Six momhs in the
life of the Euro_
What have we learnt?

Willem Buiter-

The euro is officially 6 months old. There was some life before birth. The Euro-
pean Central Bank (ECB) was established on June 1, 1998 and there was a co-
ordinated Euro Area -wide interest rate cut on December 3, 1998. Regardless of
whether the baby is six or 12 months old, a *happy birthday’ seems appropriate.
It is of course early to make an attempt at an assessment. It will take years, even
decades, before disinterested academics will be able to judge the performance of
the new monetary system and the new central bank. Keeping that important ca-
veat in mind, it is nevertheless possible to make some tentative judgements about
a number of aspects of the performance of the European Economic and Mone-
tary Union (EMU)} thus far.

1. It’s here! _

Even during 1998, there were many who doubted the enterprise would get off
the ground at all. Others believed that what would start on January 1, 1999,
would be a greater DM zone, consisting of Germany, Austria, the Netherlands,
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Belgium, Luxembourg and, in a pinch, France. The pessimists have been proven
wrong. We have an eleven member EMU. Of the four European Union (EU)
members that remain outside EMU, three (the UK, Denmark and Sweden) do so
out of choice and only one, Greece, out of necessity.

Then there were those who believed that, between January 1, 1999 and the date
of the final disappearance of the visible manifestations of the old naticnal curren-
cies (no later than July 1, 2002), speculative attacks among EMU member cur-
rencies would force some EMU members out of the currency union. These un-
fortunates still have a couple of years before an apologia pro vita sua becomes
unavoidable, but the writing is clearly on the wall.

The reason that EMU cannot be brought down through speculative attacks on
member currencies is simple. There are no more national member currencies.
The DM, the lira and the guilder only exist as rather awkward non-decimal de-
nominations of the euro. The notion of EMU breaking up because of a specula-
tive run out of lira into DM is as likely as the UK monetary union being brought
down through a run out of £5 notes into £10 notes.

We still have national central banks and national regulatory authorities, but we
no longer have national monetary authorities in the Euro Area. This is not really
surprising, as there no longer are national monies. There is only one monetary
authority in the Euro Area, the ECB.

2. The technical bits work

The new Euro Area payment and settlement systems, such as Target, have per-
formed well from the start, with only minor hiccups. They have indeed perfor-
med rather more smoothly and efficiently that even the optimists expected.

The corporate eurobond market is thriving. Issues are growing at a staggering
pace. There is nothing yet in the Euro Area to match the breadth and depth of
the US corporate bond market. But it now looks increasingly likely that in five
years or 50, this may no longer be true.

3. Conjuncturally appropriate monetary policy

The conduct of monetary policy in Euro Area has been competent and appropri-
ate in light of the Euro Area -wide conjuncture and given the ECB’s price stabi-
lity mandate.

Admittedly, circumstances were such as to make the selection of an appropriate
monetary policy rather straightforward. For once, it was clear that interest rate
decisions were not ‘finely balanced’. The Euro Area was, by the middle of 1998,
in danger of sliding into a fresh recession without the benefit of a noticeable
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prior recovery. Inflation was low and falling further. It would have been hard to
make a case, during the period of interest rate convergence, that Euro Area-
wide convergence to Italian or Irish levels was more appropriate than conver-
gence to the German level. Likewise, it would have been a bit of a surprise if
the April 8, 1999 rate cut of 50 basis points had turned out to be a rate increase
instead, Still, central banks have been known to do the wrong thing in the face
of the obvious, so the appropriate thrust of ECB munetary policy is encoura-

ging.

4. The non-issue of euro weakness

The euro has lost about 11 to 12 % of its value vis-i-vis the US$ since the be-
ginning of the year. This was unexpected by many, including myself, as late as
the second half of 1998,

Figure 1: euro/dollar exchange rate
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While the exchange rate cannot be relied upon, even with appropriate policy
support, to do the-‘right thing’ for the real economy, one should certainly wel-
come any currency movements that, whether by luck or by design, are conjunc-



Monetary policy 7

turally appropriate. The Euro Area has been very fortunate in the measured de-
cline of the external value of its currency since January 1, 1999. This decline is
entirely appropriate from the point of view of the overall Euro Area conjuncture,
Of course, those who went long in the euro at the time of its faunch are deeply
miffed, just as those who went short are very pleased. Losers make more noise
than winners. I would welcome some of the current euro weakness for sterling.
The current weakness of the euro is certainly not unprecedented, if one consi-
ders the behaviour of a synihetic euro index prior to 1999. Figure 1 shows such
an index, constructed by the staff of the Bank of England.

The recent decline in the external value of the euro can, rather unusually, be
mostly explained by conventional economic fundamentals. The following come
to mind. I list both those that make sense and a few that make no sense but that
have been given some prominence.

Dwergent conjunctural developments between the USA and Euro area.
Since at least the second half of 1998, economic growth in the US has been
stronger than expected while Euro Area economic growth has turned out wea-
ker than expected. Both through money demand and through the anticipated
future path of short-term interest rates, this would tend to weaken the effective
euro exchange rate,

The ECB’s pelicy response to the unexpected weakness of Euro Area eco-
nomic activity, Euro area interest rate policy has tried to dampen this unexpec-
ted downswing through a sequence of rate cuts, including the first formal ECB
rate cut on April 8, 1999. T would not go so far as to argue that the ECB has
been attempting to fine tune the Euro Area business cycle. The ECB denies any
such strategy and T am inclined to believe them because any attempt to use mo-
netary policy for fine tuning purposes would be pointless, and in all likelihood
counterproductive, given the long, variable and uncertain lags in the transmission
of monetary policy. Still, they have undoubtedly engaged in ‘coarse tuning’,
leaning gently against a sustained and obvious wind,

Squabbles about ‘exchange rate orientations’. Under Article 109 of the Tre-
aty, the Council of Ministers has the right to give the ECB Governing Council
instructions about the external exchange rate of the Euro Area. The first kind of
instruction is non-controversial and harmless, from the point of view of ECB
independence. It allows the Council of Ministers (acting unanimously) to con-
clude formal exchange rate agreements on an exchange rate system for the euro
in relation to non-Community currencies. Basically, this allows the political lea-
dership of Euro Area to create a new Bretton Woods, should they wish to.

