and alternative criteria within each
part apply, rather than follow overall obiter dicta such as uniformisation, centra-

lisation, etc.

64



Document written by Professor H. Giersch

I. The Case for a Europesan Regional Policy

1I. Final remarks of Herbert Giersch

D

T4



The Case for a European Regional Policy

1. There is an undisputed presumption that economic union in Europe affects the
location of economic activity in a way that many people might consider to be on the
whole undersirable from a supra-national point of view (1).

- The freeing of trade within a customs union is generally favourable to locations
close to former trade barriers. Although some locations that had attracted "tariff
factories" due to high import protection lose this advantage, many more others gain

" from the removal of trade barriers on the other side of the border (2). This wpuld
apply to the Benelux countries and to locations along the Rhine and in the Saar re-
gion. Moreover, the transport network that was built up in the nineteenth century,
with national capitals as centres, will gradually be improved in the former frontier
regions under the pressure of both political and market forces. These locational

effects correspond to the trade creation effect (3).

- What has become known as the trade diversion effect has its locational counterpart
in the disadvantages which a customs union confers upon locations close to the out-
side borders, While some peripheral locations may benefit by attracting "tariff
factories" from neighbouring countries (like Flensburg in Schleswig~Holatein), the
peripheral areae in general, including the centres of peripheral regions, lose their

relative attraction for economic activities,

- This process which tends to lead to the emergence of a common centre for the Common
Market (comparable to the emergence of national centres in national markets) is in-
tensified by the introduction of frcedoi for the movement of labour and capital and
for the choice of locations by corporations and entrepreneurs. West Germany, which
has an abnormally high share of manufacturing in GNP (4) seema to be a case in
point. The rate of growth of her manufacturing sector would have slowed down to a
greater extent, had the labour shortage in the sixties not been relieved by the in-
flow of foreign workers from Southern and South-eastern Europe. In other words: the
inflow of labour into the central areas of the Common Market made for lower wage
pressures and a tendency to have an undervalued currency, & fact that by itself
helped to sustain profit margins and to prevent an outflow of capital into less in«
dustrialised areas, Moreover, the inflow of foreign workers gave support to ine
dustrial growth in the more industrialised areas of the developed countries. In 1969
in West Germany about 9 ¥ of the population in built{-up areas was foreign born
compared to 3 ¥ in the structurally weak areas (5); without an inflow of foreign
workers into Germany industry might have spread to a larger extent to the less de~
veloped regions of the country which offered regionally immobile labour notably in
the (insufficiently shrinking) agricultural sector.

2 Economic integration has probably fostered active competition and thus contri-
buted to raising the rate of growth of GNP in the Common Market above what it would
have been otherwise. In this way it has probably had a secondary effect on the loca-
tional structure of Europe. The reasoning Eehind this hypotheeis is based on the
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presumption that growth contributes to regional inequality. Regions which already

have an infrastructure and a degree of urbanisation that offers economies of contact
(to whose who are in and to those who want to come in) necessarily benefit most from
any exogenous stimulus to growth, whereas backward areas, by losing capital and labour,
also lose voting power and may become unable to press for their fair share in public
infrastructure inveatment. The infant industry argument in support of tariffs has a
wider application in this context: as a medium-run argument for regional subsidies in
cases where private and public decision makers have an unduly short time horizon so
that they underestimate either the development potentinl/@fckwnrd regions or the envi-

ronmental costs of over-urbsnisation in the highly industrialised areas.

3. In the long run, perhaps only in the very long run, we can rely on the equi-~

_ livrating forces. The limits to growth are a regional phenomenon. They become relevant
in the polls and in the market place when people complain about sky-rocketing rents,
unnecessarily time-consuming commuting distances, air pollution and other forms of a
deterioration in the quality of 1ife. If we want a better regional distribution of
economic activities, we should first abstain from neutralising these signals in the
name of well-meant but short-sight political objectives; Rents should not be prevent-
ed from rising, and commuting costs should not be subsidised. If people are insensi-
tive to the non-pecuniary costsof traffiec congestion, we can with some technical ima=
gination devise mechanisms that‘trlnsform these costs into tolls and taxes. Air
pollution and water pollution in densely populated areas can be licensed, and li-
censes can be auctioned, or they can be sold at prices covering the costs of re-
medial measures. There is no need to give financial help to local communities in over-
developed areas. On the contrary, the overdeveloped areas should not only pay their
own way -~ by levying taxes equal to the average costs of the public services they
render -; they should rather adopt the marginal cost pricing principle in charging
taxes and tolls for public services and thus make a profit, In principle, this profit
could be used to promote development in backward areas,

b, If and shen the built-up areas hit against the limits of industrial
growth (and if negative feedback effects in the market place are not neutralised by
the political pressures of the voting population), the less developed areas receive s
good chance for catching up. The early starter may lose its growth leadership to other
aress and countries. Examples are England, the traditional textile regions, and coal
and steel areas like theRuhr . Regions are bound to decline with their dominating in-
dustries, unless they change what may be called their "profession'. As regards the new
"profession" (which may be in the field of services), they have not necessarily an ad-
vantage over latecomers, This holds particularly if the latecomers offer a better
climate, an attractive environment and political stability. California may be a case

in point,

Se As in North America and elsewhere,we have in Europe a regional structure that
shows systematic differences in regional per capita  income. If we abstract from na-
tional capitals like Paris and Rome, from major seaports like Marseille and Hamburg,
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and from semi-capitals like Frankfurt and Munich, we find a tendency for incomes to
fall from Southeast to Northwest in the UK, from Northeast to Southwest in France,
from Northwest to Southeast in West Germany, and from North to South in Italy, Looked
at in this way, the regional income distribution in Europe is comparable to a cone,
the top of which is located in the Rhine delta region., With some additional imagina-
tion, which translates the relative cheapness of sQa transport into correspondingly
smaller economic distances, we can consider Copenhagen and Stockholm to be almost as
much a part of the Centre of Eurcpe as London or Hamburg. In the postwar period the
tob of the income cone seems to have shifted somewhat in a southerly direction, pre-
sumably as a result of rapid growth on the Continent and the failure of Britain to
join the Common Market right from the start.

- 6. In spite of the wurbanisation tendencies that are observable in the form of the
immigration of foreign workers and the location of industries along the Rhine, we find
that regional income differentials have become smaller, at least in Italy and Germany.

In the Federal Republic the coefficient of variation which measures the devia-
tion of regional income levels from the national average, decreased from 0.22 to 0.1%
between 1950 and 1960 and went down at a similar rate from 0.19 to 0,16 in the follow~

ing nine years,

In Italy, the process of equalisation of regional income differentials has not
glowed down since the formation of the Common Market. The weighted coefficient of va-
riation fell from 0.36 to O.34 between 1951 and 1958 and from 0.34 to 0.27 between
1958 and 1966 (6). This reflects the effects of both emigration and regional policy.

The differences in per capita income between the Six have clearly declined
since the EEC was founded. To sa& that in the process of economic growht the rich become
richer and the poor become poorer is obviously little more than a myth,

7 The enlargement of the Community can easily create new regional problems.
While Schleswig-Holstein, which was on the periphery of the Six, is likely to gain
from the entry of Denmark, the peripheral regions of Demmark may find themselves at a
disadvantage, Similarly, I feel that the Sough of England, including the London area,
will benefit from the closer links with the Continent, but that Northern Ireland as
well as Scotland and Northern England will be subject to atrong pulls from the gra-
vitation centres of the European economy. These pulls will manifest themselves in lar-
ger intemregional income differentials, until the equilibrating forces start to work.
Whether the outcome will be migration to the South or a flow of capital to the North
will largely depend upon whether real wages in the North are allowed to lag behind

real wages in the central areas.

8. There are strong reasons to believe that intemregional wage differentials tend
to be smaller than interregional productivity differentials. Otherwise it would be
difficult to explain why there is overemployment (more vacancies than unemployment) in
the central areas on the Continent, but unemployment in the periphéral regions, no-
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tably in Southern Italy, Spain and Yugeslavia, but also in Ireland and in the North
of the UK, of Norway and of Sweden.

9. The tendency for intesregional wage differsntials to become too small may be
the consequence of wage bargaining practices and a strong belief in the prineiple of
equal pay for equal work, Bquality that is imposed on unequal conditions translates
itsel? into a more serious ineguality. It may take a very long time to reverse a pro-
cess that severely hits the peripheral regions through the outmigration of young
skilled workers who cannot find employment at home. It is true that the marginmal pri-
vate productivity is increased, when a worker migrates, but if the immigrant area is
already so overcongested that he reduces the quality of life of those already living
there, there can be a case for counter-measures, The camis even stronger when out-
migration reduces the value of social overhead capital in the depressed area,

10. ‘ Much of the regional policy that iay become necessary after the ealargesent of
the Community can still be carried out at a national level, Action on a community
level, that involves an international redistribution of 1neo-o-.‘enn wait until work-
ers migrate across frontiers either in undesirable quantities or into overcongested
areas. Nevertheless, the action eventually needed should well be prepared in advance.
This situation may become urgent onse exchange rates are irreversably fixed or once a
common turrency is introduced tb serve as a basis for wage contracts,

1. A "Europa" that ias floated in competition with nationmal currencies will pro-
bably be used first in wage contracts in the industrial core of Turope. Wage contracts
in peripheral aress are likely to be fixed in national currencies for quite a while

~ just as it takes some .time for national languages tc replace dialects in areas
fartber away from the centres of communication. A gradual penetration of "Europa" from
central places to economically backward regions might alleviate rather than worsen the
regional problems in countries like the UK and Italy, which are probably sot yot op-
timum currency sreas under the criterion of 1nto:rigionnl balance. The argument for
breaking up these currency areas through the floating of "Europa" would be even
stronger, if "Europa" were tied to a& consumer price index that included the high and
increasing rents and commuting costs in congested areas. If these areas become !r,o of
both money illusion and cost illusion, they will cease to have overemploymwent and
will no longer attract labour and capital from less developed areas.

124 Sooner or later the beneficial transitory effects of floating a "Europa" will
disappear. When all wage contracts are goncluded in "Europa", the distorting effects
of the principle of "equal pay for squal work" will make themselves felt. This then
would be the time for large scale regional policy measures to support peripheral
areas, If, alternatively, Furopean monetary integration is brought about through the
prevention of perity adjustments, the time for a large scale regional policy may come
much earlier. In fact, we can already say with regard to West Germany that the combi-
nation of wage restraint and restrictive policies with a reluctance to revalue is
bound to produce & growth of GDP which is felt by an inflow of rescurces, including
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labour and human capital from less developed countries and regions in Europe, This is
judged against what would happen under conditions of a flexible (equilibrium) exchange
rate or a apeedyrﬁarity‘adjuntment. The result will be of no surprise to those who be-
lieve that the contradictions of capitalism largely reflect the inconsistencies of
economic policy., A "Yes" to irreversably fixed exchange rates must imply a "Yes" to a
European regional policy, if serious inconsistencies and contradictions of this sort

are to be avoided,

13, The Paris Summit Meeting of Octobsr 1972 recognised

- "that a high priority should be given to ... correcting ... the structural and re-

gional inbalancea,

- “that the Governments from now on umdertake to coordinate their regional policies"

and

- "that a "Regional Development Fund" should be set up before 31 Decemher 1973, which
will be financed, from the begimning of the second phase of Economic and Monetary

Union, from the Community's own resources'.

In the light of the foregoing reasoning, the emphasis on the need for correct-
ing - and preventing - regional inbalances is no more than logical.

1, How Governments can effectively coordinate their regional policies (1) is an
unsolved problem, A minimum requirement would be to eliminate
- inconsistencies in the form of actions that neutralise each other,

~ regional measures that are & disguised form of industrial protection including
measures that are primarily directed at promoting specific new industries,

- all measures in support of already congested areas,

Moreover, i£ should be posasible to agree on & minimum of mesasures designed to
limit industrial growth in areas that suffer from a deterioration in the quality of
life, as was suggested in para. 3.

15. The "Regional Development Fund" mentioned in para. 13 could be financed out of
- the receipts from auctioning licenses irn overcongested areas,

- the receipts of a special tax levied on the increase in land values (with due allo-
wances for low income earners and old age residents and for the increase in land
values due to inflation and other causes that are umrelated to urbanisation

tendencies),
- the seignorage gain from the floating of a "Europa",

- a tax on the increase in official foreign exchange holdings insofar as such increases

are a reflection of a growth~promoting undervaluation of the national currency.

(1) A survey of actual measures is given in the Annex to this paper,
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16. The tax on the increase in land values might be a universal tax levied in the
whole co-uni€§ for the Regional Development Fund. Each landowner ahould assess his
own property each year or every second or fifth year, To prevent an underestimation
the landowner should declare that he would be prepared to sell his property at the
assessed value within a period of = say - six months. This arrangement would make it
unnecessary to establish a large bureaucracy. It Qonld also ensure that the sssess-
ment value is not too far from the market value. Compared to a tax which is based on-
1y on actual sales th!propogodvtlx does not interfere with the movement of land from
one owner to another, Moreover, the tax rate can be much lower than would be the case
if the tax wers levied only when an sctual sale took place.

17. The Regional Development Fund should distribute its means to Regions rather

. than to Natiom States. Forkthis purpose new regional authorities should bs eatablish-
ed, if they do not yet exist already. This is the situation from which ene nay
atart. There are

8 zones d'études et d'aménagement du territoire in France

11 Lénder in West~Germany

11 "regions in the Community semse' in Italy

4 geographical zones in the Netherlands

3 linguistic regions in Belgiun

1 Grand Duchy of Luxemburg

11 new standard regions of England, Wales, Scotland and Northern Ireland.

Similar regions may be defined for Denmark and the Republic of Ireland,‘lo

that the total number of regions in the Community might be between 50 and 55, compar-

able to the number of states comprising the USA, Why should these regions not elect
2 senators each for a European Senate?
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ANNEX _ D~I

Survey of Regional Policy Measures (x)

1.

3.

Indirect Policies

Improvement of professional and regional mobility

Consulting entrepreneurs and workers.

Individual grants for vocational training and re-training.

Financing or constructing vocational education facilities.

Financing transfer expenses of people who leave the depressed areas (Sweden,
Finland) or move to growth centres of the depressed areas (Sweden, Netherlands).

Improvement of infrastructure

Regional infrastructure development.
Urban infrastructure development, urban renewal (GFR) and construction of new

towns (UK, France).

Direct Policies
Administrative action

Regional priorities in government procurement policies ( GFR, USA).
Decentralisation of governmental institutions (Denmark, Italy).

State-ownership of "cornerstone enterprises" (Norway, Italy).
Financial intervention

Low interest rate loans, government grants and tax concessions
- to primary and manufacturing industries only (Belgium, Netherlands)

- to tourism as well as to primary and msnufacturing industries (GFR)

- to commercial establishments as well as to the sectors mentioned above {France)
- to growth poles and to integrated industrial complexes (Italy)

- to aspecific industries sulitable to certain regions (France).

