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BRIEFING PAPER FOR THE MONETARY DIALOGUE OF THE ECON COMMITTEE OF THE EUROPEAN PARLIAMET WITH THE ECB PRESIDENT PLANNED FOR 20 FEBRUARY 2006

                        Guillermo de la Dehesa: Chairman of the CEPR and the OBCE
                           “ECB RATE RISES AND INFLATION EXPECTATIONS”
                                    Evaluation of the December interest rate hike

The interest raise on December 1st 2005 signaled a change in the ECB very cautious and inactive stance on monetary policy for the last two and a half years. In general, it has been well received by many market participants because it reassures the credibility to the ECB as an inflation fighter, but, at the same time, it has been also much objected, as too premature, by many academics, analysts and investors. Moreover, the way the hike was communicated to the markets and to the public in general has produced additional confusion and worries about the future communication strategy of the ECB.



  The rationale behind the interest rate increase 

The rationale for the rate hike was, according to what the ECB President said at his press conference, the following: first, it was needed “to adjust our accommodative monetary policy stance… and keep medium to long-term inflations expectations in the Euro Area solidly anchored at levels consistent with price stability”. Second, because “we judge that with this new level we are in line with our mandate to preserve stability”. Third, we need “to cope with risks that we see, before they materialize, otherwise they will no longer be risks and it will be too late to react”. Fourth, “with this moderate increase in our rates, we have gained in terms of credibility, we have gained in terms of forward break-even rates and we have proved that our own interaction with global markets was making them judge that we were right in doing what we have done”. 

The initial perception by the markets about the rate increase was that it came as the result of a trade-off in the Governing Council (GC) between those members who wanted to wait and those who wanted a higher increase. Its President somehow confirmed this perception by saying: “We have various views inside the Governing Council… You exchange all possible sentiments, arguments… Some perhaps could have imagined rates would have been higher, while others would have thought we could wait still. But after the discussion those who wanted to go higher considered it was correct to have 25 bps”.


The fact is that the ECB staff projections could have been used as an argument for raising rates as well as for waiting longer to raise them. The inflation rate forecasts for 2006 were revised up from 1.9 per cent to 2.1 per cent and, for 2007, the forecasted range oscillate between 1.4 per cent and 2.6 per cent, that is, it was centered at 2.0 per cent, (by incorporating Germany’s VAT 3 per cent hike) otherwise it would have been centered at 1.7 per cent. The growth forecasts range for 2006 was revised up slightly from being centered at 1.8 per cent to being centered at 1.9 per cent and for 2007, at 1.9 per cent as well. Although the ECB President said that these projections were in line with those of various international organizations, the inflation forecasts by the OECD were lower, given that it still sees “core” inflation leading “headline” inflation to converge to its present rate of 1.5 per cent. The ECB, by contrast, sees headline inflation leading core inflation to its 2 per cent rate. Its President said that “it is very misleading to trust that core inflation is always a good predictor”. (This issue will be discussed later in this briefing paper).

In sum, looking at the forecasts it seems clear that the ECB GC could have waited longer before raising rates given that medium term inflation seems to be well anchored in spite of the ECB staff range for 2007, which in my opinion is excessively wide (because 1.4 seems too low and 2.6 looks too high), and growth prospects for the two years do not show yet any major upward acceleration. Finally, looking backwards, the urgency of the hike does not seem to be warranted, especially when the ECB has been able to achieve a strong credibility as an inflation fighter in spite of inflation being out of its target for years while interest rates were kept low in the last two. But in any case, it must be recognized that the 25 bps rate increase is not an important movement and its impact will be small.



      The way the rate hike was communicated
For the first time in the very short history of the ECB, its President unexpectedly announced an interest rate hike two weeks in advance to its next GC meeting and only two days ahead of his quarterly “monetary dialogue” before the European Parliament ECON. Moreover, he preferred to choose a conference on banking in Frankfurt (unrelated to the subject of monetary policy), on a Friday, for announcing the hike instead of doing so before the EU Parliament the next Monday, which it would have made more sense. Finally, he announced the rate increase by surprise given that, two weeks earlier, at the end of his previous GC meeting in early November he said that “rates were still appropriate” and in October he said that “he was not pre-announcing a rate increase”.