The second kind of instruction is potentially a threat to the substance of ECB indepen-
dence:
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“In the absence of an exchange rate system in relation to one or more non
Community currencies as referred to in (the previous) paragraph..., the
Council, acting by a qualified majority either on a recommendation from the
Commission and after consulting the ECB or on a recommendation from the
ECB, may formulate general orientations for exchange rate policy in relati-
on to these currencies. These general orientations shall be without prejudice
to the primary abjecjtve af the ESCB o maintain price stability.”

This clause gives the Euro Area rmmsters of finance 2 foot in the door of Euro
area monetary policy design. Mr Lafontaine and Mr. Strauss-Kahn have used it
to argue for exchange rate target zones. In a world with virtually unrestricted
mobility of financial capital, binding exchange rate orientations come close to
predetermining the path of (relative) interest rates. It is true that the Treaty also
states clearly that any exchange rate orentations shall be without prejudice to
the price stability objective. The Treaty, however, does not state explicitly who
determines whether they prejudice the price stability objective. It ought to be the
ECB. It would have been helpful if the Treaty had been explicit on this issue.
There has been an agreement to desist from exchange rate orientations except
under exceptional circumstances. Again, it is not clear who determines when
circumstances are exceptional. Furthermore, this agreement is not part of the
Treaty, and can be revoked at the sole discretion of the Council of Ministers. It
is clear that the conduct of monetary policy in Euro Area, and the cause of ma-
croeconomic stability, would be well-served by revoking the power of the finan-
ce ministers to give exchange rate orientations’.

Fears of breaches of the Growth and Stability Pact. There was quite an ado
recently, including stern lectures on budgetary probity from the top of the ECB,
when Italy asked for its general government financial deficit ceiling for the cur-
rent year to be lifted from 2.0% of GDP to 2.4% of GDP. It is very difficult to
make sense of this storm in a tea cup. When the real economy is unexpectedly
weak (as it was in the case of Italy), it does not seem unreasonable for the
government deficit turn out rather larger than was planned previously. It is what
God made the automatic fiscal stabilisers for. This episode highlights the econo-
mic nonsense of specifying deficit targets as numbers rather than as rules, for
instance, as cyclically corrected deficits. The argument that cyclical corrections

! Article 109 raiscs doubts about the operational independence of the ECB. The operational
independence of the Bank of England is qualified in a different way. Under the 1998 Bank of
England Act (Bank of England Act [1998]), the MPC's power to set interest rates is qualified
by the clause that in “extreme econormic citcumstances”, the Chancellor can give instructions
to the Bank of England for a limited period and subject to (ex-post) approval by Parliament.
These Treasury ‘reserve powers’ have not been invoked since the Bank of England became
independent.
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are difficult and potentially subject to manipulation and window dressing does
not bear scrutiny, if the only alternative on offer is a number that is bound to be
wrong, except in the highly unlikely case that forecasts are realised exactly.

If the relaxation of Italy’s deficit target was indeed a surprise, the implications
for the euro are not at all obvious. If the Euro Area monetary authorities follow
their mandate, they would not accommodate the larger deficit, and there would
be upward pressure on the value of the euro. Oaly if the ECB is perceived as
likely to give in to pressures from national ministers of finance (violating their
Treaty-based mandate), and pursue a lower interest rate policy when fiscal poli-
cy becomes unexpectedly loose in 2 member state, would there be downward
pressure on the external value of the euro. I am convinced that the ECB is ex-
tremely serious about its mandate. The link from an Italian budgetary overshoot
to a weaker euro is therefore unconvincing, :

Slew adoption of the euro as a reserve currency. There have been reports that
the adoption by central banks world wide of the euro as a reserve currency has
been slower and on a smaller scale than had previously been expected. As I
don’t know what these prior expectations were, it is hard to know how much
significance to attach to this. In any case, the numbers involved would always
have been small. Furthermore, the demand for additional reserve euros could
have been met by new issuance at a given exchange rate.

Confidence factors. This is a grab-bag of ad-hoc explanations, few if any of
which manage to convince. ‘Kosovo’ is one such. Why Euro Area combatants in
Kosovo should see their currency weaken while a non-Euro Area EU member
state that is also a combatant in Kosovo should see its currency strengthen is by
no means obvious. After all, it is just 25 miles from Dover to the Euro Area.
Euro-US$ ‘parity’ (or fears of such) are another unconvincing market story.
Perhaps there is sotnething that resonates in the chartists’ collective conscious-
ness about a 1 for 1 exchange rate. As far as economic fundamentals go, parity is
just another number,

The key point to note is that a weak or a strong external value of the currency is
only of concern to the ECB insofar as it affects the achievement of its primary
objective, price stability, and without prejudice to that price stability objective,
the ‘objectives of the Community’. The exchange rate is a key element in the
transmission mechanism of monetary policy (and in the transmission of other
shocks). Even so, the Euro Area is much less exposed to external trade than the
UK. So even as part of the transmission mechanism, the external value of the
euro is bound to be less important to Euro Area policy makers than the external
value of sterling is to UK policy makers.
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5. One-size-fits-all-monetary policy: how serious a problem is it?

