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Monetary policy and institutions in the EMU 

Jiirgen von Hagen* 

Summary 

This paper discusses the future performance of EMU monetary pol- 
icy from an institutional perspective. Considering the EChZ's policy 
environment, policg- goals, strategies, instruments, and internal deci- 
sion-making capacities, the discussion in this paper is organized as a 
comparison of two scenarios: a core and a large EMU. The core 
EhlU will lead to a more credible commitment of the ECB to low 
inflation and less volatile monetary policy than the large EMU. 
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Monetary policy and institutions in 
the EMU 

Jiirgen von Hagen' 
From the beginning of the European Monetary Union (EMU), the 
European System of Central Ranks (ESCB) will decide and imple- 
ment EMU monetarq- policy. The E,SCB will consist of the European 
Central Banli (ECB) and the national central banlis (NCBs) of the 
participating member states. 

According to articles 107 and 108 of the Treaty on EU (TEU), all 
participating NCBs must be independent of their national govern- 
ments. The ECB, the leading institution of the system, will be gov- 
erned by a Council and a Board. The former consists of the presi- 
dents of the NCBs and the Board members. The latter consists of the 
president, the vice president, and at least avo other members, all ap- 
pointed unanimously by the E,uropean Heads of Governments of the 
participating states upon a proposal by the European Council. 

The ECB Council determines the EMU'S monetary policy from 
the broader guidelines to the actual setting of central bank interest 
rates. The Board is responsible for implementing these decisions. To 
this end, it instructs the NCBs, which are to execute instructions by 
the Council and pertinent directives of the Board. Apart from that, 
the NCRs may execute other tasks in their responsibility and on their 
own account, unless the ECB Council rules that such activities are 
incompatible with the goals and tasks of the ESCR. 

To emphasize the principle of .raD.ri&na, article 12 of the Statutes 
of the ESCB (Statutes) calls upon the ECB to charge the NCBs with 
the execution of all ECB business to the extent that this appears pos- 
sible and justifiable. 
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How will the ECB conduct monetary policy? To answer this 
question, it is useful to separate monetary policy mahng into these 
five areas: 
1. The monetary policy environment. 
2. The formulation of policy goals. 
3. The choice of a monetary policy strategy. 
4. The choice of monetary policy instruments to execute 

the strategy. 
5. The politics of monetary policy decisions. 

This paper discusses the monetary policy of a central bank not yet 
in existence. Such a task can only be htghly speculative. While some 
perspectives can already be derived from the existing preparatory 
work done at the European Monetary Institute, others are wide open. 
So rather than providing definitive answers, the paper must develop 
and evaluate possible scenarios. These can be based on some impor- 
tant structural characteristics of the environment in which the ECB 
will operate. The environment can be characterized by the criteria of 
optimzxm carreny theo~, that is, by the importance of exchange-rate 
flexibility for a group of countries, and by the institutional framework 
of the ECB and by fiscal and external conditions. The discussion in 
Section 1 leads to two scenarios: a core EMU and a. large EMU with 
different structural characteristics. 

According to articles 105 of the TEU and 2 of the Statutes, the 
principal goal of ESCB monetary policy is to ensure price stability. 
This mandate is much stronger and narrower than the mandate of 
Germany's Bandesbufzk whose principle task, according to article 3 of 
its statutes, is to sujgzxurd the carreny. Among the national central banks 
in the EU, only the French and the Spanish ones have an equally nar- 
row mandate.' Beyond its principal goal, the ESCB is to support the 
general economic policies in the Community to the extent that this 
does not compromise price stability. 

Given its prominence as the goal of monetary policy, it is some- 
what surprising that the TEU makes no effort to explain what price 
stability means. Such vagueness is common in central-bank legislation 
around the world (Goodhart and Vinals, 1094); only the Reserve Act 
of New Zealand gives a precise definition of the concept. So the ECB 

See EhlI, AnnualKepo&fur 1994, Table 13. 
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will have to develop a suitable definition of price stability (see Section 

2). 
Once an operational goal has been formulated, a strategy must be 

devised to achieve it. X monetary policy strategy is a set of rules 
stipulating the short- and medium-term conduct of monetarjr policy. 
Article 12 (1) of the Statutes makes explicit reference to strategies by 
authorizing the E,CR Council to make decisions regarding intermedi- 
ate targets of monetary policy. But the Statutes do not preempt the 
choice of intermediate target. 

Given the goals and the strategy, the E,CB will have to vest itself 
with appropriate instruments. The choice of instruments relates 
mainly to the micro structure of the monetary union: the degree of 
centralization of central bank operations, the structure of the banhng 
industry, and banhng regulation and supervision. The Statutes pro- 
vide a catalogue of possible instruments for the ECB, which is much 
less restrictive than, for example, the Bufzdesbank Act. By requiring the 
ESCB to "act in ways compatible with the principle of an open- 
market economy with free competition," article 105 of the TE,U and 
article 2 of the Statutes rule out the use of interventionist instruments, 
such as quantitati~e credit allocations of the kind practiced in France 
until the early 1980s (Icard, 1994) or interest-rate regulation of the 
h n d  practiced in the U.S. until the 1970s. With that qualification, arti- 
cle 20 of the Statutes authorizes the ECB Council to decide on the 
use of any other instrument not mentioned explicitly in the Statutes. 

Article 105 (2) of the TEU and article 3 of the Statutes commit the 
ESCB to promoting the "frictionless worhng of the payment sys- 
tems" besides its principal goal of price stabilic. Furthermore, article 
22 authorizes the E,CB and the NCBs to provide arrangements and 
issue regulations to ensure efficient and reliable payment systems 
within the Community and in relation to outside countries. This sug- 
gests that the E,CB may itself become involved with and possibly run 
the payment system for the EMU. If so, the ECB will probably also 
p l a ~  a role in regulatory policies regarding the operation of the pay- 
ment system. 

Finally, the conduct of E,MC m0net:ar-y policy will depend on the 
political processes inside and surrounding the ECB. Special attention 
must be given to the fact that the ECB is made up of different na- 
tional banks, which reflects different national monet:ary-policy prefer- 
ences and constraints. 
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I. The ECB's monetaay policy environment 

The traditional economic perspective on monetary unions starts with 
optimam curreny ayea theoly. Given the large body of literature on the 
issue regarding Europe, this paper only briefly summarizes the main 
arguments. Next, it briefly reviews the institutional characteristics of 
the ECB, and then turns to the fiscal and the external environment of 
the ECB. Finally, the question of membership in the EhfU is exam- 
ined. 

1.1. Ecsnsmic heterogeneity 

The theory of optimum currency areas has long discussed the role of 
economic heterogeneities for the feasibility and desirability of a 
monetary union.2 While the use of a common means of transaction 
brings an efficiency gain, it also implies the loss of the nominal ex- 
change rate as an adjustment mechanism to absorb asjrmmetric 
shocks between the member states. Assume that a shift occurs in the 
aggregate demand for output from the products of one country to the 
products of another. If the two have different currencies, the ex- 
change rate of the depressed economy depreciates, whch stimulates 
the demand for its exports and which dampens the recession there. 
Thus, a flexible exchange rate partially stabilizes the asymmetric 
shock. An analogous reasoning holds for shocks that hit the two 
countries symmetrically (for example, an oil price shock) but which 
are propagated in different ways through the economies due to differ- 
ences in, for example, industry structures and labor market institu- 
tions. This is often overlooked, yet important, because the differences 
among national propagation mechanisms are empirically even more 
pronounced than the asymmetry of shocks (Dernertzis et al., 1996). 

Absent the exchange-rate channel of adjustment, the recession in 
the depressed economy will be deeper, and the more so the more 
rigid prices and wages are and the less effective other adjustment 
mechanisms are. With imperfectly flexible prices and wages, the main 
alternative market mechanism for adjustment is labor migration, 
which, however, is an inefficient response to transitory asymmetric 
shocks-particularly in Europe where moving costs are high. This 
leaves the possibility of fiscal transfers between the positively and the 

' See De Grauure (1994) for a review of this theon. 
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negatively affected member states through the budget of the central 
administration. 

In the 1970s already, the MacDougall Report (1977) concluded 
that a Commission budget of seven percent of EC GDP would be 
necessary to provide satisfactory st~abilization of asymmetric shoclts in 
a monetary union among the members of the 1 E C . T m  rounds of 
enlargements of the EU later, that figure would probably be a low 
estimate. Empirical studies, which estimate the characteristics of the 
EU as a currency area, generally conclude that asymmetric shocks 
among the EU states are much more important than asymmetric 
shocks among the member states of existing monetary  union^.^ 

Beyond the traditional argument, note that the common currency 
implies a unified inflation rate. For countries with weak domestic 
monetary institutions, EMU promises a reduction in inflation by way 
of a credibility gain. Rut given the traditional differences in the prior- 
ity of price stability in national economic policies, the differences in 
government debt ratios and the different designs of the national tax 
systems regarding price stability, one may safely assume that long- 
term differences in inflation rates reflect to some extent different na- 
tional preferences regarding inflation. The fact that the monetary un- 
ion cannot accommodate different inflation preferences indicates that 
agreement on a single inflation rate will be difficult and that some 
members may demand compensat:ion for accepting a rate of inflation 
different from their preferred one. 

Another, less noted type of asymmetry in the EMU concerns the 
structure of the national financial systems. Table 1 presents some 
relevant information. The currency ratio, the ratio of currency held by 
non-banks to demand deposits, indicates differences in the transac- 
tion technologies among the countries. Through the 1980s, this ratio 
declined drastically in all EU economies, reflecting the dissemination 
of non-cash payment technologies. Greece is the most cash-intensive 
economy in the 1990s among the EU states; Finland, Denmarli, and 
the UI< are the most advanced, followed by France and Italy. The 
Netherlands, Germany, Belgium, and Spain form an intermediate 
group. These differences are also reflected in the Ml money multipli- 
ers. 

See yon Hagen and Harnmond (199 i ,  1996) and European E c o n o m ~  (1992) f o ~  
einplrlcal studies of FL transfer schemes to deal ~71th asxmmetric shoclis 

See D e  Grau\x-e and Vanhaxerbelie (1 991), von Hagen and Neumann (1994), Bal 
oumi and Eichengieen (1994) and Demertzis et a1 (1996) 
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Table I. Monetary data 

M 1 Currency Velocity 

Source: IMF, International Financial Statistics, various issues. Swehsh data does not exist for 
these variables. 

The ratio of broad money p 3 )  to narrow money (MI) illustrates an- 
other aspect of the financial system, namely, the importance of non- 
transaction bank deposits. It indicates the extent to which the public 
holds savings in the banhng system rather than other assets, and the 
extent to which credit markets are securitized. Italy, the UI<, and 
Denmark stand out as a group with a relatively low M3/i\/I1 ratio, 
Germany, Portugal, and Spain form an intermediate group, while 
Austria, Belgium, France, Ireland, and the Netherlands are character- 
ized by relatively large volumes of non-transaction deposits. 

The last two columns of Table 1 show the average velocities of MI 
and M3 in the early 1990s. It is interesting to note that the variation is 
more pronounced for the MI velocities than the M3 velocities. For 
M3, two groups are identifiable. A low-velocity group consisting of 
the UI<, Portugal, the Netherlands, France, Belgium, and Austria, and 
a high-velocity group consisting of Finland, Italy, Greece, Germany, 
and Denmark. Ireland is an outlier concerning M3 velocity. 

All these observations point to significant differences between the 
financial sectors of the EU economies. A similar impression arises 
from the observation that European money-demand functions are 
characterized by significant structural dfferences (for example, Fase 
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and \Vlnder, 1991), whtch appear to be much larger than, for exam- 
ple, regonal money-demand functions In the U.S. (Arnold, 1996). 

Because different financial structures are typically accompanied by 
different regulatory frameworks, thls suggests that regulatory prefer- 
ences w ~ l l  be rather different among the partlclpants of the Ehll!. 
The lnltlal phase of EhlU 1s also hkely to be characterlaed by sub- 
stantla1 structural uncertalnq, as the lndlvldual financial sectors wlll 
move Into the EhIU monej markets from ~ e r y  different startlng 
points. The ECB wlll, therefore, face much larger uncertainty about 
~ t s  monetary policy environment than the NCBs currentlj do. 

1.2. Central bank independence and accountability 

The independence of t:he ESCB has attracted much attention in the 
debate over the EMU and has been well documented. Legally, it is 
enshrined in the TEE and the Statutes. Article 107 of the TEE and 
article 7 of the Statut-es rule that the ESCB may not take or seek in- 
structions from E U  institutions nor from member governments or 
other bodies. The same articles commit the EU institutions and the 
member governments to refraining from influencing the ESCB. The 
Treaty and the Statutes assure the ESCB's financial independence and 
its freedom to adopt monetary policy instruments and strategies. Per- 
sonal independence of the ECB Board members and the NCB presi- 
dents is assured by relatively long terms of appointment with no pos- 
sibility of renewal. The main limitation of the ESCB's independence 
stems from the European Council's jurisdiction regarding the ex- 
change-rate regime. Comparative international analysis of central 
bank laws (Alesina and Grilli, 1992) shows that the ECB scores high 
on a ranking of central bank independence. 

Like any large bureaucracy, a central bank-legally independent or 
not-has an interest in avoiding confict with other political bodies 
@sing, 199413). As the example of the U.S. Federal Reserve System 
shows, even a legally independent central bank will yield to some ex- 
tent to political pressures by the government or parliament 
(Havrilevsky, 1995). In  this regard, the E,CB's independence is 
strengthened by the fact that i t  does not face a single government nor 
a single parliament, which represents a political leadership with 
democratic legitimacy that could mobilize political pressure and pub- 
lic opinion. 
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Instead, the ECB will be faced with the European Parliament and 
the European Council, both of which represent national interests, and 
the European Commission which represents a (vaguely defined) 
Community interest. Pressures for easy money from one national 
government will often be offset by other governments insisting on 
monetary discipline. As a result, political pressures on the ECB will be 
wealier than those in a national environment. 

The fipside of this argument is that, being the only supranational 
institution responsible for macroeconomic policies, the ECB will be- 
come the focus of public criticism and demands throughout the EbSU 
in times of adverse macroeconomic performance, even if the under- 
lying problems are neither caused nor curable by monetary policy. 
Thus, the ECB will find itself exposed to more frequent and aggres- 
sive public criticism of its poiicj. than a national central bank. This 
will tend to reduce its political independence, The balance benveen 
these two opposing tendencies will largely depend on the ECB's own 
political wit in finding political ahes for its monetary stance. 