Industrial soning

Planning and laying out of industrial expansion zones (France).
Planning and building up of industrial estates for sale or lease (UK, Italy).

Restrictive Measures

Investment controls and licensing in metropolitan areas (UK, France).

{x) cf. OECD, The Regional Factor in Economic Development, Paris 1970
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Final remarkes of Herbert Giersch

While agreeing with the general spirit of the report, I should like to make

the following reservations and points:

Te

5.

6.

We have not discussed in sufficient detail the arguments leading to the conclusion
that the Community budget should be expanded to, at least, 3 ¥ of the Community
GNP by 1980 (page 64).

T do not feel convinced that it would be undesirable for . the Regional Fund to
supplement rather than partly replace member-state regional spending (page 47), My
opinion is that whatever the Community can do should be in addition to what

national Governments are doing now.

Should it be implied that variations in the VAT are an anti~cyclical weapon with
possibilities of regional differentiation (page 44) in the cyclicel context, I

would reserve my position.

As regards the Common European Currency, to be defined as a "bag" of national
currencies, I strongly plead that harmonisation of monetary policies on the basis
of certain targets and indicators ahould procoé@.llong with any narrowing of the
scope for parity changes. As long as the objective of fighting inflation is re-
cognimed to be of primary importance, there should be more scope for revaluations

than for devaluations.

In order to make the Common European Currency more stable than the average of the
national currencies ;nd‘to thble it to compete with the ltrongor ones, I éuggclt
that the '"bag" should be filled with additional units of national currencies (in
the same proportion) whenever its value in terms of goods and services has de~
clined in all countries by more than a certain percentage.

The Common European Currency is too important & suggeation to ignore the safeguards
that are indispensable for preventing it from beeinga failure. Failure is bound to
result if the exchange rates are more rigid than is warranted by the harmonisation

of monetary policies,
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I. Reasons for Economic and Monetary Union

1. The advantages of a European monetary union can be summarised as follows:

- Bfficiency gains due to the simplification of trﬁnsfors, the elimination (or n&%otion) of
the exchange risk, the abolition of internal exchange oontrol discrimination /EC~-residents
(such controls, as might be necessary, would be applied along the perimeter of 3 wider and
more viable currency area), economics of socale.

~ Saving in the holding of external reserves; the pooling of renerves would have to be ao-
companied by the creation of the Community's own sources of liquidity, e he uaed for
internal setilements; (this is necessary if we are to truly "internalise" intra-group trade).

~ Restoration of European control over monetary conditions in Emrope.

Perhaps due to the ciroumetances which have prevailed over the last few yeaps, it is
'genera.lly held that the benefit last listed above is the most important that monetary uni~
fication would bring about.

I believe this to be justified. So far developments have been such thet EEC countries
have become commercially integrated with one another, whereas monelarily they pommunicate
maincly with, and through, the dollar, This causes sharp confliots at a time when the oyole
tends to diverge on the two sides of the Atlantic. Already in the second half of the fifties,
Europe regained autonomy vis-a-vis the United States in the itrade oycle, but not as yet in
the monetary and finanecial spheres, Several factors (including, of oourse, the growth of the
Furodollar market) have accentuated monetary interdependence. However, given the great dis—
proportion between the United States and the fragmented European national markets, inberde—
pendence has been lopsided, The European countries' ability to pursue, for other than the
short term monetary policies at variance with those of the dominant economy has been meverely
ocurtailed.

As long as they aoct as separate entities, Europsan countries can only make very limited
use of technical devices, such as exchange rate changes, in order to regain monetary sovereig-
nty. Separate money and capital markets and independeni currencies do not have the same
strength; they appeal differently to mobile capital; but if individual EEG oountries varied
the exchange rate, to the (different) extent needed to curb the dollar inflow, they would run
the risk of upsetting their trade balance, now that intra~EEC trade expeeds for the average
of member countries one half of their total foreign trade, whereas trade with the United
States (with whom the monetary problem arises) averages leass than ten per cent.

One might also argue that the freedom to resort to parity "jumps" might unfgirly be
used to gain a sharp competitive edge within the industrial oustoms union; it is true that
in the posiwar period "competitive undervaluations” have been more used than competitive
devaluations, but the former generally build up slowly and might be offset by limited and
regulated exchange rate flexibility. Finally, parity jumps are diffiqult to reooncile with
present arrangements under the common agrioultural polioy, Thus, monetary union would also
help in managing the industrial and agricultural cusioms union.

2. The recovery of monetary soversignty, through union, would mean that Europe would again
have the power to pursue an autonomous monetary policy, But whioh poliey? '
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Monetary polioy can be defined as the use of a set of instruments that are available to
monetary suthorities in order to achieve certain aims, mainly in the sohere of stabilisation
polioy, but also in other fields, Stabilisation polioy, in turn, is part of economlic polioy
and strategy., Thus, monetary policy, whioh has held such a prominent place in the arsenal of
weapons used in the postwar period for stabilisation purposes, is instrumental in achieving
the objectives of governmental economic policies. If the role of monetary poliecy, important
thought it is, is subordinate to overall economic policy objectives, monetary union oannot be
regarded as an end in itself; nor can it be conceived of as feasible outside the wider

oontext of economio union.

For the purposes of this paper I shall define economioc union as a state of affairs in
which: :

a) The tendency towards equalisation of product and factor prices is not hindered by.adminis-
trative and other controls which disoriminate on the basis of nationality, residence (or

looation of plant or investment).’
b) A network of linkages beiween companies, trade unions, inatitutions siretching aoross

national borders, is gradually formed, thereby merging economic systems, whioh being
largely open communiocate with one another, into one fully intogratod' SCONONY,’

o) Conscious policies are pursued in order to secure an even pattern of high employment of

~—

resoirces and to olose the gaps in living and working conditions throughout the eoconomic
union's territory. This would not (and could not) be achieved by relying exolusively on
the geographical mobility of manpower; Community instruments, akin to those used by govern
ments within individual countries, would be created and employsd for the purpose.

The FTollowing deals with some of the issues arising under o).

3. It follows from the above that monetary union cannot be aimed at in vitro., The choice
of the path leading to it must be made bearing in mind the economis implications; measures
of monetary unification need to be appraised with reference to their impliocations for the

union's broad economio policy objeotives.

I take it that, as far as those objeotives are conoerned, the union would behave in
much the /same way as individual member governments and ocountries.' It has been a distinotive
feature of the post World War IT period that governments have clearly ackmowledged their
pesponsibility to secure full employment {and economic growth) in their respective oountries.
Although more reoently the emphasis has shifted towards improving the quality of life, it is
olear that growth based on the progress of productivity continues to be a oondition whioh
must be fulfilled if we are to improve “working conditions and conditions of life”, to use
the language of the communiqué issued at the Paris summit meeting last October.' In my opinion,
looking at the order of priorities from the Community standpoint, the main qualification to
be made is that more atitention should be paid to the business oyole's changes in space.’
After all, the process of integrating the eoonomies is lasgely one of re-arranging the
allocation of rescurces and the looation of productive activity throughout the union's ter-
ritory as a whole, Hence, the bodies which are primarily entrusted with the task of carrying
out the integration process ought to be expected to recognise their special responsibility
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for growth balanced through spaoe, while coopera.tlng with national govermmenis in order to

stabilise the business cycle over time.’

Unfortunately, we do not lcnow enough about growth to be able to reg'ulate it in the way
we regulate, say, the employment level or the balance of payments, The problem is further
complicated by the fact that growth, like inflation, has kept important national connotations, .
suggesting that the progress made in the postwar period does not go béyond the utagq of semi~

integration.

This may make it a diffieult task to achieve regionally balahced growth; it does not,
however, dispense with .formulating and implementing a Buropean policy of growih' for, although
we do not know everything about economic growth, we do know that certain things- tend. to
foster it,'vhile others. hinder it, ‘que‘tax-y unification should be pursued in a fashion
oonsisfcent with a Europ’ea.n, policy“.of balanced growth, - »

4. As long as the ability to sustain the prbcess of economic grow‘th in a 6on‘bext of mone-
tary stability differs from country to country, a mechanism of monetary unification should be
chosen which would not hinge on one hundred per cent freezing of parities. It is a good ap-
proximation to say that the ratios at which member countries! ocurrencies are exchanged cannot
be kept constant over the medium-long run, unless the ratios between the general price levels
in those countries can be kept constant. Whereas permanently fixed parities require the
same degree of monetary stability, or insta,bility./tooe maintained throughout, different natio-
nal propensities to inflation imply that the rate of prioce change at which output will be
maximised differs from one country to another, The fixed parity contraint would cause a de-
viation from this optimum rate and, therefore, damage economic growth. A number of factors,
including the 8¥mmetry which as a rule requires deficit countries to react more promptly than
surplus countries to a balance-of-payments disequilibrium, suggests that adjustment of demand
and employment polioy in the type of arrangement here discussed would be made prevalently,
and perhaps preponderantly, by high inflation-propensity countries (close to the level posited
by the low inflation-vropensity countries),

Intra-group parity flexibility, however, is not generally considered a synonym of
unification (although floating exchange rates seem now to be acoepted for transactions on
capital account). This attitude is justified because of the danger that flexibility might
degenerate into freely floating rates and because the existence of a contraint is likely to
foster the move towards mutually consistent patterms of behaviour, In the light of the fore-
going argument, it might, however, be argued that a ctatutory regulation of flexibility,
which would gradually shrink so as to finally lead to completely fixed parities, and the
early introduction of a European ocurrency would both largely reduce that risk and place pro—-
gress towards monetary unification, in the transitional period already, on a less volatile
basis than would a commitmeni not to change parities other than in accordance with some

agreed procedures,

Se The need to retain flaxibility will be less strongly felt if sufficient progress is made
towards a Buropean policy of growth, In the previous section, it was shown tha.t there is a
built-in link between monetary unification and the growth process, and that the latter may be
differently affected in different regions and countries, If member countries were satisfied
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as to the Community's ability to take offsetting steps, whioh would help o sustain a balan~
oed growth, they might agree 1o depriving themselves of monetary instruments whioh have a
bearing on their economic growth.

The link between monetary unifioation and economic growth is not only the result of
the renunociation $o0 use such instruments as exchange rate pelioy, exchange conirols, oredit
policy (and ultimately demand mansgement ). The link also is there beocause the process of mo-
netary unifioation, long before it leads to the use of one currenoy througheut $he whole
area, will tend to considerably inorease the sirength of the autematic factors whioch push
open national sconomies towards economio integration. »

This applies, inter alia, to wages and salaries, Most industrial countries m-notudm
on a labour standard rather than on a monetary standard of any kind: nonoy' supply sends to
adjust to the levels consistent with the evolution ‘of wages and salaries (whioh is, albeit
"to different degrees, autonomous in relation to the conditions of demand and supply); rather
than vice versa. Oiven the way in which trade unions have developed, the labour standaxd is
fundamentally s national standard: a fast which accounts for a geed deal of the gaps existing
in the various countries! propensity to inflation, If we are on a lsbour standard, re—organi-
zation of trade unions! structure and polioies, in a fashion likely to turn a national stan-
dard into a community-wide one, represents part and parcel of the integration process.' In the
meantime, as monetary unifiocation measures are taken and their implementation beoomes clear
to the ;Sublic at large, the "veil" whish tends to blur differenses in real wages ‘padd for the
same work in different ocountries will become thinner and thinner.' Thus, the automatioc mecha-
nisms will work with more vigour towards closing the gaps in the rates of incresse of remune-
ration, irrespective of the size of productivity gains in different countries.' In fast the
push towards pay parity throughout the Community's territory might, during the transitional
phase, imply at the limit a succession of higher wage rises in the regions and countries
where pro&uotivity is lower and grows slowly. Thus, the position of those regions and countries
as in&uatrial locations would, at the very beginning, be weakened: regional problems would be
aggravated and monetary unification itself would be jeopardised,.'

6. Here aga.in“th‘e diffioulty might be overcome if monetary unifiocation were accompanied by
steps which a.ro,rcaily part of sconomioc unification. The introduction of a ocentrally financed
pay~-roll subnidq in favour of the regions (hardu'q) hit by the move towards pay parity would
weaken the tendenoy %o concentration of investment in o few over-expanding regions, In faot,
the subsidy might,be dovetailed into a Community-wide system, whioh, by means of a regionally
differentiated pay-roll tax subsidy, would tend to reduce ocngestion in the overheated regions,
and unemployment in th; laggard ones,’

The introduction of subsidies would not necessarily mean that one would be ossifying a
given struocture and territorial pattern of production and invesiment activity, every time
that a poocket of unemployment, howaver smgll, threatened to form,' The process of econemic
integration would not have much meaning if it did not bring sbout changes in the looation of
economic activity and in the allocation of resources (it would not make sense if, on balance,
it increased in‘eff#oionoy).

But the diversification of energy sources and the relative decline in costs of '
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(multi-modal) trarsport have nowadays made geography less relevant as a determinant of indus—
trial locations. As far as these are concerned, a weightier influence appears to be attribu~
table to'ad hoc volicies pursued by governments anq/or local authorities and, at the other
end of the spvectrum, to a sort of inertia which preserves the power of atiraction of old~
established industrial centres long after the causes, whioh initially made industry settle

there, have subsided.

In a pluralistic economic order, such as obtains in western Europe, profitability
calculations do not (fully) sllow for soni~l costs. There is a tendency to overrate the
external economies which » concentration affords and to underrate the external
diseconomies, As member countries become regions of the wider Community area, the peripheral
regions of countries which themseivea hempen to be in a peripheral position within that area,
will find themselves farther removed from the Eurorean inner circle of industrial concentra<:on

‘tion, the increased "economic distance" will make them less attractive to capital.

Recause integration wnuld strensthaen the factors whioh make for concentration of econo-
mic aotivity, t"e proposal already made that, as part of a European policy of balanced growth,
a tax on the gains from concentration should bhe introduced, seems to be justified.

Te Economic growth is an objective of stabilisation policy and, thus, of monetary policy
also, The rolicy to be pursued by a European monetary union and, before it comes to that,
the path to monetary unification which will be 1ollowed during the transitional period,
should aim at maintaining high levels of activity in all the main economic regions of the
fommunity. ¥eilines thnt, some industrial high~activity regions (with a high propensity to

inflation) might hecome tomorrow's "problem areas".

¥uch of the foregoing, however, refers to the plight of the "consolidated" regional
nroblems. These are rightly considered as falling within the purview of long-term déveIOpment
nolicies. Indeed, such is the complexity of development problems that it can hardly be hoped
to overcome them without a multiple attack by means of tax, government expenditure, manpower
training, educational, public works, transport and other policies., But this does not mean that
it is irrelevant from the standpoint of the less developed regions what sort of union and
monetary nolicy will be aimed at in the Community. The fact that long~term policies can work
the changes in the structures needed to overcome conditions of economic backwardness does not
imply that stabilisation policies, and monetary policy at that, have nothing to contribute.