Autonomous national menetary policies have been a major cause of cyclical non-
synchronisation among EMU members prior to the advent of EMU. Throwing
away the national monetary keys therefore eliminates an important source of
cyclical divergence. Nevertheless, national cycles will no doubt continue to be
aligned imperfectly. How serious an issue this is depends on how effective one
believes autonomous national monetary policies to be as instruments for dampe-
ning, and possibly even eliminating, the national business cycle. In my opinion
national monetary policy (working though differential national nominal interest
rates and through a flexible nominal exchange rate} has not been and cannot in
practice be, an effective conjunctural stabiliser. With unrestricted international
mobility of financial capital, exchange rates tend to go their own way for exten-
ded periods of time, causing national monetary autcnomy to result in greater
macroeconomic instability than membership in a much larger common currency
area.

Under conditions of unrestricted mobility of financial capital, exchange rates are
notorious ‘rogue elephants’: very powerful in short bursts, but almost impossible
to harness in the pursuit of the policy maker’s objectives. They are sometimes
responsive to comprehensible, ‘fundamental’ incentives but are more often dri-
ven by mysterious impulses to move in arbitrary and destructive ways.

Indeed, the potential attractions of exchange rate flexibility as a buffer or ad-
justment mechanism when a region or a nation is subject to asymmetric funda-
mental shocks are in my view dwarfed by the ‘dark side” of a flexible exchange
rate as a source of shocks and instability, inflicting the need for pointless adjust-
ments and associated costs on the real economy. Excessive volatility and persis-
tent misalignment are the price of exchange rate flexibility. A flexible exchange
rate, often driven more by asset market fancies than by fundamentals, cannot be
manipulated effectively to serve the needs of the real economy. Nor can it be
relied upon to provide a spontaneous adjustment mechanism in the face of
asymmetric shocks.

The Euro Area is fortunate that it is rather closed to trade in goods and services
{(with import and export shares of GDP comparable to those of the US and Ja-
pan). Euro instability and misalignment will therefore have less severe macro-
economic consequences for the real economy than it would for more open eco-
nomies. o

I believe that it is time for a radical re-thinking of the theory of optimal currency
areas — a theory which concludes that, from the poiat of view of macroeconomic
stability, exchange rate flexibility is superor to an irrevocably fixed exchange
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rate’. Only the magnitude of the losses associated with a credible fixed exchange
rate regime remains to be determined. I believe this approach to be profoundly
misleading. A brief outline of a new approach follows,

6. A financial infegration approach to optimal currency areas

The optimal currency area literature asks when a set of national {or regional)
economies would benefit from having irrevocably fixed exchange rates. Benefits
are defined in terms of increased macroeconomic stability, In practice this would
be measured by the magnitude and volatility of the output gap or the deviation
of the actual from the natural unemployment rate, and in terms of the stability of
the price level or the inflation rate (the literature is rather vague). The following
characteristics of either the individual national economies or the multi-country
system as a whole, have been argued to favour retention of the national cur-

rency, and the associated scope for nominal exchange rate flexibility (see e.g.

Masson and Taylor [1992]):

1. Ahigh degree of nominal rigidity in domestic prices and/er costs®.

2. A relatively low degree of openness to trade in real goods and services.

3. A high incidence of asymmetric (nation-specific) shocks rather than symme-
tric or common shocks and/or dissimilarities in national economic structures
or transmission mechanisms that causes even symmetric shocks to have
asymmetric consequences,

4, Aless diversified structure of production and demand.

5. A low degree of real factor mobility (especially labour mobility) across na-
tional boundaries.

6. Absence of significant international (and supra-national) fiscal tax-transfer
mechanisms. ‘

The optimal currency area (OCA) debate has been marred by two weaknesges in
the original contributions to this literature (Mundell [1961], McKinnon [1963],
Ingram [1969], Kenen [1969]). The first was a failure to distinguish in a con-

2 Keeping the exchange rate fixed for one or more periods is always an option under an ac-
tively managed exchange rate regime. This can be achieved either by pegging the exchange
rate period-by-period or by setting the short rate of interest or the money stock at appropriate
levels in an endogenous exchange rate regime. Thus, fixing the exchange rate forever can be
viewed as an arbitrary restriction on an actively managed exchange rate regime, The latter is
therefore always potentially superior. Various passively floating exchange rate regimes are not
necessarily dominated by a permanent credible peg.

? The original old-Keynesian optimal currency area (OCA) literature failed to distinguish in a
consistent manner between nominal price and cost rigidities, which ought to be the sine qua
non of the OCA literature, and real rigidities, which are irrelevant 1o the OCA debate. This
confusion this hampers rational debate of the subject.
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sistent way between short-term nominal rigidities and long-term real rigidities.
Thus a nominal depreciation becomes a real depreciation, not only in the short
run, while nominal rigidities persist, but even in the long run. This has led to a
serious overestimation of the power of monetary policy, including variations in
the nominal exchange rate, to influence real economic behaviour.