Independent national central banks are commonly accountable to 
their national parliaments. Formally, this is manifested in the fact that 
the central bank law is an act of parliament that can be revoked if the 
legislature is convinced that the central bank does not use its inde- 
pendent povxrs appropriately. In the US. ,  Congressional oversight 
over the Federal Reserve System is also reflected in the regular hear- 
ings in which the Chairman of the Federal Resenre Board must testify 
before Congress. 

Accountability of the ECB is a more complicated matter. Article 
109b in the TEU and article 15 in the Statutes require the ECB to 
submit annual reports to the European Parliament, the Council, the 
Commission, and the European Council. Furthermore, the president 
and the other board members can be called before committees of the 
European Parliament. But the European Parliament itself is a rather 
powerless institution within the EU, and certainly not able to revoke 
the statutes, much less the existence, of the ECB. Because the statutes 
of the ECB are part of an international treaty, any change to its 
structure is politically cumbersome. Threatening the ECW to call it to 
order and pursue its mandate of price stability would take a joint ef- 
fort of the Commission and a unanimous position in the European 
Council. This leaves the ECB with much wealier accountability than 
national central banks. 
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Recent literature argues that central bank accountability can be 
strengthened by tying the remuneration of the central bankers (or 
their reappointment into office) to their success in achieving low in- 
flation.' The idea seems straightforward: like in any other principal- 
agent context, self-interested central bankers could be induced to 
promote the public good (low inflation) by maktng their salaries a 
negative function of the inflation rate. 

In the same may as personal independence of the central banker 
complements the bank's institutional independence, an inflation- 
based salary contract would introduce an element of personal ac-- 
countability to complement the institutional accountabilitv reflected 
in the legal requirement to submit regular reports. In principle, such 
contracts could be offered to the ECB board members to make up 
for the weak institutional accountability of the bank. 

But the desirability and the viability of inflation-based salary con- 
tracts remain doubtful. First, a salary contract depending on price sta- 
bility would require a definition of price stability sufficiently precise to 
rnalte the fulfillment of the contract testable in the courts. By speci- 
fying a detailed measure of inflation, a salary contract would create 
incentives for monetary policy to combat relative price changes that 
affect the chosen price index. Furthermore, the contract would have 
to define the time horizon over which price stability must be 
achieved. Suppose, then, that an oil price shock hits in the last year of 
a contract period. The central bankers would have a strong incentive 
to suppress all price-level effects of the shock that result in a much 
deeper recession than otherwise. 

Public discontent with such a reaction would endanger the legiti- 
macy of the central bank and hence its independen~e.~ X counter-. 
argument is that the government could retain the right of overriding 
the pecuniary penalty for excess inflation to avoid such situations. But 
this turns the problem back to the starting point: if the reason for 
creating an independent central bank with governors who are paid an 
inflation-dependent salary is that. the government cannot be trusted in 

See, for example, I'l'alsh (1995), Persson and Tabellini (1993) and Fratianni e t  N/. 

(fortlicorning). T o  some extent, this idea is reflected in the 1989 Ken- Zealand Re- 
sercre Ranli Act, which holds that the Resen-e Banlr governor may not be reap- 
pointed if the governor fails to meet a target inflation rate set b!- the golYernment. 

Goodhart, in Goodhart and l'inals (1994) p. 27, reports that the New Zealand 
Treasury rejected tlie idea of an inflation-based salary for fear of headlines saying 
that "Governor malie 5500,000 b!- throwing 500,000 out of n-orli". 
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monetary policy, such an escape clause would be counterproductive 
and probably misused. 

A second, perhaps even more important argument against infla- 
tion-dependent salary contracts is that central banks, including the 
ECB, are responsible for things other than price stability, such as 
safeguarding the functioning of the payments system, where success 
is much less directly observable and measurable. Principal agent the- 
ory predicts that a contract rewarding an observable activity (price 
stability) induces the agent to invest more effort into this and less into 
the non-observed activities.: So one outcome of an inflation-based 
contract for the ECB board members could be excessive instability of 
the financial system in the EMU. 

This leaves the individual members' threat to exit from the mone- 
tary union as the only channel of ECB accountability. Exiting from 
the monetary union would require a member state to reintroduce its 
own currency. Technically, this is not as hard as it might seem: the 
most difficult part in moving from one money to another concerns 
the conversion of old to new currency units, but the cost can be 
minimized by issuing the new national money initially at par with the 
euro. 

Letting the new currency float against the euro afterwards would 
then give the national government its monetary autonomy back. This 
is not to suggest, of course, that such a step should be taken lightly. 
Trade and financial flows with other EMU states would likely be dis- 
rupted substantially for some time, rnalilng the cost of exit higher in 
the smaller EMU states. Realistically, exit can only be expected-if at 
all-horn one of the larger members. Furthermore, there is no formal 
exit procedure in the TEU, and the exiting country would probably 
face a high political price for its action. This again makes exit of small 
member states unlikely. Given the rnonetarjr policy preferences in the 
EMU, this suggests that the possibility of exit will prevent the ECB 
from conducting monetary policies causing much higher and longer 
lasting inflation than the German public would be wilting to tolerate. 
Nevertheless, Germany's strong political commitment to European 
integration means that this will hardly be a forceful constraint on the 
policy of the ECB in practice. 

-See, for example, Holmstrom and hfilgrom (1994). 
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1.3. The fiscal policy environment 

One of the main restrictions on the possibility of national central 
banks to commit to policies of lasting price stability is the fiscal per- 
formance of their governments. It arises from the intedemporal budget 
constraint of the government, which says that, on a sustainable budget- 
ary path through time, a government's accumulated budget deficits 
must be covered by budget surpluses of equivalent present value.8 If 
this were not the case, a debt crisis would arise: markets u~ould real- 
ize that the government will, at some point in the future, be unable to 
service its debt and demand increasing risk plpemia. Ultimately, the 
government's access to the credit market would be closed. Facing 
such a crisis, the government would then have to revert to the print- 
ing press to inflate part of its debt burden away. Anticipating such 
situations, central banks can come to the rescue of the government 
even before a crisis occurs. Such a bailout may take two forms. One is 
an ex-post bailout, in which the central bank becomes the residual 
buyer of all new government debt, so that deficits lead to excess 
money growth and, hence, inflation. The other is an ex-ante bailout, 
in which the central bank, through its monetary policy operations, 
keeps interest rates artificially low. Again, the result would be excess 
money growth and inflation. 

The ECB's statutory commitment to price stability is not sufficient 
to exclude rescuing an over-indebted government. According to arti- 
cle 105(2) of the TEE and the Statutes, one of the ESCB's tasks is to 
promote the frictionless functioning of the payments system. Con- 
sider the possibility of a run on an EMU government's debt and as- 
sume that (as currently is the case) a large part of that debt is being 
held by the banling system, not necessarily only within the country 
concerned. Letting the profigate government face bankruptcy then 
amounts to allowing a significant part of the banldng system to fail, 
with severe consequences also for banks that did not purchase much 
of the bad debt and disruptions in the payment system. In such a 
situation, rescuing the profigate government would take the form of 
sustaining the viability of the banking industry, and the E,CR could 
justify this operation with reference to its statutory mandate. 

"or a formal analysis, see Sargent and R'allace (1981). 
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The TEU has addressed this potential source of monetary instabil- 
ity in two prominent articles: 

The no-bailout clause of article 104b, which rules that neither the 
Community nor an individual member state shall assume the fi- 
nancial liabilities of any other member government 
The requirement to avoid excessive deficits of article 104c, which 
in conjunction with the Protocol on the Excessive Deficit Proce- 
dure (EDP) commits the member states to avoiding general gov- 
ernment deficits above three percent of GDP and public debt in 
excess of 60 percent of GDP. 

Germany's finance minister 'irC1aigel proposed that the members of 
the EMU should join in a stabili41 pact that would commit the gov- 
ernments to deficits no larger than one percent of GDP in normal 
times and impose financial penalties on governments running deficits 
in excess of three percent. Responding to his demands, the December 
1996 European Council in Dublin tightened the EDP by introducing 
some automaticity to the penalties and by clarifying the exceptional cir- 
cumstances under which a country would still be allowed to run a 
deficit in excess of three percent (European Council, 1996). 

At a first glance, the no-bailout provision alone should suffice to 
eliminate concerns that profigate fiscal policies create inflationary 
pressures in the EMU. With a strict no-bailout clause and no access 
to the printing press, a government faced with a debt crisis would 
have to rectify the situation quickly by raising taxes or cutting expen- 
ditures. This is, indeed, the case in the U.S., when state or local go\:- 
ernments face a debt crisis. 

If all member governments understand that a bailout is not an op- 
tion, they will conduct more responsible policies in the first place and 
the situation will arise rarely. But there are reasons to assume that the 
EU will not stick to the bailout clause. The TEU defines the Union as 
a one of solidarity and coherence (Article A), which is committed to 
the convergence of the economies (Article B). It is easy to foresee a 
situation where a bailout from a debt crisis due to the profigate poli- 
cies of past governments would be undertaken in the name of soli- 
darity and convergence. 

Thus, the combination of the no-bailout clause with the EDP re- 
flects doubts on the credibility of the former (Eichengreen and von 
Hagen, 1995). But the effectiveness of the EDP is much in doubt, 
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too. The procedure laid out in the TEU seems much too complicated 
to be practical. Experience with numerical restrictions on government 
borrowing and debt in the U.S. and other countries show that they do 
not in the long run limit the growth of public debt. Instead, they in- 
duce substitution into unrestricted forms of borrowing through crea- 
tive accounting.The resulting loss of information about the govern- 
ment's financial status to the public weakens the government's demo- 
cratic accountability and mav make things worse rather than better. 
Furthermore, the EDP might create new problems for the ECB. A 
first problem is that ruling out deficits of more than three percent of 
GDP may prevent automatic fiscal stabilizers from worhng properly. 

Table 2 shows that Exropean government budgets, in which social 
transfer programs, which represent a large part, tend to show in- 
creasing deficits during recessions. Table 2 is a collection of obsen~a- 
tions from relatively large recessions in the member states since the 
early 1970s. It indicates that such swings in the fiscal position can be 
large relative to the three-percent limit. 

Preventing automatic stabilizers from worhng properly would in- 
crease the amplitude of the European business cycle and this, in turn, 
would increase the demand for monetary policy action directed to- 
wards demand management. Alternatively, the governments would 
have to run deficits equal or close to zero in normal times to avoid 
excess deficits in recessions. This would ultimately make public fi- 
nances dynamically inefficient and worsen the economic performance 
of the EMU. It is unlikely that national governments and voters 
would accept that outcome. If the public perceives that the rules of 
t.he EMU prevent the national governments from smoothing cyclical 
shocks, they will demand more active stabilization from the ECB. 
One effect of the EDP is, therefore, to expose the ECR to greater 
pressure for active demand management. Furthermore, the national 
governments will promote the installation of fiscal stabilization 
mechanisms at the EMU level. 

" See von Hagerl (1 99 1) 
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Table 2. Cyclical swings in budget deficits 

Change in total 
GDP surplus as 

The initiative for a European public works program launched by 
Commission President Santer in early 1996 and his willingness to take 
t h s  to the European Summit against the protest of the national fi- 
nance ministers signals that the Commission is all too ready for such 
activities.lO As the member states would predictably be much more 
reluctant to transfer taxes to the Community than they would demand 
stabilization services from it, the result could be a tendency for in- 
creased deficits at the Union level.ll 

Similarly, the demand for tax smoothng and credit financing of 
public investment does not simply go away (nor lose its justification) 
when a limit on the permitted deficit is imposed. Empirical evidence 

lo  See the Wall Street JoumaIEurope, 1 Februaq 1996, 12 March 1996, and 
21 hfarch 1996. 
11 This IS nicelj documented 1n Mr. Chlrac's strong support of President Santer's 
plan, u ~ h ~ c h  came w~thout any indication that France would provide financing for a 
European public u,orks program (WallStreet JournalEurope, 26 March 1996) 
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suggests that governments constrained in their borrowing powers will 
turn to the relevant higher-level authorities and ask them to borrow 
on their behalf. This is witnessed by the observation that central gov- 
ernments of countries, where the borrowing powers of subnational 
governments are legally constrained, tend to be more strongljr ex- 
posed to high levels of pubhc debt (von Hagen and Eichengreen, 
1996). 

For the EhlU, this implies that strict application of the EDP (as 
amended In Dubhn) will increase the demand for large borrowing ac- 
tivities by the Community. The current legal prov~sion that the budget 
of the Commission must be balanced provides no counter-argument 
to this reasoning, because the EU can, and does already, borrow sub- 
stantial amounts outside the regular budget.]* 

As an unwanted result of the EDP, the E,CB may one day face a 
financially unstable Community rather than financially unstable mem- 
ber states. When that happens, it will be even harder for the E,CR not 
to give in to demands for inflationary bailouts, because the Commu- 
n i v  itself does not have the taxing powers to solve the problem 
alone. 

1.4. General economic policies in the Community? 

Article 105 of the 'TEU requires the ESCB to support, without preju- 
dice to the goal of price stability, the general economic policies in the 
Community-to contribute to the goals of the Community as defined 
in artlcle 2. Among these goals are sustainable and non-inflationary 
growth and a high level of employment. Many commentators have 
seen the danger that this commitment might undermine the ESCB's 
commitment to price stability. Because the temporary growth and 
employment pay-offs from a monetary expansion are typically real- 
ized sooner than the permanent effects on the price level, they fear 
that, starting from a situation of price stability, the ECB could be 
pressured Into easing monetary policy. In view of this danger, the 
declarat~on of the European Summit in Madrid in January that the 
"creation of jobs roe] the principal social, economic and political goal 
of the EX and its Member States" and that the European Council is 
"firmly determined to undertake all necessary efforts to reduce un- 
employment" would seem particularly worrisome. l 3  

l 2  For a remew of the relevant legal provisions, see Harden and r o n  Hagen (1 995). 
l i  European Council in hIadrld (1 996). 
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But such concerns seem rather unwarranted. First, the ESCB is 
not committed to supporting the economic policy of but rather the 
policy in the Community. This must be seen in conjunction with arti- 
cle 103 of the TEU, which implies that there are 16, possibly differ- 
ent, economic policies in the Community (Harden and von Hagen, 
1996). The point is that the ECB is not called to support the eco- 
nomic policy of any particular body, be it the Commission, the Euro- 
pean Council, or any other.14 Thus, the ECB would not be committed 
by a declaration such as the one issued by the Madrid Summit. 

