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ECU SWAP 


At t he Prime M i n i s t e r ' s b r i e f i n g m eeting y e s t e r d a y on 

the European C o u n c i l i n S t r a s b o u r g , I und e r s t a n d t h e r e was 

some d i s c u s s i o n o f the p o s s i b i l i t y t h a t t h e Prime M i n i s t e r 

would announce i n S t r a s b o u r g t h e UK's d e c i s i o n t o p a r t i c i p a t e 

i n t h e ECU Swap. I  f t he Prime M i n i s t e r d e cides t o announce 

t h i s d e c i s i o n i n S t r a s b o u r g , t h e C h a n c e l l o r suggests t h a t t h e 

Prime M i n i s t e r s h o u l d use t h e f o l l o w i n g form o f words, which 

has been agreed w i t h t h e Bank and te l e p h o n e d t o t h e Cabinet 

O f f i c e : 


"  I can t e l l my c o l l e a g u e s t h a t t h e UK Government have 

i t i n mind t o p a r t i c i p a t e i n t h e d e p o s i t o f r e s e r v e s on 

a swap b a s i s w i t h t h e European Monetary C o - o p e r a t i o n 

Fund i n exchange f o r ECUs. Th i s w i l l make i t c l e a r t h a t , 

whatever our d e c i s i o n i n due course on p a r t i c i p a t i o n i n 

the exchange r a t e arrangements, we d e s i r e t o be c l o s e l y 

i n v o l v e d i n the e v o l u t i o n o f t h e European C u r r e n t y U n i t 

and o f European monetary i n s t i t u t i o n s . " 


As you w i l l see, t h i s form o f words w i l l make i t c l e a r 
t h a t t h e d e c i s i o n t o p a r t i c i p a t e i n t h e ECU Swap s h o u l d n o t be 
take n t o mean t h a t the Government have a l r e a d y decided t o j o i n 
the EMS exchange r a t e arrangements. 

I a l s o enclose a t e c h n i c a l note on t h e ECU Swap. You may 

l i k e t o draw the Prime M i n i s t e r ' s a t t e n t i o n i n p a r t i c u l a r t o 

paragraph 6 which e x p l a i n s t h a t , i n the l a s t P a r l i a m e n t , t h e r e 

was c o n s i d e r a b l e P a r l i a m e n t a r y i n t e r e s t i n t h e Government's 

d e c i s i o n on t h i s p o i n t . On past form some Labour members are 
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l i k e l y t o r e a c t a d v e r s e l y t o the Government'o d e c i s i o n and 

t h e i r h o s t i l i t y c o u l d be i n c r e a s e d i f t h e announcement were 

made o u t s i d e P a r l i a m e n t . For t h i s reason the form o f words i n 

paragraph 2 above stops s h o r t o f announcing a f i r m d e c i s i o n , 

which could, more w i s e l y be l e f t f o r the House o f Commons, when 


-
t h e P r i m ^ M i n i s t e r r e p o r t s upon the C o u n c i l meeting : I n arty 

-
eSTse t h e Prime M i n i s t e r W i l l no doubt w i s h Lo have  t h e 


P a r l i a m e n t a r y background i n mind, which c o u l d l e a d t o pressure 

f o r a debate. 


I am co p y i n g t h i s l e t t e r t o t h e P r i v a t e S e c r e t a r i e s t o 

the F o r e i g n and Commonwealth S e c r e t a r y , t he Lord P r i v y S e a l , 

t h e Lord P r e s i d e n t o f the C o u n c i l , the M i n i s t e r o f A g r i c u l t u r e , 

t he A t t o r n e y General, the Governor o f the Bank o f England and 

S i r John Hunt. 


(A.M.W. BATTISHILL) 
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TECHNICAL NOTE ON THE ECU SWAP 


The most obvious feature of the European Monetary System i s 
i t s exchange rate arrangements. There are agreed cross rates 
between each pair of p a r t i c i p a t i n g currencies, each of which 
has to keep w i t h i n 2 i % of every other currency, except f o r the 
Li r a which has a special margin of 6%. When a gap of 2-£% (6%) 
appears between any two currencies there i s an obl i g a t i o n on 
both Central Banks concerned to intervene i n the markets to 
prevent the gap exceeding 2j% ( 6 % ) . The Central Bank of the 
weaker currency can borrow the currency of a stronger country 
f o r t h i s purpose but has to s e t t l e such debts out of i t s reserves 
w i t h i n three months. The European Monetary Cooperation Fund 
(EMCF) acts as the agent and the accounting body f o r such 
settlements. 

2. The EMS has other elements beyond these exchange rate 
arrangements. They are enhanced medium term c r e d i t ; an 
arrangement f o r depositing 20% of gold and d o l l a r reserves with 
the EMCF and receiving ECUs i n exchange; and a plan f o r the 
creation w i t h i n two years of a European Monetary Fund which 
would, i  f i  t came about, be a step towards a European Central 
Bank. 

3- I f a f u l l European Monetary Fund were u l t i m a t e l y 
established ( a f t e r l e g i s l a t i o n i n member countries) reserves 
would presumably be transferred to the Fund i n a more permanent 
way. For the present, however, the "deposit" i s a three-month 
revolving swap of 20% of gold and d o l l a r reserves f o r ECUs 
(European Currency Units) issued by the EMCF. The gold and 
doll a r s remain physically with the "depositing" central bank 
which i s free to invest the dollars as before and r e t a i n the 
income from them. The ECUs are used to s e t t l e intervention 
debts between EEC central banks a r i s i n g out of exchange rate 
intervention but the underlying swaps are to be unwound a f t e r 
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t h e p r e l i m i n a r y two-year p e r i o d , b e f o r e t h e EMF i s s e t up. 