I start from the modern main-stream position, which maintains that nominal rigi-
dities are transient, that is, the long-run Phillips curve is vertical, and that there is
no hysteresis. Temporary shocks do therefore not have permanent real effects; |
the long-run Phillips curve is vertical at a level of the unemployment rate or the
output gap that cannot be influenced by monetary policy. Monetary policy,
whether it works through nominal interest rates, through the credit channel or
through the nominal exchange rate, only has real effects at cyclical frequencies. .
A related confusion is the jump from the correct statement that monetary policy
influences the real economy at cyclical frequencies, to the incorrect conclusion
that monetary policy can therefore be used to dampen or even eliminate the bu-
siness cycle. This conclusion follows only if the magnitude of the effect of mo-
netary policy on the real economy is reasonably predictable and if the lag bet-
ween a monetary policy change and its impact is predictable. In practice these
lags are long and variable (which in and of itself would not undermine the cycli-
cal stabilisation role of monetary policy) as well as highly uncertain, which does
deprive monetary policy of most of its cyclical stabilisation potential. The mag-
nitude and sometimes even the sign of the impact of monetary policy on the real
economy are likewise highly uncertain. Monetary policy can certainly be used to
prevent extreme swings in real economic activity. It can prevent and dampen
financial crises and stop them from turning into economic crises. Monetary poli-
cy alone should be able to prevent another “Great Depression of the Thirties’.
The monetary policy actions that prevent real outliers and financial crises fall
under the heading of ‘lender of last resort” (LOLR). The LOLR is as effective in
Euroland as it was under national monetary autonomy. Operationally, the LOLR
function remains decentralised. The national central bank and, where appropria-
te, the national supervisor and regulator, take the appropriate decisions as re-
gards the financial institutions in their jurisdictions. Since information will conti-
nue to be decentralized, this is the appropriate arrangement. As Euro Area-wide
financial institutions emerge, & Euro-Area regulator/supervisor will no doubt be
created, and the ECB will be immediately involved. Under the decentralised
arrangement, the ECB will be involved when the decisions taken by the national
LOLR are on a sufficient scale to have Euro Area-wide monetary repercussions.
These can then be sterilised at the level of the Euro Area as a whole.

The duration and amplitude of normal business cycles are, however, effectively
immune to monetary policy. Fine tuning ambitions for monetary policy that in-
clude ironing out the normal national business cycles risk increasing the amplitu-
de and volatility of national business cycles, thus destabilising the national eco-
nomies.
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The second fatal flaw in the OCA literature is the failure to allow for the inter-
national mobility of financial capital. I elaborate on this point below. The result
of these two failures is that the debate on the merits of monetary union and other
exchange rate arrangements in the first decade of the new millennium tends to be
conducted with the intellectual apparatus of the 19605 Tt is out of date, mislea-
ding and a dangerous guide to policy. -

I have come to the conclusmn that the convennonal criteria (2} to (6) are either
irrelevant ‘or relevant in"ways that are quite different from the conventional in-
terpretations. The first criterion; significant nominal price and/or cost rigidities,
is of course a sine qua non for monetary policy (including nominal exchange rate
flexibility}, to matter for real economic performance at all.

I propose to turn the conventional argument about nominal rigidities favouring
exchange rate flexibility on its head. I reach this conclusion by putting financial
integration and shocks originating in the financial markets, including the foreign
exchange markets, at the centre of the discussion,

The conventional emphasis on the desirability of nominal exchange rate flexibi-
lity as a shock absorber, buffer or adjustment mechanism in the face of asymme-
tric, nation-specific shocks, when there are significant nominal price or cost rigi-
dities only makes sense in a world where the exchange rate clears the trade ba-
lance. Such a world without (significant) international financial capital mobility
did indeed exist at the time the original optimal currency area literature was
promulgated. It is out of date and dangerously misleading today.

According to the financial integration approach to optimal currency areas, all
regions linked by unrestricted financial capital mobility form an optimal currency
area. In a proximate sense my key criterion for an optimal currency area is the-
refore a capital account criterion. However, it is the interaction of technically
highly efficient international financial markets and nominal price and cost rigidi-
ties in the markets for real goods and services that underpins this approach to
optimal currency areas.

Most of the time, the foreign exchange markets are technically efficient, in the
weakest possible sense that large transactions can be made almost instantane-
ously, at very low transactions costs and with a minimal impact on the exchange
rate’, Progressively stronger notions of technical, trading or informational effi-
ciency require that it is impossible to make systematic above-normal risk-
adjusted profits by transacting in these markets. Depending on the information
set that conditions expected profits and conditional risk assessments, the foreign
exchange markets can be (technically) efficient in the weak, semi-strong or even
the strong sense (Fama [1970]). The foreign exchange markets have never been

* Like other financial markets, the foreign exchange markets are at times beset by “disorderly
market conditions”, in which spreads widen to the point that transactions dry up and the mar-
ket ceases to be efficient, even in the narrow technical sense.
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shown to be technically efficient in the semi-strong or strong sense. There are
doubts even about weak-sense technical efficiency’.

The prices determined in a strong-sense technically or informationally efficient
market or set of markets need not convey the right social scarcity valuations.
Rational speculative bubbles can cause an asset price like the exchange rate to
differ from its fundamental valuation. Even without speculative bubbles, rational
or otherwise, the interaction of technically efficient foreign exchange markets
and inefficient markets for real goods and services may result in inefficient equi-
libria that could be Pareto-improved by the elimination of some of the technically
efficient financial markets.