Because structural differences make for a different cyclical performance, and vice versa,
stabilisation policies cannot overlook the inter-acting link between the two., Thus, what is
the rationale for rursuing the same demand policy for the tendentially low~activity and for
the tendentially high-activity regions, when the impact of disinflafionary measures tends in
fact to concentrate in the former regions, where it is not needed? (Most casualiies of =2
credit squeeze are usually to be found among the smaller firms, which in those regions ac-

count for a higher share of the total), lMonetary measures are not neutral sub specie regionis:

at any rate they hesve an implicit regional effect connected with (a varying degree of) indus-
trial specialisation by the regions, Whenever that effect is not consistent with a European
policy of balanced growth, a regicnally differentiated monetary policy should as far as practi
cable be pursued and/or offsetting policies in other spheres should be enacted.
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8. I hope to0 have shown that monetary unification cannot abstraoct from economic unifica-
tion, Of course, economies which are not fully integrated yet are bound to have oconflioting
perceptions of the attendant risks and benefits, Thus, for some oountries European monstary
unifioation should be msought in a way likely to subdue inflation, in the first place. Given
the present very high rates of cost and price increases, this attitude in easy to explain,
Also, although it is a problem for inoomes policy perhaps just as much as it is for monetary
policy, inflation appears to lie in the fisld of monetary phenomena more than does economic .
gowtti. T have concentrated on the latter because I regard it as being ultimately the deoisive
factor in the attitude of member countries vis—a~-vis the Community and its transformation
into a fully-fledged union.

As Europe will not regain monetary sovereignty without ocostis, we should make sure that
it is put to good use, This can best be achieved by implementing a Buropean polioy of growth
- within the framework of monetary and economic union.

Rome, January 25, 1973
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European Monetary Union

1. Money is a good servant but a bad master. ionotn'.y Union should be promoted only to
the extent that, and only in a form that, makes the besio objectives of Eoonomic Union
eanier to attain. It is my fear that if Nonetary Union is set up as an objeotive in its
own right it will make thess basio objectives of Eoonomic Union more diffioult, rather than
less difficuls, to attain. '

2. In order to promote the basic objeotives of Kconowio Union we should seek monetary
arrangements between the Nizne which reduce o a minimum any purely fimancial-monetary-
balance-of-payments difficulties in allowing free trade, fyree movemsnt of capital, the
ready transfer of funds to and from an EEC buiget, and so on. This does not mean that an
Economic Union must be based selely on laisses-faire principles, On the oonirary, in addi-
_tion to the free movement of goods and factors of éroduaﬂ.on and in addition to the harmo~
nisation of taxes, company laws and regulaticns, etcj common Europesn pelicies for agrioul-
ture, vegional development, pellution control, procurement of pudlic goods, péonotion ot
research, dsvelopment, and produstion in such large-soale indusiries as sieel and airoraft
produotion, distribution of ingomes and wealth, eto., e¥o.; are the preper stuff of an
Economic Urion. Such matters are difficult encugh in all oconsoience to bring %o suscessful
fruition. It is wost desirable that they should be judged on their own proper, fundamenisl
merits and not on their effects on the balance of payments between the oonstituent parts of
the Eoonomic Union.

3. There are only two possible ways of easing these monsiary balance-of-payments problems:
the first is by ourrenoy integration and the second is by variations in rates of exchange
beiween the national currenciess '

4. By ourrency integration I mean the institution of s common ourrency er a rigid looking
of exchange-rates in a manner which has the same effect. If everyone has the same money,

then the techrnical problem of making a transfer of funds between one part and another of

the Eoonomic Union disappears.’ But the basio underlying problems do net disappear; they

take the form of depression and deflation in what would otherwise have been a country with

& balanoe—of-payments defiocit and of inflation in a country whioh would otherwise have had

& balanoce-of- payments surplus, Unless the onnd.i.ti}.m exist for a reasenably painless
adjustment of the domestio economies to these nm'tuv»doﬂa.tiou and inflations, this
method of currency integration will make the building of a trus Economio Unien more difficult
and will ultimately lead to oatastrophe whioh will disoredit the whole enterprise. A national
government which is ooping with domestic unemployment dws to the stringencies of membership
of a ourrency union is not going to agree easily %o those ltcpi in the building of an
Eoonomioc Union which may require it to contribute more #o0 a ocentral Ewropean buwiget, to pui
out its 'eontmta for publio works to contractors in other member countries, and so on,

A govermment whioh is strwggling with a domestio restriction dus o a ourremoy union will
develop a throughly protesctionist attitude to such policies. In the end the Economio Union
would oollapse, g ’

S
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Se The conditions necessary for the -guccessful operation of currensy integration inolude
{(a) a centrally integrated monetary and fiscal polioy, (b) a oo-ordinated wage flexibility,
and (o) a highly developed regionel poliey.

(a) With currency integration there must be only one central set of financial authorities,
controlling not only the supply of the common currensy but also a large and potent range
of fiscal instruments, in order to stabilise the gincral level of effeotive demand
throughout the Economic Union.' National governments will have lost these powerss and
the difficulties of adjustment for one member country whioh has to inflate or to deflate
relatively to the other member countries most not be oompounded by the abmence of any
suthority capable of preventing general inflationary and deflationary surges throughout
the Eoonomic Union, '

(b) Wage ocosts must fall in the member country which has to deflate relatively to wage costs

' in the other member countries. Otherwise we will simply have mass unemployment in the
couniry concernsd, We are nowhere in sight of a systems of national wage-fixing which
will make this possible.' Indeed, the introduotion of a common ourrendy, if it enocouraged
trade uniens to demand the same money wage for the ssme job throughout the Economio
Unicn regardless of differsnces in productivity, would make matters even worse than
they are at present in this respect.

{0) There would have to be well-developed regional policiss to came the adjustments which
these relative monetary inflations and deflations would undoubtedly entail, however
successful one might hope 30 be in making monetary wage and other ocosts more flexible
than they are at present.

6. If one considers the present d‘iscrepa.ncies between the different EEC oountries in their
arrangements for coping with inflationary pressures -~ i.rilin.; both from the demand ‘side and
from the cost side - and if one remembers that it is pnoiuli at this time that the diffe-
rent countries are experimenting with different measures %o cope with this problem, it would
be foolish to try to fix exohange rates at all rigidly now. It would indeed be tragic that
just as the rest of the world (including the USA) wers realising the folly of fixed exchange
rates in present conditions, the countries of the EEC were to commit themselves to this
disastroun pbl:loy. Indeed frequent, small, gradual exohange rate sdjustments rather than
prolonged periods of tension at fixed rates culminating in explosive and disturbing large-
scale oataclysms provide much the most hopeful means for a oonsiderable time ahead for
minimising the balance—of-payments obatacles to the construction of an Eoonomio Union. Of
course, sush arrangements are not ideal. Currency integration might well advanitages if
conditions {a), (b), and (o) of paragraph 5 were fulfilled. Without those conditions,
however, it would be disastrous. We can now set about building up conditions (a) and (o)}
but 12 we are honest with ourselves, we have s yet no idea how to achieve condition {v)e.

Te 211 thiz does not imply that the Nine should do nething in the field of Nonetary
Union.' On the oontrary, if a system of frequent, small, gradual exchange rate adjustments
is 0 be the order of the day it would be of immense help if they oould get together to
manage this system jointly. I personslly would be happy to see them go $he whole hog by
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putting the whole of their national reserves of gold, dollars, and SDR's tegether with
considerable quotas of their own currencies into a single joint European Exchange Equalisa-
tion Fund,’ This fund would be jointly operated by the Nine, so that the determination of
the exchange rate adjusiments both as between the ocurrencies of the Nine themselves and
also as between their currencies on the one hand and the dollar on the other hand would

become a joint, centralised European operation,

8. There i® a second development which calls for immediate action. If the Economic Union
is to be developed there will be inoreasing need for a common unit of ascount for the deno-
mination of the revenues and expenditures of the central budget as well as for such purposes
as the determination of prices for the common agrioultural policy. In a regime in which
exchange rates beiween national ourrencies are liable to frequent small changes, this pre~
sents a problem. Moreover a unit of account expressed in gold or dollars or SDR's loses much
‘ of its atiraction if Buropean ourrencies are likely to fluctuate in terms of gold, dollars,
and SDR's; and in any case for the purpose of a Buropean Economic Union there is obvious
point in choosing a unit of ascount which has more relevance to domestic European monetary

units than {o the domestic American monetary unit.

9. I propose, therefore, that the EEC should adopt as its unit of account a Buropean unit
which is defined as a bag of predetermined amounts of the national currencies of the Nine
constituent members. Thus one Europa might be defined as a bag containing Qs pounds sterling,
Qf French francs, Qm marks, Q1 lire and so on. The Q's would be fixed smounts of the national
currencies and would be chosen so that initially each Q was in roughly the same proportion
to the GNP of the country concerned, With this unit of aceount and with variations in the
national exchange rates, when value of the Europa went up in terms of one of the constituent
currencies it would neceséarily fall in value in terms of at least one of the other consti-~
tuent ‘currencies, But if the variations in the exchange rates, though frequent, were small
and gradual, it should be possible to use such a Europa as a useful unit of ascoount for EEC
governmental purposes, '

10. In the case of the Common Agricultural Polioy, for example, support prices fixed in
terms of Furopas would be more relevant to general European conditions than support prices
fixed in units of account tied directly or indireotly to the dollar; and if variations in
Buropa exchange rates, though frequent, were never more than a few percentage points in any
one year, the variations in the agrioultural support prices in terms of the domestic ocurren-
cies concerned would be very moderate and, if necessary, should be absorbed in some way or
another by national agriocultural policies without the need to reintroduce frontier controls
over agricultural products.’ In any case it would be totally unacceptable if the modalities
of the supporit arrangements for farmers were allowed to dictate the whole of the balance—of-

payments mechanism for the Economic Union,

11, There is a further important advantage in defining the Europa in this way as a bag of
existing European currencies,' Without further ado, since all these national ourrencies are
already used in ordinary markei transactions, this bag of currencies could be used by the
European Exechange Equalisation Acoount as a means of intervention in the foreign exchange

91



F-1

markets for outside ocurrencies, and in partioular for dellars. The Eurepean Emchange Equali-
sation Account oould link the Buropa to the dollar, Wmying and selling this bag of Buropean
Currencies for the dollar so as to keep the Europa~dollar exchange rate within a predetermi-
ned band areund a parity whioch could itself be adjusted as required. In other words the
structure of rates beiween all the ourrencies concerned, could from the cutset be expressed
in two parts: first, as a rate of exchange between the dollar and the Europa bag of ocurrenciss
and, second, as rates of exohange between each Eurepean national currency and the Europa,

the latter being merely a way of expressing the rates of exohange between the European na-
tional currencies.

12, I believe that the developments suggested above are fully enough for the next stage
of Monetary Unions (1) the pooling of European monetary reserves; (ii) the operation of a
joint control over the use of these reserves for the regulation of exchangs rates; (iii) the
" formation of a common policy for the use of frequent but small exchange rate variations;
(iv) the definition and introduction for the use as between the national moi-nunt-, the
national central banks, the EEC official institutions, and the enlarged European Exchange
Equalisation Account of a Buropean unit of acoount, the Europa, consisting of a bag of
Furopean national currencies in predetermined fixed ¢quantities; and (v) the expression of
exchange rates in the twofold form of (a) the dollar value of the Europa and (b) the Europa
value of each European national currency.’

13, The next decisive step (a final deoision on whioh should,in my opinion,be postponed
until we are certain that the time is ripe for it) is the development of $his unit-of-acoount
Europa into a ocurrency used for commerocial transactions by agents ether than offiscial natio-
nal and Eurepean governmental and central bank institutions, When the national reserves of
foreign exchange and other assets are pooled in the European Exchange Equalisation Account,
the resulting liabilities of the Aocount 10 the national oentral banks ocould be expressed in
the unit of account, the Europa.’ National central banks sould settle balances between
themselves by the transfer of these Europa deposits with the Account.' These are matiers of
the mechanios of inter—ocentral-bank .settlements.’ But a wholely different set of problems and
possibilities arises when commersial banks or other private oustomers are allowed to hold
Europa deposit liabilities with the Aocount. The Account then becomes a FEuropean Central
Bank, whioh I will from now on call the ECB.' Presumably the EGB would issue Europa notes or
deposit lisbilities against the receipt of the appropriate bag of European national ourren-
cies and would be under an obligation to redeem any of the Europa notes or deposits which

it had issued by the repurchase of these Europas with the appropriate bag 6f national our-
rencies from its own reserves.' Such a step carries with it three major dangers.'

14, The ability of private agenis to choose between holding Europas or holding national
ocurrencies may introduce a new, relatively easy way of speoulating between the foriunes of
the varicus European currencies.' If one European currency is weak and is expected to depre-
clate in terms of Europas (n.y, the pound) and if another is strong and expeoted to appre—
ciste (say, the mark), then (ermans may elect to hold marks and only Englishmen may wish
to hold Europas.' This, of course, is taniamount to a shift of funds from sterling ito the
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other European currencies which must be acquired with sterling on behalf of the Englishmen
in order to make up the Europas which they wish to hold, It is true, of course, that if
freedom of capital movements within Europe is to be a feature of a true Economic Union, the,
even in the absence of a Europa currency, Englishmen could speculate directly by selling
pounds and buying marks. However, the existence and common use of the Europa might make

such speculative movements just that much easier and more natural,

15. The moral is clear. The Europa should not be introduced as a private transactions
currency until the process of integration has gone far enough, (i.e. the three conditions
in paragraph 5 are sufficiently near fulfilment) for only very moderate exchange~rate
variations between the European national currencies to be needed to ease the balance-—of-
payment problems of the countries concermed. As soon as this is the case, the movement of
short{—term national funds into and out of the Europa could be controlled by acceptable
changes in shori-term interest rates. Thus in the case examined in the previous paragraph,
suppose that the pound was expected to depreciate in terms of Europas by 1 per cent per
annum and that the mark was expected to appreciate in terms of Europas by 1 per cent per
annum,’ Then if the ECB offered a Buropean rate of interest of 6% on its Europa deposit
liabilities, a short—term rate of interest of 7% in the United Kingdom and of %% in Germany
would offset any incentive to speculate on the exchange rates. Such may well be the proper
ultimate development. The ECB would become the decisive BEuropean monetary authority using,
inter élia,its interest rate policy to control the total supply of money in Europe, while
the national European central banks would need to adjust their interest rates around this
basic European level to offset short-term speculative movements in and out of Europas. But
all this must wait for the time when European economic integration has gone sufficiently
far to make it unnecessary to contemplate any large exchange-rate variations beiween the

national currencies.

