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ECB OBSERVER

„Can the ECB do more for growth?“

14 November 2001

SUMMARY

Part 1: Shall the ECB assign a greater role to growth?

1. Forthcoming demographic problems coupled with high government debt lev-
els in the euro area have made the objective of increasing the growth rate a
“conditio sine qua non” for maintaining future macro-economic stability in the
euro area.

2. There is strong theoretical and empirical evidence that the ECB’s primary ob-
jective, that is maintaining price stability, is actually conducive to growth.
Moreover, we find that the ECB’s objective is not, contrary to a widely held
view, a prioritisation of price stability over growth.

3. We do not find convincing evidence supporting demands that the ECB should
gear its policy towards growth stimulation.

4. There may be some “confidence building” channels through which monetary
policy could influence output. However, lacking sufficient knowledge of this
transmission process, a growth-oriented policy for the ECB appears to be haz-
ardous from the point of view of risks-rewards.

Part 2: Government finances and ECB policy – a discussion of the European
Stability and Growth Pact

1. The Maastricht Treaty has forced national governments to embark on a policy
of fiscal consolidation. The European Stability and Growth Pact (“Pact”) is the
logical continuation of this badly needed policy course.

2. Euro area governments’ adhering to the obligations of the Pact is of the utmost
importance in rendering the ECB’s price stability promise credible. Deviations
from the consolidation course would ultimately translate into a serious risk to
the ECB’s credibility.

3. To meet the challenges of forthcoming demographic problems and govern-
ment debt levels, governments must reduce expenditures and start paying
down government debt at a much quicker rate than is currently the case to pre-
vent the tax burden from rising which, in turn, would certainly be detrimental
to the euro area’s growth momentum.

4. ECB’s interest rate changes would tend to have an increasingly strong impact
on governments’ funding costs. This would certainly increase the lingering
conflict between fiscal and monetary policy if budgets remain strained. A lack
of commitment to bring about sustainable government finances clearly threat-
ens the credibility of the ECB’s price stability promise.
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Part 3: “Price gap” versus reference value concept

1. We welcome the fact that the ECB has started officially analysing the informa-
tion content of M3 for future euro area inflation on the basis of the so-called
“price gap”.

2. The ECB’s reference value concept runs the risk of providing policymakers
with misleading signals as it does not take into account monetary over-
hangs/shortfalls which have been built up in the past and affect future infla-
tion.

3. That said, the ECB should base its policy decisions on the signals provided by
the so-called “price gap” rather than on a comparison between the M3 growth
and the reference value.

4. Even though there are risks to the stability of the demand for M3, we remain
confident that M3 will retain its favourable indicator function for the foresee-
able future.

Part 4: Assessment of current ECB policy and outlook

1. During the last six months, the ECB has been successful in stabilising inflation
expectations, which is certainly an achievement given the fact that actual infla-
tion deviated from the envisaged 2.0 % ceiling.

2. The interest rate measures taken were in line with securing price stability in
the euro area.

3. Our “price gap”-based forecast model, which also contains the output gap, oil
prices and the Euro-Dollar-exchange rate, implies a very benign inflation envi-
ronment ahead, presumably not more than 1.7 % in 2002.

4. We expect the ECB to lower its refi rate to 3.0 % by the end of 2001. If signs
of recovery fail to emerge, we expect the ECB to bring the refi rate to 2.5 %
by the end of the first quarter 2002.

***



ECB OBSERVER – Can the ECB do more for growth?

5

Content

Part 1: Shall the ECB assign a greater role to growth? 6

1. The need for higher productivity and growth in Europe 6
2. What drives growth? 15
3. Monetary policy and growth 16
4. The ECB’s objectives 21
5. Conclusion 22

Part 2: Government finances and ECB policy – the discussion of the Stability
and Growth Pact 24

1. Introduction 24
2. Rationale for the European Stability and Growth Pact 25
3. Consolidation progress of public finances in the EU 27
4. Conclusion 29

Part 3: “Price gap” versus reference value concept 31

1. The role of money in the ECB strategy 31
2. Rational Monetary Targeting (MT) and the ECB’s concept of MT 32
3. “Price gap” and euro area inflation 33
4. A critique of the reference value concept 38
5. Conclusion 40

Part 4: Assessment of recent ECB policy and outlook 41

1. Macro-economic environment 41
2. ECB strategy variables 42
3. Review of ECB policy actions 43
4. Interest rate and inflation forecast 44



ECB OBSERVER – Can the ECB do more for growth?

6

Part 1: Shall the ECB assign a greater role to growth?

In view of forthcoming demographic trends and relatively high government debt levels
in the euro area, strengthening the growth path has become a “conditio sine qua
non” for maintaining future wealth and macro-economic stability. In line with nu-
merous studies, the ECB’s objective of maintaining price stability is to be considered
conducive to growth. We find neither sufficient theoretical nor empirical evidence
which would support the notion that “growth” should be a direct objective of mone-
tary policy. We argue that the driving forces of growth are beyond reach of monetary
policy. The key for fostering growth in the euro area is a strengthening of market
forces by way of structural reforms in the factor and product markets. Moreover, in
view of uncertainties in the form of unknown “time-lags” and the stability of the
money demand function in the euro area we do not recommend the ECB reacting to-
wards business cycle fluctuations.

____

Content: 1. The need for higher productivity and growth in Europe – 2. What drives growth? –
3. Monetary policy and growth – 4. The ECB’s objectives – 5. Conclusion.