Departures from all notions of technical or mformatlonal efficiency are also
common. FHerd behaviour, bandwagon effects, noise trading, carry trading, panic
trading, trading by agents caught in liquidity squeezes in other financial markets,
and myriad other forms of irrational behaviour make for excessive volatility and
sometimes quite persistent misalignments in the foreign exchange markets as in
other financial markets (see Grossman [1989, 1995] for general theoretical con-
siderations about financial market inefficiencies, and Shiller [1984, 1995, 1996]
for some interesting empirical studies outside the domain of exchange rates).
Exchange rate misalignments interact with nominal price and cost rigidities to
produce large and at times persistent swings in relative poods prices, relative
costs or other dimensions of relative competitive positions. Production, em-
ployment, investment and consumption decisions can be distorted (see e.g.
Krugman [1989, 1990, 1996]).

The foreign exchange market and the exchange rate can therefore be a source of
extraneous shocks as well as a2 mechanism for adjusting to fundamental shocks.
One cannot have the one without the other. The potential advantages of nominal
exchange rate flexibility as an effective adjustment mechanism or shock absorber
are bundled with, and in my view deminated by, the undoubted disadvantages of
excessive noise and unwarranted movements in the exchange rate, inflicting un-
necessary real adjustments on the rest of the economy.

Thus, from an economic point of view, the EU, the U.S,, Japan, Canada and the
rest of the OECD have jointly become an optimal currency area. Politically, ho-
wever, a COMmON currency presupposes a certain minimal degree of political
integration. That minimal degree of political integration is (just) present in the
EU. It is completely absent between the EU and the other OECD countries.
EMU is therefore the best available halfiway house®,

5 The literature on foreign exchange market efficiency is endless. I will just refer to a small
selection, covering a range of views and approaches ; Fama [1984], Hakkio and Rush [1989],
MacDonald and Taylor [1992], Dutt [1994], Crowder [1994], Taylor [1995], Dutt and Ghosh
[1995], Zietz [1995], Lajaunie, McManis and Naka [1996].

® See Buiter [1999a, b].



Monetary policy 15

National monetary policies have never succeeded in eliminating the cyclical
fluctuations inherent in capitalism, Nor can they be relied upon to significantly
dampen, let alone eliminate, national business cycles in the future. The experien-
ce of the 20" century has convinced me that a monetary policy that maintains
price stability, prevents cataclysms such as systemic financial and economic cri-
ses, and does not enhance the amplitude of normal economic fluctuations, should
be considered a successfil monetary policy. If our monetary ambitions now ex-
tend much beyond that, we are at risk of fine-tuning ourselves into unnecessary
instability. This view of what monetary policy can and cannot achieve is hardly
original. It can be found in Friedman’s celebrated Presidential Address (Fried-
man [1968]) and, more recently, in King [1997].

The cost-benefit analysis of the surrender of national monetary autonomy there-
fore yields a net positive balance from the point of view of macroeconomic sta-
bility for any small open economy open to unrestricted international financial
capital mobility. There is more good news for those who saw their national mo-
netary sovereignty move to the Eurotower. There are adjustment mechanisms
other than differentiated national monetary policies — mechanisms that work
better or no worse in a large common currency area than in a small national eco-
nomy with an autonomous monetary policy. The national automatic fiscal stabili-
sers work best in a large economic area with credible fixed exchange rates. A
common currency is the only credible fixed exchange rate regime. Temporary
differences among national or regional price or cost inflation rates are a key (and
effective) adjustment mechanism in a monetary union hit by asymmetric shocks,
We can see this at work right now in the Euro Area, with inflation rates in
booming Spain and Ireland well above those in slumping Germany and Italy.

7. Accountability, openness and transparency

A continuing weakness of the ECB is its lack of openness and transparency.
Because of this, it is insufficiently accountable to those whom its serves (the
citizens of Euro Area) and their elected representatives (the European Parlia-
ment).

The obligation of an operationally independent central bank to explain and justify
its actions is an essential political public good, as well as a key instrument of
quality control. I have dealt with both aspects of accountability at length else-
where (see Buiter [1999a]) and will restrict my comments here to the role of the
two prerequlmtes of accountability, openness and transparency, as means of
improving the quality of monetary management.

Transparency has two dimensions. The first T shall call target-structure-per-
formance transparency; the second I call procedural transparency.
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In order for the citizens of the Eure Area and the Members of the European
Parliament (MEPs), henceforth jointly referred to -as the constituency of the
ECB, to be able to determine how successful the ECB has been in the pursuit of
its objectives, the following conditions must be satisfied. First it has to be clear
what the objectives are. Second, the objectives must be ‘operational’, that is, it
must be possible to compare the targets to observable and verifiable performan-
ce indicators. Third, the constituency must have a way to relate performance o
the actions undertaken’by the ECB. They must understand the structure of the
transmission mechanism of economic policy, and the way-in which performance
is affected by factors not under the control of the ECB. They must know ‘the
model’.
The ECB has been less than wholly successf’ul in explalmng to the worId what its
objectives are. At the most general leve], its objectives are given by the Treaty.
“The primary. cbjective of the ESCB shall be to maintain price stability”. Wit-
hout prejudice to this primary price stability target, the ESCB shall support the
general economic policies of the Community with a view to contributing to the
objectives of the Community...”. These subordinate targets are “...to promote ...
a harmonious and balanced development of economic activities, sustainable and
non-inflationary growth respecting the environment ...” ete. .
These general objectives are clearly non-nperatmnal Unlike the Bank of Eng-
land, the ECB- itself was given the task of providing an operational definition of
price stability. Its “stability-oriented monetary policy strategy of the Eurosys-
tem” states that price stability is to be defined as a year-on-year increase in the
Harmonised Index of Consumer Prices (HICP) for the euro area of below 2%.
When it was pointed out that —20% was below 2%, a clarification followed that
inflation meant positive inflation only. Price stability according to this definition
is to be maintained over the medium term.
The ECB goes to great lengths to emphasise that it does not have an inflation
target. We should therefore not interpret the 0% to 2% range for HICP inflation
as an inflation target, let alone a symmetric inflation target centred, say, at 1%.
No, 0% to 2% (over the medium term) is merely decmed consistent with price
stability. There is also some ambiguity about where the floor of the range is.
Some statements emanating from the Eurotower suggest that the 0% refers not
necessarily to 0% on the HICP measure, but to 0% on some unobservable, true
cost of living index. With the biases inherent in any operational inflation index,
0% on the true but unobservable index might correspond to, say, 0.5% on the
observable but biased HICP index. =
Thus, what we appear to have is a range of inflation rates deemed consnstent
with price stability. The floor could be 0% HICP inflation or something a bit
higher. The range is not symmetric or otherwise centred. There is no value of the
inflation rate inside the range such that, if inflation were to threaten to go below
(above) it (over a horizon for which policy could be expected to influence it)
there would be a presumption that policy would be relaxed (tightened). So we
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know what it is not (an inflation target), but we still don’t know exactly what it
is. .