4. I f t h e UK p a r t i c i p a t e s i n t h e ECU Swap, we would n o t reduce 

t h e l i q u i d i t y o f t h e r e s e r v e s because we would have t h e r i g h t 

to w i t h d r a w t h e u n d e r l y i n g g o l d and d o l l a r a s s e t s f r o m t h e EilCF 

i n case o f need. There would a l s o be no l o s s o f income t o 

t h e r e s e r v e s because we would c o n t i n u e t o manage t h e as s e t s 

we have d e p o s i t e d and t h e income on these would accrue t o us 

d i r e c t . We would, hov/ever, have l i t t l e o r no use f o r our ECU 

h o l d i n g s w h i l s t we are a n o n - p a r t i c i p a n t i n t h e exchange r a t e 

arrangements. On p r e s e n t l e v e l s we would d e p o s i t around li>3irbn 

o f our r e s e r v e s and r e c e i v e ECUs i n exchange. There would a l s o 

be an i n c r e a s e o f around #200 m i l l i o n i n t h e p u b l i s h e d v a l u e o f 

our r e s e r v e s because t h e ECIiF v a l u e s g o l d d e p o s i t e d w i t h i  t a t a 

h i g h e r r a t e t h a n t h e r a t e we use f o r v a l u i n g g o l d i n our own 

r e s e r v e s . 


L e g i s l a t i v e I m p l i c a t i o n s 


5. The A t t o r n e y - G e n e r a l i n t h e p r e v i o u s Government a d v i s e d 
t h a t , a l t h o u g h t h e r e were s t r o n g arguments t h a t f u l  l 
p a r t i c i p a t i o n i n t h e EMS exchange r a t e arrangements would be 
l a w f u l under e x i s t i n g l e g i s l a t i o n , e q u a l l y t h e r e were s t r o n g 
arguments t h a t i t would be c o n s t i t u t i o n a l l y i m proper t o 
und e r t a k e a major new c o n t i n u i n g commitment on t h i s b a s i s . 
L e g i s l a t i o n might n o t be needed i m m e d i a t e l y b u t s h o u l d be t a k e n 
w i t h i n a r e a s o n a b l e t i m e a f t e r t h e UK e n t e r e d f u l l y i n t o t h e 
EMS. The p r e v i o u s A t t o r n e y - G e n e r a l d i d n o t , however, t h i n k 
t h a t l e g i s l a t i o n would be c a l l e d f o r , e i t h e r on l e g a l o r 
c o n s t i t u t i o n a l grounds, i f p a r t i c i p a t i o n were l i m i t e d t o t h e 
d e p o s i t o f r e s e r v e s w i t h t h e EliCF on a swap b a s i s . 

P a r l i a m e n t a r y C o n s i d e r a t i o n s 


6. There has been some P a r l i a m e n t a r y i n t e r e s t i n t h e d e p o s i t 

of r e s e r v e s w i t h t h e ErlCF. Mr Douglas Jay MP and o t h e r Labour 

backbenchers suggested t h a t t h e r e s h o u l d be l e g i s l a t i o n t o 
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cover t h e d e p o s i t o f r e s e r v e s . I n a w r i t t e n Answer on 
2 9 January 1979 t o a P a r l i a m e n t a r y Q u e s t i o n , t h e t h e n C h a n c e l l o r 
i n f o r m e d Mr Jay t h a t "on t h e b a s i s o f t h e p r e s e n t proposed 
arrangements f o r t h e d e p o s i t o f r e s e r v e s and t h e i s s u e o f ECUs 
l e g i s l a t i o n would n o t be r e q u i r e d " . Mr Healey had p r e v i o u s l y 
g i v e n an u n d e r t a k i n g t h a t l e g i s l a t i o n would be enacted i  f t h e 
UK were t o p a r t i c i p a t e when t h e f u l  l European Monetary Fund 
was s e t up i n 2 y e a r s t i m e . There i s l i k e l y t o be c o n s i d e r a b l e 
P a r l i a m e n t a r y i n t e r e s t i n t h e d e c i s i o n t o d e p o s i t r e s e r v e s 
a g a i n s t ECUs, p a r t i c u l a r l y amongst Labour backbenchers. 
Even i f l e g i s l a t i o n i s n o t r e q u i r e d t h e r e c o u l d be p r e s s u r e f o r 
a debate. 

General C o n s i d e r a t i o n s 


7. There are i n t h e near f u t u r e no s i g n i f i c a n t f i n a n c i a l 

advantages o r d i s a d v a n t a g e s f r o m d e p o s i t i n g r e s e r v e s w i t h t h e 

EMCF. The main argument f o r d e p o s i t i n g r e s e r v e s i  t t h a t i  t 

m i g h t h e l p t h e Government i n o t h e r d e a l i n g s w i t h t h e EEC, 

though i t has t o be r e g a r d e d as a s m a l l and weak b a r g a i n i n g c a r d . 

I t c o u l d a l s o do something t o h e l p t h e UK's p o s i t i o n i n any 

d i s c u s s i o n s on t h e w o r k i n g o f t h e EMS, t h e f u t u r e r o l e o f the 

ECU and t h e development o f t h e European Monetary Fund. 

However i f we do n o t j o i n t h e exchange r a t e system and our 

p a r t n e r s proceed i n due course w i t h t h e European Monetary Fund, 

we c o u l d h a r d l y l e g i s l a t e t o j o i n them i n d e p o s i t i n g 

r e s e r v e s u n l e s s t h e ECU became a r e a l t r a n s f e r a b l e asset 

u s a b l e o u t s i d e EMS i n t e r v e n t i o n . 
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