____

1. The need for higher productivity and growth in Europe

At the meeting of the European heads of state and governments in Lisbon in March
2000 the decision was taken to make the growth of gross domestic product (GDP) a
macro-economic policy priority in Europe. In a sense, this should not come as a sur-
prise: maintaining and even increasing economic growth (defined as an expansion of
the real output over time) has always been a widely accepted macro-economic policy
objective for at least two reasons. First, growth is traditionally considered as improv-
ing the standard of living of the populace. Second, growth is very helpful for smooth-
ing social conflicts: a higher GDP allows an increase of the individual’s standard of
living without reducing other peoples’ incomes. The latter applies if the population
growth rate is below the output growth rate. In this case, per capita GDP growth is
positive and will foster economic welfare.

In the 1960s and 1970s, governments no longer accepted economic growth as an en-
dogenous outcome of a market-oriented economy but officially announced the inclu-
sion of growth and smoothing the business cycle in the catalogue of macro-economic
objectives.1 Especially since the 1980’s growth-oriented policy measures have basi-
cally been driven by an attempt to increase the medium- to long-term growth rates of
the economy, i.e. the so-called “potential growth rate”. This change in the European
macro-economic policy focus can largely be explained by the insight that fiscal and
monetary stop-and-go policy actions have frequently failed to deliver the desired out-
comes. Therefore, policy tries to foster the long-term labour productivity (LP) and the
total factor productivity (TFP). While LP can be influenced by giving incentives to

1 Of course, most politicians were inspired by the work of John Maynard Keynes, who challenged the
neoclassical paradigm, suggesting active government demand management to support growth and em-
ployment.
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invest in, for instance, physical capital, the latter can be influenced by changing rules
and institutions governing the economy and politics.

Average real GDP growth rates in many euro area countries has been rather lacklustre
in the 1990s, accompanied by high unemployment ratios and high government debt
levels which, in turn, have exerted unfavourable effects on growth. To make things
worse, forthcoming unfavourable demographic trends and government debt levels in
the euro area will require a systematically higher productivity and thus growth rate in
order to shoulder the fiscal burden and thus secure fiscal stability of a number of euro
area countries.

Forthcoming demographics – The ageing population is a phenomenon across the euro
area. Declining birth rates and increasing life expectancy are the main forces contrib-
uting to this process. Table 1a shows that with the exception of Ireland, Luxembourg,
Portugal, and Sweden, the EU countries’ population will decline in the period 2000 to
2050. However, it is not the population decline per se that will cause problems. What
is even more important is the fact that the ratio of “younger (under 19) and elderly
people (above 65) relative to those of working age (between 19 and 65)” is set to rise.
This so-called “dependency ratio” is forecast to increase substantially in the long-term
with a particular steep increase foreseen after 2020 – see table 1b.

Table 1a: Baseline projections of total population in EU Member States (begin-
ning of the year, millions of persons)

Country 2000 2010 2020 2030 2040 2050
Belgium 10.2 10.4 10.5 10.5 10.4 10.1

Denmark 5.3 5.5 5.6 5.6 5.6 5.6

Germany 82.1 83.4 83.3 82.0 79.6 76.0

Greece 10.5 10.8 10.8 10.7 10.6 10.2

Spain 39.4 39.9 39.5 38.6 37.3 35.1

France 59.2 61.4 62.8 63.7 63.5 62.2

Ireland 3.8 4.1 4.4 4.6 4.7 4.8

Italy 57.6 57.3 56.0 54.0 51.5 48.1

Luxembourg 0.4 0.5 0.5 0.5 0.5 0.6

Netherlands 15.9 16.7 17.3 17.7 17.9 17.7

Austria 8.1 8.1 8.2 8.1 7.9 7.6

Portugal 10.0 10.3 10.5 10.7 10.8 10.7

Finland 5.2 5.3 5.3 5.3 5.1 5.0

Sweden 8.9 9.0 9.1 9.3 9.2 9.2

United Kingdom 59.5 60.9 62.2 63.2 62.9 61.8
EU-15 376.2 383.4 386.0 384.6 377.6 364.5

Source: Eurostat - http://ue.eu.int/emu/OtherTopics/pensions.pdf

Since 1990, the age group of 15-29, from which entrants into the labour market are
drawn, has been decreasing rapidly. Furthermore, the average age of the labour force,
which had remained quite stable at around 40 years over several decades, has started
to increase since 1995: every 7 years it rises by 1 year. Finally, the “65 and older”
population will start growing rapidly within the next five years. As a result, labour
supply will be considerably reduced in the EU over the next decades, particularly after
2015.
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According to Eurostat projections, EU15 dependency ratios will, on average, rise
from 64.4 % to 89.5 % in the period 2000 to 2050 (see table 1b). It is worth noting
that there is no member state with a decreasing dependency ratio. The forecast seems
to be sufficiently robust to allow the conclusion that the demographic trend is set to
pose a serious challenge not only to the sustainability of current social security sys-
tems but also for the overall fiscal positions in the decades to come.

