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1. Introduction

I appreciate your invitation for me to talk about the subject of European monetary policy, especially since this invitation was addressed to a representative of the national central banks in the European System of Central Banks (ESCB). This is an indication that the national central banks in the Eurosystem continue to play an important role. My assessment of European monetary policy, though, is fully in line with that of the European Central Bank (ECB). Please do not expect me to have a deviating opinion.

There are three main issues I would like to address in this presentation: the Eurosystem’s monetary policy instruments, its monetary policy strategy, and, finally, its “performance” with regard to monetary policy, both in the run-up to monetary union and in the past year. I will devote particular attention to the interest rate decisions that have been taken up to now.

It seems to me that a certain knowledge of the monetary policy instruments and strategy is absolutely necessary in order to place the ECB’s monetary policy decisions and the implications of interest rate changes in the right perspective. This information helps to answer two key questions. Firstly, how are interest rate decisions made and substantiated? This is where monetary policy strategy comes into play. Secondly, how are interest rate changes implemented efficiently, and how does the beginning of the monetary policy transmission process look like? That question relates to the instrumental level.

Let me cite two examples. The frequency at which official interest rates are changed undoubtedly depends, among other things, on whether the monetary policy strategy is oriented more towards the short term or the medium term. And the volatility of short-term money market rates is obviously closely linked to the specific features of the monetary policy tools. Decisive factors include, for instance, whether there is an interest-rate corridor for standing facilities and how narrow it is, or whether fine-tuning operations are often used to smooth interest rates, or whether a minimum reserve system having certain specific characteristics exists. But I will discuss those issues in more detail later on.

2. Monetary policy instruments

When the Eurosystem’s set of instruments was being put together, a large number of factors had to be taken into account. Let me just mention the most important of these factors. Firstly, the required monetary policy functions must be performed as efficiently and be as market-conforming as possible. This essentially involves the provision and absorption of liquidity, the management of money market rates and the signalling of monetary policy intentions. Secondly, a consistent spectrum of instruments had to be assembled. Inherent inconsistencies among the individual components therefore needed to be avoided. Thirdly, the experience gained by the national central banks had to be taken into account. It was necessary to see which instruments had proved their worth in practice. Fourthly, continuity had to be regarded, for two reasons. One, to keep the costs of setting up the proper infrastructure as low as possible for both the national central banks and the commercial banks. Second, to transfer, as far as possible, the experience and credibility of the established national banks to the Eurosystem.

Ultimately, a set of instruments was adopted that chiefly focuses on open market transactions. This also complies with the EU Treaty, for the Statute of the ESCB explicitly states that the “ESCB shall act in accordance with the principle of an open market economy with free competition, favouring an efficient allocation of resources ...”.

Reverse transactions, i.e. collateralised loans or repurchase agreements, are the most important instrument. There are two types of reverse transactions. The main refinancing operations are the more important of the two; they take place weekly and have a maturity of fourteen days. Some 70 % of the liquidity provided via reverse transactions is made available to the banks in that form. In addition, so-called longer-term refinancing operations with a maturity of three months are executed once a month. This longer-term basic refinancing accounts for 30 % of the total volume of open market transactions.

Moreover, other possibilities include outright transactions, the issuance of ESCB debt certificates, foreign-exchange swaps, or the collection of fixed-term deposits. Up to now, though, it has not been necessary to invoke these instruments.

In its open-market transactions, the ECB can resort to various tender procedures. It can basically choose between a fixed rate tender and a variable rate tender. The main refinancing operations have been conducted as fixed rate tenders since the beginning of monetary union. By setting fixed interest rates for the most important instrument, the Eurosystem wanted to clearly signal its monetary policy intentions. This seemed important particularly at the beginning of monetary union, a period fraught with uncertainty, in order to give the financial markets a clear guidance.

The longer-term refinancing operations, by contrast, are conducted as variable rate tenders. Thus, the banks can bid the interest rate they are willing to pay. This distinction was intentionally chosen to enable the ECB to avoid sending confusing signals with regard to its monetary policy intentions. That could happen if two tenders were conducted at different fixed interest rates because they would cover different points on the yield curve. In longer-term refinancing operations, therefore, the ECB acts as a rate taker.

Incidentally, the ECB switched its method for longer-term tenders from the Dutch auction to the US-style auction in March 1999. In the Dutch auction, all bidders whose bids are satisfied must ultimately pay the same (marginal) interest rate regardless of the rate they bid – the only condition being that it has been above the marginal allotment rate. This procedure is a bit simpler and was therefore suited to the beginning of monetary union. In the US-style auction, the bidders to whom liquidity is allotted must, by contrast, pay the interest rate on which their bids were based. This method is more in line with open market principles and also avoids so-called “shoot-the-moon” bids, i.e. relatively low-volume bids at a rather high rate of interest, which in the Dutch auction does not have to be paid in the end but which guarantees the allocation of liquidity.