6. The second major danger to be guarded against is that the private use of Europas might
lead to uncontrolled monetary expansion or contraction in Europe. Suppose that BEuropean
commercial banks could hold Europa deposits with the ECB.' They would, of course, do so only
if it were profitable t0 expand their Europa business by making Europa loans and themselves
incurring Europa deposit liabilities to their customers.’ If there were no control over ihe
ratio of their Europa reserves with the ECB to their Europa deposit liabilities to their
private customers, then (in the manner of Eurodollar asseis and liabilities) the authorities
would have lost control over the pyramid of monetary expansion that might be built on any
base of Europa deposit liabilities of the ECB. The private use of Europas necessitates the
design and implementation of a European requirement regulating the ratio of Europa reserves

to the Europa liabilities for all European commercial banks.

17. The third danger of a premature introduction of the Europa into private hands is by
far the most serious. The Europa could become a very widely used currency for all soris of
transactions, starting no doubt with the large iniro-BEuropean transactions of large muliina-
tional companies and banks, proceding through the smaller national transactions of national

companies, and ending up for wage payments and retail sales. Indeed, it would present the
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path to what in paragraphs 4, 5, and 6 above I have called currency integration.' For the
reasons given in {those paragraphs I regard it as an alarming danger that we might move too
quickly in the direction of ourreney integration hefore the preconditions to make a currency

union work are satisfied.'

18.: The moral to be drawn from this is clear.' It may he possible to oontrol the use of
Europas by such regulations of the activities of the commercial banks as requiring them (i)
to deal only in blocks of Europas of sums not less than, say, the equivalent of L 500,000,
(11) to extend oredits in Europas only for international and never for domestic transaoctions,
and (iii) to hold exceptionally large Europa reserves with the ECB against their Europa
liabilities, mo that dealings in national currencies were less restricted than dealings in
Europas,! But the Europa should not be introduced as a private transactions ocurrenoy until

we are reasonably sure that we have a system of such regulations as will effeotively contrel
" the rate at which its use is allowed to spread,’

19.' As the conditions for currency integration (see paragraph 5 a.bovo) are approached,
there may be considerable advantage in the private use of the Europa for large intra~European
{ransactions and to replace the Euro-dollar. One can imagine in such circumstances the gra-
dual development of a truly European monetary systems a powerful European Central Bank con-
trolling the quantity and the interest cost of the Europaj the national central banks setting
their interest rates in relation to this central European rate; and the rate of exchangse
between the Europa and the dollar and the rates of exchange between the national Europa
currencies and the Europa being managed as a central European concerns' In the Appendix to
this paper I set out in more detail such a scheme, which oould be gradually introduced as

the necessary oconditions for currency integration are more and more nearly fulfilled.'

20,' But one must close on a note of caution.' There is one stubborn pre-~requisite for all
this very desirable develomment.' If we knew how to influence wage rates and prioces in condi-
tions of full employment, so as to avoid rates of wage inflation which exceeded inoreases in
produotivity on the one hand and excessive profit margins on the other hand, we could move
towards ourrency integration. But at the moment in this matter we none of us have a clue.
Until we do we must be very cautious indeed in our moves towards currency integration.'
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APPENDIX (1)

(1) The outline in this Appendix is based upon the prepesals of Nessrs.' Nagnifioco and
Williamson in their Federal Trust Report entitled "European Monetary Integration”,
to which proposals I have added the suggestion that the Europa be defined in terms
of a bag of European national ourrencies. i

1.  The EEC governmenis set up a European Central Bank (the ECB).' The ECB issues notes and
deposit liabilities which constitute a new currency (the Europa).'

24 The Eurepa is convertible by the ECB on demand into a mixed bag of the EEC member
ourrencies.' That is to say the ECB undertakes on demand to pay out for one Europa note Qs
units of sterling + Qf Franoch franos + Qm marks + QL 1ire + elecsse Conversely for Qs ster—
ling + Qf franos + Qm marks + QL lire + Jii'sb's's’ the ECB undertakes to issus 1 Europa note.
. The Q's are fixed amounts of the national currencies concerned.’

3 The ECB is set up in the first place by the payment by the EEC natienal ceniral banks
(the NCB's) into the ECB of all of their holdings of foreign exchange reserves of gold,
dollars, SDR's etc4 and of substantial agreed amounts of their own national eurrencies.'
They receive in return Furopa deposit and note liabilities of the ECB.! The amount of Buropas
received from the ECB by each NCB being the value of the assets paid into the ECB, this
valuation being made at the current exchange rates in terms of the mixed bag of EEC ecurren~
cies which oonstitute the Europa.

44 The ECB fixes from time to time a par-rate of exchange between the Europa and the
dollar(? or SDR) and urdertakes to purchase or sell dollars (? or SDR's) for Ruropas at
buying or selling j)riooa which diverge from the par-rate by a margin of z¥ frem the par-rate,t

5« The Europa — dollar (? or SDR) par-rate is altered from time to time acoording as the
ECB is running out of, or accumulating unduly, SDR's, gold, and dollars, the shange in this
par-rate being in principle never more than y% in any one year.

6. The ECB fixes par—values in terms of Europas for each of the EEC currencies, these
par-values being so fixed that

1=VaQs +7TeQr+Tm+ V1 Ql + o0l
where (1) Ta is the par value in terms of Europas of the pound sterling and similarly for
Vr, m, 71 eto.' and (ii), as a result, 7s = the par rate of exchange between French francs
and pounds sterling (francs per ponmi).'vf The par values \7:, Vf, Vn, 31 eto.' are changed
from time $c time so that the V's are raimed for ocountries whede overall balance of payments
is in relative surplus and are lowered for thobe'wverall balance is in relative deficit but
in prinociple never in such a Way that any V is raised or lowered by more than 3% in any one

y‘ar.‘

Te' The NCB's undertake to sell or purchase their own national ourrencies for Europas in
such a way as to prevent the Eurcpa value of the natienal currency from rising above, or
falling below, its par-value V by more than a limited margin of wh,!
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8.: In prineiple the NCB's undertake to intervene only in terms of Eureopas 40 prevent the
value of their own surrenoy from moving cutside the ruling Europa band, intervention in del-
lars being left to the ECB %o control the Europs valus of the dollar.' The NCB's night, of
course, aot as agents for the ECB in such dollar intervention,'

9, The ECB would be empewered to buy or sell individwal EEC national ourrencies for
Europas in the market in order to act as a oentral exchange equalisation aecount to offset
what it considered ito be temporary or exceptional movements between EEC currencies.’

10,' The ECB would be empewered %o pay :l.nfornt en i%s Buropa deposit liabilities and to
make leans in Europas to suitable public or private oconcerns in the EEC,!

11.' 7The national authorities in the EEC would be required by the ECB io make rules about
the structure of their own domestio finanoial institutions which delak in Buropas,' For
example thelir commeroial banks oould be required to hold as a reserve against any Europa
liabilities whioch they inourred, specified amounts of Eurepa notes or deposiis with the ECB.!

The following notes on the above scheme may be of interest:

(1) It Vs, V£, Vm, V1 etog are the Europa values of the national ourrencies aotually ruling
in the foreign exchange markets, arbitrage will bring it about that they are such that
1l=VsQs+VEQr+ Vm Q@+ VL QL + JWleo'slo's’

For if this were not se, it would be possible either with less than 1 Buropa to buy in
the market a bundle of currencies which could be sold to the ECB for 1 Europa or elss

%o buy with 1 Europa from the ECB a bundle of currencies whioh would sell in the foreign
exchange markets for more than 1 Europa. It fellews that if one V rises in the market,
some other V must fall,' Arbitrage would also bring it about that the rates of .exchange
between any two European ourrencies in the foreign exchange markets was squal to the
ratio between the two V's for these two ocurrencies, for example that Vs was equal to

the rate of exchange actually ruling beiween francs and sterling. vt Otherwise it
would be possible to sell franos (sterling) for Buropss, with the Europas to buy sterling
(francs), and with the sterling (francs) to buy more franos (sterling) than the initial
sum,’' The actual V's are basically ways of expressing the rates of sxohange between the
Europsan currencies, but in such a way that the fixed bag of European ourrencies is in
fact always worth 1 Europa. There could, of douru, be small divergences from the above
equalities, in so far as there was a small spread bvetween the ECB's buying and selling
prices for Europas and in so far as there were small commissions on dealing in the
foreign exchange marketis,’

(ii) If Va, TP, Vm, V1 etc. are the par values of the currencies in terms of Europas, any
adjustments of these parwvalues must always be such that at any one time
1=V Qe+ VE QL + Vo Qo + V1 QL + eeovoes
In other words when the par—values are ohanged, if one V is raised some other V must be
lowered,' This is a consequence of the fact that the V's are basically an indireoct way
of expressing the par—rates of exchange between one Buropean national ourrency and

another,
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(iii) With this systen of expressing rates of sxchange between the European national cur-

(1v)

(v)

rencies, if fluctuations of individusl currencies are to be kept within reanonable
marging, it is essential that the NCB's should undertake both $o buy Europas with
their national ourrencies in oxder to limit an appreciation of their ourrencies

and also to sell Europas for their currencies in order to 1limit a depreciation of
their ourrencies. Suppese that the actual rates of exchange between all the national
ocurrencies remained unchanged except that between sterling on the one hand and all the
other hand. Then if sterling appreciated in terms of Eurcpas, all the others would
depreciate, and vioe versa.' From the equation

l1=VsQu+VEQU + VB QW+ VLQ + eoonces

it can be seen that in ¥his case the perocentage rise (or fall) in Vs would be equal

%o 1 ~ Vs Qs times the percentage fall (or rise) in the other V's,' Vs Qs is a fraction
Vs Qs .
expressing the proportionate weight of sterling in the make-up of the value of the

Europa.' Suppose that this proportion were 1. Then the rise in Vs would be four times
thp fall in the other V'a, If the other 3 currencies were prevented from falling by
more than a limited margin of wf because their NCB's were under an obligation to pre-
vent a larger depreciation, sterling could appreciate by 4 wh in terms of Europan; and
the sterling rate of sxchange with the other European currencies would change by 5 whe'
This oould be prevented by the Bank of England being under an ebligation to restrain
the appreciation of Vs to a limit of u%, in whioch oase the other ourrencies would
depreciate in terms of Buropas by only .25 w% and the total ohange in the exchange
rate between sterling and the other currencies would be limited %o 1.25 '%.: Thus in
terms of Europas the obligation by one country to limit the appreciation of its cur-
rency would in itself reduce the actual depreciation of other currencies and vice versa.
However if one V appreciated from its par-valwe by the full wi and another V of a
ourrenocy with an equal weight in the composition of the Europa depreciated from its
par value by the full wi (all other V's remaining unchanged) the rate of exahange
betwesn the two currencies would change by the full 2 wh.

In case of orisis a NCB would have to be free tw suspend its obligation to prevent a
fall in the Eurcopa value of its ourrency (if it were subjeoct to an exoessive loxs of
Buropa reserves) or its obligation to prevent a rise in the Buropa value of its our—
rency (if it were subject to an excessive inflow of Europa reserves). Lot us take the
former case as an exsmple. In this case, as shown in the previous parsgraph, some
limit would be put to the depreciation of the Europs value of the sountry’s currency
80 long as the other NCB's inkervened to prevent the appreciation of the Europa values
of their currencies. In such a case thess other NCB's would be confronted with the
ohoice either to continue in this way to support the weak currency or to suspend their
own intervention in Eurepas. In the latter ocase the European ourrencies would float

%o a new set of Europa values, resulting presumably in the setting of a new struoture
of Europa par~values,'

Under Paragraph (9) of this Appendix it is suggested that the ECB should be empowered
%0 act as an exchange equalisation fund between the national currencies by altering
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$he composition of its holding of national ourrencies. Apart from the general argumenss
in favour of such an equalisation fund, the suggested nature of the Eurepa iniroduces
a special need for such offsetting arrangements.' Suppose that for some reason (other
than the speculative motives considered in paragrephs 14 and 15 of the main sext of
this paper) holdérs of sterling balances wished ¥#o convert their holdings into Buropa
holdings on a larger soale than did the holders of balances in franocs, marks, lire, and
other European ourrencies. Suppose that someene with a sterling deposit in Lloyds Bank
wished to oconvert this into a Europs deposit with Lloyds Bank, Lloyds Bank, I ansume,
would be required to convert part of its sterling reserves with the Bank of England
into Buropa reserves with the ECB in order to maintain a Europs reserve against its
Europa liability. If the Bank of England had 40 soquire with sterling the mixed bag of
ourrencies needed to obtain the required Buropas from the ECB, the trensaction would
represent a oapital movement from sterling into the other European currencies in the
mixed bag. Particularly in the early years of development of the substitution of
Europas for national currensies whioh might well from time to ¥ime progress at diffe-
rent rates in different member countries, it would be esseniial for the wweeth opers~
tion of the system to allow for some offsetiing of these implied oapital movements.

In the example given above it would not be mppropriati for the ECB to supply " some
Europas in return for sterling from the Bank of England.

Europa balances would come t6 be held by holders ofhor than the NOB's not only by the
straightforward conversion of European natienal ov.n-nnoiu as desoribed in the precee-
ding note, People holding foreign currencies, inoluding Furodollars, might wish %o hold
Europas in which case the ECB, at its buying rete ruling at the time, wewld my dellars
for Eurcpas. Finally, the ECB,by granting Eurepa loans for various Eurepean purposes
would put more Europas inte oirculation, I+ would be through the terms on whioh it
granted such loans and on whioh it held deposits eof Eu-opu,q together with the exohange
rate which it set from time to time between the Eurcpa and SDR's or the dollar, that

it would influence and oontrol European monstary conditions as a whols.'

In the above formulas the Q's are fixed. Bui as time goes on, as a result of different
degrees of price inflation or of real growth in the different EEC countries, the Q's
may oome to ocorrespond less and less precisely %o the GNP's of she FEC sountries. It is
an open question whether they should be open $0 revision after a peried of years (ten
Yyears or so). This could be done by substituting one Q for another im the composition
of the Europa at the ourrent values in the foreign exchange markets (the current V's)
80 that there was no change in the Mopu valus of any national currency at the time
of the ohangej but for future transactions the weightings of the various national our-
rencies would be changed to dring them into line with ourrent GNP's,

February 1973
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The Objectives of Economic Union

I assume that the objectives of economic union should be economic and not political.
The basic question should be: "In what ways can the economic welfare of the individual citi-
geng of the European countries be enhanced by centralised European economic policies and
institutions?'. It should not be: "What economic institutions and policies can we conceive
which wjll make it necessary to have a large and active centralised European political and
bureancratic machine?, Such institutions as a common customs tariff, a common agricultural
policy, or a common currency should be judged on their economic merits as instruments for
promoting economic welfare and not as political opportunities which necessitate jount action
in putting up or down a duty, a price, or an issue of money. Indeed one of the dangers of
European Economic Union is that it will simply add an additional layer of governmental control
and regulation in a society which is already overregulated, We shail then have a fivefold
lhierarchy: -~ local government - national regional governments - national central governments

~ Buropean government - world institutions (e.g. GATT, IVF, etc.).