Second, the call is to support the general economic policies in the 
Community. That is, the ECB would not be committed to support 
any specific action or economic policy program pursued by the EMU 
governments. Judging from the experience of the Bundesbank, which is 
subject to a similar clause in its statutes, the true function of this 
commitment is to limit the ECB's freedom to define its own eco- 
nomic policy agenda once price stability has been achered: the ECB 
will not be allowed to embark on policies that would contradict the 
general goals of high employment and sustainable growth. 

1.5. The external endronment 

Against the optimism of the Maastricht Conference, it is now in- 
creasingiy clear that ElciU wig begin among a subgroup of the current 
EL! member states. While Britain and Denmark have obtained formal 
opt-outs in the TEU, and Sweden may---despite the absence of such 
a c l a u s ~ t i l l  choose to be outside, it is clear that not ail of the re- 
maining EU member states will be in the monetary union. Thus, the 
EMU will be surrounded by three groups of countries: 
1. EU member states with clear aspirations to become members (pre- 

ins). 
2. EL? member states with no intention to become members (outs). 
3. Non-EU states. 

The prospective new EU members in Central and East Europe will 
have to decide whether they wish to belong to thepe-ins or the outs. 

l4  The fact that the wording in versus g t h e  Community was reportedly debated for 
some time in hlaastricht indicates that the framers of the TEU understood the sig- 
nificance. 
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Regarding non-El! states, only a flexible exchange-rate regime can 
be appropriate. The EMU will be simply too large to surrender its 
monetary policy autonomy to some other central bank. The E,i\/lP's 
(1997) recent rejection of exchange-rate targeting as an option for the 
ECB confirms this view. But there remains some risk that the Euro- 
pean Council, using its authority under article 109 of the TElJ to is- 
sue general guidelines of exchange-rate policies, would coerce the 
ECB into some form of informal monetary policy coordination simi- 
lar to 6 3  coordination in the 1980s. Ultimatelj-, this would undermine 
the ECB's independence and weaken its commitment to price stabil- 
ity: even in Germany, G.3 coordination marks the beginning of the 
reflation in the late 1980s (von Hagen, 1989). 

Relationships with the groups of p~~e-in.s and oats are more tricky. 
The long tradition of monetary policy coordination in the context of 
European integration, which goes back to the original Treaty of 
Rome, suggests that a lairsexfaire approach is most unlike1y.l' This 
tradition builds on concerns that uncoordinated exchange-rate poli- 
cies undermine free trade within the Community, as countries might 
be tempted to devalue their currencies deliberately-to gain tempo- 
rary competitive advantages for their domestic producers, and that 
this could trigger retaliation wit11 restrictive trade practices.1" 

Today, the fear that some non-participants in the EU might abuse 
their monetary independence by engaging in competitive devaluations 
is expressed most noticeably by France and Austria, although the 
factual basis of such fears remains in doubt. Note that the issue at 
stake is not exchange-rate volatility but rather the possibility of ex- 
change-rate misalignnzents, that is, exchange rates that are vastly out of 
step with the underlying monetary and real fundamentals. Such mis- 
alignments can occur both with flexible exchange rates--see the large 
and protracted swings in the dollar between 1978 and 1 9 8 h n d  
within an exchange-rate system---see the EMS after 1987, when the 
Italian lira depreciated against the German mark by 3.5 percent be- 

I i  Article 109m of the TEU declares that the members states not participating in 
EMU n-ill regard their exchange rate policies as a matter of comrnon concern. 
I6See Eichengreen (199.5) for an excellent revieu- of the links hetween economic 
integration and exchange rate policies. In the EC, the French government in par- 
ticular has been sensitive to this issue, as witnessed, for example, in its threat to 
break up European integration after the French franc crisis of 1969. The political 
disruptions stemming from exchange rate turmoil were important factors that lead 
to the concept of the EAIU (Fratianni and yon Hagen, 1992). 
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tween 1987 and 1991 with a cumulated inflation differential of 18.2 
percent over the same period. 

Since the Maastricht Treaty assumes the existence of an E M  
system, one option is to go back to the pre-1993 system of narrow 
exchange-rate bands around central parities set by the finance minis- 
ters and supported by compulsory interventions of both the weak and 
the hard-currency central banks. Yet, there are serious objections 
against that. The experience of the ERA4 teaches that, with free capi- 
tal mobility, narrow bands are exposed to speculative attacks if mar- 
kets do not ascribe sufficient credibility to a central bank's ability or 
wikngness to defend the current level of the exchange rate. Even a 
formal intervention obligation of the ECB would not be credible, be- 
cause only an unlimited obligation to intervene could achieve that. 
That would compromise the ECB's commitment to price stability to 
an extent that would be regarded as intolerable. The only acceptable 
exchange-rate mechanism from the EMU'S perspective would, there- 
fore, be one that puts all responsibility for maintaining the parities on 
the non-EMU states. 

To assure the stability of the renewed ENM, capital controls would 
have to be imposed to prevent speculative attacks . Although article 
109i of the TEU allows such measures on a temporary basis, this 
would be unattractive, because it would undermine the credibility of 
the EU's commitment to free markets and leave the public with the 
impression that EMU means re-regulation of the financial markets. 
The reputational damage for the EU and the EMU, and the incentive 
for Europeans to move their savings to more liberal international en- 
vironments should not be underestimated. 

Another lesson from the E M  speaks clearly against vesting the 
finance ministers with the responsibility for realignments. Because 
some European governments tend to regard realignments as political 
defeats, central parities would become too rigid. Thts was most clearly 
experienced when, in the wake of German unification, the Bundesbank 
repeatedly asked for realignments in the ERI\/i, but the governments 
could not be persuaded to take this step. To avoid undue inflexibility 
of the parities, an exchange-rate system needs a politically independ- 
ent agenda setter for realignments. 

At the same time, the non-participating EU states certainly have a 
strong economic reason to oppose fixed exchange rates with the 
EMU. Demertzis et a1 (1996) show that, with the pattern of shocks 
and differences in propagation mechanisms, an exchange-rate peg 
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between the core group and the rest of the EU risks to worsen the 
economic performance of the latter severely. Persson and Tabelhni 
(1996b) emphasize that an exchange-rate peg would force the pre-ins 
and the ouir to import the financial sector shocks expected in the ini- 
tial phase EMU to their own economies. While this may seem a price 
worth paying for securing speedy accession to the EMU for the pre- 
ins, it will not for the outs. As a result, the latter will not accept an 
asymmetric exchange-rate arrangement that imposes no intenrention 
duties on the E,CB. But the ECB, in turn, will want to stay away from 
such duties, and will find strong support from the Bundesbank on this 
account. A more flexible solution must be found for the EMU-outs 
relations. 

In sum, a viable relationship between the EMU and the two 
groups of the pre-ins and the outs must satisfy four important con- 
straints: 
1. The monetary relations between the EMU and the outs cannot be 

left unregulated. 
2. Thepre-ins will demand a perspective for their entry to EMU. 
3. The UI< has announced its unwillingness to participate in any 

form of exchange-rate system and other countries in this group 
will probably take a similar position. 

4. The ESCB must not be forced to intervene in support of outside 
currencies since this would undermine its ability to deliver price 
stability and hence to gain credibility. 

How can the requirements be fulfilled? An obvious approach is to 
treat the two groups differently to account for their different interests. 
Regarding the pre-ins, an arrangement must be devised that facilitates 
their entry to EMU. Regarding the ouir, a framework must be found 
that gives sufficient content to the requirement of article 109m in the 
TE,U, which calls upon the EU members with a derogation from 
EMU to regard their exchange-rate policies as a matter of common 
concern. This leads to a two-tier system of monetary relations within 
the EU, with a tight, asymmetric exchange-rate system between the 
EMU and the prp-ins and coordination on price stability between the 
EMU and the outs." 

1' A similar system was first proposed bj Frauannl and von Hagen (1992) fbr the 
origlnal EMS. 
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I .  6.1. E M S  11: A solution fur EMU aspirants 

The ELMS 11, developed in detail in von Hagen and Neumann (1996), 
combines an asymmetric system of exchange-rate management with a 
strategy for accession to EMU. Hence it fulfills requirements 1, 2, and 
4 in the previous list. Its main characteristics are in the box. 

The EMS $ 1  
e Fixed but adjustable parities with the euro. 

I e All participants must have independent central banks. 

s The ECB has the right of initiative for realignments for countries that 
do not meet the convergence criteria. If the European Council vetoes 
the ECB's proposal, the ECB has the right to publish its proposal. 

e Exchange rates should not deviate more than 2.25 percent on each 
side of the central parity. 

B The exchange rate band must have been kept for at least two years to 
qualify for entry into EMU. 

I e The ECB is not required to intervene in support of non-EMU curren- 
cies. However, the likelihood of supporting interventions increases 
with the extent to which a non-EMU pre-in fulfills the other three con- 
vergence criteria. 

@ A country fulfilling all convergence criteria is admitted to EMU on the 
basis of its prevailing central parity. 

In this system, the exchange-rate bands are unilateral declarations of 
intent by the non-EMU central banks. This means that exchange rates 
can move outside the band, albeit at the price of postponing the cen- 
tral bank's accession to EMU. As long as speculators remain uncer- 
tain about the price a central bank is wihng to pay for early access, 
this reduces the risk of speculative attacks substantially. Importantly, 
this makes the exchange-rate system compatible with free-capital mo- 
bility. With fixed and adjustable parities and a narrow exchange-rate 
band, the danger of competitive devaluations is eliminated. In fact, 
the ECB has an incentive to propose a realignment for a misaligned 
currency to maintain an orderly euro market. The ECB's right of ini- 



MOXETARY POLICY A N 3  INSTITUTIONS, Jurgen von Hagen 

tiative assures that central parities will not be politicized and become 
too rigid as in the last phase of the EMS. 

At the same tlme, the EiCIS I1 sets clear conditions for access to 
the EMU, which satisfies the demands of thepre-ins. Once a country 
comes very close to meeting the entry criteria, the ECB will find it 
easier to intervene in support of its currency. 'This justifies an inter- 
vention strategy conditional on the achievement regardng the entry 
criteria. 

Since the time of writing this paper, the European Council in 
Dublin has adopted an ERM II that comes very close to our pro- 
posed arrangement. The ERLM 11 will likely have bands as wide as the 
current ERLGI, while central bank intervention will be, in pnnciple, 
automatic. The ECB will be allowed to abstain from interventions if 
doing so risks to endanger its goal of price stability. Furthermore, the 
ECB will have the right to ask for a revision of the prevailing central 
rates. The Council also expressed the view that thepre-ins will have to 
be in the ERLV 11, with no realignment for at least two years before 
joining the EMU (European Council, 1996). 

1.6.2. Coordination on price stabilio: A solution for b-stander~ 

If exchange-rate targeting is too unattractive for the EMU and the 
outs, a more appealing alternative is to coordinate monetary policy by 
coordinating its goals, that is, the desired rate of inflation. Coordi- 
naung monetary policy in this way was proposed first in Dewatripont 
et al. (1995) and has become the favored solution of the UI< govern- 
ment. In essence, each out and the ECB would announce a desired 
inflation rate. The exchange rate against the euro would then be 
evaluated based on the difference between the inflation targets. This 
would provide a yardstick for identifying competitive devaluations. If 
real devaluations occur for other economic reasons, such as changes 
in relative productivities, the government concerned would have to 
explain and justify this development. The multilateral surveillance 
procedure under article 103 provides the proper institutional frame- 
work for such coordination. 

This proposal has several advantages: 
e It avoids the problem of speculative attacks altogether. 
e It contains no asymmetries, because each out and the EMU would 

be free to pick its preferred inflation rate. 
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It contains no intervention requirement for the ECB. So it does 
not undermine the ECB's credibility. 

One obvious question is whether the ECB should be forced to an- 
nounce an inflation target. Indeed, the following argument shows that 
inflation targeting is not a proper monetary strategy for the ECB. But 
the ECB should aim unconditionally at an inflation rate between zero 
and two percent. If the ECB announces this goal, the outs' central 
banks would be free to set their inflation targets around this norm, 
and the ECB would become the leader of the system. 

1.7. Membership in EMU 

Before the ECB's monetary policy can be evaluated in the environ- 
ment described so far, the central question is who the members of the 
EMU will be. According to the TEU, this question will be settled by 
the European Council of the Heads of S t a t e u p o n  a recommenda- 
tion by the European Council-based on reports from the Commis- 
sion and the European Monetary Institute and a recommendation by 
the Commission. The Council of the Heads of State will decide by 
qualified majority which member countries fulfill the requirements for 
EMU. Probably, this decision will be made in early 1998. 

Today, it is common knowledge that the EU contains a core group 
of countries that are ready for the EMU. Apart from Germany and 
France, without whom EMU is unlikely, this group contains the 
Netherlands, Luxembourg, Ireland, and, although they do not meet 
the debt criterion, Belgium and Austria. 

The relatively h g h  degree of economic convergence among these 
countries and their similar inflation performance since the mid-1980s 
suggest that this group would come close to fulfikng three key con- 
ditions for the start of EMU: 
1. A similar preference for price stabhty. 
2. Limited importance of asymmetric shocks. 
3. Limited structural uncertainty at the start of EMU. 

But neither Germany nor France is likely to meet the deficit criterion 
by 1997. Germany, in addition, may well violate the debt criterion. 

Despite the lip service of European politicians to a hard interpreta- 
tion of the entry requirements, this means that they will have to be 
interpreted with some leeway, because dropping or postponing the 
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project is politically too unattractive for the French and German gov- 
ernments to be a realistic possibility. Because some of those countries 

that vlolate the en tq  requirements would like to be EMU members, 
the quesuon then is how flexible the interpretation of the criteria will 
be. 

E,uropean Council decisions require a qualified majonty of 62 
votes in a total of 87. Because the core group alone has a total of 39 
votes, it must seek a coalition with other E,U members. It seems likely 
that the UI< and the Scandinavian countries would vote in favor of a 
stability-oriented, low-uncertainty core group, particularly if Sweden, 
Finland, and Denmark expect to join EMU soon. But this group only 
contributes another 20 votes, so that the core group and its coalition 
are still three votes short. 