Table 1b: Baseline projections of total age dependency ratios in EU Member
States (ratio of people 1-19 and 65+ to working age population, in %)

Country 2000 2010 2020 2030 2040 2050
Belgium 67.5 65.6 70.8 83.8 89.9 88.3

Denmark 62.7 68.1 71.4 77.8 86.1 80.9

Germany 60.2 65.3 67.2 79.1 87.8 86.0

Greece 64.1 64.3 68.4 72.9 84.3 93.9

Spain 62.3 60.3 63.7 70.4 86.6 99.3

France 70.7 67.7 75.4 83.4 89.7 90.4

Ireland 72.5 63.7 68.5 70.9 74.7 84.8

Italy 60.6 64.4 68.9 78.0 95.7 99.5

Luxembourg 63.5 66.6 68.0 79.3 86.9 81.1

Netherlands 61.2 63.8 70.4 80.0 89.1 84.5

Austria 62.1 61.9 62.1 74.9 87.1 87.0

Portugal 63.6 64.5 67.9 70.2 80.1 87.1

Finland 65.2 64.7 75.7 85.3 84.7 84.8

Sweden 70.9 68.9 72.9 81.1 85.4 83.8

United Kingdom 69.3 66.4 69.2 79.1 86.8 84.6
EU-15 64.4 65.1 69.2 78.4 88.3 89.5

Source: Eurostat - http://ue.eu.int/emu/OtherTopics/pensions.pdf

While the slight decline in the population growth rate may not harm peoples’ growing
welfare per se, i.e. per capita GDP growth, there are several problems linked with the
increase in the dependency ratio:

(a) The ageing population can be expected to have a direct impact on future GDP
growth and per capita income. For instance, in an ageing population the private
aggregate savings rate should fall, given that an increasing proportion of the popu-
lation will dis-save rather than accumulate wealth, thereby reducing the resources
channelled into investment spending.

(b) Each working person must support a larger number of individuals who are not in
the work process. This weakens the incentive to work because taxes and social se-
curity contributions will rise. Rising labour costs would, in turn, tend to reduce
companies’ competitiveness. The negative impact on per capita GDP growth is
obvious, especially in the absence of productivity growth. That said, only an in-
creasing productivity growth can prevent per capita growth from declining.

(c) In addition, high dependency ratios mean that government social assistance pro-
grams are set to become overly expensive, causing more government resources to
be diverted away from programs such as infrastructure investment and education.
This will also have a negative impact on per capita growth.
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Even though the empirical evidence on the effects of population ageing on private and
national saving is not conclusive, there is a widespread concern that there will be sub-
stantial capital supply shortages and a decline in the average per capita GDP growth
rate resulting from demographic developments. In view of the demographic trends
and the dependency ratios in the rest of continental Europa, it becomes evident that
the shrinkage and ageing of the population is unlikely to be solved by immigration
within Europe itself.

The dramatic economic and social problems caused by the ageing population and in-
creasing dependency ratio in EU15 can be explained by a simple scenario analysis
including the level of desired GDP (per capita) growth (welfare accumulation), the
rising dependency ratio, labour force and the required labour productivity growth
compensating for the negative impact of the population pyramid on growth. Table 2
shows the results of the relation between growth, the dependency ratio and the re-
quired productivity growth until 2050.

Table 2: Growth, dependency ratio, and required productivity growth in EU 15

2000 2050
Pop DR LF LP GDP GDPpC Pop DR LF ∆∆∆∆GDP ∆∆∆∆GDPpC LP ∆∆∆∆LP

376.2 64.4 228,8 366,7 8390.5 22,3 364,5 89.5 192,3 1 % 1.06 % 717.4 1.35

1.5 % 1.56 % 918.3 1.85

2.0 % 2.06 1174,1 2.36

2.5 2.56 1499,3 2.86

3.0 3.06 1912,3 3.36

Legend: Pop is population in millions. DR is the dependency ratio (under 19 and above 65 in relative to those be-
tween 19 and 65). LF is labour force (people between 19 and 65). LP is labour productivity, i.e. GDP to labour
force ratio. GDP is the real gross domestic product in thousands. GDPpC is the real gross domestic product per
capita. ∆ is the average growth rate per anno

According to our findings, a desired annual average growth rate of x % requires an
annual average productivity growth of (x % + 0.355 %). So if a GDP growth rate of,
let’s say, 2.0 % is to be maintained, the economy has to realize an average productiv-
ity growth of 2.36 %. Compared to the average productivity and GDP growth in the
1990s – the annual average productivity growth was 1.3 % and the average annual
GDP growth rate 1.9 % – maintaining an average euro area output growth rate of 2.0
% is, in fact, a very ambitious objective. In fact, the European governments aspire an
annual GDP growth rate of 3.0 %, which would require a productivity growth of
3.36 % – which seems to be utopian.

Growing public pension expenditures – Increasingly early retirement and longer life
expectancy are causing the proportion of pensioners relative to those in work to rise
inexorably. This will impose a substantial increase on the funds required for the pro-
vision of old age pensions and it will cause higher expenditures in the public health
sector. (We will examine the implications of this for fiscal policy in Europe over the
long-term future in part 2 of this report). Thus, the rising “elderly dependency ratio”
(EDR) defined as the “ratio of people aged over 64 as a percentage of those of work-
ing age, i.e. 19 to 64” will probably have an impact on public expenditure, especially
through higher pension expenditures as shown in table 3.
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Table 3: Elderly dependency ratio and pension expenditure increase
Elderly Dependency Ratio

(%)
Pension expenditure increase

(% relative to GDP)
Country 2000 2050 2000 2050
Belgium 28.1 49.7 9.3 12.6

Denmark 24.1 41.9 10.2 13.2

Germany 26.0 53.3 10.3 14.6

Greece 28.3 58.7 … …

Spain 27.1 65.7 9.4 17.7

France 27.2 50.8 12.1 15.8

Ireland 19.4 44.2 4.6 9.0

Italy 28.8 66.8 14.2 13.9

Luxembourg 23.4 41.8 ... ...