After the GC meeting on December 1st, the President launched another indication suggesting that the ECB was “not engaging, ex ante, in a series of interest rate increases”. This sentence was introduced, most probably, to reassure markets, which feared that the ECB was acting prematurely (the Bank of Japan supposedly killing off recoveries in the 1990’s by tightening policy, after limited signs of economic revival, is still very vivid in the memory of investors). That was, again for the first time, an unusual “forward looking indication” on future rate movements send by its President. Nevertheless, although this signal appeared “dovish”, the “ex ante” nuance introduced in the phrase, could make it to end being rather “hawkish”, given that “ex post” the ECB could decide to make as many rate increases as necessary if its new data on expected inflation and on the path of growth recovery would make them appropriate. 

This new change in its communication strategy could be perceived by the markets as a return to the European central bankers’ traditional “old style”. The latter were used to be “masters in ambiguity” in order to consistently surprise markets to make monetary policy more effective. By saying, just after the 25 bps hike, that “the ECB (ex ante) was not engaging in a series of interest rate increases”, the ECB was trying to reassure the markets that the rake hike may not be repeated in the successive months, so markets would not priced in more consecutive increases, at least in the near term. 
This ambiguity has proved to be successful, given that the ECB was able to send a dovish rate movement indication but, at the same time, leaving an open door to raise rates when needed and the markets have not priced in any long series of hikes. To confirm that the ECB was keeping an open the door for further hikes, a few weeks later, the ECB President announced in London, at a meeting of the Institute of Economic Affairs, that “the ECB would raise rates if new information modified the present ECB perception about the risks to price stability” and he also said that “present experience shows that the market has understood this principle” and so reconfirming that the markets have  well understood that “ex ante” the ECB may think one thing but “ex post” may do another one, if necessary.


These apparent changes in communication are raising again the critique about the ECB communication strategy and putting further pressure on the ECB by the markets to publish the minutes of its GC meetings. There is no doubt that the ECB has embraced a model of transparency and intense communication, breaking from the previous tradition by European central banks, for instance: The ECB President holds a long press conference after each meeting, unlike the US Fed or the British Monetary Policy Committee (MPC). The ECB monetary policy reports are published monthly, while the MPC does it quarterly and the Fed bi-annually. Its economic forecasts are released quarterly (as the MPC), while the Fed does it bi-annually. The main difference with the other two central banks is that the ECB does publish neither the minutes of the GC meetings nor the precise voting result.

Financial markets in general seem to prefer the publication of the minutes to the press conference for achieving more predictability, but the ECB main argument for not doing it is that there is an important difference in decision making among the three central banks, namely, that at the ECB decision making is collegial, therefore, its communication strategy should be collegial as well. The reason for being collegial makes sense because the appointment of the ECB GC decision makers is partly a responsibility of the Member States, so accountability should be more collegial than individualistic. The same system is followed, for the same reason, by the European Commission and the Court of Justice. By contrast, at he FED, decision making is collegial, but its communication is individualistic and at the MPC decision making is individualistic but its communication is collegial, so they have opted for mixed systems. 
The fact is that ECB collegial communication strategy appears to make it more predictable to the markets than the other two central banks.  A BIS study, in its annual report for 2004, shows that the 90 day forecast error made by future interest rate markets was approximately 13 bps for the ECB against 20 bps for the Fed and the MPC, but this rather small difference is due to the fact that the Euro Area underlying economic situation is less volatile and that the ECB tends to be less active at moving rates than the other two. Other tests by monetary policy academics on predictability show similar favorable results for the ECB.              


It must also be said, in favor of the ECB, that its monetary policy strategy is much more difficult than in the US or in the UK, for a very simple reason: while Euro Zone monetary policy is conducted collectively by the 12 national central banks governors and the 6 members of the ECB executive board on the basis of a fully integrated framework (the GC), their budget policies are prepared individually by the 12 countries, at different times in the year, based on their national macroeconomic assumptions and submitted to their national Parliaments for approval without much coordination with the rest of the other members and with little attention paid to the European forecasts made by the EU Commission and often to its annual Broad Economic Policy Guidelines as well. Therefore, more European level coordination of budgetary policy among Euro Zone members would make ECB monetary policy easier.