The open market transactions are complemented by the standing facilities. One of these is the marginal lending facility, which can be used by banks at their own initiative in the event of short-term liquidity shortfalls in order to obtain overnight liquidity from the Eurosystem at an interest rate above the main refinancing rate. This effectively limits upward fluctuations in the overnight interest rate. Correspondingly, downward fluctuations are limited by the deposit facility, where the counterparties can deposit short-term surplus liquidity with the Eurosystem overnight at an interest rate below the main refinancing rate.

In principle, the central banks seek to further limit the volatility of short-term money market rates so as, among other things, to keep them from having an impact on longer maturities. Theoretically, there are different ways of achieving this end. One conceivable way would be via frequent fine-tuning operations with the objective of smoothing interest rates; another would be a very narrow corridor between the standing facilities. These two methods do have serious disadvantages, though.

Very frequent fine-tuning operations, possibly even several a day, are hardly likely to conform with the principle of subsidiarity which governs the division of tasks between the ECB and the national central banks. According to this principle, the national central banks are generally responsible for the implementation of monetary policy, barring imperative reasons to the contrary. However, fine-tuning operations are regularly conducted at extremely short notice, and would therefore not be particularly easy to implement in a decentralised fashion. Owing to the time limits, it would also be difficult to have a large number of commercial banks participate in these transactions. Rather, it would probably all tend to boil down to a primary dealer system. And that would run counter to the objectives of the Eurosystem, which basically seeks a broad range of counterparties.

Moreover, frequent fine-tuning operations could mean that the central bank might no longer be able to clearly convey its monetary policy intentions at the instrumental level; for if a central bank keeps changing its terms of business frequently when it intervenes in the market, the banks will certainly lack an unambiguous frame of reference to assess the central bank’s monetary policy intentions. 

And, finally, frequent fine-tuning operations would render “hidden” interest-rate policy impossible. Since the central bank intervenes in the market almost continuously, every change in the interest rates is attributed to the monetary authority. However, if it does not rely on fine-tuning operations, it can, by managing liquidity via its regular transactions, intentionally influence interest rate developments on the money market without the banks necessarily always linking this to the central bank.

Similar reservations apply when discussing a very narrow interest-rate corridor. Here, too, hidden interest rate changes are not possible. If changes seem justified, the interest rates on the standing facilities officially have to be adjusted, too. Quite apart from that, a very narrow corridor would also stunt the development of an efficient interbank money market. The banks would then probably only take recourse to the central bank for their liquidity management, and would hardly maintain money market relations with other counterparties.

Instead of either fine‑tuning or establishing a very narrow interest rate corridor, the Eurosystem chose another, better method of curtailing short-term fluctuations in money market rates: a minimum reserve system with averaging provisions. If the minimum reserve requirement does not need to be met on a day-by-day basis but instead as an average over a relatively long minimum reserve period – in the ESCB this period is one month – the banks are left with plenty of leeway for liquidity management within this time frame. For example, existing minimum reserve balances could be used to buffer short-term negative liquidity shocks. Ultimately, this system leads to a smoother interest rate developments. What is more, this is achieved very elegantly, i.e. without explicit intervention on the part of the central bank.

However, at the end of the reserve period, when the minimum reserve requirement absolutely has to be met, certain interest rate fluctuations could occur in this system. Yet these are harmless because the banks know the rules of the game and thus the reasons for the interest rate changes. Therefore, those fluctuations do not carry over to the next minimum reserve period, nor do they carry over to longer-term money market or even capital market rates.

On the whole, the ESCB’s minimum reserve system has performed its function of smoothing interest rates brilliantly in the first few months of monetary union. Up to now the ECB has seen no need to take recourse to additional fine-tuning measures.

In addition to smoothing interest rates, the minimum reserve system has other advantages. Owing to the reserve requirement, which has now reached somewhat over euro 100 billion, the “structural” liquidity deficit of the banking sector vis-à-vis the Eurosystem has widened considerably. This gives monetary policy more leverage and makes it better able to influence terms on the money market via its regular refinancing operations. Moreover, the minimum reserve instrument tends to help stabilise the demand for central bank money, which in turn makes liquidity estimates, and thus liquidity management, easier.