The argument is often made that neither the Bundesbank, nor the US Federal
Reserve System ever had quantitative targets for monetary policy, and that their
performance must be judged satisfactory despite (or even because of) this. It is
true that of the three objectives of the Fed (maximal employment, price stability
and interest rate stability), the first is ill-defined (maximal subject to what?) and
the third is mysterious. The middle one has never been quantified. It took deca-
des, including the loss of monetary control under Chairman Burns, the painful
re-conquest of monetary control under Chairman Volcker and the golden years
under Chairman Greenspan, for the de-facto operational objectives of the Fed to
be revealed (low inflation and, subject to that, cautious support for real econo-
mic activity). I would hope the, Euro Area will not have to wait that long. The
unique historical circumstances preceding the creation of the Bundesbank (posi-
Weorld War II economic dislocation and the vivid collective memory of hyperin-
flation) never left any room for doubt about the primary objective of the Bun--
desbank. The ECB, fortunately, does not start from the same initial conditions.
The ECB’s monetary strategy has two pillars’. A reference value is announced
for the growth of a broad monetary aggregate (currently 4.5% per annum for
M3), and there is a broadly based assessment of the outlook for. future price
developments and the risks to price stability in the Euro Area as a whale. _
There is no stable relationship between any monetary aggregate, including M3,
and the price level over any time horizon relevant to economic policy in any
advanced. industrial country. Of course things could turn out to be different for
the Euro Area , but we won’t know this for a long time, since reliable Euro Area
macroeconomic aggregate data are not yet available for a long enough period to
test for M3 velocity stability. To use as a leading indicator a variable whose pre-
dictive properties are unknown and whose causal connection to price level- and
other macroeconomic developments is a mystery is hardly likely to provide firm
guidance to market participants and other economic agents trying to anticipate
the fature behaviour of the central bank. The continuing genuflexions in the di-
rection of this monetary aggregate arc only explicable as a legacy from the an-
cien régime, the former practices of the Bundesbank. Since it is hard to conceive
of it actually playing any significant role in the monetary policy deliberations of
the ECB, its continued pro forma prominence just adds noise to the monetary

- policy signals. S .

Ideally, the ECB constituency, MEPs and Euro Area citizens would know the
structure or ‘model’ linking the monetary policy instruments and all other rele-
vant determinants of future prices and economic activity, to observable indica-
tors of performance in relation to clearly specified targets. Economics —monetary

7 See European Central Bank {1999, “The stability-oriented monetary policy strategy of the
Eurosystem”, pp. 39-50.
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economics pethaps most of all - is, unfortunately, a difficult and highly technical
subject. The fact that it is an imprecise and still immature science, empirical but
(except for some minor academic exercises) non-experimental, reinforces its
complexity. Most Buro Area citizens and MEPs, like most of the journalists,
commentators, advisers and analysts that inform them, have not mastered this
unwieldy subject to anything like the degree necessary to come up with a well-
informed personal view of how the monetary transmission mechanism works in
the Buro Area. i E o

This makes it extremely important that the ECB’s own view of the transmission
mechanism, and its own analysis of the prospects for price level and other eco-
nomic developments in the Euro Area be in the public domain. They are key
elements in the minimal irreducible information package needed by MEPs and by
interested and informed citizens in order to assess the ECB’s performance. It
allows the constituency to verify whether the actions of the ECB make sense
given the ECB’s own view of the transmission mechanism and of the prospects
for price stability and economic activity.

The broadly based assessment of the outlook for price developments is therefore
extremely important, as it contains essential information necessary to make ac-
countability more than a pointless periodic exchange of patter between the Pre-
sident of the ECB and the relevant Parliamentary Subcommittee. The current
practice, unfortunately, keeps this assessment ‘in-house’, unlike the practice of
the Bank of England, whose quarterly inflation forecast is in the public domain,
It is key for the proper functioning of target-structurc-performance transparen-
cy, that the constituency at least know the ECB’s own view of the transmission
mechanism and the ECB’s own assessment of the prospects for inflation. While a -
minority of well-informed constituents may be able to articulate and develop
their own views of the transmission mechanism and of the forces driving inflati-
on, the ECB’s own view on these issues must be in the public domain if the bulk
of the constituents are to be able to have any means of judging whether good
(bad) performance in relation to the target is due to good (bad) luck or to good
(bad) judgement.