Some of the ECB decision making and communicating problems derived from the need to get a collegial consensus within the GC, between the doves, the hawks and those in the middle. This is the reason why its President needs to play a very important role by showing his skills and his personal and institutional leadership, what is not so easy when dealing with highly independent and reputed academics and very experienced central bankers, many of them with different points of view about how monetary policy should be conducted and about its “real” short term effects on economic activity.

In any case, it still would be a very positive step if, at a given point in time in the future, the ECB would debate whether publishing the GC meetings minutes, without attribution to any of its members. That step would make it easier for the public and for the markets: to understand the difficulty and complexity of its decision making process; to see that all alternative views have been expressed and debated and also it would allow an easier consensus within the GC, because members would be formally more cautious in the way they are putting forward their views and their arguments. This step would also avoid the present “noise” that every month arises out of the increasing number of GC members (now 18, but soon many more) who tend to express their own views, although markets understand that they following a well intentioned ECB policy of communicating with markets, institutions and the public in general. 
Alternatively, another important improvement step in the ECB communication strategy to the markets should come from not only explaining its rate movement decisions with greater detail but also to give, each time a rate decision is made, a monetary policy inclination or bias as is done by the FED, instead of using the more confusing different degrees of the “vigilant activity” of the ECB on prices, that is, “vigilance”, “continued vigilance”, “particular vigilance” and “strong vigilance”. In sum, the ECB should eventually need to match its level of political transparency with its level of decision making process one, in order to become even more accountable and predictable. 


Inflation expectations and ECB monetary policy

It must be said that inflation expectations seem to be low and well anchored, even after more than two years with very low short term interest rates. One easy way of looking at expectations is the yield curve for the euro. At present there are only 0.5 pp between the three month rate and the forward rate for one year and a difference of 0.9 pp between the 3 month and the ten year bond yield, which does not make it steep. Moreover, the consensus is high because the interest rate forecasts by most important analysts are very close to the forwards. 
Is the yield curve a good predictor of inflation expectations? There is no doubt that a rather flat yield curve, as that of the euro today, means that inflation expectations are perceived by investors as low and well anchored, this being the main reason why investors are ready to accept a lower yield than usual for the greater risk of investing long term versus short term. If the yield curve becomes inverted, as in the US or the UK today, it may also show that markets expect a recession or at least a pronounce reduction in the growth rate, after years of high and sustained growth. This is not the case of the rather flattened Euro Area yield curve, where, by contrast, growth is starting to pick up after years of serious weakness, so present low inflation expectations seem to be more a result of a credible monetary policy than of a falling rate of GDP growth. 
Nevertheless, a flat or even an inverted yield curve may not be only a consequence of a successful inflation-fighting record and improved communication by central banks. In the three cases mentioned earlier, yield curves are also showing demand and supply changes. On the one side, a much larger demand of long term financial instruments due to the globalization of financial investment has been building up for some years. First, the higher savings of developing Asian and Middle East countries are being invested on OECD debt to diversify risk. Second, pension funds and other investment funds are looking desperately for long term bonds and other instruments, either forced by new government regulations or by a voluntary shift from equities to bonds, after their very negative experience in 2000 with the equity bubble burst. On the other side, the supply of long term paper has been lower than before because many OECD governments are trying to reduce their large budget deficits and their high debt levels and many companies have already excellent and solvent balance sheets and debt to capital ratios after so many years of low interest rates and after making large investments to gain in productivity and earnings. 
Nevertheless, there are some economic and monetary policy debates which need to be cleared up before being fully complacent with ECB monetary policy. The first is around how monetary policy needs to deal with the present energy price shock. The second is around the probabilities of a second round of effects of the energy price shock. The third is about if core inflation leads headline inflation or the latter leads the former. The fourth is about which is the neutral real interest rate in the Euro Area and finally, the fifth (and much older) debate is about the still apparent high weight that the ECB still gives to money supply growth. 

     The monetary policy reaction to energy price shocks debate 


To fight energy price shocks with monetary policy is a very difficult endeavor. The main reason being the dual effect that energy price shocks have in the economy, which, at the same time, tend to reduce the level of income and increase the level of inflation. A permanent rise in the price of energy leads, for energy importing countries as those members of the Euro Area, to a deterioration of their terms of trade (the ratio of the exports average prices to the imports average prices) and thus to a permanent reduction of their purchasing power and their equilibrium level of income. At the same time, as energy is used as an input in the production of most goods and services, its permanent increase affects the prices of most outputs and increases the general level of prices in the economy and thus reduces further the level of disposable income of their consumers.