The minimum reserve balances bear the same rate of interest as the main refinancing instrument. That means the banks do not suffer financially by holding minimum reserve balances with the Eurosystem. This is to prevent the banks from being at a competitive disadvantage against financial institutions in non-euro area countries where minimum reserve requirements do not exist. 

3. Key elements of the ECB’s monetary policy strategy

The main objective of the ECB, as is expressly set forth in the EU Treaty, is to maintain price stability. The monetary policy strategy should help to achieve this objective. It sets the framework within which the internal monetary policy decision-making process is carried out. The monetary policy strategy must therefore comprise cornerstones of a theory of inflation causes and also include concepts on how the central bank can influence price developments. A good strategy contributes to keeping monetary policy decisions consistent over time and preventing them from contradicting one another. 

Moreover, monetary policy strategy should also provide a framework for the central bank to communicate with the public. The strategy is employed when explaining monetary policy decisions and should therefore be easily comprehensible. A good strategy thus also enhances the transparency and credibility of monetary policy.

The foundation of the ECB’s monetary policy strategy is a quantitative definition of the ultimate objective of monetary policy, price stability, which has been explained to the public in a detailed fashion. Price stability is defined as a year-on-year increase in the Harmonised Index of Consumer Prices (HICP) for the euro area of below 2%.

Every single word contained in this definition is significant. “Increase” makes it clear that the ECB is seeking to avoid not just inflation but also deflation, which entails harmful implications for the economy as a whole, too. The margin – in place of a single-figure target – takes account of measurement uncertainty. As different studies have proven, the best-known of these undoubtedly being the Boskin Report for the US, the standard consumer price indexes overstate inflation developments. The most important reason for this is that improvements in the quality of the goods that enter into the price index are not appropriately taken into account. By the way, the upper limit of 2 % implies also some continuity with the practice of the Bundesbank and other national central banks within the Eurosystem.

Price stability should be maintained over the medium term. Therefore, the ECB is not engaging in hectic actionism, but is instead conducting a steady hand and forward-looking policy. Incidentally, the ECB would not even be able to control short-term price fluctuations. The effects of indirect tax increases and oil price shocks on inflation are only two examples that readily come to mind. But the long time lags in the monetary transmission process, too, would interfere with attempts to control short-term price developments.

As mentioned earlier, the ECB’s definition of price stability is based on the HICP. Why were consumer prices chosen here? There are many reasons. The concept of consumer prices is easy to comprehend and enjoys widespread public knowledge. Both of these reasons help to enhance the transparency of the definition. Consumer price indexes are also relatively up to date and are practically never revised ex post.

From a theoretical standpoint, a more broadly based yardstick for inflation might be preferable. In this connection, one might think of the GDP deflator. Yet there are major practical difficulties associated with this measure. It is not available until relatively late and is often revised considerably. In addition, it is relatively unknown to the public. 

Lastly, one might ask whether, from a monetary policy standpoint, it would not be better to refer to underlying inflation instead of headline inflation. In principle, underlying inflation would exclude all factors having only a short-run impact on the inflation rate and not being under the control of the central bank; this would boil down to an inflation trend.

A key question, however, is which specific temporary influences should be excluded. Should changes in indirect taxation, adjustments of administrative prices, volatile energy prices, seasonally fluctuating food prices, or other factors be excluded? It is difficult to draw a clear line here. In the end, it will probably be all but impossible to construct a measure of underlying inflation that can extract all temporary shocks from the rate of inflation. 

In particular, the correction should not create a statistical bias which would systematically understate the general inflation pattern. That could undermine the central bank’s credibility, thus creating serious doubt in the public as to whether the central bank is truly committed to the goal of maintaining price stability.

Keeping in mind the medium-term outlook of the ECB’s monetary policy strategy, however, the issue of selecting a suitable measure of inflation is less problematic, because experience has shown that the different possible price indicators run all largely parallel over the medium term. However, if a strategy of direct inflation targeting is being applied, the problem takes on a greater meaning.

The ECB strategy based on the definition of price stability rests on two pillars. One is a prominent role for the money stock, with a reference value for its growth. The second is a broadly based assessment of the future inflation outlook.

Let me make a few comments on the first pillar, the money stock. There is virtually no dispute about the fact that inflation, at least in the medium to long term, is a monetary phenomenon, i.e. dependent on monetary growth. Moreover, for the euro area there is empirical evidence that the relationship between money and prices is sufficiently stable. In this sense the so-called stability of money demand is given. Besides, various studies have shown that monetary growth can be adequately controlled by the ECB. This means the demand for money is sufficiently interest-rate-elastic.