One possible outcome is that Greece, which has five votes in the 
Councll, votes In favor of the core. But it seems at least as likely that 
Greece will cast its vote together with the other southern European 
states. 

Portugal (five votes) could support the core group, although this 
would put it In opposition to Spain, which would wish to join. If 
Portugal votes according to its larger neighbor, this gives either Italy 
(ten votes) or Spain (eight votes) the plvotal position. 

Two scenarios arise from these calculations: 
1 .  The core-EMCJ scenario assumes that either Portugal supports the 

core against Spanish opposition or Italy and Spain accept the core 
group's interest in starting EMU among themselves. 

2. The alternative, large-ELWU scenario assumes that either Spain or 
Spain and Italy wlll insist on their EMU membership and Portugal 
will support their claim. Here, the core group will have to com- 
promise with the southern Europeans. 

It 1s hard to imagine that Italy (one of the original six E,C mem- 
bers) is left out and Spain and Portugal are admitted. But the case to 
admit Italy and keep out Spain and Portugal, although they score 
much better on the entry criteria, would also be hard to argue. Thus, a 
compromise would have to be found. A plausible compromise sce- 
nario would then be to include Spain and Portugal immediately and 
ask Italy to wait until the physical introduction of the euro currency. 
This would give Italy an extra waitlng period until January 2002. 

The lalgp-EMC scenario is also suggested by another line of rea- 
soning. French, Belgian, and Austrian policymakers today emphasize 
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the importance of including the southern European states to prevent 
them from engaging in competitive devaluations. The same argument 
is also voiced among German business representatives. The large 
EMU would also be attractive to the Kohl government for foreign 
policy considerations. It is conceivable, therefore, that shortly before 
the Council decision, French and German policymakers would con- 
front their domestic public with these alternatives: 
e A small, surely stability-oriented EMU losing jobs to outsiders. 

A large, possibly less stability-oriented EMU with higher employ- 
ment. 

Because unemployment is the most pressing economic problem in 
these economies today, it is entirely possible that the public could be 
persuaded to accept the Large-EMU scenario. 

1.8. Conclusions on the monetary environment of the ECB 

The monetary policy environment of the ECB is characterized by a 
large degree of heterogeneity among the member states and by large 
structural uncertainties at the start of ELMU. The ECB is largely inde- 
pendent pet also non-accountable. Due to its position as the only truly 
European macroeconomic policy institution, it will become the focus 
of public criticism in times of macroeconomic disturbances and will 
face a strong demand for stabhzation. 

Despite the no-bailout clause and the Excessive Deficit Procedure 
in the TEU, one cannot exclude that the ECB will be pressured to 
inflate away high public debts and that it responds to such pressures. 

The design of its external relations must consider the demands of 
other EU states to join EMU at a later stage. The ERIV I1 adopted by 
the European Council in December 1996 can serve that purpose, al- 
though a more appropriate solution would have been desirable. 

Membershp projections lead to two scenarios, a core EMU and a 
large EMU, which would put the ESCB into very different policy en- 
vironments. In the core-EMU scenario, the ECB would face a public 
with a stronger preference for price stability, governments with lower 
public debts, and more limited heterogeneity of the member econo- 
mies than in the la~e-EMU scenario. 

The public's demand for macroeconomic management would be 
larger in the large-ElVU scenario. On  the other hand, the ECB's 
monetary policy independence would be more restricted by the need 
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to accommodate the interests of the pre-ins in the core-EMU scenario. 
These scenarios are used to evaluate the policy questions in the next 
section. 

2. Price stabiliagr in the EMU 

Two questions related to the ECB's policy goals are discussed in this 
section: the proper definition of price stability and how the ECB can 
gain the credibility that enables it to pursue this goal adequately. 

2.1. The concept s f  price stability 

Neither the TEU nor the ESCB Statutes gives an operational defini- 
tion of what price stability means. Both concepts, the price level and 
its stability need clarification. In a national economy, the price level is 
defined as the average price of a commodity basket reflecting the 
production structure or the consumption habits of the economy. The 
mandate to maintain price stability obhges the central bank to define a 
composite good and to use monetary policy to target its price, that is, 
to react to shoclss changing the price of this good. 

2.1. I .  Aggregate v e rw  regional price .rtabilig 

Price stability does not mean that all prices should be stable. In par- 
ticular, it does not preclude regional relative price changes (that is, 
real exchange-rate changes between the member states of the EMU) 
nor changes in the prices of other composite goods. Whether or not 
price stability holds in any given period depends on the underlying 
price index used. In Austria, for example, wholesale prices were virtu- 
ally constant between 1990 and 1994, while the consumer price index 
rose by 15 percent. The implication is that an individual, whose con- 
sumption structure is similar to the commodity basket of the whole- 
sale price index, experienced price stability, while an individual whose 
consumption structure is closer to the CPI basket, experienced size- 
able inflation. In the U.S., the CPI in the Northeast rose by 31.5 per- 
cent between 1985 and 1991, but only by 24 percent in the South. 
Because nominal incomes such as pensions are adjusted-based on 
the national CPI, these differences imply a real income loss for the 
Northeast and a gain for the South. 

The difficulties with defining a proper EMU price level increase 
with the heterogeneity of the member economies. The more different 
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the consumption patterns in the member states, the greater the risk 
that the ECB will eventually target the price of a commodity basket 
that is not representative for the consumption habits in any member 
state. 

The implication is that consumers may experience frequent and 
sizeable movements in the price levels relevant to them, even though 
the price level of the EMU is held constant. In addition, national gov- 
ernments would most likely use national price levels to index nominal 
incomes such as pensions, so that the public would continue to focus 
its expectations on national rather than on EMU price level move- 
ments. 
All of this means that the concept of price stability would become 

vague in the EMU and that the ECB would find it difficult to gain 
credibility and justify its monetary policy: rising interest rates to con- 
tain EMU inflation would be regarded as an inappropriately tight 
policy in regions with constant or declining prices, while the public 
elsewhere would complain about inappropriately loose monetary pol- 
icy. Obviously, this would be more likely in the large-EMU than in the 
core-EMU scenario. One might argue that the ECB could avoid such 
difficulties by targeting the price of tradeables in the ELMU, because 
commodity arbitrage would quickly eliminate differences in national 
price movements.18 But tahng nontradeables out of the price index 
would make that concept of price stability equally vague and provide 
no remedy, because non-tradeables are an important part of the pri- 
vate consumption baskets. 

2.1.2. Price-level stabilig verms xeru inflation 

An important distinction must be made between price-level stability and 
a low inzatz'un rate. The economist's definition of inflation is the long- 
run growth rate of the price level. It is determined by the trend 
growth of the money supply relative to growth of potential output. 
Absence of inflation does not rule out--even sizeable--discrete shifts 
in the price level that may result from changes in indirect taxes, ag- 
gressive wage policies, or a raw materials price shock. 

In contrast, a mandate to maintain price-level stabhty forces 
monetary policy to counteract discrete shifts in the price level caused 
by non-monetary dsturbances. Such reactions tend to increase the 

lsThygesen (1990) suggests a value-added deflator of tradeables in the EMU as a 
measure of price stability. 



hfONE,TARY POLICY AND IYSTITUTIOXS, Jurgen von Hagen 

variance of output and employment relative to a policy of low infla- 
tion. This does not mean that a central bank that pursues price-level 
stability is per se more ambitious in its pursuit of price stability. In fact, 
the opposite is quite likely. 

A monetary policy that amplifies output and employment volatility 
will trigger and exacerbate political confltcts between the central bank 
and the fiscal authorities and between the central bank and the social 
partners. Pursuing price-level stability, therefore, exposes the central 
bank to more public criticism than pursuing low inflation. Because 
central banks shy away from such confrontations, increasing public 
criticism reduces their ambition to achieve price stability. As a result, 
a central bank that interprets price stability as price-level stability is 
likely ultimately to pay less attention to its mandate than a central 
bank pursuing low inflation. 

'The distinction between price-level stability and low inflation is 
clearly visible in Bunde.rbank monetary policy. For example, the July 
1991 Monthly Report argues (p. 17) that "the Bundesbank cannot pre- 
vent the price increase caused by the rise in consumption taxes at 
mid-year. This increase will be on the order of one half of a percent." 

The Bundesbank classifies t h s  effect as a singular event, implying 
that it should not be combated by monetary policy. Similarly, the 
1992 Annual Report (p. 26) identifies increasing taxes and public- 
sector user fees as a main cause for the four percent upward shift in 
the price level, again implying that the Bz~ndesbank should not get in 
the way of the government's claim on resources from the private 
sector. 

The E,CR's mandate for price stability can only be reasonably in- 
terpreted as a mandate for low inflation. Following the example of the 
Bundesbank, this would mean a long-run growth rate of the price level 
not exceeding two percent. This is sufficient to allow for measure- 
ment errors and price effects of quality improvement in the underly- 
ing goods and services. 

Even if the low-inflation interpretation is recognized as the more 
appropriate one, sticking to it meets some practical difficulties. Be- 
cause prices adjust slowly to shocks, the public will often find it diffi- 
cult to distinguish a shift in the price level from rising inflation, be- 
cause both initially show up as an increase of the rate of price change. 
Given the uncertainty about the true nature of the observed accelera- 
tion and about the central bank's true intentions, the public m7ill, to 
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some extent, interpret such accelerations as a sign of higher inflation. 
This wdl trigger further price increases and wage demands.19 

To contain the risk of an expectations-driven inflationary bout, the 
central bank wlll then find it necessary to conduct a more restrictive 
policy than if the public fully understood the situation. The less es- 
tablished the central bank's reputation for keeping inflation low and 
the more it lacks a plausible framework for separating monetary and 
other impulses on the price level, the stronger the tendency for a 
monetary contraction in response to price-level shocks will be. 

The Bundesbank's policy after the German unification illustrates the 
point (von Hagen, 1995a). Adjustment to the large fiscal shock in 
Germany, combined with fixed exchange rates, required an upward 
shift in the German price level. In view of the incipient acceleration 
of the price level, the Bundesbank explained in its Annual Report for 
1991 that "beyond the impact effects (of the rise in VAT), a cumula- 
tive process of price and wage increases must not begin" (p. 31). In 
the Monthly Report for February 1991, the Bundesbank states that 
"monetary policy has the task of ensuring that the price increases re- 
sulting from tax increases do not continue in an inflationary process" 
(p. 8) and that the "Bundesbank must do everything possible within its 
means to assure that the current tendency for rising prices does not 
form the basis for permanently hgher inflation expectations" (p. 9). 

These quotes show that the Bundesbank did not count the initial 
shift in the price level as inflation nor as a reason for monetary policy 
to react. But it did fear that the observation of protracted price rises 
might trigger a spiral of higher inflation expectations and higher 
prices and wages. T h s  fear became the basis for its restrictive policy 
reaction. As a result, the Bundesbank's reaction to the shocks was too 
contractionary relative to the goal of maintaining a constant trend in- 
flation rate (von Hagen, 1995a). 

For the ECB, the tendency to respond to price level slvfts with 
monetary contractions will be even more pronounced given that it 
will lack the reputation of the Bundesbank. It will be stronger in the 
large-EMU scenario than in the core-EMU scenario, because the pub- 
lic's doubts about the commitment to low inflation will be greater if 
the ECB Council includes representatives from countries with less 
stringent low-inflation preferences. Thus output and employment re- 

" Brunner et al. (1983) and Cuherman and Meltzer (1986) explain how such ex- 
pectations effects arise under the assumption of rational expectations. 
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sponses to fiscal shocks, wage shocks, or raw materials price shocks 
will be more strongly negative in the EMU than with credible national 
monetary policies, and more so in the large-EMCT scenario. 

2.1.3. InJation targets ~e~~s.sus aprice norm 

The time dmension of price stability is a further important aspect. 
Currently, central banks express their commitment to price stability in 
two ways: as an inflation target or as a price norm. The Bundesbank 
has used a price norm since the earlv 1980s. Inflation targets were 
first adopted by New Zealand in 1989. Canada followed in 1991, the 
UI< and Israel in 1992, and Sweden and Finland in 1 993.20 

Inflation targets have also gained relevance with the British pro- 
posal that the ECR should adopt this practice. An inflation target is 
an announcement of a desired rate of price increase to be achieved at 
a specific time, say, two years after the announcement. 

In contrast, a price norm is a declaration that the price level should 
not, on average, over a long but unspecified time period, rise faster 
than at a desired rate. The difference between an inflation target and a 
price norm is two-fold: 
1. An inflation target vanes over time and is conditional on current 

economic developments, while a price norm is constant and un- 
conditional. 

2. An inflation target is defined for a specific time horizon, while a 
price norm is defined to hold, on average, over a long, yet unspeci- 
fied period. 

An inflation target commits the central bank to acheving a certain 
observed rate of price increase withln a certain period. It does not 
allow any distinction between price-level movements caused by 
monetary policy and other price-level shifts. This makes inflation tar- 
gets conceptually more closely related to the concept of price-level 
stability rather than low inflation, with the consequences for the cen- 
tral bank's ambition and effort to achieve price stability previously 
discursed. 

To avoid macroeconomic disturbances resulting from conficts 
between monetary and fiscal policy, inflation targets must be coordi- 
nated between the monetary and the fiscal authorities. This explains 
why inflation targeting prevails in countries where central banks are 

2OSee the contributtons In L,eiderman and Svensson (1 995) for detailed accounts. 



MONETARY POLICY AND INSTITUTIONS, Jurgen von Hagen 

not independent. For the ECB, such coordination would institution- 
ally only be possible with the ECOFIN Council. But this would result 
in a violation of article 107 of the TEU. Thus, ECB inflation targets 
would have to be unilateral declarations. They would lead to more 
conficts between monetary and fiscal policies in the EMU than we 
currently observe in countries that use inflation targets. 

To avoid conficts between the monetary and other spheres of 
economic policy, inflation targets have been formulated in practice 
with escape clauses (New Zealand) and based on a&usted price indexes 
(New Zealand and UIC), where the adjustment takes out certain sen- 
sitive prices such as housing prices. But it is questionable whether all 
relevant sources of price-level shifts can be isolated in t h s  way. Be- 
yond that, the use of adjusted price indexes creates the impression 
that the central bank does not take its commitment to price stability 
sufficiently serious. As a result credibility will be low. 