After the experiences and lessons learned from the three previous oil price shocks, central banks know today that the optimal monetary policy reaction to them is to make a quick and precautionary raise in interest rates in order to keep inflation expectations well anchored. Other alternatives were used previously with very negative results. For instance, in the mid 1970s, central banks tried to counteract the effect of higher oil prices on income by stimulating aggregate demand under the pressure from economic agents which did not wanted to accept the oil shock reducing their disposable income. Its main result was an increase in the level of inflation which eventually triggered an inflation spiral across its pass-through by business to wholesale and retail prices and by trade unions to wages, without any final material impact on growth. As inflation expectations increased, central banks required to tighten substantially their monetary stance provoking a large output loss and eventually a recession. 
Therefore, the two lessons learned from previous cases are: First, the greater is the resistance by economic agents to accept the negative consequences of the energy shock, which means like paying a tax to energy exporting countries, the more the central bank needs to raise interest rates later and the larger the ultimate negative impact on growth. Second, the slower is the central bank to make preventive increase interest rates in the emergence of a pass-through to other wages and prices, the worse will be the impact of the energy shock on growth.


Nevertheless, it should be recognized by central banks (notably by the ECB and the FED) that the present energy shock is happening under quite different circumstances than in the past and that they may risk overdoing their precautionary interest rate increase, provoking a downturn in economic activity. The reasons being the following: First, economies are much less energy intensive than before, for instance, oil intensity in the Euro Area has roughly halved since 1973. Oil consumption (in tones) relative to real GDP (in million euros at 1995 prices) has fallen from 160 in 1973 to 80 in 2001. Second, wage indexation is much less widespread than in the 1970s and, in the last ten years, wage moderation has been the rule in most of the Euro Area. Third, financial conditions have been now for many years very favorable and have allowed firms to engage in balance-sheet restructuring, reducing their debt to capital ratio, and to invest with high returns in their productive efficiency and flexibility, improving their earnings accordingly. Fourth, the pass-through of the energy price shock to consumer prices has been rather limited. Fifth, there are no signs yet of a second round of effects on wages and other prices, as it will be shown later. 


Moreover, new research has found more subtle ways in which energy price shocks affect real economic activity, besides the well known terms of trade and inflation effects on to disposable income. The first is that higher energy prices dampen productivity growth in two ways: on the one side, by making obsolete that part of the capital stock which is more energy intensive and, on the other, by encouraging investment on saving energy consumption rather than on labor. The second is that lower labor productivity growth tends to depress economic activity in two ways. First, worsening the growth-inflation trade off, as well as lowering equity prices. Second, by worsening the inflation-unemployment trade off, that is, by increasing the NAIRU (the non accelerating inflation rate of unemployment) What is really dangerous about its lower labor productivity effect is that it means, on the one side, that growth tends to be lower, but paradoxically, on the other, that monetary policy needs to be tighter than expected because the economy is operating at a higher degree of resource utilization. 

In sum, without demeaning the lesson learned by historical experience, monetary policy in the present context may need to be more cautious than in other previous circumstances because it may have more short term negative effects on activity than medium term positive effects on inflation.
     The energy price shocks second round effects debate
By contrast with previous energy price shocks, there is today a new environment which tends to keep wage inflation low. In the case of the Euro Area, wage growth has been dampened in the last couple of years by both a sluggish rate of growth and an increasing competition from low-cost emerging countries. In 2005, hourly labor costs rose on average around only 2.2 per cent and unit labor costs only around 1.1 per cent. There is not, of course, a clear certainty that wage growth may not pick up in the next months or years. This probability is what is worrying the ECB at the moment.

The fact is that, until now, wage growth has been low, in spite of the strong rise in energy prices, which under normal circumstances would have triggered some reactions by the trade unions trying to protect the purchasing power of their affiliated workers. The only justification for this performance is that the competitive and economic environment is today different than before.