The “technical conditions” for the money stock to play a preeminent role in the ECB’s strategy are thus in place. At the same time the ECB has to a certain degree followed in the footsteps of the Bundesbank, for which the money stock was the key monetary policy variable for around a quarter-century. This legacy left by the Bundesbank, an institution which can be said to have done extraordinary well by international standards, has certainly contributed to providing the ECB with a stock of public confidence. 

The special role of the money stock is highlighted by the fact that the ECB publicly announces a quantitative reference value for the growth of the broad monetary aggregate M3. The presently valid reference value of 4 ½ % was set in December 1998. At the end of each year, an assessment is made as to whether that value is still adequate. The monetary aggregate M3 is taken as a basis because in empirical studies it did better than the narrower aggregates M1 and M2 as far as the controllability of monetary growth, the stability of the demand for money and the inflation indicator qualities were concerned. 

The term “reference value” was chosen carefully. It should not be taken for a strict target that must be met under all circumstances. Thus, deviations from the reference value do not have to be corrected mechanistically. Rather, this value should be seen as a sort of “warning signal” which triggers a careful analysis of the causes of the deviations and, in this connection, attracts a particularly careful examination of the second pillar of monetary policy strategy. However, if the deviations from the reference value indicate that action is necessary, monetary policy needs to step in with interest rate measures.

When assessing monetary developments, the relatively distinct fluctuations that occur from one month to the next need to be taken into account. Here, a certain smoothing of the curve is in order. Therefore, the ECB, when monitoring monetary expansion, devotes particular attention to year-on-year, three-month moving averages.

The second pillar of the ECB’s strategy, as mentioned earlier, comprises a broadly based assessment of the inflation outlook and the risks to price stability. Within this framework, a broad spectrum of variables which could be of significance for future inflation movements are examined closely. These factors include wages, exchange rates, import prices, and other price series, yet they also comprise nominal and real interest rates, including the yield curve. The cyclical trend and the output gap, which can also provide clues regarding future inflationary pressure, are also analysed, as are various consumer or industrial confidence indicators. This is certainly not a definitive list of all the variables being observed, but is instead intended merely to indicate how broadly based the ECB’s analysis is at this level.

Incidentally, the ECB has also developed its own survey on inflation expectations, addressed to professional forecasters in research institutions, banks, associations and the like. This survey is undoubtedly a valuable supplementary element of the second pillar.

A core task of the ECB is to examine whether the information provided by both pillars of the strategy is consistent. As long as the signals from both pillars are pointing in the same direction and thus amplifying one another, monetary policy’s job remains relatively simple. But if the opposite is the case, the challenge for the ECB increases.

4. Interest rate policy and performance

Let me now turn to the concrete monetary policy for the euro area. Already, the issue is being raised as to whether an initial, preliminary “balance” could be drawn up for the Eurosystem. Yet if we are talking about monetary policy performance in the narrower sense – meaning price performance – we should first call to mind the relatively long time lags in the monetary policy transmission process so as to avoid misunderstandings. 

Price developments in monetary union up to now have undoubtedly been very positive. At the beginning of the year the rate of inflation was just under 1 %, and at present it is only marginally higher. Thus, price stability as defined by the Eurosystem now exists. This result, though, cannot be attributed to the ECB, owing to the aforementioned time lags. Rather, it was the stability-oriented monetary policy of the national central banks in the euro area in the run-up to monetary union which gave the ECB this excellent starting position. In this respect it may only be possible to judge the ECB’s own performance from 2001, at the earliest.

However, “European monetary policy” already began before January 1, 1999. This must be seen clearly. It was not least the Bundesbank which stated expressively in the run-up to monetary union that it would increasingly take the situation in the euro area into consideration in its monetary policy decisions. 

Starting in May 1998, when the decision was taken as to which countries would participate in monetary union, the convergence of central bank interest rates towards a common level became a key monetary policy issue. At that time there was a dominant, core group of countries that were strongly oriented towards the Bundesbank’s policies. That group had a common and relatively low level of official central bank interest rates. In other countries, namely Ireland, Italy, Spain and Portugal, central bank interest rates were distinctly higher at that time, in part due to cyclically induced stronger inflationary pressure. 

In principle, an adjustment of the rates downwards towards those of the core group was called for. However, it was possible to complete the process of convergence only gradually over the rest of the year. The appropriate monetary policy conditions when entering into 1999 under the new ECB regime were, in the end, a moving target which would fundamentally depend on the underlying monetary and economic situation at that time. That situation could have changed distinctly over the course of the remaining year; and, with it, the appropriate common level of interest rates. Very rapid convergence would have then forced some countries to cut their interest rates by a large margin, and then, possibly – given changing underlying conditions for the euro area as a whole – to raise them again a short time later. Yet such a zigzag policy should be avoided. 