As long as both are around one or two percent, the difference 
between an inflation target and a price norm is obviously negligible. 
But the distinction becomes relevant in the face of large shocks that 
cause the price level to shift upward by a considerable amount. A 
central bank that pursues a price norm would continue to announce 
its goal of no more than two-percent, trend-price growth and would 
face the necessity expost to explain why prices rose faster for a wlule. 
But the conditional nature of the target implies that a central bank 
with an inflation target would react with a rise in its target rate shortly 
after a shock has hit and would explain to the public ex ante why this 
happens.21 An expost  justification has the advantage of more infor- 
mation being available, but it allows larger expectation errors. Which 
alternative is better to maintain credibility of the commitment to price 
stability cannot be judged theoretically. 

More importantly, central banks do not simply face shocks in the 
sense of natural events, as suggested by the theoretical literature. In- 
stead, demand and supply shocks are the result of rational economic 
actions in other spheres of the economy and of economic policy, 
most prominently fiscal and wage policies. A rise in the inflation tar- 
get will signal to decision makers in those sectors the extent to which 

21 The models of inflation targeting proposed by Persson and Tabellini (1993) and 
Svensson (1996) have this property. Empirical experience in Israel illustrates th s  
point in practice (Bufrnan et al., 1995). Also found in the practice of Australian in- 
flation targets. In the UI<, the use of a corridor to express the inflation target was 
chosen to leave room for reactions of the target to macroeconomic shocks. 
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the central bank stands ready to accommodate the level effects of 
their actions. The more accommodation the central bank signals, that 
is, the more it lifts its inflation target, the less the other actors are 
forced to consider the macroeconomic consequences of their poli- 
c i e ~ . ~ ~  
X similar argument holds for a situation when unions are wihng to 

exert wage restraint to improve employment. Unions will regard a re- 
duction in the inflation target after reduced wage demands as a pun- 
ishment for cooperative behavior, because real wages will fall less 
than expected and a given reduction in unemployment will require 
even larger, politically difficult nominal wage concessions. Anticipat- 
ing this lowers the unions' wihngness to make such concessions in 
the first place. A similar argument holds regarding fiscal restraint. 

Thus, the conditionality of inflation targets on positive and nega- 
tive fiscal and wage shocks reduces the incentives for macroeconomic 
discipline in the non-monetary sectors of economic policy, which 
makes shocks from these sectors more frequent and larger. This im- 
plies that the inflation target will, on average, be higher than what is 
compatible with price st.ability. A price norm avoids such problems, 
because it contains no signals of monetary reactions to other eco- 
nomic policy actors. Furthermore, such a norm has the advantage that 
the central bank will find it easier to communicate the price-level ef- 
fects of misguided fiscal and wage policies to the public. The ECB's 
commitment to price stability would be better demonstrated by 
adopting a price norm rather than an inflation target. 

2.2. Can the ECB be credible? 

Recent analysis of the time-consistency problem of monetary policy 
stresses the importance of credibility of the central bank's commit- 
ment to price stability as a precondition to achieve low inflation.2' 
Suppose the central bank has announced a monetary policy conducive 
to zero inflation. If wage setters and lenders in the capital market be- 
lieve this announcement, they will set nominal wages and demand 
nominal interest rates accordingly. But once such nominal contracts 
have been fixed, the central bank has the opportunity to create higher 

22 It  is interesting to note in this context that, after the oil price shoclis of the 1970s, 
Bunde~/?ank for several pears announced unaooidaDle i~flatia~ I ~ ~ ~ P J  above its price norm. 
In  its reaction to external shoclrs, Bfi~ndesbn~lk presumably regarded the signaling 
effect less important than in its reaction to domestic wage and fiscal shoclrs. 
23 Barro and Gordon (1983) and Barro (1983) presented the original arguments. 
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than expected inflation. The resulting cut in real wages leads to an 
increase in employment, and the real depreciation of nominal gov- 
ernment debt reduces the government's debt service  obligation^.^^ 
Thus ,  $it is in the cent~al bank's interest to raise output and employment 
and reduce the government's real-debt service, it has an incentive to 
surprise the private sector with positive inflation. 

The private sector will rationally anticipate this and hence expect a 
positive rare of inflation regardless of the central bank's announce- 
ment. The time-consistent equilibrium is characterized by an inflation 
rate large enough to eliminate the central bank's incentive for surprise 
inflation. This equilibrium is an undesirable one for all parties, be- 
cause inflation is positive but no employment or debt-service gain is 
achieved. 

The question is, of course, why would the central bank want to 
produce surprise inflation. The answers proposed in the literature fo- 
cus on political economy: improving the incumbent government's 
reelection chances by raising employment (Rogoff and Siebert, 1988; 
Fratianni et al., forthcoming), lowering an excessive debt-senrice bur- 
den (Barro, 1983), or changing the dstribution of the tax burden (von 
Hagen and Siippel, 1994) . All these arguments rest on the assump- 
tion that the central bank has an interest in promoting the govern- 
ment's political fate. T h s  line of reasoning leads directly to the con- 
clusion that political independence of the central bank is essential to 
make its announcement of a low-inflation policy credible. With the 
relatively good performance of Germany's independent Bundesbank, 
this has provided the background for the independence of the ESCR 
provided in the TEU. 

But an important fallacy exists in much of the literature drawing 
normative conclusions from the time-consistency-credibility argu- 
ment.2j It is one thing to use the argument for positive analysis that 
explains why some central banks produced more inflation than others 
in the past. It is another thing to argue that independent central banks 
will produce less inflation than dependent central banks. After all, 
central bank independence only means that central bank policy is not 
constrained by the political interests of the government; there is still 
nothng that forces the central bank not to act in the government's 
short-term political interest. In fact, the empirical evidence produced 

24This assumes that the maturity of public debt is sufficiently long term. 
'5 For a similar point, see McCallum (1995). 
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to support the claim that central bank independence leads to lower 
inflation remains quite weak.26 Predicting the credibility of a low- 
inflation policy in the EMU needs more than the legalistic concept of 
central bank independence. 

Against the paradigm of a utility-maximizing central banker of the 
Fpe commonly modeled In the time-consistency l i t e r a t u r ~ n e  who 
cares about inflation and deviations of output from some fixed target 
level-~Mlton Friedman holds the paradlgm of a central banker in 
whose utihqr function "by and far the nvo most important variables 
. . . are avoiding accountability on the one hand and achieving public 
prestige on the othersn2' 

Obviously, these 1 x 7 0  paradigms are in no contradiction: the u t i l i ~  
function commonly used in the literature may reflect the ways how 
central bankers perceive to win public prestige. Yet, Friedman's para- 
digm is the more general one and it can help us predict the behavior 
of the future ECB central bankers. As argued above, accountablhty is 
extremely weak for the ECB; thus it  is of no concern to the members 
of the ECR Council. The important motivation for the Council 
members, then, is their wish to gain pubhc prestlge. For the directors 
of an institution with a functional mandate such as monetary policy, 
the most Important way to gain pubhc prestige is to achieve the image 
of expertise: public prestige comes with the reputation that the central 
bank delivers what the public expects from it. 

This leads us right to the heart of the matter: ~f the EMU public 
truly values puce stability highly, the best way to achieve prestlge is 
for the central bank to announce and pursue a pohcy rtrictlp com- 
mitted to price stabilitv. But if the public does not value price stabiliry 
highly, the E,CB's incentive to win prestige by showing a firm com- 
mitment to prlce stability will be much weaker, consequently, it will 
not be able to gain credibility easily. Central-bank independence is but 
a necessary condition to allow the central bankers to pursue their own 
interest. 

See, for example, Giovannini (1992). Apart from the obvious limitations of law- 
based rather than real performance-based measurements of independence, the ex- 
isting indices of independence hare no clear theoretical foundation. This criticism 
does not even touch on the important possibility that countries with a preference 
for low inflation may prefer more independent central banks, so that central bank 
independence is but a outflo\x- of  inflation preferences. 
2' This is quoted from Fischer (1 990), p. 11 81 n. 52. 
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Thus, the extent to which the ECB will be committed to price sta- 
bility ultimately depends on the composition of the EMU itself. In the 
core-ELMU scenario, there is reason to expect that a majority of the 
EMU public would regard price stability as the principal responsibility 
of the ECB. In that scenario, the ECB Council would want to gain 
prestige by delivering price stability. Given this incentive, its an- 
nouncement of a low-inflation policy would be credible. Neverthe- 
less, it is important to keep in mind that the ECB would also be the 
only macroeconomic policy institution at the EMU level. Even in a 
small EMU, it would face a larger demand for discretionary monetary 
stabilization policies than, say, the current Buna'esbank, which in the 
eyes of the public shares responsibility for macroeconomic stabiliza- 
tion with the federal government. 

Shllful stabilization will, therefore, be a much larger element in the 
EMU public's appreciation of expertise than it would, if there was a 
fiscal authority providing stabilization at the EMU level. Thus, one 
may expect that the ECB would engage more strongly in activist 
management of the EMU economy than the Bundesbank? and t h s  will 
ultimately result in more volatile monetary policy and a stronger in- 
flation bias. 

In the large ELVU, in contrast, the ECB would face a public whose 
appreciation for price stability ~vould be considerablj~ weaker. In that 
scenario, the ECB would want to deliver something else to win pres- 
tige with the EMU public. Most likely, this something else would be 
monetary activism in an effort to control the EMU business cycle and 
achieve a high level of employment. The ECB would then have a 
much stronger incentive to conduct discretionary monetary policy 
more oriented toward short-run demand management. Wage setters 
and lenders in the capital markets would respond by keeping their 
inflation expectations high and force the ECB into an undesirable 
equilibrium with a relatively strong inflation bias. In sum, whether or 
not the ECB's commitment to low inflation is sufficiently credible 
depends largely on what the public expects a competent central bank 
ta  do, and this cannot be seen independently from the membershp 
question. 

2.3. Conclusion on price stability 

The TEU emphasizes price stability but provides no operational defi- 
nition of this term. In a monetaq union of heterogeneous countries, 
regional differences in price developments cannot be excluded. The 
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larger the EMU, the greater the danger that the concept of price sta- 
bility becomes vague for the public, as regional price movements blur 
the underlying, low inflation rate in the union as a whole. 

The ECB will have a choice between formulating a price norm and 
an InflatJon target as its principal goal. Inflation targets are conceptu- 
ally closer to the concept of price-level stability, exposing the central 
bank to more public criticism and demanding close coordination with 
fiscal authorities. 

For the ECB, only a price norm can be appropriate. The credibility 
of ~ t s  commitment to such a norm will depend criticalljr on the size of 
the union and the heterogeneity of ~ t s  members; it will be larger in the 
co7.e EMU than in the large E M C J .  

As a nascent instituuon, the ECB will face the additional problem 
that the public will initially be uncertain about the central bankers' 
true preferences. This will give the E,CB an incentlve to build a repu- 
tation for being strongly committed to low-inflation policies very fast, 
the more so, the more it expects that such a reputation conveys pres- 
tige. 

The literature on central-bank reputation (Backus and Driffill, 
1985) suggests that the E,CB would inlually try to back up its an- 
nouncement of low Inflation with very visible policy actions. Thus, 
the early phase of EMU would be characterized by a relatively tight 
monetary policy, one that would forego opportunities for macro- 
economic stabilization even if i t  were appropriate, as in the case of 
negative supply shocks. The large-ELMU scenario has less to fear from 
such considerations, because the E,CR would probably wish to estab- 
lish a reputation for skillful demand management rather than low in-- 
flation in a larg~ EMC: and this would add to its Inflation bias rather 
than cause a deflationary start of the EMU. 

But even for the core EMC: the argument may be weaker than it 
seems at a first glance. On the one hand, it overlooks the importance 
of persistence in unemployment. Drazen and hlasson (1994) show 
that, if persistence is important, being tough today may increase the 
public's perceived probability of surprise inflation tomorrow, that is, 
damage the central bank's credibility. The reason is that the hlgh un- 
employment created or tolerated by restrictive monetary policy today 
increases the perceived payoff from loose monetary tomorrow. 

The large degree of hysteresis in European unemployment suggests 
that such considerations would be important for the E,CB. On  the 
other hand, the theoretical models used to analyze central-bank 



XIOSETXKY POLICY AND INSTITLTIONS, Jurgen \on Hagen 

reputation assume that tough action is the only signal available to the 
central bank. In practice, the ECB will have other waysto signal its 
true preferences regardmg price stability. Among these, formulating a 
price norm backed up by a consistent monetary policy strategy are 
probably of prime importance. 

3. Monetav strategies for the ECB 

A monetary strategy is a set of rules specifying what the central bank 
does in the short and medlum run to achieve its long-run goal of 
price stability. Strategies are important because the link between the 
central bank's instruments and its ultimate target, the inflation rate, is 
characterized by large uncertainties-Long and variable Lags- as Milton 
Friedman put it. These uncertainties, together with the significant ob- 
servation lag for the price level, make a direct control of the inflation 
rate extremely complex. A monetary strategy focuses on the link be- 
tween the daily central bank operations and the achievement of price 
stabihty with the purpose of reducing control uncertainty. 

In all industrial countries, it has long become practice to use the 
central bank's instruments in the very short run (daily or weekly) to 
smooth fluctuations in the short-run money market rate. Day-to-day 
or even week-to-week control of monetary aggregates (the monetary 
base or bank reserves) is not applied for fear of large swings in money 
market rates. The attempt to smooth fluctuations in the money mar- 
ket rate is commonly justified by the central bank's mandate to pro- 
mote a frictionless functioning of the payment system (Wehnck, 
1994). Furthermore, central banks often wish to signal changes in the 
intended course of monetary policy through short-term interest rate 
movements; with large volatility of money market rates, such signals 
would be much harder to detect for the public. 

The preparatory work of the EM% suggests that the ECB will fol- 
low the practice of smoothng short-term rates (EMI, 1996). This re- 
duces the strategy issue to the question of how the control of money 
market rates should be guided over a time horizon from a few weeks 
to several months, that is, what the intermediate target variable of 
ECB monetary policy should be. Two alternatives are currently being 
debated, the British proposal of targeting an inflation forecast and 
Bundesbank's practice of a monetary target. 
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3.1. Intermediate target strategies 

'The characteristic of an intermediate target strategy is that, over a 
time horizon that roughly matches the average lag between the 
changes in the central-bank instruments and changes in the price 
level, the central bank's short-run operations are focused on the de- 
velopment of a variable, which is different from the rate of inflation, 
that is, the intermediate target. 