Traditionally, there has been an inverted correlation between the unemployment rate and the wage growth rate: the higher the unemployment rate the lower the wage growth rate and vice-versa. Nevertheless since the mid 1990s wage growth has been less sensitive to changes in the unemployment rate and in the last two years, wage growth in real compensation per employee has declined to its lowest level, despite a decline in the unemployment rate by half a percentage point. One explanation for this non-conventional behavior may be that, in some large Euro Area countries, like Germany and France, their governments are promoting the creation of temporary (fixed term) employment for low skilled workers and thus, these contracts are pushing up employment artificially and reducing the average wage growth. Another, more permanent explanation, is that the acceleration in the process of globalization and the EU enlargement towards the East has also exerted a significant dampening effect on wage growth.

Enlargement is introducing new member countries slowly into the single market (without barriers) with much lower wage costs (and productivity) than the present western members and, therefore, while the labor costs of these countries will remain cheaper than in the present 15 members, there will be some pressure to keep unions and workers being prudent in their wage demands by fear of outsourcing or off-shoring of their employments to new members in the east. The same can be said about other new competing low wage countries in Asia. Therefore, a second round of effects, similar to those happening in previous oil shocks seems to be very unlikely and if there is one it will probably be rather mild.



    The “core” versus “headline” inflation debate 


The ECB does not take comfort in the present currently low core inflation and it is quite worried about the possibility that overall or headline inflation will be leading core inflation and that the latter will go up to match headline inflation. The opinion of many economic analysts and academics is the inverse. They think that core inflation will lead headline inflation and the latter will go down to converge with the former. The ECB arguments for maintaining this different view are twofold. On the one side, the ECB thinks that it is not appropriate to exclude energy prices from the headline inflation measure. In the past, this exclusion has been justified on the basis of the volatility of energy prices, which are driven by global supply and demand conditions and show a large cyclicality, therefore, they affect significantly headline inflation but, in the medium term, energy prices tend to evolve more or less like core inflation (defined as headline inflation excluding energy and unprocessed food prices). 


But the ECB does not seem to accept today this latter argument, because it believes that the process of globalization is altering relative prices and higher energy prices is going to be a largely permanent price to pay for exceptional growth in some economies of Asia, which are pushing up their demand for energy and, in turn, supplying the rest of the world with cheaper manufacturing good prices. Therefore as energy prices are going to keep being high (but not growing further) for quite sometime, contributing significantly to Euro Area inflation over the medium term, they should not be excluded from headline inflation.

The second ECB more substantial argument about the headline/core inflation debate is that it rejects core inflation as a proxy to price stability, because measures of core inflation have, at least in the past, been shown to lag behind, rather than lead, the developments in headline inflation. The truth is that, when looking at the two different measures of inflation in the Euro Area over the past ten years, core inflation seems to move towards headline inflation rather than the other way around. The ECB rationale for this trend to continue in the next two years is according to the ECB that subdued wage and other prices pressures may finally appear (as they did in 2000/2001) given that growth in the Euro Area is again starting to pick up and would tend to move core inflation up towards headline inflation in the near future. 
The ECB staff projections are consistent with core inflation rising from an average of 1.5 per cent in 2005 to an average of 1.8 per cent in 2006. Nevertheless, some private analysts think that core inflation may remain stable in 2006 at around 1.5 per cent because inflation pressures will tend to remain subdued. The reason for this view is that, on the one side, firms, contrary to 2000/2001, are still on a cost reduction mode, with a cautious stance on capacity expansion and hiring and with a negative stance for undue wages increases and, on the other side, workers are also cautious about asking large wage increases because they fear more outsourcing and off-shoring activities to the new EU member countries and to Asia. If this proves to be the case, productivity growth will pick up dampening unit labor costs and, therefore, core inflation. 

The empirical evidence about who is right and wrong in this debate will be known soon, first, after the results of the German, French and Italian wage rounds and later, through the publication of inflation data until the end of 2006. It is understandable for the ECB to worry more about inflation than the rest of the analysts because it needs to gain credibility as an inflation fighter and to avoid inflation keeping above its medium tem target (as it has happened for most of its short historical record) but it is also a fact that, up to now, its worries about an expected upward move by core inflation towards headline inflation has not yet materialized. Only if, in the next months, the euro weakens against the dollar and/or the oil goes up above $70 for sometime, which it does not to be expected, then the ECB will prove to be right, but against its own projections.  