Netherlands 21.9 44.9 7.9 13.6

Austria 25.1 55.0 14.5 15.1

Portugal 25.1 48.7 9.8 14.2

Finland 24.5 48.1 11.3 16.0

Sweden 29.6 46.1 9.0 10.0

United Kingdom 26.4 46.1 5.1 3.9

EU-15 26.7 53.4 9.8 14.0

Assumptions: No reforms of the pension systems in the member states. Productivity growth is ex-
pected to converge to around 1.7 % p.a. for all countries. Somewhat more controversially, unemploy-
ment is forecast to fall to its estimated structural level by 2005 and remain at this level thereafter.

Source: Progress Report on the Impact of Ageing Populations on Public Pensions Systems, Economic
Policy Committee, November 2000.

Whereas today the elderly dependency ratio for the EU as a whole is a relatively com-
fortable 26.7 %, this ratio is expected to rise sharply to 43.8 % by 2030 and 53.4 % by
2050. The projected doubling in the proportion of pensioners to the number of poten-
tial workers represents a substantial increase in the pensions burden for the EU as a
whole. The increase in the pension burden is not evenly distributed among EU coun-
tries. The outlook for Italy and Spain is particularly acute. In these countries the ratio
is expected to rise dramatically to 66.8 % and 65.7 %, respectively. The ratio rises to
well over 50 % in other countries which are projected to see significant population
declines (Germany, Austria, Greece). In other countries such as the UK, by contrast,
population is expected to rise moderately, so that the increase in the dependency ratio
is much less extreme.

A further factor increasing the pension burden is the trend of a falling age of retire-
ment. This reflects a variety of factors such as the increase in labour saving technol-
ogy and the desire on the part of companies to pay off older, more expensive labour.
There is also a self-reinforcing process to the extent that the more generous pension
provision becomes, the more people decide to retire early. The average retirement age
has come down and in some European countries it is now below 60 years. Thus the
old age burden is actually higher than that suggested in table 3 which assumes a re-
tirement age of 65. Furthermore, the time of schooling is relatively long in some
European countries.2

2 For instance, to get a final high school certificate in Germany one has to go to school for 13 years.
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The pension expenditures relative to GDP will rise even if the productivity growth
rate is twice the average level seen in the last decade. – But, nevertheless, the higher
the annual productivity rate and the GDP growth, the easier it is for the EU member
states to fulfil their central tasks, e.g. provide investments in human capital and infra-
structure. Facing the problem of rising pension expenditures a relatively low produc-
tivity growth rate runs the risk of member states cutting investment expenditures that
are actually needed to foster future growth. In some countries, the rise in pensions ex-
penditure envisioned will impose severe strains. This is particularly so for those which
already suffer from high debt levels, namely Italy, Belgium, and Greece.

It should be noted that switching from a pay-as-you-go system to a funded pension
system is accompanied by specific problems when there is an ageing population. First,
once a pay-as-you-go system has been established, the change-over creates substantial
costs. For more than a generation the system contributors will be burdened with (i) the
cost of paying out pensions that are due and (ii) the cost of allocating funds for future
private pension plans. – The switch to a funded pension system will increase financial
asset demand and, as a consequence, lead to lower capital market yields. This process,
combined with a widely assumed increase in the savings rate, can be expected to have
a positive impact on growth. However, higher savings favour a reduction in consumer
demand which, in turn, is to be assumed to have a negative impact on growth. That
said, the overall growth impact resulting from the costs of switching from a pay-as-
you-go to a funded system is not clear ex ante.

In this context, a potential impact on capital market yields is worth mentioning. In or-
der to pay out pension claims pension funds have to cash-in assets. Unfortunately, a
shrinking ratio “working people to pensioners” can be expected to be accompanied by
a decline in overall asset demand. Thus, the increasing supply of assets coupled with a
decline in asset demand will cause a rise in the interest rates, presumably providing
foreigners with an incentive to buy domestic assets (see the example in box 1). How-
ever, a potential rise in interest rates may well harm the economy if the GDP growth
rate is relatively low compared to the interest rate level. In such a situation investors
in real capital would be required to pay interest rates that are higher than the return on
real capital investment on average. As a result, the investment ratio and GDP growth
would tend to fall. – This, admittedly simplified, example puts further emphasis on
the fact that Europe needs an average high(er) GDP growth and reforms to increase
total factor productivity.
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Box 1: Dependency ratio and a funded pension scheme – an example

Within a simple model world, we highlight the basic implications of introducing a
funded pension scheme in an ageing population economy.

Period t1: In period t1, the gross income is assumed to be EUR 1000. The tax rate is
0.25, the social security system contribution rate is 0.21. Assuming an economy
made up of 10 employed persons and 6 pensioners, the dependency-ratio (defined as
pensioners in percent of employed persons) is 60.0 %. The employees’ net income
amounts to EUR 540, that is EUR 54 per employed person. The old age pension is
EUR 210, amounting to a disposable income of EUR 35 per pensioner (the latter are
tax exempted). That said, the pensioners’ disposable income amounts to around
65.0 % of the employed persons’ income.

