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ECB PERSPECTIVES FOR 2004

   Briefing Paper for the second quarter of 2004 to the economic and Monetary Committee

Guillermo de la Dehesa, Chairman of the CEPR, Centre for Economic Policy Research and Chairman of the OBCE, The Spanish ECB Watcher.

1) What can be expected from the ECB for the remainder of 2004?

The main priority of the ECB, in the remainder of 2004, should be to try to consolidate its fundamental “medium term target” of maintaining the Euro Area headline harmonized inflation, under the new monetary policy strategy, “below but close to 2%”, which has been only able to meet since January 2004. Before, the ECB never achieved it, except very occasionally, in its last four years, which is the period for which the ECB should be held accountable. Rather, its goal could have been met if it had been defined as “below but close to 3%”. Throughout this period, the ECB has been repeatedly arguing that inflation was above the 2% limit because of temporary disturbances that did not warrant policy action. Maybe because, against the conventional view of its monetary policy, it has been more concerned by real economic developments than by inflation. This attitude could make it difficult to maintain headline inflation within target for the rest of 2004 if it will continue to do so.

The ECB could have solved the problem of meeting its medium term target by being a little more realistic, when, in early 2003, it decided to review its monetary policy strategy, and changing the target range from 0% to 2% to another range of 1% to 3%, highly consistent with its track record and flexible enough to allow for a more consistent and prospective monetary policy, but it decided then to abandon its previous range and opt for an almost fixed target of “below but close to 2%, which makes it more difficult to maintaining it, given that there are some external  developments, outside the control of the ECB, which can derail its probabilities to keep such a target  throughout 2004. One is the recent (and hopefully temporary) appreciation of the dollar versus the euro and the other is the present high price of oil. The combination of both developments acts as a negative shock to keep its so long expected, but only recently met, goal.

There are other problems that affect monetary policy and that are also out of the control of the ECB, but under the control of the member governments. I am referring to the long awaited but delayed structural reforms designed by the Lisbon Agenda, which make it more difficult for the ECB to have a more effective monetary policy and to achieve a faster pass-trough from lower rates to higher activity. At present, its refi interest rate is, on average, close to zero in real terms and should not be an obstacle for a recovery of the Euro Area growth rate. 

Why then domestic demand does not increase, even with the help of an appreciated euro, which by definition increases disposable income? Consumption demand growth is limited by the still high unemployment rate, which is mostly structural and can only be reduced by labour reforms. Investment demand usually follows consumption demand and firms are not finding any short-term expectation of that being higher, therefore, the expected returns on investment are still low in spite of the cost of capital being close to zero. Moreover, the unfinished product market reforms in the utility and financial sectors are acting as a brake of new investment by other competitors ready to challenge the incumbents, but with still very high barriers of entry. 

For the first time in recent history, the report by the High Level Independent Group (2003) commissioned by the President of the Commission and chaired by Andre’ Sapir, was able to construct a comprehensive analysis of the EU structural weaknesses and recommendations for the necessary structural reforms both in the Institutions, the policies and the procedures, which could have been a perfect platform to make the EU more efficient and competitive. Unfortunately, the response by member governments has been rather negative, showing again that these governments continue to have a very short-term oriented view of policies and they do not want to confront the trade off the short-term electoral risks of structural reforms against its medium term economic benefits. Therefore, there is again another missed opportunity to increase the potential output growth of the EU. 

Finally, there is a new and uncontrollable event that could be extremely dangerous for the Euro Area recovery: the probability of new terrorist attacks in its member countries after the horrible experience of the 11 of March in Spain. If there is a new one in any of them, the ECB will be force to reduce rates to react to the potential negative effects that it could have on the activity rate, by creating a very high uncertainty and reducing consumers and business confidence. 

For all these reasons, it is then understandable that it can be more difficult than expected for the ECB to maintain its “below but close to 2%” target throughout 2004, in spite of making its best efforts to meet it. 