Even if the objectives of the ECB were crystal clear, and even if its view of the
monetary transmission mechanism and of the prospects for price stability were in
the-public domain, target-structure-performance transparency and accountability
could not be effective for a long time. This is quite beyond the control of the
ECB or of anyone else. It is the inevitable consequence of the fact that the qua-
lity of the conduct of monetary policy can only be judged over a long run of
years, even decades. With six months of existence at the time of writing, the
ECB is many years away from any reasonable attempt to judge its performance
by its results. The same applies of course to other new institutions like the Mo-
netary Policy Committee of the Bank of England, which has been in operation
for just over two years.
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Procedural openness and fransparency are both a political public good and an
essential instrument for quality control. As I have recently made the argument at
length and in detail (Buiter [1999a]), I will only state the main conclusions here.
Members of the Governing Council of the ECB should be individually responsi-
ble for the policies they recommend individually, and collectively responsible for
the policies adopted collectively. This requires publication of the individual vo-
ting records. A necessary condition for this is that votes are routinely taken. The
ECB apparently has, up-tp' now, only once engaged in a formal vote. On other
occasions a consensus apparently emerged that could be represented as unani-
mous. :
Non-attributed minutes should be published as soon as possible following a rate
setting meeting. These minutes should represent a fair summary of the range of
views and considerations that were put forward at the meetings. This is the cur-
rent practice of the MPC. Lord Bums has recently proposed that, at the end of
these non-attributed minutes, each individual MPC member should give a brief
(attributed) explanation of his or her vote. In Japan, all members of the Bank of
Japan’s policy making committee who find themselves in a minority position,
give a brief statement of the reasons for their dissent. Clearly, the practice of
openness is endlessly perfectible. If there is no unanimous agreement, the preten-
se of unanimity and consensus will unsettle markets and increase volatility and
uncertainty, as the truth filters out, in dribs and drabs and most probably distor-
ted. : .

The regular publication of a document akin to the Bank of England’s Inflation
Report, which outlines the ECB’s view of where the economy has been, is now,
and is likely to be going in the future, is essential both for target-structure-
performance accountability and for procedural openness generally.

Finally, there should be an independent body (in the UK it is the non-executive
Directors of the Court of the Bank of England) to vet the procedures of the
ECB. In the case of the ECB the members could be drawn from the European
Parliament, the European Court and the Ombudsman.

I am optimistic about the adoption of true procedural openness by the ECB. The
current practice of procedural opaqueness is not rooted in the Treaty. It is a
decision of the Governing Council. It will take no more than another decision of
the Governing Council to change it. When, as I hope and expect, the UK, Swe-
den and Denmark will join EMU in the near future, the pressure for a more open
and less defensive posture will become very hard to resist.

8. Central bankers: Priests or Dentists?

Keynes once expressed the hope that economists might someday be thought of
like dentists - that they would be regarded as apolitical professionals brought in
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to resolve technical prablems (Keynes [1931, p.332])". I strongly agree with
Keynes on this, and would like to see his paradigm of the economist as dentist
applied to central bankers in particular. :

In a lecture given to celebrate the five-year jubilee of the UK inflation target,
Mervyn King (King [1997]) gave the canonical description of what one might
call the modern, technocratic view of central banking, that is, central banking as
dentistry. His view that “... a successful central bank should be boring ...” (King
[1997,.p.14]) is very-much in the spirit of Keynes’s statement. Of course, being
boring is only a necessary, not a sufficient condition for being a successful cen-
tral bank (or central banker).

I believe that the ECB’s approach to a whole range of issues - accountability,
openness, transparency, unanimity and collective responsibility - can be explai-
ned as expressions of 2 different, and much more traditional view of central ban-
kers as priests and of central banks as their temple. In the priestly tradition, mo-
netary policy is a cult whose high priests perform the sacred rites far from the
prying eyes of the non-initiates. The priestly approach to central banking often
meshes with a view of inflation as a sin. The dentists view excessive inflation as
an error (a source of inefficient and inequitable economic outcomes).

Dentists can. have public professional disagreements: drill or extract? Priests
cannot. If they do it means schism, heresy, religious wars. Dentists acquire their
skills and knowledge through training and research and by trial and error invol-
ving live patients. The true faith is revealed to God’s chosen. Dentists can make
mistakes. The victims choose a different dentist. Priests cannot be seen to make
mistakes. Dentists are accountable to their professional association, to their pa-
tients and, ultimately, to the courts. Priests are accountable to God alone. Den-
tists are not interested in creating or preserving an aura of mystery. Priests ex-
pect voices to be hushed and eyes to be averted in the presence of the sacred.
The priestly view of central banking used to be the prevailing view throughout .
the central banking world, but it is now on the retreat almost everywhere. Its
most potent recent exponent was the Bundesbank®. The ECB, in its initial phase,
has adopted many of the procedures and practices of the old Bundesbank. In the
case of the Bundesbank, the common traditional priestly tradition of central ban-
king was reinforced by the uncommon, indeed unique, prestige and status be-

¥ The complete quote is as follows: “But, chiefly, do not let us overestimate the importance of
the economic problem, or sacrifice to its supposed necessities otlier matters of greater and
more permanent significance, It should be a matter for specialists — like dentistry. If econo-
mists could manage to get themselves thought of as humble, competent people, on a level with
dentists, that would be splendid”.

The analogy between monetary policy and dentistry could be further extended. Prevention,
after all /s beiter than a cure. Also, this may hurt a little in the short run, but it will prevent
serious harm in the long run, etc.