But this need not depress those who do wish to use economic union in order to promote
political union. For if one does start by asking what, if any, centralised European economic
activities are desirable for economic'reasons, one soon finds enough fields of action to
satiafy the most enthusiastic provonents of political integration, though, as I shall suggest,
the appropriate policies and institutions are not necessarily the same as those on which most

stress is at present laid.

What then are the economic fields in which centralised European action is desirable on

economic grounds? I give below my own catalogue raisonne.

(1) Marginal Efficiency. First and foremost are those economic policies which promote the ef-

ficient use of resources by making the most of the well-known virtues of the market price
mechanism in equating social costs and values at the margin, so that resources are attrac—
ted from uses where the social value of their marginal product is low to uses where the

social value of their marginal product is high.

Much, though by no means all, joint European action under this heading should involve the
negative function of getting rid or artificial governmental restrictions — for example,
the removal of internal customs duties and other regulations which impede the movement of
goods and services between the European countries, This should result in a net reduction
of European bureaucracy - a small central body to see that national obstacles are removed
replacing the large national bureaucracies which were needed to administer the various
national duties and regulations. If a net reductic» of bureaucracy in these fields is not
in faot taking place, it should be a major concern of our politicians to demand to know

the reason why.,

The economic advantages of free trade do not stop at the frontiers of Burope. The European
Beonomic Community is now large enough to set the pace in international commercial policy.
In my view it should now move by predetermined stages to a position in which it allows

the free import of industrial products from all outside sources; and, as far as agricultu-

ral products are concerned, i1 should rely for the relief of inefficient Buropean farmers
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by simply adding an additional centralised European control to an existing set of natio-

nal controls.

(iii) Third, there is the question of the harmonisation of transport charges, How far and
on what principles should the charges for water, road, rail and air transport of the
various European countries be harmonised in order to avoid inefficient distortions of the

use of resources within Europe?

(iv) Finally, there is the question of the harmonisation of taxes, chsrges, levies, and
other regulations for the control of pollution. Here is a relatively new and extremely
important field for harmonised joint action., BEurope is a sufficiently compact area for
one country's polluting activity to have a direct adverse effet on persons in other
European countries; and action taken to regulate pollution of a particular kind in one.
European country will be easier to take and more beneficial in its results if it is

accompanied by similar action in oompeting concerns in other Buropean countries,

Structural Efficiency. Removing or harmonising taxes or other restrictions on competition

is not, however, sufficient to ensure an efficient use of resources, Economies of large—
scale production or of large-scale concentration give rise to the need for much more po-
sitive centralised regulatory action in order to ensure an afficient economic struoture
within which appropriate marginal conditions can operate to good effect. Precisely because
these structural problems are due to economies of large-scale operation of one kind or
another they cut across the national frontiers of a concentrated region like Europe and
cry out for centralised Buropean action, I must content myself with giving three illustra

tive cases,

(1) An outstanding example is the planning of a European transport network. It is not
sufficient to harmoniée correctly the charges that should be made for tranupori on a
given network of waterways, roads, railways, and airports, It is also necessary to consi-
der what is the proper network of waterways, roads, railways, and airports; and this
obviously cuts across Burpean national frontiers. For example, should the total European
network be designed to take a given type of traffic in a given direction mainly by road
or mainly by rail? Very difficult cost-benefit analysis is needed in the design of such

a network; but clearly if any attempt is to be made at a rational solution, it must be on

a European scale,

(ii) In some industries, such as nuclear energy and aircraft production, research and
development, must be on a very large scale in order to be efficient., The scale may be
such that joint action by European governments is required in order to obtain the neces-
sary degree of concentration of effort.

(iii) Pinally, one may instance the problem of regional planning. This again is a struo—
tural problem which calls for some governmental planning and regulation, which increa=
singly needs centralised European treatment, The ocreation of the free common market in
Europe will itself increase the power of the existing central areas in Europe to attract
a still greater proportion of total economic activity, But other industrial centires might
well become viable of once they had grown to a sufficient degree of concentrated size;j

but where they should be and what neasures should be taken to oreate them are olearly
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more and more on measure for the direct subsidisation of their incomes and on special
measures te promote new productive opportunities for them and less and less on the
restriction of imports. In so far as the EEC can obtain remissions of duties by other
industrialised countiries in return for such moves towards free trade, so much the better,
But if necessary, it should take the decisive steps unilaterally. Tt will gain more from
the more efficient use of resources than it might lose through any adverse movement in
the terms of trade against if; its example would greatly encourage the cause of free
trade in other industrialised countries; and free imrorts from all sources could be one
of the most powerful checks to monopolistic rrastices within Europe by Buropean industria
lists,

This in an outstanding case in which it is wrong to use an economic instrument simply in
order to promote the growth of a centralised Buropean political and bureaucratic machine.
It is wrong to maintain a common tariff on external trade simply in order that European
politigians and bureaucrats may have something to out up and down together, Moreover, the
abelition of the European tariff on industrial imports would not only allow a considerabtle
reduction in the Buropean administrative machine needed to run the common tariff; it would
also shift the emphasis in the control of monopoly in Furove away from bureaucratic regu-

lation towards the constraints of the competitive market place,

This view of the EEC's future commercial policy has tar—reaching implications for the

EEC budget. As I argue below, there are many reasons why effective steps towards econo-
mic union will neocessitate a development of the central EES budget. It is essential,
therefore, to develop a source of tax revenue for such a budget which will replace the
existing reliance upon import levies and dutiss - a reliance which in present conditions
may constitute a serious impediment to the GATI resotiations for a most desirable freeing
of world trade. In my bpinion the VAT is the most promising fiscal instrument to develop

for the EEC budget.

But marginal efficiency requires prositive action in addition to the negative action of
removing unneceseary artificial restrictions on market forces. Such positive action is
needed in order to harmonise the conditions in which the forces of the market can operate,
I must¥ oonfine myself to a simple enumeration of four such fields for positive harmonisa-
tion, each of which is well-known but in each of which a great deal more work needs to be

done.

(i) First there is the question of the harmonisati~n of rates of taxes and subsidies and
of similar levies and vayments (e.g. in the field of social security). Which of these need
to be harmonised and to what extent, in order to ensure that the free movement of goods
and services in Burope leads to an efficient use of resources rather than to an inefficient

patbern digtorted by national differences in taxes, levies, subsidies, etc,?

(ii) Second, there is the guestion of the harmonisation of the control of monopolies, of
restriotive praptices, and of excessive nrices by rroducers in the various Buropean
countries, How far is it necessary or sufficient to harmorise the various national
policies? Or is it depirable to supersede national contrals over monopoly by a single

uniform European control? Let us in any case avoid the danger of dunlicating bureaucracies
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matiers whioh need planning on a European scale, Moreover, this problem of regional
planning is a good example of the interconnection between the various European policies.
The growth of a particular regional centre will clearly be much affected by the appro-
priate planning of the European transport netiwork; and the proper imposition of pollution
and congestion charges or other regulations in over concentrated central areas would give

an incentive for growth and development in alternative less congested regions.

Public Goods, Problems arise not only from economies of scale in the production of goods
and services; but also in the case of "public goods" from economies of scale in the
consumption of goods and services, The appropriate socale of communal consumption of a
public good may well be European rather than national. Two examples must suffice to makg

the point oclear.

(i) Governmental expenditures on defense are the outstanding case. It is hopefully.
inconceivable that the national defense forces of the members of the European Communities
will be used to fight each other, Their only legitimate purpose is common defense against
aggression from outside, By defending itself each member is thus contributing to the
defense of the others. Much grater economies, efficienocy, and fairness in burden-sharing
could b; obtained if defence forces were planned, designed, and financed on a centralised.
European basis. Any developments in this direction depend, of course, upon politiocal
objectives and decisions, but they would involve very far--reaching implications for'the
design of a European Economic Union, since they would require very far-reaching steps in

the development of a ceniralised European budget.

(11) A second less dramatic example is to be found in the possibility of a centralised
Buropean budget for the finance of research and development: I have already mentioned

in 2 (ii) above that there is a case for the centralised Furopean finance of research
and development in cases in which the research and development must be carried out of a
vary large scale in order to be efficient and effective. The case which I am now making
does not rest on this. Consider a particular field in which research and development can
be most effectively carried out on a small scale in a lot of competing laboratories and
research departments, But it may well be that any advance made in a French laboratory is
just as useful to German and British industrialists as it is to French industrialists,
and vice versa. The efficient mode of operation in such a case is to pool the resulis of
research; and this in turn calls for the pooling of the costs of research in a centrali-
sed European budget.

The Distribution of Income and Wealth., One of the functions of national governments is to

consider the effects of their actions and, in particular of course, the effecta of their
structures of taxation and of social security provisions, upon the redistribution of
income and wealth as between rich and poor citizens, At first sight it might be thought
the policies for the redisiribution of income and wealth should remain a national concern;
but on further congideration it becomes clear that in an economic union it may be neces—
sary for redistributive policies to become a centralised Furopean concern with important

implication for the development of the centralised European budget.
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Let me illustrate the point by taking a fancifully exireme example. Suppose that in one
tEmem‘ber of the union there were an extreme philosophy of social welfare involving extre-
mely high and progressive taxes on the incomes and the property of the rich and extre-
mely generous aid to the poor. Suppose that simultaneously in another member of the
union there were an extreme philosophy of self-help and individual incentives with a
minimal amount of redistributive finance., If completely free mobility of persons and
capital were a principle of the union, then the rich, able, enterprising, and energe-
tic members of the union would move from the "welfare-state" country to the “self-help"
oountry, while the poor, feeble, unenterprising, and slack citizens would congregate in
the former. The result would be catastrophically ineffioient,

This problem of redistributive finance is thus in effect one aspect of the problem of

the harmonisation of taxes and subsidies already mentioned in 1 (i) above. How far must
tates and subsidies be harmonised in order to cause the free movement of goods, services,
and factors of production to lead o an efficient rather than to an inefficient, distorted
use of resources? When one’ asks this question in the context of redistributive finance
the implications for a centralised European budget can be very far-reaching. Let us take
the extreme case merely for the purpose of illusirating the problem. Suppose that mobi-
lity of labour, enterprise, and capital is so great that there must be almost complete
harmonisation of tax and subsidy rates on wages, profite, ani interest in order to avoid
the -misallocation of resources. In this case with any given progressive structure of
taxes and subsidies tax revenue will be high in those paris of the union which happen to
be relatively rioch and expenditures will be high in those parts of the union whioh happen
to be relatively poor. In this case complete harmonisation of taxes and subsidies inevi-
tebly implies two things: first, the same redistributive policies in all the member atates,
since in each state there is to be the smame rate of tax on the rich and rate of subsidy
to the poor; and, second, a centralised union budget, sinoe an excess of revenue over
expenditure will occur in the rioh membervcountries and an excess of sxpenditure over

revenue in the poor member countries,

There are two further instances of redistribution which are relevant in this connection.
The first ooncerns redistribution between present and Puture generations: a government
which runs a large surplus on its budget is taxing the present generation to provide
saving which will finance capital investment whioh will benefii future generations. The
second ooncerns redistribution between rich and poor countries: The government of a rich
industrialised oountry whioh raises revenue to finance foreign aid is in faot redistri-
buting inoome between its own citizens and the ocitizens of the country which receives
the aid., In so far as tax rates have to be completely harmonised in an economic union,
redistribution between present and future generations and redistribution in favour of
undeveloped countries, just as redistribution between the rioh and the poor of the same
generation in the same member country, would inevitably tend to become a matter for a
centralised Buropean budgetary ccnoern,

I do not intend to assert that the actual situation is as extreme as this, The issue
turns on the question of vhe degree to which tax-rates must be harmonised if there is to
be complete freedom of movement of labour, enterprise, and capital within the EEC. What
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I am asserting is that there is great need to examine the exitent to which the required
degres of tax harmonisation will imply that fisoal and other sooial measures for the
redistribution of inoome and wealth must also be harmonised and become a matter for
centralised European concern.

Dempgraphic Policies. There is one further troubling case of the need to harmonise po-
licies if oompletely free mobility of labour is to be a principle of the EEC, With a
given population it is no doubt desirable that labour should move from points of low

to points of high produotivity, whioh « provided that taxes and subsidies have been
appropriately harmonised — means movement from points of low +o points of high inoome.
But suppose that the low inoome is due to the fact that population is growing t90 ra-
pidly in the low~inoome country, while $he high income is due to the faot that population
pressure is very moderate in the high~inoome o'ountry.-‘ And suppose that free emigration
from the low-inocome country will remove the pressure on the authorities in that souniry
to take wteps to reduce the rate of growth of the population.' Should free emigration be
permitted to lead to the overpopulation of the high-income ceuntry? To what extent must
population policies be harmonised before the free movement of factors becomes an opere~
tive prinoiple of an economic union? '

Finanoial Institutions and Polioies. Financial arrangements should be designed se as to
make the achievement of objectives (1) to (5) above as easy as possible. They have no
other funotion.' I have already had my say on this question in my paper on "Burepean
Monetary Union" and I will not repeat what I have said there.

The greater the degrees of economioc integration in the EEC, achieved through freedom of
trade and of faotor ﬁo_vomntl, the gruto'r is the need for a sentralised coordination of
overall monetary and fiscal policies in the member counsries for the purpose of stabili-
sing the economies of the member countries, For one member country's inocoms will be
inoreasingly spent in the markeis of other members, so that domesiic financial measures
taken in one member country to regulate that member's esconemic activity will inoreasingly
spill over and affect activity in other member ocountries.' Thus ocoordinated action is
needed for the oontrol of total demand throught Europe.:

To supplement suoh coordination of domestic financial poliocies for the control of total
effeotive demand, the basic requirement is to devise a European monetary system whioh will
help rather than hinder the free movement of funds from one member country %o another.
Such freedom of payments will be needed for the finanoe of the movement of goods and
services, of capital, and of governmental funds into and out of the centralised European
budget. My contention is that this will be best served by a coﬁaiderable degree of
flexibility in the rates of exchange beiween the national currencies, until much further
progress has been made in economioc harmenimation., In particular, we require considerable
harmonisation of the insititutions and prinoiples which will enable relative wage rates to
be varied in suoh a way as {o maintain balance-of-payments equilibrium at fixed exchange
rates, This, I need hardly emphasise, is not the same thing as equalising actual money
wage rates througheout the EEC; on the ocontrary, it requires those inequalities in real
vwage.rates whioh are necessary for balanoe-of payments equilibrium between countries
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with different labour productivities. We are newhere near such harmonisation, So long
a8 this is the case, the rigid fixing of exchange rates would inevitably lead to protec~
tive measures by deficit member countries and would thms impede rather than promote pro-
gress towards real economic union,

T would, finally, add one observation. There is a quite ridiculous view gaining ground

to the effect that a proper European regional policy can act as a substitute for exchange
rate variations. This is really nonsense. A European regional policy is most desirable on
its own merits, as argued in 2 (ii) above. It may well help balance-of-payments equi 1 ibriym,
since a country with severe regional problems may well simultaneously experience g
balanoe~of~-paymenta deficit, But even this is not certain., It is not in the least incone
ceivable that a country which has an overall balance—of-payments surplus as a result of

& badly undervalued currency might at the same time have a serious regional problem,
Indeed if Italy had not recently had a serious deficit on capital account in its balance
of payments, it would have been a case in point with a strong surplus on current account
combined with an outstanding regional problem, Indeed, who really believes that without
any basic change in its ruling rates of wage—cost inflation the balance-of-payments
problems of the United Kingdom could have been solved at fixed exchange rates over the
last decadss if only there had been a European regional policy on the scele which it is
now reasonable to oontemplate? At least let us avoid living in this particular
Claudouckooland.