Period t2: Assuming a nominal GDP growth rate of 2.5 % and an increase of the
dependency ratio to 100.0 % (that is 8 employed persons and 8 pensioners), total
gross income amounts to EUR 2685 in 40 years time. Assuming an unchanged tax
and social security system contribution rate, the disposable income of the employed
amounts to EUR 1450, that is EUR 181 per person employed. The pension income
amounts to EUR 564, that is EUR 70.5 per pensioner. As a result, the pensioners’
income has declined to 39.0 % of employed persons’ disposable income when com-
pared to 65.0 % in t1.

Conclusion: To (i) keep the contribution rate constant at 21.0 % and (ii) secure a
pensioner’s income level of 65.0 % of an employed person’s income level, the intro-
duction of an additional funded pension scheme (4.0 % contribution rate) would be
required. In our example, an additional EUR 309 is needed to keep the pensioner’s
income at 65.0 % of employed persons’ income level. This amount has to be built up
by investing in securities (assuming a nominal interest rate of 2.5 %) starting in t1.
At the beginning of the retirement period, that is in t2, individuals have to “cash in”
their investments. As a result, the supply of securities rises. If, for instance, non-
residents buy the securities, net capital imports would, under a system of flexible ex-
change rates, have to rise to 11.5 % of GDP. To make residents and non-residents
hold securities, the required rate of return would tend to rise. That said, the introduc-
tion of a funded pension scheme could be expected to increase market interest rates
as the dependency-ratio converges to its maximum.

Government debt levels – The level of euro area government debt levels as a percent-
age of GDP have declined in recent years but remained high by economic standards
(see table 4). Unfortunately, the largest euro area countries in particular are still far
from running balanced budgets or being in a position to start paying down debt to a
considerable extent which will be necessary to prevent the government debt level ratio
from rising as the effects of ageing population start kicking in.
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Table 4: Government debt level ratios in the euro area (in % of GDP)
Country 1997 1998 1999 2000

Belgium 125.3 119.8 116.4 110.9

Germany 60.9 60.7 61.1 60.2

Spain 66.7 64.7 63.4 60.6

France 59.3 59.7 58.7 58.0

Ireland 65.1 55.0 50.1 39.1

Italy 120.1 116.2 114.5 110.2

Luxembourg 6.0 6.4 6.0 5.3

Netherlands 70.0 66.8 63.2 56.3

Austria 64.7 63.9 64.7 62.8

Portugal 59.1 55.3 55.0 53.8

Finland 54.1 48.8 46.9 44.0

Greece 108.3 105.5 104.6 103.9

EU-11 74.8 73.1 72.0 69.7
Source: ECB, Annual Report 2000.

The costs of government debt pose a serious burden for euro area competitiveness in a
global economy: the interest payments on government debt, in addition to the already
high level of taxes in a number of euro area countries, have ultimately to be borne by
firms and private households located in the euro area, translating into relative cost
disadvantages when compared with other currency areas such as for instance the US.
This, in turn, may hamper the level of domestic and foreign investment in the euro
area and thus GDP growth. GDP growth is to be considered an essential factor for
stabilizing, i.e. reducing, government debt-to-GDP levels (see box 2).

Purely from the point of view of public debt levels, a stable GDP and productivity
growth rate above 2.0 % would certainly help to reduce the government debt levels
before the major demographic problems (rising dependency ratio) kick in. But even
then, for some countries the rise in pensions expenditure envisioned will impose se-
vere strains on public finances. This scenario applies particularly to those countries
which already suffer from a high government debt level, namely Italy (111 % of
GDP), Belgium (110 %) and Greece (104 %).
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Box 2: Government debt dynamics

The “government debt dynamic“ is the relationship between the state of government debt and deficits,
real and nominal interest rates, real and nominal growth and inflation. A government’s debt-to-GDP
ratio d (defined as the total debt outstanding as a percentage of nominal GDP) in period t can be
calculated as the primary deficit p (defined as the deficit excluding interest payments as a percentage
of nominal GDP) in period t plus interest rate payments on total debt of the previous period t-1:

dt = pt + ((1 + i) / (1 + g)) . dt-1,

with i = nominal interest rate on state debt, g = nominal growth rate of GDP (consisting of real growth
rate gr and the deflator π). The change in overall debt outstanding as a percentage of nominal GDP,
that is ∆dt = dt – dt-1, can be written as follows:

∆dt = pt + (i – gr –π) / (1 + g) . dt-1.

The trend in government debt can therefore be explained by three factors:

(1) the magnitude of the primary deficit as a percentage of nominal GDP;
(2) the relationship between the nominal growth rate and the debt-to-GDP ratio of the previous pe-

riod; and
(3) the difference between the nominal interest rate and the real GDP growth rate (i.e.: the “growth-

adjusted interest rate“).

The impact of the “growth-adjusted interest rate“ can, in turn, be broken down into three separate ef-
fects:

(1) the nominal interest rate effect: i / (1 + g) . dt-1;

(2) the real growth effect: gr / (1 + g) . dt-1;

(3) the GDP price effect: π / (1 + g) . dt-1.