There are also some divergent views about the evolution of headline inflation. The ECB staff projections for headline inflation show that if oil prices remain more or less stable around $60 a barrel of Brent average headline inflation will be centered around 2.1 per cent, in 2006, and around 2.0 per cent, in 2007 and in the next three years. Other forecasts by private analysts show different and less worrying results because being the weight of energy in the CPI basket 8.6 per cent and assuming a stable EUR/USD exchange rate and no second round effects, for inflation to grow 0.3 percentage points, average Brent oil prices should go up to $71 per barrel in 2006 and to $92 per barrel in 2007, large upward movements which have a rather small probability.

  
                   The “neutral” real rate of interest debate

After the December move in interest rates by the ECB, its President said that the rate hike should not be seen as a first of many, (at least, “ex ante”), so markets are expecting that official rates at around 2.75 per cent at the end of the year. Nevertheless, some analysts, using the Taylor Rule (TR), argue that official interest rates will rise well above 3 per cent over the next 10 months. The ECB has suggested, rightly so, that to base the interest rate forecasts exclusively on the Taylor Rule is flawed. 


The TR was never meant, by his father John Taylor, to be prescriptive, but only descriptive. It was used originally as an empirical description of the way the US FED set interest rates during the period 1982-1994. John Taylor found out that the real Fed Funds rate seemed to respond, with equal sensitivity, to movements in spot inflation and to the estimated output gap, (the difference between actual and potential GDP growth) around an apparently stable level of the neutral real interest rate. He did not claim that this is how policy should be set, but simply, how it was set by the FED during this particular period of time.

But, in any case is also understandable to rationalize why monetary policy has behaved in that way. If a central bank wants to stabilize the economy, it should raise rates when growth is above trend or potential, (because if productive capacity is close to full utilization it will feed inflation) or when spot inflation rates rise consistently over its target. Nevertheless, the TR ceased to work so well in the late 1990s, even as a descriptive analysis of monetary policy. For instance, in 2001 and 2002 the FED cut down rates below the level dictated by the TR because it was worrying about the possibility of deflation. 


One reason for the breakdown of the TR is that the “neutral” level of real rate of interest appears to be lower than when it was first estimated by John Taylor. For instance, in the Euro Area, the simple TR cannot explain why the ECB rates have been as low as they have been over the past three years. The problem is that if the shift downwards in global interest rates is unrelated to monetary policy, reflecting low investment spending in OECD countries or high saving in the emerging countries, then monetary policymakers in the OECD have no other choice than to accept it, since imposing higher real interest rates would tend to lower inflation, but also, to raise the real exchange and to reduce growth. 
Therefore, as a general rule, it makes sense for most central banks to tend to raise rates when growth is above long term trend and when spot inflation goes up, but the correlation between the two does not need to be stable and precise. Many monetary analysts and the ECB know that TR works better if it is based on changes rather than on levels and that the neutral real interest rate is not constant but changes over time. For this reason, a simple TR is not stable when estimated for the Euro Area and it is now a poor predictor of inflation expectations. This is the reason why it is not used or followed, in its more simple form, by the ECB.

                            The money supply growth as a target or a reference debate

There is a growing perception in the markets that the ECB is again more “vigilant” about the second pillar than usual and that the present high growth rate of money, (more than doubling the 4.5 per cent reference value), may have been an important element taken into account in the GC decision to increase rates last December. This issue has reignited the traditional debate about the relevance of money growth for monetary policy as a target or as a reference.  


It is today accepted, in general, that money and credit growth targets or references can be still be a useful toll for assessing asset price inflation, which has become an important issue in recent years, before in equity prices and now in housing prices. As a matter of fact the ECB has been warning about a house price overheating in some Euro Area countries, notably, in France, Italy, Spain and Ireland and lately also about a sharp increase in the ratio of mortgage debt to GDP, which has come up from 25 per cent in 1999 to more than 35 per cent in 2005. But at the same time, there is today an ample consensus, at least among academics and analysts, about the lack of any utility of money growth as a good predictor of headline inflation in the short to medium term. 