June, 1973
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A European Reserve Fund

Let us define the European currency unit (ncu) by the assets buqkiug it,.
In the event of a breakup of the system the assets of the European Reserve Fund
sdministering the pool would be distributed in exchange for the liabilities of the
pool, the Burops itself. Thus the "intrinsic" value of the Europa would be no hetter
than the weighted average of the reserves or currencies that the nations of Europse
put in the pool.

The weights would be the actual holdinés of the reserves. At the boginninc,
howaver, it is very convenient to establish guotas, Current European reserves of the
Nine are sbout § 50 billion, of which a little over § 15 billion are in gold. If thia
_ sum were put in a pool it would be 2 larger reserve than is really negessary.

Europe now has more reserves than it needs if it joins together to form a mop
netary union. A pool of £ 30 billion should be sufficient and only half need be back~
o4 by external reserves (SDRs, gold and dollars) since a large fraction of Europe's
trade is internal., This means that the nine countries should contribute £ 15 billionm
of their external reserves into the pool. Quotas would total £ 30 billion of which
£ 15 villion would be national currency contributions and g 15 billion foreign ex»
change. ‘

The appropriate distribution of quotas could bs established by negotiation,
although a degree of arbitrariness cannot be avoided, and a simple method is to be
preferred to a complicated procedure. I have calculated approximate quotas ascording
to a formula that takes 'into account population, GNP, IMF quotas, variance of im-
balances, etc., and arrived at the following reaerie cbhtribution-:

Reserve contribution v Quota
U.K. 3.0 6.0
France 3.0 6.0
Germany 2.0 : 6.0
Italy 3.0 6.0
Netherlands 1.0 2.0
Belux 1.0 2.0
Denmark 0.5 1.0
Ireland 0.5 1.0
Total E. 15.0 © 30.0

Each of the countries would earmark to the pool reserves of gold or dollars
equal to half their quota, while the reminder would be paid in national currency.
Countries would get in return for their contribution a deposit of Europaa equal to
their quota. Thus France would pay E 3.0 billion of gold or dollars plus an equal
amount of francs and get in return a deposit of E 6.0 billiom,
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The balance shpet of the Fund would then look apg follows:

The Pool's Asset abili

Assets Liabilities
Gold and Dallars  15.0 '
Pounds 3.0
DM 3.0
FF 3.0 Gurrency
Lit 3.0 and
Guilders 1.0 'Dtpolitp
BF 1.0 30.0
Krones 0.5
Pounda (Irish) 0.5

B e

Total E. - X.0 ‘ E. 30.0

Central hankas would peg their exchange rates to the ECU in the same way they
are nov pegged to the dollar (or by a new method). They could gradually narrow the
.inside (intra-Eupopean) exchange margin, making the "snpke" as thin as desired. The
manager of the pool would control the outside (dollar or gold or SDR) amargins by
pegging the Europa to the dollar as at. present {or by a new method).

-
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¥hy Europa? R o T e T i

The Europa 1- tho pane we give to a oonuou—inro’cnu eurrqner.,!ha.bonofit. X=
pected from EUROPA ro-t on political. social and economic toundntionl. Along the
economic advantages one must imelude . :

a) better monetary discipline and a lower rate of inflation arising fros a decentral-
isation of monopoly pressures on the exchange rate;

b) the convenisnces of a Burope-wide uﬁit of account and medium of exchange;

¢) & more cfficiint division of labour.and capital achieved through the oli-tuntion of
false pricing arising from disequilibrium exchange rates;

d) correction of perverse capital flows based on invalid cpcgﬁlltionc,‘,v
' @) recouping of the seigniorage now ascruing to U.8, banks or taxpayers;

f) stronger economic position of European financial firms (trust and insurance com-
panies, . ete,); )

g) ccntrnliaod control over continontal reserves;

h) utrongthoncd bond -nrkot polition of national govornlontl; f;“
i) more efficient Enropo-wido financing of export credits.to third. ¢ouncr1¢-;
j) monetary indepemdence from the U.S,;

k) improved Europe-wide quotations and advertising;
1) better harmonisation of sccial policies through use of a common denominator for

social mecurity, etc.;
m) improved continental advertising facilities and other price quotations;
n) convenience to travallers and tourists; o '

o) reduction in uncertainty concerning international trade and capital movements by
reduction in exchange risks;

p) national use of a common ocredit pool;

q) efficiency of a continental approach to regional unemployment problems.

Among the political-economic gains one has to consider the stronger position
of Europe in management of the international monetary system; the advantage of a gcommon
research and control center for the promotion of international monetary, trade,
commercial, employment and development policy; and a new gtatus for Burope in global
politics. ‘

Europe needs an institution for planning, determining and implementing a de~
velopment policy for the continent as & whole, substantial enough in conception and
resources to bring under one roof, first, Europe's extermsl economic policies on ta-
riffs and trade, ingcrn.tionnl monetary reform, foreign aid and capital exports poli~
¢y, and foreign oviirnhip policy; second, Europe's internal economic policies con-
cerning regional underdevelopment, unemployment, monetary and fiscal prodlems, tax
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harmonisation and competition structures. Some of these policies are now implemented
within the existing institutions and some of the infrastructure, personnel and faci-

lities already in operation could provide inputs for the new institutions.

Detailed arguments for EUROPA have been noted above and do not require iter-
ation. The short-run exigencies converge, however, with long run desires. There is a
need for monetary independence from the U.S. dollar. If the U.S, economy recovers from
the 1970-2 recession its balance of payments can improve, reducing the sense of ur-
gency usually needed to establish the environment for a monetary agreement, But the
exchange crises will recur if the momentum of the U.S. recovery is not sustained or if

the Epropean economies change direction.

Uncertainty over exchange rates is certain to continue until there is a re~
integration of the two gold markets in a gold convertible system, or else a serious
investment made into a world currency. Failing agreement on these matters the casge

for a Eyropa as an alternative protection against further crises seems overwhelming.

There are several problems that need to be dealt with. There is, first, the
establishment of a convention on a numeraire, or unit of account, There is, second,
the need for agreement on the intervention system for fixing European exchange rates
to one another, There is, third, the need for a system for fixing the relations
between the European standard and that used in the rest of the world., Finally, there
is the need for ensuring the adequacy of the world monetary system in which the
European system will operate and other issues associated with international monetary
reform. These subjects will be taken up in turn, and then we shall conclude with a

specific plan for a European Reserve Fund.

1. The Numeraire Problem

The numeraire problem relates to the use of a unit of account and involves
both informational and contractual elements. For purposes of quotation a convention is
sufficient because it involves no committment. But the stipulation is important in
substance because it implies a statement contracts over time and would affect real
resources in cases where exchange rate changes are involved. The first step, there-

fore, is to make the convention.

In practice, however, it must be recognised that the establishment of a
convention almost invariably leads to the use of the same instrument for quotation
and coptract purposes, If this is borne in mind at the outset the establishment of
the convention must be recognised as important also in substance. Two "natural" choi-
ces are the U.S. dollar and the SDR (or its gold equivalent). A third alternative is
ore of the European currencies, such as the pound, franc or mark or lire., A fourth
possibility is an outside currency such as the Swiss franc. A final alternative is a

unique unit independent of any now existing.
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The adoption of the dollar as a transitional unit of account has much to re-
commend it because of its current use as the intervention currency and the most im-
portant unit for indexing of bonds and other future contracts, Because it is the
currency of an alien government it has the further merit that it could not become the
final choice, Europe would not be content in the'long run with the use of a foreign

national currency as its own unit of account,

The name of the common European numeraire involves no issue of prineiple, ex-
cept that it is desirable, not to foreclose at.the outset the use of names that have
been associated with past proposals and plans, For purposes of this contribution,
therefore, we shall use the non-committal designation of the "European Currency Unit"
or ECU reserving for the final name the more durable designation EUROPA or EUROR
associated with other plans. The ECU is thus simply the name the European governments
use to designate their common transitional unit of account, it being understood, that
any committments expressed ECUs reflect the value of the US dollar.

The solution of the numeraire problem is thus poetponed by the temporary use
of the ECU as a transitional device. Its accounting value is the local currency
equivalent of a US dollar,

The long run presents many alternatives, beyond those listed above. The
suggestion I propound is that the Europa be defined as 10 grams of the precious metals
(silver, gold and platinum), The proportions of the three metals in the Europa could
be altered every decade or so by an act of the European Parliament should new scarci-
ty relationships emerge. The theory governing its value is closely related to the in-
genious invention advanced in Proféssor Meade's plan of January 1973, except for the
substitution of papers by metal.

2. The Exchange Rate Problem

The exchange rate problem is best divided into two parts, The first part is
the choice of methods for maintaining inter-European exchange rates. The second part
is the method of fixing rates with the rest of the world., Our first concern is the
choice of method for fixing European exchange rates to one another or to the ECU (x).

There are several methods of fixing exchange rates of a bloc of countries to

one another or to a common unit. A centralised system is to have an agency possessing

stocks of national currencies and ECUs to buy and sell the national currencies at the

prescribed limits. A decentralised system is to have each central bank fix the common

(x) Exchange rates have time specifications. Forward exchange rates cannot be neglect-
ed since they play a vital role in the short and inter capital markets. The funce
tion of an exchange parity is to establish a central bank's committment to defend
a given exchange rate policy over a reasonably long time interval, to guide, aver
the planning period, institutions, firms and groups making decisions that rely on
the deferred contracts. Floating rates or frequently-adjustable parities amount
to a relaxation of the central bank's committment as to future exchange rate po-
licy and opting out of guidelines for the private sector. In what follows I shall
assume that countries adopt a specific parity policy except insofar as this is
altered by multi-national agreement.
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rate within the established margin. A contrained system is to have the central ageney

sell national currencies when the ECU is weak, and for the national banks to sell the

ECU when the national currency is weak, A permis%ive system is for the national banks:

to support the ECU when it is weak (against a nartlcular national currency), and for

the ECU Agendy to support the national currency when it is weak,

Of these systems, the most invulnerable to speculative attack is the permissi-
ve system, The currency chains can never be broken as long as each participating mem-
ber can provide ‘its own currency to ‘the exchange market, and as long as the ECU Agen-
ey has sufficient ECUs to dispose of. Its major advantage, therefore, is that it can
withstand any speculative attack on the currency no matter how large. In short it
would end at once all those elements of unstabilising speculation except those based
. on deliberate uncertainty created about the exchange rate policy of a member, As long
as ‘there is agreement on what the exchange rates should be the exchange rates can be
held,

nThg permispive aystem is the only foolproof system and it is therefore the
best fof a group 6f countries willing to cooperate, This does not mean, however, that
it is sufficient in and of itself. It is subject to abuse if one or more countries
followed éuch an expansive monetary policy that their currency was in perpetual ex-
cess sdpply in the exchange market. This would mean that the ECU Agency would have to
build up assets of. the. weak currency, Since accumulations of this sort, if they became
persistent, would involve  implicit extensions of credit from other members to the de-
fieit member, or, alternatively, inflationary pressure in the region as a whole, in-

hibitory measures would have to be taken.

L One, 1nhm1tory measure is what Americans call "moral suasion". The Committee of
the Agency coyld cagtion the deficit member about further inflation, Multinational
surveillance pf the balance of payments at the end of each month would provide the

knowledge upon which the Committee should act,

Moral suasion has the disadvantage of bad taste, however, and it may also in-
volve a greater use of jinterference with internal problems of. the policy of. the member
than is considered desirable at this stage of the integration process. A hore object-
ive method would be to establish a penalty system for overdrafts. The Agency could
charge interést on acaﬁmﬁlatiénsvbf‘a countrj's currency beyond an agreed limit. The
interest rates 1nvolved would have to be left to negotlatlons but they should :
a)‘bear some relatlon to market interest rates (which should also reflect interest

premia)
b)krisg’nutqﬁat;éally as déepgr’trgnches afe:utiliséd; and
c) be cbntingént on security iﬁsﬁiuments (collatérai) égéinst'any‘subsequent alterna-

fion in exchange. parity. .

In this‘ﬁai the system cannot be subjected to abuse through inflation without
automatic compensation to:the other members. At the same time it allows a country
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considerable discretion over the timing of their own adjustment.

The intra-European component of the exchange rate problem is therefore solved
by the committment of each member to support the ECU when the ECU is at its lower 1li-
mit (or sell the national currency at its upper limit); and by the reciprocal committ-

ment of the ECU Agency to support the national currency when it is weak, This mutual

support system is the only "foolproof" system for guaranteeing absolutely the viabi-
lity of the exchange rate syatem, It could only be abused if the interest rate policy
of the ECU Agency was too lax and failed to exact due compensation from overly-

inflating members (x).

The ECU and the Dollar

. The dollar is a viable currency in use on a worid scale at the present time,
The ECU, we assume, is still in the planning stage. For this reason internatioasl ne-
gotiations would be required in order to establish the conditions for monetary coope-
ration, Initially, the ECU Agency may have to accept a temporarily subordinate role
until it establishes itself, In other words, they may have to maintain the value of
the ECU with respect to the dollar on their own initiative by stabilising against the
dollar, The Agency would then be in & position analogous to that of an individual
member using the dollars, as at present, as the intervention currency.

In the longer run, however, it may be desirable to work for an agreement
between the ECU Agency and the Federal Reserve Board analogous to that proposed for
inter-European relations, by which the Agency supports the dollar when it is weak and
the Federal Reserve Board supports the ECU when it is weak, The advantage of this mu-
tual support system is, as before, that it is again foolproof in the sense that no
amount of speculation can prevent the two monetary blocs from maintaining the exchange
rate that is mutually agreed upon. The maintenance of such an ngroeient would be
contingent upon cooperation between the two authorities. At the end of a setilement
periocd excess balances can be cancelled, and any net credits settled in reserves of

the other authority.