An intermediate target strategy is based on three key assumptions: 
1. The intermediate target must-be reliably controllable. 
2. There must be a predictable relationship between the intermediate 

target and the rate of inflation. 
3. The intermediate target strategy must be able to affect the expec- 

tations of the public and other agents. 

The first two conditions have been widely discussed in the literatuf-e.28 
In contrast, the third condition is often overlooked, although it plays 
an important role In practice. For example, the Bundesbank's cholce of 
a monetary target in 1974 was explicitly motivated by the intention to 
reduce inflation expectations to lower the cost of disinflation, to sig- 
nal to wage setters and fiscal policymalters that the Rz?zdesbank would 
not accommodate expanslonary shocks from these sectors, and to 
demons~rate to the public that the BmznTe.rDank wanted to confine 
monetary inflation 1mpulses.29 Here, a monetary target has the ad- 
vantage of being easy to communicate to the public. The basic rela- 
tion that inflatjon equals the difference between the trend growth 
rates of monejr and output is easily understood. It maltes it possible to 
derive the monetary target in a slmple way by adding the intended 
price norm to the trend growth rate of output, the central bank's pre- 
diction of which can be checked against the obective forecast supplied 
by the ~ndependent Council of Economic A d ~ i s o r s . ~ ~  Compared to 
this, the Bank of England's inflation forecast is much more complex 
and harder to understand. 

A first objection against the use of a monetaq target 1s that a 
monetary policy geared strictly to the growth of the money supply 
does not make use of all information about current (but unobsemr- 

28 See, for example, Poole (1 970), \-on Hagen (1 985) or Friedinan (1990). 
"A detailed discussion is in von EIagen (1 986). 
3' In practice, a correction is added to account for the trend-wise reduction of ve- 
locity. 
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able) price-level movements available to the central bank. By consid- 
ering more information, in particular financial market data, the central 
bank could achieve a more precise prediction of the rate of inflation, 
because a forecast based on several variables is likely to yield smaller 
forecast errors. Based on more information, the central bank could 
gain better control over the rate of inflation. An intermediate target 
strategy should make use of many variables and embed them in a 
well-defined infLation forecast, that is, a scalar aggregate of all relevant 
information. The intermediate target would then be a synthetic vari- 
able composed of many ingredients weighted accordng to their use- 
fulness for prediction purposes.31 Obviously, monetary targeting is a 
special case of this which arises if money growth is the best predictor 
of inflation, 

The argument that using more variables to predict current inflation 
leads to more precise forecasts is certainly correct in the standard 
textbook scenario where policymakers know the relations between 
monetary policy variables, other variables, and the rate of inflation. 
But if such knowledge cannot be assumed, the argument need not be 
valid. If the relevant relations are uncertain and the statistical proper- 
ties of this uncertainty are not known, the quality of the forecast may 
be improved by not using all observable information. 

A related point is that the call for using as much input as possible 
assumes that the central bank is interested in keeping the standard 
prediction error about the rate of inflation low. But in practice, cen- 
tral banks often seem to care more about correctly guessing turning 
points in the inflation rate than about predicting the rate correctly on 
averdge. If so, the focus on a monetary target may be more helpful 
than including a multitude of variables in the intermediate target. 

Controllability is another issue. With a monetary target, the appro- 
priate policy reaction to information that indicates an increase of in- 
flation is a reduction of money growth. The central bank should raise 
money market rates until money growth slows down sufficiently. Be- 
cause money is readily observable, the central bank can check the 
adequacy of its measures relatively quickly. Things are different with 
an inflation forecast: it allows a check of the monetary policy reaction 
only after the next inflation forecast is made. T h s  makes monetary 
policy reactions more sluggish and less precise. 

31 Note that Brunner and hfeltzer (1967),_who developed the theory of intermediate 
targets, argued for the use of a synthetic variable under some circumstances. 
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Finally, the criticism that monetary targeting disregards valuable 
information starts from the text-book description of such a strategy, 
in which the central bank pays no attention to anything other than the 
rate of money growth once the target is set. 

The Bunde.rbankls practice Illustrates that the use of a monetary tar- 
get can actually be quite flexible. This is witnessed, first, in the for- 
mulation of the target as a corridor which is regularly revised around 
1 July, when the Bank announces whether a rate in the upper, the 
middle, or the lower part of the corridor is targeted for the rest of the 
year. Beyond that, Bundp.rbank's willingness to tolerate deviations from 
the monetary target if other sources of information on inflation moti- 
vates this is well documented. To quote Helmut Schleslnger (1988), 
former Bunclesbank president: 

... the Bundesbank pas] never, since 1975, conducted a rigid policy 
geared at the money supply alone; all available information about 
financial markets and the development of the economy must be 
analyzed regularly. [...I Furthermore, the Bundesbank had to check 
the consistency of its original monetary target with the ultimate 
policy goals. 

Similarly, Issing (1994b), the Bank's current chief economist, ex- 
plains: 

mnstead of pursuing monetary targets 'at any cost,' the Bundes- 
bank has been pragmatic and has tolerated deviations on a case- 
by-case basis. Even a strict adherence to the monetary target 
does not imply that the price level target is met. 

hlonetary targeting does not keep the central bank from using all 
available information In a flexible way. Here, the difference between a 
monetary target and an inflation forecast seems vastly overstated. 

The second objection against the use of a monetary target by the 
E,CB is based on the expectation that financial sector relationships, 
such as the money demand function, will be severely unstable in the 
initial phase of EMU.32 Based on Poole's (1970) seminal analysis, this 

j2 Econometric analysis suggesting the relative stability of  an aggregate European- 
demand function compared to its components, the national money-demand func- 
tions (for example, I<remers and Lane, 1990, Monticelli and Strauss-Icahn, 1991) are 
in fact irrelevant to the issue of financial-sector instability in the early E,hIU. Such 
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prediction suggests that monetaq targeting would be an inappropriate 
strategy. But this conclusion is not justified. The argument is con- 
vincing only if the relations included in the inflation forecast can be 
expected to be more stable than the demand for money at the start of 
EMU. A pfiori, there is no reason to assume that this is true, unless 
one is willing to assume that the ECB will know the statistical prop- 
erties of alI relationships at the start of EMU. Because the inflation 
forecast contains many relations instead of just one, the compounded 
structural instability from all of them may well be greater than the in- 
s~dbility of the demand for money. Furthermore, the optimal weights 
of these relationshps may well change in the initial phase of EMU. 
The inflation forecast would then have to be redefined frequently. 
Apart from the operational difficulties involved, this would leave the 
public with the impression that the central bank continuously tinkers 
with the intermediate target. This impression would make it more dif- 
ficult to gain credibility for the ECB. 

AlI this is not to suggest that the potential instability of the de- 
mand for money should be taken lightly. But such instability can be 
accounted for, to some extent at least, in the formulation of the 
monetary target. On  the one hand, one mdy expect that the transac- 
tions demand for money will be much more stable than the portfolio 
demand for money, because the diversity of financial investment op- 
portunities is greater across the ElMU countries than the diversity of 
the patterns of transaction.33 This suggests that, in contrast to Bun&- 
bank, the ECB should target a narrow monetary aggregate. On the 
other hand, the ECB should target the growth rate of the average 
monejr supply over the target horizon rather the average growth rate, 
which gives too much weight to unexpected, transitory shocks to the 
money supply towards the end of the period. 

Finally the ECB should choose a relatively long-target horizon, for 
example, two years, so that deviations form the monetary target can 
be diagnosed regarding their relevance for inflationary developments. 

studies merely show the relative stability of an average of several stochastic variables 
relative to the components. But the)- cannot account for the changes in money de- 
rnand following the introduction of the new- currency. Rother (1996) shols-s how the 
changes in the transactions patterns will affect the parameters of the money denland 
function. 
33 von Hagen (1993) finds that the demand for narrow money was more stable than 
the demand for broad money after German unification. 
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3.2. Conclusion on monetav policy strategies 

In sum, the objections against monetary targeting in the EMU turn 
out to be much less forceful than thej- are commonly presented. If 
this is true, an important argument in favor of monetary targeting re- 
mains. Adopting such a strategy u7ould make the ECB's monetary 
policy look very much like the Bundesbank's policy and signal to the 
public that the ECR stands in the monetary policy tradition of the 
Bundesbank. 

Compared to a strategy that until now has only been used by rela- 
tively dependent central banks and only in the context of reducing 
excessive inflation, monetary targeting would thus would create an 
immediate reputational capital that would make the young ECB's task 
much easier. Given the close link between monetaq policies in the 
core countries and in Germany, one may expect such a strategy in the 
corr-EMU scenario. For a Iargr EIVI', agreement on a monetary target 
would be much more difficult, and the ECB much more likely to 
forego the reputational capital gain involved. 

4- Monetaq policy instruments for the ECB 

A central bank's catalogue of monetary policy instruments determines 
how central bank money is supplied to the economy. Central bank 
instruments shape and depend on the micro structure of the mone- 
ta? environment. Contrary to a popular belief, the importance of the 
instruments for monetary policy strategies, such as monetary targeting 
or inflation targeting, is small. The only strategy for which this is not 
true is exchange-rate targeting, which naturally relies mainly on for- 
eign-exchange market ~nterventions. Rut other strategies can be im- 
plemented successfully with T-ery different sets of Instruments. They 
are important, however, for several questions regarding the daily con- 
duct of monetary policy. Among them are the degree of actlvism the 
central bank will develop, the degree of regional centralization of its 
operations, and the structure and the degree of competition in the 
banking industry. 

A first impression of the way a central bank operates 1s obtained 
by loohng at the asset structure of the sources of central banli money. 
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Table 3 presents an overview of the structure of 15 EU central banks. 

Table 3. Structure of central bank assets @ercent) 

domestic Net foreign on 

Two observations are noteworthy: 
1. Claims on government are a sizeable part of central bank assets in 

only three of the fifteen countries: the UK, Italy, and Greece. In 
Sweden, that share has fallen drastically between the early 1980s 
and the early 1990s. In all other countries, net claims on govern- 
ment are less that 10 percent of all central bank assets. 

2. Two types of central banks appear to be emerging over this time 
period in the EU. The smaller countries still rely quite heavily on 
foreign exchange reserves as the main source of central bank 
money. This is reflected by the shares of net foreign assets of rwo- 
thirds or more in total assets.34 The other iype, represented by 
Germany, but increasingly approached also by France, relies 
mostly on loans to domestic banks as a source of central bank 
money. 

With the exception of Italy, the U1<, and, possibly Sweden, domestic 
markets for short-term government paper seem to be too undevel- 
oped to allow the central bank to intervene regularly as part of its 

34 Note that the share of net foreign reserves in total assets is biased downward in 
Denmark due to the large, negative net claims on government. 
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monetary management. In Germany in particular, this has lead to the 
use of REPOs, collateralized loans to commercial banks, as the main 
source of central-bank money supply. This instrument facilitates 
short-term operations without relying on government paper with 
short maturities. 

4.1. Techniques of central bank money supply and 
reserve requirements 

Table 4 provides an overview of the main current central bank in- 
struments. 'Techniques of central-bank money supply can be broadly 
divided into standby facilities, which allow banks to borrow from the 
central bank at their own initiative, and open market operations. 

Table 4. Central-bank instruments 

Note: B: subsidized loan facility, D: deposit facility, P: short-term facility for bridging peaks 
in-liquidi~ demand, 0: outright transactions, Repo: repurchase agreements with domestic 
credit institutions, Swap: swap operations in foreign currencl-; W: one or several operations 
per week; M: multiple operations daily; A: uith a\-eraging provision; NA: without averaging 
provision. 

J'oz/rc~. E M ,  Annual Report for 1994 

Spain and Denmark are the only EU countries with no standby 
loan facilitjes. In  the other countries, standby facilities exist in two 
forms. Austria, Belgium, Germany, Greece, Italy, the Netherlands, 
and Portugal all have basic loan facilities with below-market interest 
rates. This means an element of subsidization which makes such fa- 
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cilities a potential instrument of structural policies in the banlng in- 
dustry. While the Bundesbank, in particular, pushes for maintaining 
these facilities, the mandate for having market-oriented instruments 
suggests that the ESCB will not have them. 

In the same countries except the Netherlands as well as in France, 
Ireland, Sweden, Finland and the UK, the central banks provide 
standby facilities for banks to satisfy the peak demand for reserves. 
The interest rate on these facilities is a ceiling for the domestic over- 
night money market rate. In Belgium, Denmark, Germany, Ireland, 
Sweden, and Finland, the central bank also offers a standby deposit 
facdity, which creates a floor for overnight money market rates.3j 

All EU central banks regularly conduct open-market operations in 
domestic government paper, mostly in the form of KEPOs. The indi- 
cation in Table 4 that central banks execute multiple daily operations 
is somewhat misleading, because it does not mean that the central 
banks are active in the market every day, even if they have the ability 
to be. Apart from the central banks of France, Portugal, Sweden and 
the UI<, EU central banks also use swap operations in foreign cur- 
rency to absorb central bank resenres in the money market. 

There is considerable diversity regarding current provisions for re- 
serve requirements. Belgium, Denmark, Sweden, and the U1< have no 
reserve requirements. Austria: Germany, Spain, France, Portugal, and 
Finland have reserve requirements and pay no interest on required 
reserves, while Greece, Ireland, Italy, and the Netherlands pay interest 
on required reserves. In most cases, the reserve requirement comes 
with an allowance for averaging resen7e holdings over the reserve pe- 
riod, which implies that banks can use their reserve accounts as 
working balances and balance reserve shortfalls and surpluses over 
tlme. 

The debate over resenre requirements involves three issues: 
1. The argument that reserve requirements are necessary to create a 

sufficient demand for central bank money and that the central 
bank would otherwise lose control over monetary conditions and 
hence the price level. This is clearly refuted by the observation that 
banks continue to hold significant reserves in countries where no 
resen7e requirements exist. Demand for central bank money still 
exists because banks need highly liquid assets to cover deposit out- 

35 Butzdesbank offers a standby facility that sells Bundesbank-created short-term paper, 
which economically senres the same function. 
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flows. Furthermore, banks can circumvent resen-e requirements by 
creating non-reservable, liquid liabilities such as CDs. As a result, it 
is uncertain that resenTe requirements really guarantee a high level 
of demand for resenTes. 