® See e.g, Stark [1998), and especially Remsperger [1998].
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stowed on the Bundesbank by two tragic and unique historical episodes, the
Weimar hyperinflation and the Second World War and its immediate aftermath.
Even if EMU had never happened, I believe that the modus operandi of the
Bundesbank would not have survived for another generation. The circumstances
that created it and sustained it for so long are no longer present and are fading
from the collective consciousness. The Bundesbank version of the priestly cen-
tral bank model cannot serve as a viable model for an operationally independent
European- Central Bank; fanctioning in an open democratic society with a so-
phisticated and confident citizenry, and without the unique burden and blessing
of the Bundesbank’s historical origins. Before long, I trust, the Governing
Council of the ECB, and the policy making bodies of central banks everywhere,
will consists entirely of dentists. :

9. Conclusion

The task faced by the ECB is uniquely difficult. It is a new institution, bringing
together a diversity of nations, cultures, traditions and languages'®. It has to
make monetary policy for the Euro Area as a whole without the benefit of de-
cent data for the Euro Area as a whole. Even if all national accounts, monetary,
financial; wage, price and survey data that we take for granted at the Bank of
England were to be collected for the whole of the Euro Arca starting today, the
absence of a long historical data base for these data will complicate the conduct
of policy for decades.

Econometric modelling for forecasting and counterfactual policy analysis at the
level of the Buro Area 11 is an emerging science at best.

Political sensitivities sometimes threaten to get in the way of good economic
analysis. There can obviously be no doubt about the fact that the primary objec-
tive of the ECB is price stability for the Euro Area as a whole, and that any
further objectives it is free to pursue without prejudice to this Euro Area-wide
price stability objective, should also not favour any Euro Area member state
over another. However, just because there is a single Euro Area-wide objective
and a single Euro Area-wide instrument, does not mean that disaggregated in-
formation would not be helpful in the pursuit of that single objective with that
single instrument. Unless we live in a world of identical linear countries, the
behaviour of the aggregate cannot be properly understood without reference to
the behaviour of the components. The overall inflationary pressure in a Euro
Area, where countries representing half of Euro Area GDP grow at 0% while
countries representing the other half of GDP grow at 4% need not be-the same

10 The ECB struck a major blow for common sense when it insisted that only a single working
lanpuage would be used at the ECB. It should of course have been Latin, but English will have
to de. :
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as that generated by a common 2% growth rate throughout the Euro Area. Yet
nationally (or regionally) disaggregated information is completely absent from
the ECB’s Monthly Bulletin, with one exception: the general government fiscal
positions of the 11 Euro Area countries.

The ECB seems so anxious to take a Euro Area -wide approach, that it appears
to deny or at least ignore the relevance of divergent national or regional deve-
lopments for its Euro Area -wide price stability mandate, One hopes that as the
ECB gains confidence,*and as the nature of its mandate is more widely under-
stoad, this unnecessary and potentially harmful coyness wili vanish,

The ECB has continued a long-standing continental tradition featuring leading
central bankers, speaking not in a personal capacity but in their official capacity
as central bankers, publicly chiding the ministry of finance and the ministry of
cconomic affairs for their failings as regards fiscal probity and structural reform.
Matching this are ministers of finance and economic affairs who publicly chide
the central bank for its failure to produce lower interest rates and a more com-
petitive exchange rate.

At best, this is a waste of energy and time. At worst, it may scur relations and
impair communications between the policy makers, thus threatening the achie-
vement of better combinations of monetary, fiscal and structural reform policies.
The monetary authorities cannot hope to subordinate the ministries of finance
and economic affairs. The central bank has its price stability mandate. Fiscal
policy and the progress of structural reform obviously condition the environment
within which monetary policy is made, and the central bank will have to allow
for this,

The central bank, however, or individual central bankers acting in their official
capacities, do not have a mandate to express views on what governments ought
to do by way of fiscal policy or structural reform. Nor do central banks or cen-
tral bankers as a rule have the expertise to make. their views on these subjects
particularly compelling. Speaking bluntly, what governments should do or
should not do in the areas of fiscal policy and structural reform, is none of the
central bank’s business. It is the business of citizens and of their elected repre-
sentatives.

Conversely, in an open, democratic society, an independent central bank should
not and cannot be pushed around by the government of the day. It is both wrong
and pointless for ministers and government officials to attempt to pressure the
central bank to do anything other than what the central bank deems appropriate
in the light of its mandate. If the central bank, the ministries of finance and the
ministries of economic affairs were to stop lecturing each other, and instead
were to concentrate on cultivating their own gardens, an atmosphere conducive
to communication and, where appropriate, to co-operation among independent
agents might be created. This could only help the economic performance of the
Euro Area. Since the middle of 1998, the unique complexity of the tasks faced
by the ECB has been mitigated to some extent by the fact that the direction and
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even the magnitude of the interest rate changes demanded by economic deve-
lopments in the Euro Area as a whole were reasonably obvious. This state of
affairs, a happy one from the point of view of monetary policy management,
cannot be expected to persist indefinitely. Procedures and operating practices
that support best practice will become more important when policy choices be-
come more complicated.

The performance of the ECB thus far has been successful, except as regards
accountability, openness and transparency. Reform in these areas along the lines
outlined here and in Buiter [1999a] will enhance the monetary policy decision
making process of the ECB and improve the quality of future monetary policy.
When the monetary outlook becomes more opaque and the monetary policy
choices less clear-cut, this will be especially valuable.
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