The Monetary Reform Problem

Although cooperation in the field of international monetary arrangements is
the desired system, it needs not involve direct intervention between the ECU and the
USD, Indeed, because several countries may not wish to peg their currencies directly
to either the (UsSD) US dollar or the ECU, it is desirable to have a world currency ca-

(x) It should be noted that the principle of supporting the weak currency is not new;
it was used in the early experiments with exchange egqualisation funds after Great
Britain floated the pound in 1931. The British problem was how to use the resources
of their exchange equalisation fund to support the franc or the dollar and the out-
come of the discussions engendered was that the fund should support that other
currency which in the short run was weak. In the longer run, of course, such support
operations could only be sustained if the interest rate in the weak center was
sufficiently high to reflect the cost of capital and if there was assurance against
losses from exchange rate changes, A second and related problem arose early in the
operations of the International Monetary Fund. Agains, the same solution emerged and
is, I am told, discussed in one of E.M, Bernstein's early papers in the IMF, not
available to me at the time of writing.
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pable of pérforming this function. The IMF has its own candidate as a world money in
the form of the SDR, But thé SDR is not satisfactory in its present state for well
known reasons (the gold guarantee, the reconstitution provision, the deficit criterion
and the designation system), It must be modified before it can be adaoted to the role
of a world currency. I shall thus refer to the modified SDR by the non-committal term,

International Currency Unit or ICU,

The problem now is how the ICU should be related to the ECU and the USD.
Again, however, we can apply the same principle that we have adopted in the earlier
analysis. The US or the ECU Agency can maintain their own exchange rates vis-a-vis
the ICU, at specified margins, or a cooperative arrangement can be established,
Again the permissive system is the most effective in ensuring a given exchange rate
parity. To make such an agreement effective at the international scale, however, a
strict enforcement of credit rules would have to be made, Because the willingness of
the world to concede to a world authority sovereignty may act as a barrier against
the use of a permissive system, it may be necessary to depart from the general rule
and keep the burden of maintenance of parity on the national or continental states,
The burden of convertibility of the ECU into the ICU would then be borne by the
Agency of the ECU, The burden of convertibility of the USD into the ICU would be
boerne by the United States. And the burden of convertibility of the other currencies
would be borne by the national currencies involved. This means that each country
would have to maintain, as they do at present, adequate international reserves to

enable them to fulfill their convertibility requirements.

The Global Restraint Problem

What is the mechanism by which global restraint is maintained sufficiently to
prevent world inflation? The answer is, of course, inhibitions of excess money crea-
tion, This restraint is provided by the requirements of convertibility. Countries
need an ample supply of reserves, where "ample' means sufficient to maintain credibi-
1lity of the convertibility of the currency, assuming appropriate monetary policies,
The solution to the problem of international monetary reform presupposes the creation

of a mechaniam for generating sufficient liquidity.
|

But the international monetary system cannot be excessively elastic in the
sense that world monetary reserves are created through the balance of payments defi-
cits of a particular member's currency, as they have been in recent years through the
balance of payments deficits of the reserve currency countries. A measured increase in
global reserves is needed to meet the needs of a growing level of international trade.
No one can predict the rate of growth of international trade in the future, But it is
hardly likely that it will continue to grow at the same rate it has in the past. The~
re is a natural reason for this insofar as much of the past increase in trade was
needed to overcome the backlog created by the inhibitionary effect of trade barriers
that have now been substantially reduced. But the growth of world capital flows has
created a new avenue by which factor flows have increased self sufficiently. For this

reason future international trade will expand at a slower rate in real terms than it
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Even so world reserves will have to grow at a rate equivalent to about 5 % of
reserves., Given the current level of international reserves of about § 150 billion
this means that about 7.5 billion ICUs will have to be created amnnually once a

corrective system is implemented.

The European Reserve Fund

The ECU would be, like any currency, on better than the assets backing it or
the goods into which it is convertible, It is best to start with a pool of exchange
reserves, The pool establishes confidence in the new currency from the outset even
though it 18 in the long run not necessary to support its value in the exchange mar-
ket. It is also useful for stabilisation purposes and to ensure the "fallback value"
of the currency in the event of withdrawal of one or more members, Thus the ECU would
. have both an "intrinsie" value and an "extrinsic" value; the former based on the
assets backing the currency, the latter on the "moneyness" it acquires as it becomes
acceptable as a medium of payment, The time period required to convert intrinsic va-
lue into extrinsic value may be very short, however, which is & measure of its

success,

At the beginning it is very convenient to establish guotas to determine the
size of the pool and for voting purposes. Current exchange reserves of the Nine are
over $A50 billion, of which a little over § 15 billion are in gold, If this sum were
put in a pool it would be larger than necessary,

Europe now has more reserves than it needs if it joins together to form a mo-
netary union., The size of the pool depends on the demands made on it and the scope
for expansion of its 1iibilities. A pool of £ 30 billion would be ample for almost any
conceivable purpose and only half need be backed by external reserves (SDRs, gold and
dollars) since a large fraction of Europe's trade is internal. But a much smaller pool
is sufficient if the mutual support exchange system is adopted. Let us suppose the
nine countries contribute § 5 millions of their sexternal reserves into the pool.
Quotas would total § 10 billion, of which £ 5 million would be national eurrency
contributions and € 5 billion foreign exchange.

The appropriate distribution of quotas could be established by negotiation or
by a formula involving, say, population, IMF quotas, ete., Assume the following ini-

tial reserve contributions:

Reserve

’ contribution Quota
UK 1.0 2.0
France 1.0 2.0
Germany 1.0 2.0
Italy 1.0 2.0
Netherlands 0.33 0.66
Belux 0.33 0.66
Denmark 0.165 0.33
Ireland 0,165 0.33
Total E, 5.00 10.00
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Each country would earmark to the pool reserves of silver, gold, platinum,
SDRs or dollars equal to half its quota, while the remainder would be committed in
national currency, Because gold is underpriced a special official European shadow
price of gald should be set above the official price as a preliminary arrangement un~-

til a satisfactory international solution to the undervaluation of gold is found.

Countries would get in return for their contribution a deposit of ECUs equal
to their guota, Thus France would pay E 1.0 billion of gold or dollars plus an equal
amount of francs and get in return a deposit of E 2.0 billion (x),

The Balance Sheet of the Fund would then look as follows:

EUROPEAN RESERVE FUND

Assets Liabilities
Gold, SDRs and Dollars 5.0

Pounds 1.0

DM 1.0 Currency
FF 1.0 and
Lit 1.0 Deposits
Guilders 0.33 10.0
BF 0.33

Krone 0.175

Pounds. (Irish) 0.175

Total E. 10.0 E. 10.0

Central banks would support the ECU at its lower limit, and in return the
ECU Agency would support each currency at its lower limit, If a country began to be
in persistent surplus or deficit it would gain or lose ECUs and would eventually
have to adjust. The inside (intra-~European) exchange margin (the snake) could be

made as thin as desired.

The manager of the ERF would control the outside (dollar or gold or SDR) mar-
gins by supporting the dollar at its lower 1limit while the US Fed would support the
ECU at its lower limit, Again persistent deficits or surpluses would require ad-

justmenc.

After international monetary reform was arranged, each Continental currency
would support the ICU at its lower limit and the world monetary authority would
support the dollar and the ECU at their lower limits, using the same mutual support
systems, In this way the currency alliance could never be broken.

T —————

(x) The Fund might also be permitted eventually to accept certain heavier commodities
in lieu of currencies or precious metals when these were in substantial excess
supply (e.g. claims on wheat, steel, coal or oil reserves), and a stockpiling
of specific items could be justified on economic grounds.
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Use of ECU as a Fiscal Device

It may be better to launch the ECU as a non-bank currency., National commercial
banks would continue to use national currency as reserves, The ECU could be used, how=~
ever, as & pocket currency by tourists and travellers to replace US dollars, There
would also, no doubt, be local demand. It could be declared legal tender for all pu-
blic and private debts, This would ensure its acc‘ptnbility at the outside once its

value in exchange was established.

The ECU could be distributed directly by the Agency as payment for expenses of
the European authority; for regional developments; for the European University; for
environmental control; or any other collective purpose. Alternatively, it could be
distributed to governments which could then use it for national programs, The money
.would then be introduced into the payments stream, Because of sconomic growth the ECU
would have to be increased every year and the proceeds from the issue would represent
a substantial source of seigniorage and aspending power for the European institution.
Like a tax the power of issue represents a source of finance. But unlike a tax it in-
volves no sacrifice of real resources on the part of the taxpayer, at least insofar as
the ECU replaces US dollars rather than national currencies., But over and above these
substitution effects (replacing dollars and national currencies) there is a pure
utility creation analogous to the gain a community experience when a new invention is

introduced.

To calculate the revenue power of the ECU as an annual tax it is helpful to
express the variables symbolically and attach representative values to them,

Let G be the apeﬁding per year financed by the ECU and let R be the guantity
of ECUs outstanding. Let the total EBuropean money supply be represented by M. Then if
the ratio of income to money is V, we have

’ MV = PO

where O is output and P 1s the price level. Then it follows that

Mo A
PO v

wheretris the rate of inflation and N is the réte of real growth, Now if o 4is the
fraction of ECUs in the European money supply so that
R = QM

the revenue potential of the ECU as a fraction of Gross Community Product is

g=—go' = &+ A)
v

just as a result of the growth of money income, This does not calculate the revenue

possibilities arising from the initial (once=for-all) issue of money at the commence-

ment of the plan, which is also a source of revenue,
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Looked on as a revenue measure the system is highly productive. For let us as-
sume "typical" values of = .05,7L = .05, and V = 2,5, Then if the ECU becomes even
10 % of the European money supply, we have the fraction of annual revenue equal to
g8 7 4004 or Q.4 % of Community income, This amounts to more than % 3 billion at
current levels of the total product and is a substantial figure compared to the current
kudget of the Community, Looked on as a source of finance the enterprise, even on
cautious agsumptions, is a highly profitable venture.

The prime economic gain from the establishment of the ECU, however, goes far
beyond 1ts use as a source of revenue, For it opens up the possibility of creating in-
comes in ways not before anticipated,

ug (12
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1. Introduction

On the eve of the proposed transition to the second stage in the construction
of the European Community, views on the shape to be given to integration policy in the
period ahead are divided. Is there to be a phase of consolidation which would include
moves to make up the omissions of the first stage? Or should, on the contrary, a major
step forward be attempted in certain areas recognized to play a key role, a step not
envisaged for this point in time under the stage-by-stage schedule of the Wernerplan?
Or have recent political developments opened a way to integration policy which did not
seem to exist (any longer) in the past decade aﬁd which makes the prependerance of

economic policy among the inatruments become obsolete?

2. Integration strategy of the Wernerplan

In all these views long-standing doubts are spelt out more or less clearly:
can the future still be expected to bring major progress if we rely on the integration
strategy of the Wernerplan, i.e. on progressive coordination of national policies and
harmonization of national objectives and instruments, hoping that these will converge
into what eventually would also be institutionalized political union? The Wernerplan
started from the assumption that the political resolve to unite was strong enough to
enable progreas to be made - at least gradually - in coordinating and harmonizing
econonié policy, particularly if on balance all member States derived some benefit
from the arrangements. This gradual process was expected to be self-reinforecing, every

step making the next easier and in a way more natural.

Harmonization, which also means homogenization, has produced good results -~
not only those of customs union. But many of these results have been achieved outside
the arena of high~level politics and are therefore quite often dismissed with a smile
as harmonization of axle-weights and preserves, Such irony is misplaced because all
measures making national frontiers easier to cross in everyday life are in themselves

a contribution to Wreaking down national barriers in the minds of people,

In the central issues of economic policy, however, coordination has made
little if any progress. The integration achieved so far has failed to trigger off or
boost integration where formation of the political will is concerned. The integration
strategy of the Wernerplan comes up against its limits as soon as the national
States' autonomy in so-called "vital questions" is affected. And the number of "vital
questions" is surprisingly large. Serious coordination of national economic policies

cannot create the will to achieve overall political integration but presupposes it,

In addition, the efforts made under coordination and harmonization policy have
so far been hampered by a lack of clarity in the concept., Is it community of economic

policy objectives or unification of the instruments that is to be given priority?

A policy of common objectives (in the areas of short-term ecoromic poliey,
growth poliecy, incomes policy, etc.) which would have to create a sufficient measure

of economic and social equilibrium in Europe could perfectly well manage with
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instruments of a national character. This policy would presuppose Jointly-concepted

decisions by the governaments,

X policy of unifying the instruments, on the other hand, leaves room for wide-
1ly diveréing objectives. For example, two countries with similar sets of monetary
policy instruments may give price stability or full employment completely different
priorities. The advantage of similar sets of instruments is that comparative assessment,
and hence coordination, of the monetary policies of the two countries is made easier,

If the instruments are not only made similar but also used to the same extent quantie-
tatively (e.g. by introducing not only the same tax system but also the same tax

rates), the ideal pursued is that of the centralized unitary state. Harmonizing the
objectives and effects of policy in the various member States or regions would generally
.seem incompatible with such an approach. Because of the unequal distribution of
resources, homogeneity of the European area in respect of the politically created
("artificial") conditions of engaging in economic activity cannot be achieved at the
same time as homogeneity in respect of the ecomomic and social situation, But a poliey
differentiating between regions need and should not stop at today's national frontiers.

Pressing for common objectives and similarity of instruments at one and the
same time appears to be an almost impossible task, not only politically but also from
the angle of economic analysis, During the period of transition to the final stage of
European integration, there should be freedom to concentrate on one of the two
approaches. A policy of common objectives,were it possible, would certainly do most to
strengthen the sense of common European identity, But it is precisely the discrepancies
between the European countries' views on economic and social objectives that today
constitute an almost unsurmountable obstacle to further integration, at least as long
as there is not the impact of unifying forces of a higher order, An examination should
therefore be made of whether another serious attempt to use coordination and harmoni-
zation policy could not consist in unifying certain economic policy instruments. Not
suitable for such an attemp are all those instruments which are too ¢losely bound up
with concrete objectives of economic and social policy; this includes the tax system

and the pension insurance system,

A not quite unrealistic idea would be to try to unify the instruments of mo-
netary and credit policy (including the character of the relationship between banks
and central banks), A more difficult but not completely utopian proposition would be
to try to induce the nine governments to present their draft budgets at roughly the
same time, to keep the budgets uniform, to agree on a common functional structure for
the budgets - or on joint functional processing of official budgets ~ and to work out
a common system for the economic assessment of the individual budget itema., A delicate
but not unreasonable idea would be to achieve greater unification of the statistical
methods of calculating figures such as the price indicea and the national product, All
this would and should not impringe upon the existing autonomy of national policies
while throwing more light on the situation and developments in the individual countries,

Coordination of economic policy measures - wherever and whenever the resolve is there «
would be considerably facilitated and its effects easier to assess.,
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Should these modest efforts in the forecourt of coordination proper fail in
the same way as did the attempts to harmonize objectives, then the strategy of coor-
dination and harmonization should once and for all be regarded as abortive and dead

and & new strategy would have to be found.