Given the above relations, we can arrive at a number of conclusions that are of importance within this
context:

• if the real interest rate exceeds the real growth rate, the primary surplus has to increase in order to
stop the debt ratio from rising, other things being equal;

• the relation between the overall interest rate level and the growth rate strongly affects the
consolidation efforts required, even if the debt ratio is modest. The higher the interest rate, the
higher the primary surplus must be in order to stop the debt ratio from rising, other things being
equal.

To summarize, most euro area countries face three major interrelated problems: (i) a
demographic trend by which the dependency ratio is increased over time, (ii) high fu-
ture public expenditures on pensions and social security systems, and (iii) high gov-
ernment debt levels. If this unfavourable situation is not adequately addressed and fi-
nally resolved, Western European countries will suffer from a decline in output
growth and hence a loss of welfare. It becomes obvious that implementing a policy
enhancing productivity and growth has become of the utmost importance.
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2. What drives growth?

According to the simplest version of the neoclassical growth model, an economy’s per
worker GDP growth rate (labor productivity growth) depends on the saving / invest-
ment ratio, the population growth (constant dependency ratio assumed), the initial per
worker per GDP, and exogenously given technological progress. In this model, there
seems to be not much room for monetary and fiscal policy affecting growth.

In the more recent endogenous growth models long-term growth is explained by addi-
tional factors, for example, a knowledge-producing sector, knowledge spillover-
effects, and other positive externalities. This more recent literature suggests that pol-
icy changes can affect the growth rate by influencing economic agents’ decisions, e.g.
giving incentives to invest in human capital. But even these extended growth models
do not give a sufficient explanation of what drives growth. Factor accumulation alone
leaves a significant number of the differences in growth between all the countries still
unexplained. So the question arises: what are the major factors determining total fac-
tor productivity? What makes physical and human capital productive and what are the
incentives to make people invest in physical and human capital? The answer lies in
the field of institutional economics. If one seeks to understand the development of
economies around the world, i.e. past, present and future, a closer look at institutions,
the formal rules of the economy, the political constitution and the informal rules, such
as moral attitudes, conventional wisdom, and ideologies, is required.

An institutional framework is useful for supporting the peoples’ welfare if it guaran-
tees freedom under the law, and if it prevents governments from making discretionary
policies such as, for instance, providing privileges to special groups. Policy guided by
binding rules and institutions is able to carry out two productive tasks: (i) guarantee-
ing the basic principles of a market-oriented economic framework, and (ii) securing a
reliable legal framework guiding market forces. Both tasks are of the utmost impor-
tance for making the market system become a wealth-creating arrangement. The first
task includes securing a mechanism of free prices, wages, and interest rates, free
trade, free transactions with non-residents, etc. The second task encompasses securing
a stable inflation rate, rule of law, property right, enforcement of contracts, and guar-
antee of political liberties, rules of the labour market, etc. Figure 1 summarizes the
arguments.

The influence of fiscal policies on growth can only be evaluated within an appropriate
policy framework. In general, sound public budgets support a macro-economic envi-
ronment in which the task of a stability-oriented central bank is greatly facilitated,
thereby securing an environment conducive to growth-enhancing savings and invest-
ment. Fiscal policies that foster employment or innovation exert their strongest influ-
ence when they are not undermined by less favorable policies and regulations of labor
markets, trade or competition. Besides maintaining price stability, there is indeed little
evidence that monetary policy can induce an increase in the long term growth level.
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Figure 1: The role of institutions and policies for growth
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One cannot dismiss the hypothesis that monetary policy may affect GDP growth in
the short- to medium term. There are economists who strongly disagree with a strictly
stability-oriented monetary policy, favouring a policy of low interest rates providing
incentives to investment, thereby fostering growth. As a consequence, we attempt to
shed some light on the question as to whether monetary policy should, in addition to
maintaining price stability, aim at steering growth.

3. Monetary policy and growth – pros and cons of an inflationary policy

The relationship between monetary policy and real GDP (growth) is traditionally dis-
cussed in some type of “Phillips-curve” model. In its original form, the Phillips-curve
describes the relation between unemployment and nominal wages. The modified Phil-
lips-curve derived by Samuelson and Solow in 1960 analyses the relation between
inflation and unemployment: Under the assumption of exogenously determined, per-
fectly static expectations, an expansion of money growth will foster real GDP
(growth) and reduce unemployment. However, the emergence of the monetarist
(Friedman) and the neo-classical (Lucas) school of thought challenged the classical
argumentation: Assuming adaptive or even rational expectation, employment be-
comes, at least over the medium-term, independent from inflation and, as a result,
monetary policy. Even under the realistic assumption of transaction costs, which may
well explain the existence of medium-term contracts, an inflationary policy will be
effective for a relatively short period of time only, that is until certain contract-
specific “threshold values” are met. Thus, even in a neo-Keynesian world (Taylor) the
traditional Phillips-curve does not hold over an extended period.

In standard macroeconomic theory the medium term Phillips-curve is closely linked to
the so-called “NAIRU” (non-accelerating inflation rate of unemployment) concept.
The NAIRU corresponds with the natural growth path of the economy, which cannot
be altered on a purely temporar basis by monetary policy. In this context, a more mi-
croeconomic-oriented argument for admitting higher inflation should be mentioned:
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the so called “grease-effect”. According to this concept, inflation promotes wage
flexibility because it helps to overcome “downward nominal wage rigidity”. Groshen
and Schweitzer characterise this effect as follows: To understand how the grease ef-
fect of inflation operates, consider the position of a manager who must allocate a
firm’s fixed salary budget between two kinds of employees: highly skilled and low
skilled.