In the last decade, the link between money growth and inflation has become increasingly imprecise and the present combination of low inflation and fast financial deregulation and innovation has eroded the stability of monetary aggregates, of money demand functions and, thus, the usefulness of money growth references or targets to monetary policy. This is the reason why today many developed and developing countries have switched from money growth targeting to inflation targeting (IT). Of all the major central banks only the FED has not a specific inflation target but maybe its new President, who has been a true believer on IT for many years and a staunch defender of switching to it, may break the previous tradition.  


Although the Bundesbank was very successful in keeping inflation under control for some decades using money growth targets, new evidence (including that contributed by the new FED President) has shown that it missed its monetary targets very often, for instance, between 1979 and 1997, it missed it eleven times out of nineteen. Therefore, its success may have been due to something more than to its money growth targeting (some economists still think that the Bundesbank may have been using inflation targeting as a second pillar as well).
         

Something similar (but in the opposite direction) has been, apparently, happening at the ECB. It has been missing its harmonised HICP target of 2 per cent for some years while keeping its money growth target within its reference value of 4.5 per cent and, conversely, now its HICP is closer to target in spite of money growth being the double than its reference value. There are several reasons that can explain this paradoxical outcome. 



The first one is that there is no systematic relationship between monthly variations of M3 and central bank money (defined as the sum of bank deposits with the ECB and bank notes in circulation), which the ECB tries to influence directly trough its refinancing operations. Moreover, the correlation between the stocks of central bank money and M3 appears to be very loose even over longer periods of time. This outcome contradicts textbook assumptions of a fixed money multiplier and points to the importance of the banking system in generating money growth. Therefore, manipulations of the stock of central bank money through refinancing operations will not help to bring M3 growth closer to its reference value. Rather, the ECB needs to use interest rate changes to influence money creation in the banking sector as well as real GDP and the portfolio preferences for liquid funds, which really determine money demand.

The second one is that the ECB M3 reference value seems to be not well measured. On the one side, using the same ECB model of estimation of a stable function of the demand for M3 (that is, using an error-correction model, ECM it has been found that the money growth target of M3 compatible with a stable function of money demand is around 6 per cent, instead of 4.5 per cent. On the other, both higher potential GDP growth (due to a larger labour input growth and capital stock growth) and lower velocity of money (due to an increasing preference for liquidity, thanks to low inflation) increase the M3 compatible reference value up to 6.25 per cent. The same happened before to most central banks that were using money growth targeting. They had to be continuously changing the measurement of M3, due to financial deregulation and innovation, until they decided to move to inflation targeting because it proved to be more efficient. Moreover, even a situation of a stable money demand function does not imply that monetary targeting is advisable or that the money growth indicator is a good predictor of future inflation and there is no evidence that current money growth helps to predict future inflation in the Euro Area because there is no information in money growth that is not already available in other indicators. 

 
The third one is that the two pillars seem to stand next to each other with little apparent connection and the ECB relates to one or the other to justify interest rate changes. Such a strategy has led to confusion, the reason being that interest rate changes affect variables in both pillars. Thus, it would be wrong for the ECB to set interest rates with a view to specifically address M3 growth since an interest rate increase affects not only M3 growth but also economic activity. The two pillars are interconnected and should be seen in conjunction. Although there are no signs of instability in the long run demand for money, the short-term demand for money tends to be unstable, inducing money growth to fluctuate substantially and over significant periods of time around its inflation neutral level without creating inflation. A reaction of monetary policy to these fluctuations could destabilise the economy. 

         

What should, therefore, the strategy of the ECB be? A combination of the first and second pillar, relying in one pillar only, would be a good decision. All the information in the monetary aggregates that has implications for future inflation should be combined with other relevant information such as output gap estimates, cost and wage developments, international financial and monetary developments, exchange rate developments, private sector inflation expectations, etc. in order to construct reliable inflation forecasts (this is what the Swiss National Bank has recently done) Such a combination would make monetary policy decisions less confusing and easier to explain to the markets and it will be very well received both by the markets and the academics, enhancing the credibility of the ECB. Money growth should be one relevant indicator, among others, for monetary policy, but not a permanent reference or a target. The ECB mission is to maintain price stability in the medium term. The growth rate of M3 should only be a servant in this mission and not a target in itself. There should be, of course, a nominal anchor, and the money growth rate has been in the past the best one, but experience and research have proved that inflation targeting is a better one.