3. Alternatives to the strategy of the Wermerplan

The not very favourable assessment that must be made of the prospects for in-
tegration policy under the Wernerplan has made it expedient to look for approaches to
integration which would suffer less from the dilemma proper of the Wernerplan, which is
to presuppose an active general political will to unite, and not to focus attention on it
expressly and not to accept it in its implications. Escape from this dilemma may be in

two directions. There are two possible solutions to this dilemma.

One means finding effective integration measures believed to hinge as little
as possible on the governments' active general political will to unit, This is the di-
rection of the "common funds policy" and of the moves to speed up "monetary inte-
gration" - where necessary relieved by "economic integration" - and especially of the
introduction in Europe of a common parallel currency. Both schemes, however, deserve
the integration label only where they involve more than disguised claims of the
partner countries on each other, without any readiness on the part of the beneficiaries

to advance on the road to European unification.

a) The common funds policy
The establishment of European funds with Community tasks (e.g, monetary fund,
regional fund, structural fund, social fund) could in principle have two positive

effects on integration:

1) in providing assistance prompted by solidarity, the funds help to remove, in the
member countries, existing sources of economic and social disruption and undesirable
trends which upset the necessary equilibrium in Europe and prevent the countries from
complying with common European requirements and rules (the regional proolem ; jp

Southern Italy is one example);

2)within the framework set, the funds are admini-tercd by European Community institue
tions and therefore directly pursue European policy and take decisions from a European
point of view. The less the states interfere in the current business of the funds and
the more they see their interests safeguarded by the statutes laid down for them, the
more these funds constitute European institutions taking their own action, and as such

help shape the sense of European identity.

But the dilemma of these funds iz that their practical effectiveness and their
room for manoeuvre will be in inverse proportion to their political independence, If
the monetary fund is assigned wide-ranging taskﬁ/é?‘ggngéf gkchanga policy,and if the
regional fund is to initiate and finance comprehensive development programmes, then
the strong influence on economic policy enjoyed by these funds and the large financial

needs to be met from national resources will hardly make it possible for the states to
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refrain from exerting political influence on them. The decisions on how to raise and
use the resources of large funds will certainly put the resolve to further the Euro-
pean Community to the test and will show up the discrepancies in the views taken of
the objectives, It will not be possible then to "depoliticize" the integration efforts.
Should the states still be willing to pay large sums into regional, structural, social
and other funds that took politically independent action, because they hoped that the
belance of give and take would be in their favour, or because ,in doing so,they wished
to buy themselves out of more disagreeable political obligations, there would be the
threat of a paradox of the common funds policy.. The more successfully these funds
worked in their special fields (for instance regional development or balance of
payments adjustment), the more they would be likely to relieve the national states of
their most pressing economic worries (with their sovereignty left intact), reducing

- the need for them to rely on help prompted by Community solidarity and giving them
less incentive to surrender their sovereignty.

The awkward consequence is that it does not matter whether the common funds
are allowed to operate in a "depoliticized" manner or not, for in either case they
will fail to fulfil their true task. In one case they will help to consolidate the
existence of the national states instead of overcoming it, and in the other they will
founder on the same difficulties on which the strategy of the Wernerplan founders.
Any number of funds will not bring forth a united Europe. However, assuming a compre-
hensive general political will to unit, funds could be extremely useful tools,

b) Bringing forward monetary integration

Member countries' short-term economic policies and growth policies have so
far proved impossible to coordinate effectively. The order of priority for the va-
rious aims of economic policy - especially price stability and full employment ~ va-
ries too sharply from one country to another. This means that the central element of
what is being referred to as "economic union" is not capable of functioning. But this
is by no means the only obstacle; if a compromise were struck over the objectives for
short-term economic policy, there would soon be equally wide discrepancies between
the views on how to attain these objectives. Regulative and procedural policy is also
a matter in dispute,

In this awkward situation the hope had been that "monetary union" would have
a better chance of making progress than "economic union", This hope implies the be-
lief that it would be possible for "monetary integration" to be temporarily cut loose
from "economic integration" together with its coordination and harmonization require-
ments which have so far proved impossible to meet. Another factor arguing for bring-
ing forward monetary integration is that the instruments of monetary policy are
easier to handle technically than those of wide-ranging "economic policy". Lastly, the
emergence in recent years of a new recognition of the key role of money also helps to
foster confidence that politically and technically uncomplicated "monetary integration"
would not only facilitate "economic integration" but would virtually bring such
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integration in its wake, or would at least lead to the establishment in Europe of a
central "monetary authority; which would be a powerful focal point for all further
integration processes. Fully in line with this thinking is the conviction that the
introduction of a new common European currency would giﬁe a particularly effective
impetus to such a development. This is the rationale of claiming priority for the
procedure of "monetary integration", leaving out of account for a moment that in the
political tug-of-war over this matter isolated national interests are also at work,
Here too an attempt is being made to "depoliticize" integration as far as possible,
which means dodging the central issue of the European Community, the degree of the
readiness to go for general political integration. That this atteapt too is bound to
fail is obvious, more obvious still than in the case of the common funds policy.

The very idea underlying this strategy is odd enough, Monetary policy is an
integral part of economic policy in the broad sense, The currency of a country can
certainly not be manipulated in isolation from the other economic policy processes,
This is particularly true if monetary policy is taken to mean "extermal monetary po-
licy{', that is monetary and credit policy at home is deemed to belong to economic
policy "shelved for the time being".

Hoping for this surgical separation to succeed becomes even more questionable
when at the same time it is forecast that at a later stage of developments "monetary
integration™ will eventually entail "economic integration", or even bring it about by

force. It would appear that these two theses are incompatible.

Added to this there is the strange view taken of politicians' psychology, If
national governments are not prepared, in the foreseeable future, to coordinate the
economic policies of their countries, how then should they be ready to initiate a de-
velopment which in two years' time would force them into this very coordination? One

cannot ask governments to pull the wool over their own eyes.

The plan for isolated "monetary integration' will be of little use to European
unification, while.handled badly,it can be harmful to many Europeans. This is parti-
cularly true of the idea of a new European currency, What one is to think of it de-
penda entirely on its practical shape, There Are proposals for such a currency which
give it little if any chance of really being traded throughout Europe but which make
it the source of a torrent of additional inflationionary liquidity and confer upom it
the doubtful merit of financing the European Community's budget and all European

funds through the straight creation of money.

"Monetary integration" and "economic integration" must make parallel progress,
Although this decision by the Paris Summit Conference is among other things a politi-
cal compromise, it is not just a politieal compromise but a conclusion drawn from the
interdependence of economic systems and processes. Monetary policy provides no
occasion for depoliticizing the integration efforts,.
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¢) Political union - ultimate goal or the next step?

Attempts to reduce European integration policy to technical arrangements
glossing over the basic political divergencies between the countries are doomed to
failure. It has become evident that "the economy" does not, as was once believed,
produce mechanisms outaide the realm of politics, whiéh make for automatic progress
in integration and eventually create, as a sheer imperative of reason and common in-

terest, the general political will to unite,

The way out of the dilemma of today's integration policy should be sought in
another direction: pfogress in general political unficiation must not be regarded as
a last remote goal but must be viewed as the step to be taken next. There will have
to be a general realization that, in the process of European unification, ecomomic’
"policy has by no means always and necessarily a claim to primacy and that it is not
economic policy alone that must be held responasible for the stagnation in unification.
In certain historical situations, for instance, external and defence policy will be
able to exert stronger integrating effects than economi¢ policy. But the real crux of
the matter is that Europe must take the supposed last step before the supposed first.
It is necessary to aim directly at a common European legislature and executive. This
will certainly not be achieved immediately. But the thinking and action of politicians
will be focused on the real centre of events which in any case controls all major de-
velopments in individual fielda, This will be the parting of the ways. Should it be-
come evident that there was no prospect for general political integration of this
kind, then it would be certain that there was no prospect for economic and monetary
union either, A key element of general political unification would be unified externsl
and defence policy. Given the world political situation, this is an imperative of
sheer reason, if there ever was one. At all times, defence agreements have been the
most obvious and natural links between states. And such defence agreements have al-
ways involved obligations and reduced the parties' own room for manceuvre. This has
been accepted and would, on a higher level, have to be accepted by the European states
as well, It seems absurd, not only from an external politicai but also, and especial-
ly so, from an economic point of view that following the failure to set up the first
European defence community no new and serious attempt should have been made in this
field, If the Member States in the Europe of the seventies are unable to agree on
integrating their defence, how much more improbable is then a genuine economic and mo-

netary union,

The picture of a politically united Europe should be kipt free from certain
repulsive features. United Europe should not be a centralized unitary state in which
the pattern of economic, social and cultural policy is the same from Hamburg to Pa-
lermo. The political organization of Europe would certainly not have to be guided
by the models of the nineteenth century. Today's national states will presumably defend
their sovereignty the more vigorously the more unmistakably they are reduced to more
administrative districts of a supere~state that has all the features of a traditional

centralized unitary state, including insistence on uniform arrangements for all re-
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gions, the intolerance shovn by najoritien vie-u-vis -inorities seeking to preserve
their sepurate 1dentity, preferential trolt-ent of "Ietropolieee" and discrimination
against the "provincee" Europe' politieul ecientiats and specialigte of public law
are called upon to drav up new form- of political organization which meet the unique
requirements of Europeun integration lnd hence give the central authority the powers
to pursue a unifying end eommunity-ghaping policy while leaving enough room for the
special features people =till cherish so that they do not have the feeling of being

annexed,

Going directly for a European government or admitting that integration is im-
possible to achieve - is this not an invitation to confirm openly the failure of in-
tegration poliecy and to abandon the idea of & united Europe? Should political union

. turn out to be a utopian idea for present-day Burope, it would indeed be better to re-
turn to a policy of good enighbourly relations and sound alliances and wait for better

times for Europe yet, implicitly, worse times for the European states.

But it would seem that precisely today political union for Europe is leas of
a utopian idea than it was in past years, After the end of the second World War the
movement to create a united Europe was essentially impelled by two motives., Firat,
there was the need to link the European states in a system of smtual dependence which
would make new serious conflicts impossible from the outset. Secondly, fears of a mi~
litary threat from the East caused the European states to draw closer together. Both
motives for unification in Burope lost their political force in the 19508 and 1960s,
Western Europe enjoyed a period of almost undisturbed ealm so that the demanding job
of welding the European stated into a system of mutual dependence did not seem worth
the effort, The feeling of being threatened from the East diminished as the policy of

détente was making progress.

In 1973 a situation has arisen which again favours integration and ie curious-
1y related to that immediately after the second World War. Europe again . has the
feeling of being put under pressure from the outside, by a world power: but this time
by the USA, Both the economic challenge and the uncertainty surrounding the United
States' future military presence on the continent make the political situation in
Europe appear in a new light. The cooler climate in transatlantic relations has
changed the thinking of Europe's peliticians. Dissociation between the USA and western
Europe was speeded by Franch policy., And the German government's Ostpolitik has given
the partners in the European Community the impression - however unjustified -« that
the Federal Republic could be tempted to loosen its close links with western Europe in
favour of a middle poaition between East and West. The threat of this urnwelcome de-
velopment for western Europe could be precluded by speeding up pelitical union of the
states in the European Community.

The strains which have thus developed in Europe's relationship with both West
and East are a political novelty. They smooth the way for general political integra-
tion in Europe. These strains are a source of concern to many European politicians,
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but removing them is not in the interest of European wnification, This is begause it
is only under the pressure of strains and unrest, of crises amd threats that the
European national states' oppesition change can be overcome. Thia being so, any polie
tical and economic consolidation in Burope means strengthening and perpetuating the
national states, The Buropean states will either choose Suropean union as the lesser
evil or 4t will be long in coming.
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Monetary integration without economic integration - an opportunity for unification in
Europe?

1. Introduction

In the final stage of economic and monetary union there will be a uniform eco-
nomic policy in the broad sense, the task of which will be to coordinate the require=
ments of so=-called "economic union'" with those of "monetary union"., Unless the alloca-
tion of responsibilities is unsuitable, this coordination will raise no problems other

than those customary in a federal set-up.

But the problem at the moment is not the Community's organization in the final
state, The discussion is about the integration strategy for the period of transition,
i.e. for the next few years, Here, opinions diverge. One side argues that monetary in-
tegration should, at least where procedure was concerned, be given priority because
this field offered better prospects of progress, as was borne out by developments. The
extremely laborious measures to establish so-called "economic union"” (common shorte
term ecomomic policy, growth policy, incomes policy, social policy, competition poli~
cy, etc.) were, for the time being, urgent only because progress on the road to so-
called monetary union had to be supported. Another side takes the view that isoclated
monetary integration is not practicable; where implemented it would do more economic
harm than good, Progress on the road to "economic union" would have to come first.
This progress, however, would have to be supported by common measures of monetary po-
licy. Only substantial progress towards economic¢ union would create the conditions

essential to true monetary union.

In truth the gap‘between the two points of view is not very wide if the call
for mutual support is taken seriously. For then the two views converge quite
largely inﬁo what is the real economic and political substance of going for
parallelism: into an integrated integration policy, whiech the Paris communiqué re-
ferred to - admittedly in quite general terms - when it laid down the "principle of
parallel progress in the different fields of the economic and monetary union", This
principle certainly has some features of a political compromise. It makes political
business easier., Although an integrated integration policy may be more difficult to
devise, the more things there are for the mutual give and take, the easier will it be

to strike a balance between the interests of the states.

But the principle of parallel progress has much more serious implications
5till, for it draws the conclusions from the indisputable interdependence of systems

and processes in the economic sphere.

As things stand, however, even a consistently applied policy of parallel pro-
gress cannot remove the obstacles which so obviously stand in the way of an integra-
tion policy confined to the economic and monetary field. The policy of parallel pro-
gress must be integratgd into the process of general political unification (see the

section above: integration policy today - alternatives to the Wernerplan).
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2. What does monetary integration mean?
If monetary uniorn is seen as the state of full monetary integration, its main
features are:

vxe'poig} the national state), a

a) in the field of external monetary policy (from the
common currency unit or at least fixed and immutable exchange rates between national
currencies, with a fluctuation margin of sero; a uniform exchange rate policy towards
non-member countries, looked after by a Community institution; completely free move~
ment of capital inside the union and, should the national currencies be retained, full

convertibility between the national currencies; and

b) in the field of internal monetary policy, a common system of central banks and a
common monetary and credit policy which need not necessarily involve uniform solutions
. throughout. .

Moves to come close to this final state could be started in the immediate fu-

ture or are already under way. These include:

a) in the field of external monetary policy, a concerted balance of payments and ex-
change rate policy of the Community countries in their relations with eash other and
with non-member countries; possibly the introduction of a parallel currency for
Europe; the development of a system of reciprocal monetary support among the Community
countries; the establishment of a common monetary fund with monetary reserves of its

own; progressive liberlization of capital movement; and

b) in the field of internal monetary policy, unification of the instruments of mone-
tary and credit policy and of the relationship between the banking sector and the
central bank; coordination of monetary and credit policy, institutionalized in the
Com