In a non-inflationary environment, the manager wishing to keep the wage of the
highly skilled in line with the prevailing market wage may be forced to lay off low-
skilled workers because wage rigidity rules out a reduction in money wages. In peri-
ods of inflation, however, there is no need to take recourse to layoffs or money salary
cuts. Here, the manager can leave the wage of the second group unchanged or raise it
by an amount less than the change in the cost of living. While the latter amounts, in
fact, to a real wage reduction, they are typically not perceived as such by most work-
ers. Thus, by preventing the overpayment of workers in occupations with declining
market wages, inflation allows employers to avoid laying off workers and, most im-
portantly, charging higher prices than competitors (which, in turn, runs the risk of los-
ing market share). Moreover, by giving employers greater flexibility to adjust com-
pensation in response to changes in labor market supply and demand, inflation is said
to help give appropriate wage signals. Thus, ambitious individuals will be encouraged
to pursue occupations that offer increasing, rather than diminishing remuneration.

In such a world, inflation would, on balance, allow the firms’ management to respond
more flexibly to changes in (labour) market conditions. The “acceptable” inflation
rate is said to be within the range of 2.5 % to 5.0 %, depending on the range of the
nominal wage rigidity. Nobel laureates Tobin and Akerlof are presumably the most
prominent supporters of this line of argument. However, the grease effect systemati-
cally ignores the benefits of a strictly stability oriented monetary policy. That said,
there is a traditionally shaped Phillips-curve, starting at zero inflation and ending at
the optimal inflation rate which, in turn, determines NAIRU (see figure 2). From this
point of view, monetary policy should realize the optimal inflation rate by shifting the
demand curve to the right until the optimal demand and inflation is reached.

Under this concept, inflation is actually assumed to exert a positive effect on the
economy. Downward nominal wage rigidities can be overcome both at the micro level
(adjustment of relative wages) and macro level (Phillips curve effect, which is, how-
ever, only short-lived). In today’s world, however, an increasing number of econo-
mists are well aware of the costs of inflation, e.g. disturbances of relative prices and
wages (“sand effect” of inflation). In fact, it is an empirical question whether inflation
supports or harms growth and employment.
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Figure 2: The Phillips-curve and the Supply-curve
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That said, we turn to our empirical work on the relation between inflation and growth.
Table 5a shows our estimation results using the growth rate of the real GDP per capita
as the dependent variable and the inflation rate as one of the independent variables. In
order to eliminate the effect of the business cycle in the data, growth and inflation are
calculated as average rates over a gliding five-year period. To eliminate effects of
auto-correlation of the residuals, lagged GDP growth rates were included in the esti-
mation equation. To isolate the oil price effects from inflation, the oil price increase is
also incorporated in the estimation. The time trend (time) represents the trend of (de-
creasing) technological progress. The estimated equation is:

GDPpCgrowth = C + a11 Inflation + a12 Oil-Inflation + b11 GDPpCgrowtht-1 + b12

GDPpCgrowtht-2 + b13 GDPpCgrowtht-3 + b14 GDPpCgrowtht-4

+ c1 Time + ε

Table 5a shows the coefficients a11 and a12, the t-statistics in brackets, the Breush-
Godfrey Lagrange Multiplier Test to identify first order (LM (1)) and fourth order
auto-correlation of the residuals (LM (4)), and the R2. The findings of the estimations
are straightforward: There are only two countries, Finland and the United Kingdom,
where the coefficient of the inflation rate (a11) has a positive sign, indicating that
higher inflation leads to an increase in the GDP growth per head. (It should be noted,
however that the coefficient in Finland is not significant at a 5 % level.) In all other
countries it is fair to say that inflation cannot be regarded as supporting growth per
capita. A significantly negative influence of inflation on growth (significant at a 5 %
level) can be seen in Austria, Belgium, France, Greece, Ireland, Italy, Portugal, Spain,
Sweden, and EU15.
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Table 5a: The influence of inflation on GDP per capita growth (1966-1998)
Country a11 a12 LM (1) LM (4) R2

Austria -0.3836
(-2.951)

0.0079***
(0.807)

0.020 1.732 0.919

Belgium -0.2241
(-2.447)

0.0078***
(0.5857)

0.707 1.422 0.864

Denmark -0.0573***
(-0.926)

-0.0170**
(-1.933)

0.059 0.902 0.795

Finland 0.0376***
(0.727)

-0.0182**
(-1.771)

6.579*** 2.725*** 0.954

France -0.1526
(-3.334)

0.0100***
(1.281)

5.750*** 2.707*** 0.942

Germany -0.1683***
(-1.450)

0.0029***
(0.326)

0.351 0.850 0.811

Greece -0.1484
(-4.226)

-0.0105***
(-1.027)

0.240 0.747 0.970

Ireland -0.1121*
(-2.349)

0.0194***
(1.583)

0.092 0.756 0.917

Italy -0.0500*
(-2.338)

-0.0013***
(-0.197)

9.679*** 2.586* 0.907

Luxembourg -0.1443***
(-1.151)

-0.0300*
(-2.105)

1.852 2.067 0.850

Netherlands -0.0128***
(-0.116)

-0.0122***
(-1.389)

0.020 0.571 0.900

Portugal -0.1194
(-3.058=

-0.0047***
(-0.344)