2. Banks can use their central bank accounts to smooth out random 
inflows and outflows of reserves during the resenTe period ri thout 
turning to the money market. Reserve requirements reduce the 
volatility of short-term money market rates and free the central 
bank from the obligation to inten-ene in the market continuously. 
But, as IGng (1994) observes, the key to this argument is the aver- 
aging provision, not the resenTe requirement. That is, the same ef- 
fect on interest rate volatility could be achieved if banlts were al- 
lowed to overdraw their central bank accounts with the provision 
that the average monthly balance be zero. The difficulty with that 
proposal is that it leaves the maximum amount of overdraft a bank 
can run at any time on its E,CR account undefined. One straight- 
forward solution would be the rule that overdrafts cannot exceed a 
certain percentage, say, two percent, of the volume of deposits a 
bank held the month before. 

3. The important argument against resenre requirements is that they 
act as a tax on bank deposits. Ranks subject to resenre require- 
ments suffer from a competitive disadvantage which can be quite 
harmful with free, international capital mobility. The counter- 
argument that banks can be compensated for this tax by subsi- 
dized standby loan facilities cannot convince, because there is little 
reason to assume that the subsidy and the tax would always match 
each other. Quite apart from that, the logic of curing one distortive 
instrument by using another one remains obscure. 
Reserve requirements are foreseen in the TEU, and an agreement 

seems to exist today that the E,CR will be equipped with a pertinent 
regulation. But the fact that the Bundesbank, the most outspoken de- 
fender of this instrument, has brought down required reserve ratios to 
very low levels over the past three years signals that the averaging 
provision will be the main purpose of that instrument.3"nternational 
financial market competition will force the E,CB to keep the reserve 
ratios low. With such a provision, the ECB will have little need in 
normal times to be active in the money market all the time. This sug- 
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gests that the ECB is likely to rely predominantly on REPOs with 
EMU banks that are conducted on a weekly or bi-weekly ba~is .3~ 

The same conclusion can be reached from a different angle. Article 
12 of the ESCB Statutes requires the ECB to involve the national 
central banks in the conduct of monetary policy to the largest possi- 
ble extent. This indicates a preference for decentralized operations 
conducted simultaneously at several financial centers in the EMU, 
rather than centralized open market operations in one market that 
would necessarily become the dominant market in the EMU, compa- 
rable to New York in the U.S. financial system. 

A policy of frequent, daily intenrentions in the money market has a 
natural tendency towards local centralization of money market opera- 
tions, or, if this was deemed undesirable, towards the erection of arti- 
ficial market barriers that prohibit large-scale transactions between 
local markets. Given the frequent changes of the central bank money 
supply in both directions that would occur under such a regime, co- 
ordinating daily interventions at various places among the EMU cen- 
tral banks would be prohibitively difficult. 

In contrast, weekly or bi-weekly REP0 operations tendered to lo- 
cal banks would be relatively easy to coordinate. The preference for 
decentralization therefore suggests the use of this type of technique. 
Consistent with this design, the national central banks are likely to 
offer standby credit and deposit facilities to provide a ceiling and a 
floor to money market rates. These, again, would be easy to coordi- 
nate. The ECB will still want to have some instruments for very 
short-term money market intervention, whch would be used in a lo- 
cally more concentrated way, but it is likely that their use would be 
restricted to exceptional circumstances. 

A final question in this context is, who would be eligible to con- 
duct business with which central bank in the ESCB. The notion of a 
truly integrated European financial system would suggest that banks 
can borrow from and hold deposits with any central bank in the 
EMU-regardless of its geographical base. Such a scenario would 
have the advantage of creating some competition between the central 
banks for customers, which leads to more efficient production of 
central-bank services. 

3- This also seems to be the emerging consensus in the EMI. See, for example, 
"Zaghafter Konseris bei Instrumenten." Bimen~eztang 11 November 1995. 
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However, several reasons exist to think that ultimately, banks will 
be allowed to do business only with the central bank of the country 
where they are located. (1) A completely open system would require 
the exchange of information about the financial security of banks. 
This would, in turn, require greater coordination of regulatory poli- 
cies. (2) Banks may wish to use commercial paper and trade bills as 
collateral against central-bank loans. This, in turn, would require suf- 
ficient expertise in each national central bank to assess the quality of 
the company or institution that issues the bill, which could make loan 
operations quite costly. So an open system creates an incentive to re- 
strict eligibility of collateral to very standardized types of paper, such 
as treasury bills or commercial paper issued by large companies. Eli- 
gible assets would then enjoy a liquidity premium, which may be con- 
sidered undesirable. In view of these considerations, a restrictive so- 
lution seems more likely. 

4. 2. Regulatory issues 

A division exists today among the member countries concerning the 
degree of in.i.olvement of the central bank in prudential supervision 
(see Table 5). Among the fourteen current central banks in the EU, 
six are not involved in supervision at all or have only some small, ad- 
ministrative functions in thls area. In these countries, banhng super- 
vision is the function of separate government agencies. The remaining 
ones have substantial responsibilities in this area. 

Table 5. Central bank involvement in banking regulation 

Central banks without 
supervisory functions for 

credit institutions 
Austria, Belgium, Denmark, Germany, 
Finland, and Sweden 

So~irce. EAII, Annual R e p o ~ t  1994 

Central banks wish 
supervisory functions for 

credit institutions 
Greece, Spain, France (through bank- 
ing commission), Ireland, Italy, Luxem- 
bourg, Netherlands, Portugal, and the 

The 'TEE 1s vague on t h ~ s  Issue. The ESCR 1s asked to "contnbute to 
the smooth conduct of pohcies pursued bj the competent authortt~es 
relattng to the prudentla1 supenwon of credlt lnstitutlons and the 
stablhty of the financial system" (art~cle 105(5) of the TE,U). But the 
development of the home-country prlnclple In E,U banlang regulation 
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suggests that national supen~isorjr institutions will be the principal 
players in this area. 

A greater involvement of the ECB in these matters might, how- 
ever, arise if national supervisory institutions based on industry ar- 
rangements are eroded by increasing international competition and 
the growing fuzziness of the structure of the financial system due to 
deregulation. Where industry arrangements are not replaced by effec- 
tive, national government institutions, a regulatory void could emerge 
and require the ECB to step in to protect the European banlilng in- 
dustry.38 

Thngs are more open-ended regarding regulatory functions con- 
nected to the operation of payment systems. The fact that there are 
currently noticeable differences in the national payment systems 
(Evans and May, 1992) suggests that regulatory functions will primar- 
ily remain under national authority. Article 105(2) of the TEU and 
article 22 of the Statutes state that the ESCB is charged with the pro- 
motion of "the smooth operation of payment systems." Current in- 
terpretation of that article places the responsibility in this area with 
the NCBs rather than the ECB (Hartmann, 1995). But the home- 
country principle does not apply regarding this area of regulation. All 
European central banks, even those which have no function in pru- 
dential supervision, axe already involved in it. This is a consequence 
of their engagement in the operation of the national payments sys- 
tems.3"ecause each central bank in Europe remains responsible for 
the functioning of the payments system in its home country, subsidi- 
aries of foreign banks are subject to the regulations of the national 
payments system such as solvency requirements, minimum transac- 
tion volumes, participation fees, technical requirements, and certifica- 
tion by the central bank. This principle has been maintained recently 
by the Working Group on EC Payment Systems, a committee of the 
EC central banks (Hartmann, 1995). However, the development of a 
EMU-wide payment system may well lead to a more centralized solu- 
tion in whch the ECB would stand ready as the lender of last resort 

'8 See Goodhart and Schoenmaker (1993) for a discussion of this issue. 
39In most EC countries, central banks are involved only in payments systems han- 
dling large-scale payments. Most banks leave the technical operation to private 
clearing houses, but execute the final settlement of payments on the central bank 
accounts of the participating banks. Central bank involvement in this activity is re- 
garded as a necessary condition for effective use of monetary policy instruments 
(Hartmann, 1995). 
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guaranteeing the liquidity of the system. In such a scenario, the ECB 
would Likely demand more authority in perttnent regulatory arrange- 
ments if only to protect itself against frequent bank failures. 

This issue of payment-system operation turns the attention back to 
central-bank instruments, A central bank, standing ready as lender of 
last resort, must have the operational capability to absorb a large in- 
crease in total reserves that result from an emergency operation 
within reasonable time, so that the aggregate supply of central bank 
money is not affected for more than a short period. Two rescue op- 
erations that the U.S. Federal Reserve System undertook in the 1980s 
illustrate this. The Continental Pbnois Bank failure, which involved a 
$4.5 bilhon discount window loan in one week, and the Bank of New 
York computer breakdown, which required a discount u-indow loan 
of $22.5 bilhon overnight.40 

In both cases, the Federal Resenre System managed to quickly off- 
set the Increase in bank reserves through open market operations. 
The experience suggests that, the more the ECR would be drawn into 
managing a common EhIU payment system and be required to stand 
by as lender of last resort, the more it would need instruments for 
short-term intervention in the money market. 

4.3. Conclusion on monetaq policy instruments 

The cholce of central bank Instruments ts more related to the micro 
structure of financial markets In the EhlU than with the cliolce of a 
particular monetary pohcy strategj. The current work of the EM1 
suggests that the ECB ~vdl  have a baslc set of Instruments that conslst 
of a stand-bj loan fac~hty and an automatic deposlt faclhty that pro- 
vldes the celhng and the floor for short-term interest rates. 

In addition, the ECB wtll rely mainly on REPOs to control the 
supply of central bank money. Resenre requirements ma) come at 
very low rates to provide the banhng sector -cmth a way to smooth 
random oarlatlons In hquidlty and reduce the need for continuous 

central-bank lntenTentlon In the money market. Thls will help the 
ECB to sustaln a fair degree of centrahzatlon of lts operations. 

"'See Davis (1995) and Goodliart and Schoenmal~er (1993). 
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5. Monetav polities in the EMU 

ECB policy decisions will be made by the ECB Council, a committee 
of NCB presidents, and ECB Board members. It is likely that the 
Board will have four members, if EMU starts with a small group, and 
six, if it starts with a large group. Thus, the Council will consist of 11 
or 16 members. As previously pointed out, these members will 
probably have very different preferences regarding monetary policy 
and different views of what actions should be taken in a particular 
situation. ECB policy will require and reflect compromise between 
these different interests. This leads to two important questions: Krill 
the ECB Council be able to develop a consistent policy? How good 
will the compromise be? Political economy has something to say on 
both questions, which are discussed in the following sections. 

5.1. Majority decisions on the EGB Council 

A fundamental insight of political economy is that majority decision- 
mahng produces irrational behavior when the decision makers' pref- 
erences are diverse and there are more than two alternatives.41 For 
illustration, consider a ECB Council meeting and assume, for sim- 
plicity that the Council has five members: A, B, C, D, and E. The 
Council must decide in which direction to move money-market rates 
over the coming months. Let there be three alternatives: higher, the 
same, or lower interest rates. As these alternatives ultimately stand for 
different combinations of inflation and unemployment, imagine these 
preferences: 

T&bt mungt members (A and D) favor higher interest rates over no 
action and no action over lower rates. 
The activist, eay mong member (C) prefers lower interest rates, but 
if this cannot be achieved, she prefers action to inaction, that is, 
higher rates to no change. 
The nun-activist eay mung members (B and E) prefer no change to 
easy money and easy money to tight money. 

If the session starts with tabling tight money against inaction, the 
Council votes to raise interest rates. But B, C, or E will ask to table 
easy money against tight money, which gives a majority to easy 

4IThe important theoretical contributions are Arrow's (1951) Impossibilig~ Theorem 
and n/IcI<elveyts (1 976) Chuos Theuf-em. 
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money. At this point, A, D, or E will propose no action against easy 
money, and the no-change alternative wins. The Council might then 
continue in cycles, until the meeting has to come to an end. Ulti- 
mately, the Council may be unable to come up with timely decisions 
at all or may produce erratic decisions. 

Historical experience points to the Importance of this problem. 
The early Federal Reserve System in the U.S. was governed by the 
Open Market Investment Committee (OMIC), where the presidents 
of the reglonal resenTe banlts decided the course of monetary policy. 
During much of the 19205, the committee was dominated by Benja- 
min Strong, the president of the New Yorlt Federal Reserve Bank. 
But when Strong died in 1928, decision-mahng was stalled by the in- 
ability of the regional presidents to reach a common view of mone- 
tary policy. Friedman and Schwartz (1 963) argue that this inability was 
one of the main sources of the Fed's failure to cope wlth the onset of 
the Great Depression. 

One might argue that the example 1s a special one and need not be 
relevant in practice. But--as anybody who has served on faculty 
committees can testify-voting cycles and the resulting irrationality of 
majority decisions are not the outcome of bizarre assumptions nor 
limited to strange situations. The hkelihood of votlng cycles increases 
with the number of decision makers, the heterogeneity of their pref- 
erences, and the number of alternauves available (Plott, 1976). For 
the E,MIJ, this means that a stalled E,CB Council is more likely In a 
lafge EMC than in a co7.e E,WU Another objection might be that E,CB 
Council meetings will soon be guided by the ECB Board, because its 
members will find it easier, in their daily interaction, to exchange 
views and coordinate their actions than the NCB presidents, who 
meet much less frequently (Goodhart and Vinals, 1994). 

However, the cychcality of majority voting also implies that ma- 
jority decisions can be manipulated, for example, by choosing the se- 
quence of votes taken. Here, suppose that the president prefers no 
change and determines the sequence of votes at the Council meeting. 
The president may start the meeting arguing that the Council should 
first decide which direction to move interest rates if at all, and then 
whether action is preferred to inaction. The first vote yields a majorlty 
for lower interest rates, the second a majority for no change. But if 
the president is of the tlght-money type, then the president will argue 
that a vote should first be taken between no change and lower Interest 
rates, and then between no change and higher rates, which will yield a 
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rise in the interest rate. Obviously, such behavior can only be divisive, 
because the NCB presidents will feel cheated. Political struggles be- 
tween the Board and the NCBs would follow, and it is hard to imag- 
ine that the quality of EMU policy would improve. 

One way to overcome the instability of majority voting is by 
framing Council decisions in ways that sufficiently reduce the number 
of alternatives. While political economy commonly regards institu- 
tional rules as instruments to achieve this (for example, Shepsle, 
1979), a relatively small body, such as the ECB Council, may quite 
easily develop informal, gener~lly accepted rules of behavior that 
serve the same purpose (IQeps, 1990). 