In the absence of external or uncertain shocks, the key driver of interest rates in coming months will be economic activity. The rationale is straightforward. When inflation is close to target, the best way to keep it there is to avoid big swings in economic activity. This rationale can be explained by plotting the ECB refi rate against PMI. Whenever the manufacturing PMI has been between 50 and 55, the ECB has always left the interest rate on hold. When the PMI has moved above 55 it has raised interest rates and when falling below 50 it has cut them a couple of months later, after it has proved to be a consolidated movement. If the PMI shows a further improvement in the next months the ECB will tighten interest rates in the second half of the year, if not it will leave them on hold. 

2) Where is the ECB heading to and what should be its medium to long-term objectives?

In the future the ECB should work on two different fronts. The first one is to make more explicit its monetary policy framework. For that, it should make clearer that its short and medium term policy is going to be based, exclusively, on the inflation targeting and that its monetary pillar is only to be used as an instrument to assure long-term inflation stability. The experience of different central banks shows that those, which have very clear framework and targets, well understood by the markets, as it is the case of the bank of Japan, tend to have a lower impact on the long-term interest rates, while the lack of a rule-based policy framework, as it is the case of the US Fed, contributes to an increase in the long-term trend of interest rates, relatively to the first ones. The same happens with the degree of volatility in long-term interest rates. This is even more important in a situation, as the present one, where rates are extremely low. In Japan, its clearer monetary framework of the last few years has made possible for the BOJ to have a zero interest rate policy and a recovery while the markets longer-dated forwards have consistently priced short rates rising to only about 1.5-2% on a 5 year horizon and with low volatility. In the case of the US the long-term forwards have been kept at much higher levels, 4.5% to 5%, on a 5 years horizon and with higher volatility that even predicted by its strong economic recovery.  


In the Euro Area, as short rates fell between the end of 2000 and mid-2003, the forward short rate curve became steeper and has not shown any tendency to become flatter until very recently. Short rates have been consistently priced to return to a range of 4.5% to 5.5% by the end of this decade. 


The second front is communication. Not only is important to have clear rules understood by the markets, but also great communication skills to “guide” future rate expectations. Both the BOJ and the US Fed have gained some success from persistent efforts to guide the markets through clear communication. Traditionally, in the case of the US the communication skills need still to be improved. The experience shows that short-term interest rates and bond yields are more volatile on days when policy statements are released and sometimes when its chairman given testimony, probably because, albeit its chairman communication skills, in the absence of a more transparent policy framework, the markets are unclear about the reasons why the decisions are made and remain more sensitive to its communication. Therefore, the US Fed needs to choose a better and clearer anchor to its decisions. The BOJ does not have such a problem. The ECB has suffered more than the previous two central banks because its not clear monetary policy framework, often questioned by the markets, and its lack of communication skills. 


This problem is going to be less important going forward, because its present chairman is a better communicator than its previous one and because the monetary policy review of 2003 has made a step forward in terms of making clearer its framework and its target, but still needs to be more transparent about the role of its monetary pillar and about designing a clearer target range, for instance, setting it between 1% and 3%, instead of “below but close to 2%”

2) How the role of the ECB fits into the EU economic policy framework?

The main issue here is the reform of the Stability and Growth Pact. I think that, as I reported in my previous policy briefing, in order for the SGP to gain credibility it needs to be more flexible. The ECB has insisted that it should be kept as it is, to avoid a relaxation of budget policies, which would make its conduct of monetary policy, but it is better to have a more flexible interpretation of its rules than to loose any reputation left when most of its members are not able to fulfilled them, as it is the case today, where most of the large Euro Area members are under the excessive deficit procedures.

A more flexible SGP does not need to loose its main attributes of discipline, given that, countries with large debts and larger long-term ageing population and pension financing problems are going to be treated with more budgetary discipline that those with lower debt to GDP ratios and less pressing ageing population and pension systems solvency problems. The key issue of any economic policy rule is that it establishes penalties for those countries, which do not comply with them, but also premiums for those who do, otherwise cooperation among countries to comply with the rules breaks down after a while. This is the reason why it should be applied in a country specific way according to their different situations.

If the SGP improves its credibility with the financial markets, the efficiency of the ECB monetary policy is going to be greater than if the SGP is in total disarray, as it its case today. Therefore, the higher credibility of the fiscal rules will make it easier the conduct of the monetary policy rules. Both rules will end gaining with a SGP more flexible and with a higher rate of compliance.