The process of interest rate convergence was completed by the beginning of December 1998, when the euro area national central banks decided to scale back, in concert, the central bank interest rates to 3 %. This defined the entry level for the ECB, too. It was, de facto, the first interest rate decision taken by the Eurosystem. Yet formally speaking, i.e. according to the Maastricht Treaty, each participating national central bank was at that time still solely responsible for its own monetary policy.

At the beginning of monetary union, the situation was quite advantageous to the Eurosystem. With an inflation rate of less than 1 %, price stability had been virtually achieved, and the goal was to maintain that state. The environment seemed favourable. M3 growth was close to the reference value; and other indicators were pointing to an inflation trend that continued to be muted.

Against that background, calls for the ECB to cut interest rates became louder. Political pressure was applied, especially by then German finance minister Oskar Lafontaine, who was focusing on Germany’s anaemic economic growth at that time and hoped that such a move would provide additional impetus from monetary policy. 

Yet the ECB stood its ground and resisted the pressure. When it reduced the rate on its main refinancing operations to 2.5 % in April 1999 for different reasons, Lafontaine had already stepped down from the post of finance minister.

The crucial reason for the interest rate cut was that downward price risks had been seen for a variety of reasons. Some commentators were even talking of deflation. There was thus considerable uncertainty as to whether negative external influences were to be expected owing to a continuation of the crises in South-East Asia and Latin America. At the same time, the economic outlook for the euro area was beginning to cloud over, with the corresponding implications for price developments in monetary union. 

Seen from that perspective, the interest rate decision was based completely on the Eurosystem’s monetary policy strategy, and was not a paradigm shift towards an increasingly activist or more cyclically oriented monetary policy, as was suspected by some pundits.

Since then, the underlying conditions of monetary policy have in turn undergone a distinct shift. The international environment has brightened up. On the whole, the crises in South-East Asia and Latin America seem to have been overcome. In the US strong growth continues to be observed. In Japan, too, there are signs of an improvement. Against that background, the IMF, along with other organisations, has revised its forecast for world economic growth upwards.

At the same time, the economic outlook for the euro area has also improved. The growth rate for the second quarter of 1999 was revised upwards just recently. In addition a distinct recovery is expected for the second half of 1999. This is supported by, amongst others, the recent positive data on industrial output in the euro area and by rising industrial confidence in future developments. Overall, upward price pressures from the real side have been starting to increase again.

In addition, monetary growth, too, has continued to accelerate since the beginning of 1999, thus distancing itself from the reference value. In August, the year‑on‑year growth rate for M3 was 5.7 %; putting the moving three‑month average at 5.6 %.

Finally, oil prices have also picked up distinctly as of late, and this will also affect the general price index. Owing to the highly volatile nature of oil prices and the fundamentally medium‑term orientation of monetary policy, however, the significance of this development should not be overstated.

On the whole, the deflationary shadow seen by many has vanished. Now, it is expected that inflation will tend to pick up slightly, although the rate is predicted to remain below the upper limit of 2 % cited in the ECB’s definition of price stability. According to the current figures for August, HICP inflation has gone up to 1.2 %, having been 0.8 % at the beginning of the year. Some signs indicate that the rate for September could be around 1.3 %. 

In any event, ECB President Wim Duisenberg has already hinted that a “tightening bias is slowly creeping in the monetary policy discussion”, and this stance has been repeated at press conferences and in speeches. ECB watchers, too, are in the meantime generally expecting an interest rate hike. They only disagree on the time – either in this year or not until the beginning of next year – and the extent –whether it will be by ¼ or ½ percentage point increase in interest rates.

5. Outlook

Let me conclude by daring to peek into the future. From a monetary policy standpoint, I think there is cause for optimism, for there are important reasons to believe that the Eurosystem will continue to perform well in the years to come. The euro is therefore likely to grow up to become a currency which is just as stable and has just as good an international reputation as the D-Mark in the past.

This positive forecast is supported not only by the institutional framework of the ESCB, with its pronounced independence from the political arena, and its primary objective of maintaining price stability, laid down unambiguously in the Maastricht Treaty. The convergence of “stability philosophies” among central bankers also gives rise to optimism in this respect. At the same time, the current members of the ECB Governing Council possess great expertise in the field of central banking, and their monetary policy reputation is undisputed. And, not least, the Eurosystem also has a suitable monetary policy strategy and an efficient set of instruments with which to achieve the stated goal of maintaining price stability.
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