At this point, the question of monetary policy strategy becomes 
relevant again. By providing a focal point for monetary policy actions, 
a consistent strategy structures decisions and reduces the number of 
possible actions. The more concrete prescriptions a strategy contains 
in reacting to current economic developments, the easier it will be to 
reach stable majority decisions. Earlier discussion in this paper sug- 
gests that the combination of a price norm and a monetary target 
would be more helpful in this regard than an inflation target com- 
bined with an inflation forecast. The former focuses central bank de- 
cisions on a constant price norm in the long run and on monetary 
developments in the short run. The latter requires considerations of 
adjusting the inflation target to current shocks and leaves the reaction 
to changes in the intermediate target much more open. 

Another way to overcome the instability of majority voting is by 
development of stable coalitions. In the U.S., the Fed's ability to malie 
timely decisions was restored by the 1935 Banking Act, which re- 
formed the Open Market Investment C o m m i t t e ~ a l l e d  the FOMC 
(Federal Open Market Committee) afterward-into a coalition of 
seven Board members, dominated by the chairman and only five 
voting regional presidents. 

The by-laws of the FOMC also prohibit the regional presidents to 
vote as representatives of their regional banks. For the ECB, the de- 
velopment of leadership by the Board is a greater problem. The ECB 
Council will be composed of four Board members and seven NCB 
presidents in the core-EMU scenario, or six Board members and nine 
NCB presidents in the Luge ELMU scenario. Provided that the Board 
members can develop a unified position, they would have to attract 
two NCB presidents to form a majority in the core-EMU and three 
NCB presidents-ut of a more heterogeneous g r o u p i n  the lage- 
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EMU scenario. In existing federal systems, the Board's position is 
often strengthened by its information advantage over the regional 
Council members. For the ECB, this is less likely to be the case, be- 
cause the NCBs have well-developed, economic departments that 
collect data and provide analysis. 

Nevertheless, several possible, stable constellations can be identi- 
fied. Consider the core-EMU first. One outcome might be that the 
Board's preferred policy resembles the Bundesbank's views on EMU 
monetary policy. The Board would then be able to attract the Bundes- 
bank president together with-t least-the Dutch or the Austrian 
president into a coalition with a stringent commitment to price stabil- 
ity. Here, the Council is likely to adopt monetary targeting and a price 
norm, which would help build the coalition with the Bundesbank. 
Council decisions would then be consistent over time and conducive 
to credible low-inflation policies. 

In an alternative scenario, the Board develops a strong preference 
for active demand management. With this orientation, the Board is 
likely to face a stable, but opposing minority coalition of the NCB 
presidents of Germany and its smaller neighbors--a, total of five. 
Council meetings would then become struggles between the Board 
trying to attract two votes, and the Bzuzdesbank-led group trying to at- 
tract one more vote. Here, Ireland, and France would become the 
pivotal voters, which, depending on their national economic perform- 
ance, would alternate between the two camps. As a result, ECB policy 
would become less consist.ent and less committed to price stability. 

In the la~ge-EMU scenario, a stable coalition between a stability- 
oriented Board, the Bundesbank president and two other, similar- 
minded NCR presidents remains possible. But in this scenario, a more 
activist, less inflation-averse Board may also find a stable majority if 
this is attractive to the southern E,uropean NCB presidents or a sub- 
set of these and the French or Irish representative. 

Finally, the l a ~ e  ELWT,' also supports hvo, stable minority coali- 
tions: the Board and the group around the Bu~zdesbank president, 
which temporarilj. attracts other votes on the Council. These two 
minorities would have to win three and four additional votes, respec- 
tively, to build a majority. This would make the outcomes more vola- 
tile than in the cmPe ELMC scenario. 
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Comparing the cuf*e-EMC and the large-EMU scenarios then 
leads to two conclusions: 
1. The large EMU wiU, on average, have a higher inflation rate, be- 

cause majority constellations that neglect the commitment to low 
inflation in favor of active demand management are more likely. 

2. Monetary policy in the large ErMU will be more volatile, because 
the greater heterogeneity of preferences and the different compo- 
sition make the construction of stable majorities more dfficult. 

5.2. National interests and ECB policy 

Two different perspectives of monetary policy exist in a monetary 
union: one that takes union-wide aggregates of output, employment, 
and prices as the relevant targets of union monetary policy, and one 
that takes regional or national aggregates as targets and makes mone- 
tary policy actions dependent on regional or national idiosyncrasies, 
country-specific shocks, and even national electoral interests. 

As pointed out in section 2, monetary policy makers from differ- 
ent parts of the EMU will have different views regarding monetary 
policy and these perspectives may differ significantly from the views 
of the average person in the monetary union. Voting patterns of 
FOMC members (Havrilevsky, 1990, 1993) and members of the 
German Bundesbank Council Gohmann, 1994) suggest that preferred 
policy actions can dffer widely between Council members. The het- 
erogeneity of economic structures, fiscal conditions and inflation 
preferences prevailing in the EU suggests that such differences will be 
even larger in the EMU than in existing monetary unions. 

Central bank laws commonly provide that each council member 
has one vote (Aufricht, 1965)42. This is also true for the ECB. While 
some argue that the one-member-one-vote rule diminishes the incen- 
tive to vote accordng to national interests, presumably by promoting 
a team spirit among the board members, the opposite is at least as 
likely. 

Suppose that voting according to national interest carries some 
utility cost for a Council member, for example, reprimands by the 
chairman or chding press commentaries in other member countries. 
The Council member's incentive to vote in this way nevertheless in- 
creases with the likelihood that he or she will influence decisions in 
the desired way, that is, the likelihood of being the pivotal voter. It is 

4"n some central banks the chairman has a tie-breakmg vote. 



hlONETARY POLICY AND INSTITUTIONS, Jurgen von Hagen 

straightfonvard to show that t h s  likelihood is larger with equal votes 
than with votes weighted according to country size for the represen- 
tatives of small member countries; the opposite is true for represen- 
tatives of large member states.4" 

Assume, for example, an ECB Council which consists of repre- 
sentatives from Germany, France, Belgium, the Netherlands, Austria, 
Ireland, and Luxembourg but-for simplicity-f no Board mem- 
bers. With weighted voting and weights equal to those in the Euro- 
pean Council and assuming that all majority coalitions are equally 
likely ex ante, Luxembourg's chance to be the pivotal voter would be 
13.8 percent, compared to 52 percent for France. With equal votes 
for all Council members, Luxembourg has the same chance as France, 
namely 31.3 percent. So the Luxembourg representative has a much 
greater net pay-off to expect from voting according to the national 
interest. In the E,MU, where the number of small states (five in the 
small, six in the large EMU) exceeds the number of large states (two 
in the small, four in the large EMU), equal votes will increase the ten- 
dency to vote according to national interest. This conclusion is sup- 
ported by the fact that the move to EMU is largely driven by the de- 
sire to take European monetary affairs out of the hands of the Runde.r- 
bank and make it more conforming to the national interests of the 
countries surrounding Germany. Thus, even if the Board members 
develop an EMU perspective of monetary policy, Council decisions 
will be responsive to national interests, because the median voter will 
always be an NCB president. 

The responsiveness of Council decisions to national interests has 
two consequences.4Wn the one hand, monetary policy actions will 
respond to national, idiosyncratic shocks. For example, a Council 
member, whose home economy is hit by a negative supply shock, will 
vote in favor of easier monetary policy even if this is unwarranted by 
the state of the aggregate EMU economy. Because all NCB presidents 
act in this way, the Council decision will depend on the shock hitting 
the median voter's home economy. Assuming that the Board mem- 
bers will vote against responding to national shocks, EMU monetary 
policy will respond to the sixth (eighth) largest national idiosyncratic 
shock in absolute size in the cofpe ((large) EMU. Because EMU monetary 

4z Formally, this ltkehhood is expressed by the Shapley value of a Council member. 
" For a formal anahsts of  these argurnrnis, see \on Hagen and Suppel (1994) and 
von Hagen (1 996). 
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shocks affect output and prices everywhere, this makes EMU output 
and inflation excessively volatile. Note that this is a voting equilibrium 
in the sense that refraining from voting in the national interest is a 
dominated strategy for each NCB president: he or she would then 
have to fear that the majority decision responds to economic idiosyn- 
cratic conditions elsewhere, and this would worsen the outcome from 
his or her perspective. But at the same time, the NCB presidents may 
be imperfectly informed about the effects of aggregate monetary 
shocks in the various parts of the union. Such uncertainty will make 
them unduly reluctant in using monetary policy to stabilize short-run 
output fluctuations. The result would again be excessive volatility of 
output and prices in the EMU. 

The prevalence of national interests in ECB Council decisions has 
its positive sides, too. These come to play when individual countries 
wish to raise inflation for political convenience before elections or to 
reduce their governments' real debt burdens. As long as electoral cy- 
cles remain imperfectly coordinated and a majority of EMU countries 
is not affected by debt crisis, the median voter on the ECB Council 
will vote against such action. The absence of a central government in 
the EMU then implies that ECB performance will be less affected by 
political considerations than national central banks are. 

While these considerations are based on the analysis of ECB 
Council meetings as single-shot voting games by the NCB presidents 
in which cooperation does not pay off, one may argue that other out- 
comes are possible, because Council meetings occur regularly, which 
allows members to develop cooperation through informal conven- 
tionsa4j 

Such conventions can go different ways. One plausible convention 
might be that individual NCB presidents refrain from voting accord- 
ing to national economic shocks if they can expect all others to be- 
have in the same way. Thus, while each member would wihngly 
forego the chance of improving the domestic economy's performance 
through collective action, each would do t h s  in return for the prom- 
ise that collective action responding to idiosyncratic shocks elsewhere 
would not worsen his domestic economy. Such a convention would 
obviously improve the efficiency of EMU monetary policies. 

" Baron (1991) and Baron and Ferejohn (1989) investigate the role of conventions 
in voting games. 
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Yet, other conventions are also possible. For example, Council 
members might be wihng to trade favors over time, each supporting 
the other's demands for easy money and each expecting to be repaid a 
similar favor when domestic political conditions call for monetary 
ease in his own country. As shown in von Hagen (1 996), such con- 
ventions can be supported by relatively simple social-coordination 
mechanisms, such as tlt-for-tat-punishing fellow members that do 
not show solidarity with the others. The result of such conventions 
might be permanently higher inflation in the EiCIU. As noted earlier, 
E,CB independence provides no safeguard against such behavior, and 
the lack of ECB accountability means that the Council members are 
relatively free to engage in it. 

5.3. Conclusion on monetary politics in the EMU 

Collective action problems create the risk of inefficient E,CB policies. 
Unstructured majority decisions can lead to voting cycles and inability 
to pursue a consistent monetary policy. Such problems can be re- 
duced by using the central bank's intermediate target strategy as a 
consistent framework for decisions, which provides the Council 
members with focal points for their actions. Here, a monetary target 
might be more useful than other, more complex intermediate targets. 

A second inefficiency results from the incentive that individual 
Council members will have to cast their votes in light of current do- 
mestic economic conditions rather than considering the aggregate 
economy of the EMU. Here, voting conventions can improve the 
outcome, but they can also worsen it. Appointing an ECB Board ca- 
pable of leadership in Council meetings and firmly committed to the 
mission of price stability will tend to reduce the problem. 

Because collective action problems become larger in larger deci- 
sion-mahng bodies, their importance for ECB monetary policy ulti- 
mately depends on the size and composition of the EMU. In the co7.e 

EMU, achieving a stable, low-inflation monetary policy seems more 
likely from this perspective than in the lajge EMU. 

This paper discusses the prospects of EMU monetary policy from 
various institutional perspectives. Because the members of the EMU 
are from among a group of countries with large heterogeneities re- 
garding their economic and financial structures, their inflation prefer- 
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ences and their fiscal systems, the discussion is organized along a 
comparison of two scenarios: a cure EMU consisting of Germany, 
France, Belgium, the Netherlands, Luxembourg, Austria, and Ireland, 
and a large ElUU consisting of these countries and Italy, Spain, and 
Portugal. 

The ECB is characterized by a high degree of independence and 
little accountability. This implies that the ECB is relatively free in 
choosing its own preferred policy. Arguments that its commitment to 
price stability will be lower and its exposition and responsiveness to 
political pressures for easy monetary policy will be higher in the large 
EMU, are presented. 

In both scenarios, the ECB will face strong demand for active, dis- 
cretionary stabilization policies, because being the only European in- 
stitution of macroeconomic policy, it will be at the center of public 
criticism about adverse macroeconomic trends and fluctuations. 

To focus its policy on the goal of price stability, the ECB should 
adopt a price norm combined with a monetary target as its intermedi- 
ate target strategy. A price norm wdl allow the ECB to focus more 
closely on price stability than the alternative of an inflation target. 
Both the price norm and the monetary target will make the ECB look 
like a central bank in the tradition of the Bundesbank, a bene- 
fit-regarding reputation-that should not be squandered lightly. 
Objections to the use of a monetary target such as the risk of an un- 
stable money-demand function or the loss of important information 
are less convincing than they might seem at a first glance. Proper de- 
sign of the monetary target-targeting a narrow aggregate over a ho- 
rizon of two or three years-an account for the extra uncertainty 
that will arise in the early phase of EMU. 

Monetary policy instruments will be characterized by the combi- 
nation of standby loan and deposit facilities providing a ceiling and a 
floor for money market rates, and a variety of reversible lending op- 
erations to commercial banks, which allow the ECB to control the 
European money market rate. It is likely that the ECB will adopt a 
resenre requirement with very low reserve ratios and an averaging 
function that helps banks to smooth short-term liquidity flows. From 
the ECB's perspective, the desirability of such an instrument arises 
mainly from the fact that it keeps the volatility of short-term interest 
rates low without daily interventions in the money market that would 
foster geographical centralization of the ECB's operations. 
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Finally, decision-mahng in the ECR will be hampered by problems 
of collective action. These problems are larger in the l a ~ e  EMC than 
in the core E/\/IU. Inflation is, therefore, likely to be higher and more 
volatile in the former case than in the latter. Here, again, a consistent 
intermediate target strategy that focuses on a price norm and a 
monetary target can be helpful to improve the ECR's policy perform- 
ance. 
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