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IVl~er-e to, IiiliL? . . . ma ti)^ European nations 
have heen n-orliing hard o\.er the past several 
years to lo\\.er their inflation Utes ancl trim ~~112-  
lic sector cleficits. The success of these moves. 
\vhich are I~eneficial in their o\vn right. will also 
clualify these nations for fill aclmission into the 
European b10netar); Union (Eb/lU). in May 1998. 
p;uticipantswill form a ne\\. European centml 
ha111i and introduce a new current)., the euro. If 
plans g o  accorcling t o  scheclc~le, the European 
System o f  Central Banlts \$-ill assume responsi- 
bility for nlonetary policy o n  Januai-y 1. 1999. 
\Yflihat \\rill m i k e  this institution unicl~ie is that it 
~vill he  a central banli without ;I country. 

Withi11 nations, central banlis are public or  
quasi-p~~l'lic institutions that perfonn a variety of 
financial services for the  state ancl for private 
financial organizations. Central I,anlis can fr-~cili- 
tate government debt placement. clisburse cur- 
rency to the public through the b;lnking system. 
ancl maintain the government's checking ac- 
count. 7'hcy also provide clearing :me1 settlement 
for private firrlls that participate in the payments 
system. PSore important, ccntlal l>anlis create 
their country's monetary stanclard of \.slue and 
give the financial system the licluiclity it neecls to 
al>sorl~ :~clverse ~ h ~ c l i ~ .  

I h e s  the creclit cluality of a central banli's 
assets mattes" \Well, yes! First. if for n o  other rea- 
son,  the government orclinarily receives net 
revenue from its central I>anli. and poor asset 
quality n1ay climinish easnings. Second. lo\t.er 
asset cp~ality may rencler the centlxl ha~lli's port- 
folio less liquicl, leading to flexibility proble~us 
shoulcl it neeel to contract its balance sheet. I3ut 
the principal reason to care is that asset cltlality 
gives g o v e r n ~ ~ ~ e n t  ancl private fin:~ncial institu- 
tions an  incentive to be  concerneel a h o ~ ~ t  their 
own  credit clualitp, since it is their delx that the 
centml hank \\;oulcl consider p~uchasing. 'lb en- 
sure creclihility. a central hanli must l>e cle- 
siglietl so  that it is restrictecl to holcling assets of 
impeccable cluality. 

The European System of Centr:ll I3anks 
(ESCB) \vill consist of: a new European Centnll 
13anli (ECi3) locateel in Franlif~~rt  ancl the esist- 
ing N:ltional Central 13anlis (NCt-3~1. ~~~~~~~~~~y 
policy \ t r i l l  he  set by the EC1-3, hut carriecl o ~ i t  on 
21 clecent~.alizecl hasis 11y the KC13s. For our pur- 
poses. \\.hat is r e l eun t  ahout the :ul.angement is 
that the ESCB's security portfolio will contain 
the delIt ohligations of the constituent sovereign 
n~ttions and perhaps also of other entities (s~lch  
as creclit institutions) heaclcluarterecl in those na- 
tions. 'The ESCU will concluct 120th its monetasy 

policy ancl liquidity-enhancing opesations by  
taliing these cleht obligations onto its books. Ac- 
corclingly. the euro itself is ultimltely backecl by 
the creclit of the EMU nations. 

I11 the Unitecl States, the Feclelal iieserve 
holds nearly all of its assets in the fonli of U.S. 
government obligations-a11o~1t S400 billion. 
Hypothetically, suppose that the federal govern- 
m e ~ i t  had little or n o  deht outstanding. The11 the 
Federal Reserve \\~\iould have to holcl other secu- 
rities in its portfolio, most liliely the obligations 
of state. aticl possibly municip:ll. governments. 
Sho~~lc l  the Feel regard the clebt of various state 
:ul~cl municipal governments as ecl~lally creclit- 
\vorthy? A constant \\jorry, of course, is that the 
centnl  11;1nli coulcl h e  used as a bacli-cloor cle- 
vice for channeling creclit to "prefessed" interest 
groups-unless tl1e Iha~ili \\.ere legally houncl to 
reject poor quality assets. 

There is a possibility of adverse selectioll in 
open-market operations. S u p p o x  "the ESCB an- 
nounced its \villingness to purchase ancl then 
resell securities in the amount of 1 billion euros 
at a [.ate of 4%. \Wouldn't it receive offers of the 
poorer quality assets from dealers before the 
better cluality instrutnents were offereel? Will the 
EC13 allow the KCBs to accept all eligible securi- 
ties on  a11 eclual basis, or  will they discount for 
quality? There are obvious political issues here. 

Interest rates v:lry alllong the EMU countries 
toclay, even in re~ll terms, reflecting clifferences 
in such hictors a s  tax policies, regulations, ancl 
saving rates. Although the participating nations 
have convergeel their deficit/output ratios 
arouncl the 3% Maastricht target, the ratios still 
vary wiclely. The cliversity of these fiscal posi- 
tions, together n.it11 many n-ell-publicizeel sttuc- 
tural economic prohlems in Europe (costly \\.el- 
h r e  :ul~cl agricultural support programs. to name 
just two), further challenge the ability of EWIU 
governments to harmonize their economic and  
fiscal conclitions. 

Establishing a supmnational central ba~lli, the 
ESCB, creates a11 interesting, novel experience. 
Sovereign states relinquish their ability to issue 
non-i~lterest-17ez~ring claims on  their govern- 
n1thents-111oney-so they will h e  under even 
more pressure to manage their fiscal ohligations 
prudently. Under the worst of circumstances, the 
ESCB 11lay feel severe p r e s s ~ r e  t o  use its liciuid- 
ity or  monet:u-). policy to aclclress prohlems for 
\vhich it is not suitecl. Uncier better circum- 
stzlnces, ho\vever, the ESCI3 can play a positive 
role in easing the sttuctural changes that will be  
required of European nations in the years :head. 
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