4.283* 2.805* 0.924

Spain -0.1402
(-3.001)

0.0081***
(0.715)

0.496 2.517** 0.948

Sweden -0.0829
(-3.058)

-0.005***
(-1.216)

4.254* 3.526** 0.951

United Kingdom 0.0453
(1.428)

-0.0233*
(-2.807)

2.608 2.238 0.901

EU15 -0.1182*
(-2.375)

0.0065***
(0.715)

0.879 0.733 0.922

t-values in brackets.
not * significant on a 1 % level, * significant on a 5 % level, ** significant on a 10 % level, *** not
significant on a 10 % level.
The inflation rates of Germany and Italy have a one-year time lag. All variables are sliding averages
over five years.
Data Sources: Bundesministerium für Arbeit und Soziales, www.bma.de/de/asp/statistiken/; World
Bank, Global Development Network Growth Database by Easterly/Yu,
www.worldbank.org/research/growth/GDNdata.htm; International Monetary Fund,
www.imf.org/external/pubs/ft/weo/2001/01/data/index.htm.

To shed more light on the consequences of inflation on economic welfare, we also
estimated the influence of the one-year-variation of the 5-year inflation on the one-
year-variation of the 5-year per-capita growth rate. The estimated equation is:

∆GDPpCgrowth = C + a21 ∆Inflation + a22 ∆Οil−Inflation + b21 ∆GDPpCgrowtht-1

+ b22 ∆GDPpCgrowtht-2 + b23 ∆GDPpCgrowtht-3

+ b24 ∆GDPpCgrowtht-4 + ε.
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Table 5b:The influence of changes in inflation on changes in GDP per capita
growth (1966-1998)

Country a21 a22 LM (1) LM (4) R2

Austria -0.8452
(-3.584)

0.0125***
(1.033)

0.090 0.081 0.486

Belgium -0.5761
(-3.263)

0.0184***
(1.183)

4.374** 5.512*** 0.369

Denmark -0.0871***
(-0.504)

-0.0362*
(-2.503)

2.953 2.977 0.573

Finland 0.0528***
(0.409)

-0.0172**
(-1.148)

0.807 0.447 0.845

France -0.2015**
(-1.858)

-0.0093***
(0.893)

17.595*** 6.547*** 0.328

Germany -0.3835**
(-1.848)

-0.0176***
(-1.404)

0.192 1.323 0.439

Greece -0.3328
(-3.822)

-0.0423
(-3.555)

6.377*** 1.731 0.789

Ireland -0.1168***
(-1.221)

0.0005***
(0.033)

1.078 1.245 0.390

Italy -0.2295
(-2.859)

0.0155***
(1.211)

0.015 0.565 0.380

Luxembourg -0.6576
(-2.911)

-0.0281***
(-1.567)

0.005 0787 0.385

Netherlands -0.2560***
(-1.640)

0.0011***
(0.009)

1.056 1.127 0.258

Portugal -0.2338*
(-2.600)

0.0016***
(0.087)

0.637 0.340 0.738

Spain -0.2588
(-2.829)

0.016***
(1.268)

0.507 2.937** 0.522

Sweden -0.2415*
(-2.147)

-0.0034***
(-0.314)

5.820* 17.450*** 0.545

United Kingdom 0.0193***
(0.297)

-0.0335
(-3.815)

1.623 0.739 0.730

EU15 -0.2358**
(-2.045)

0.0063***
(0.611)

6.460** 2.280 0.439

-values in brackets.
no * significant on a 1 % level, * significant on a 5 % level, ** significant on a 10 % level, *** not
significant on a 10 % level.
The inflation rates of Germany, France, Greece, Ireland, Italy, Luxembourg, and the EU15 fit best
with a one-year time lag. All variables are sliding averages over five years.
Data sources: Bundesministerium für Arbeit und Soziales, www.bma.de/de/asp/statistiken/;
World Bank, Global Development Network Growth Database by Easterly/Yu,
www.worldbank.org/research/growth/GDNdata.htm;
International Monetary Fund, www.imf.org/external/pubs/ft/weo/2001/01/data/index.htm.

Table 5b shows the coefficients a21 and a22, the t-statistics in brackets, the Breush-
Godfrey Lagrange Multiplier Test to identify first order (LM (1)) and fourth order
auto-correlation of the residuals (LM (4)), and the coefficient of determination (R2).
Table 5b supports the hypothesis that inflation variations harm the economy. The only
countries with a positive sign of the coefficient a21 are again Finland and the United
Kingdom. In Austria, Belgium, France, Germany, Greece, Italy, Luxembourg, Portu-
gal, Spain, Sweden, and EU15, however, there is a significant, negative influence of
changes in the inflation rate on changes in growth, at least at a 10 % level.
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The traditional theories may establish a positive short-term and a long-term neutral
relation between monetary policy and growth. In all these models, the monetary pol-
icy leverage is increasing inflation. Empirical analyses, however, support the notion
that an inflationary environment is negative for economic welfare. It harms growth.
Thus, a monetary policy trying to influence output and employment via changing in-
flation does not recommend itself for improving growth. The channel through which
monetary policy enhances growth is by providing a credible promise of maintaining
price stability and stabilising inflation expectations.

4. The ECB’s policy objectives

In view of demographic trends and the actual government debt levels – including both
credit market indebtedness and accumulated social security liabilities – maintaining
and even strengthening growth has become a “conditio sine qua non” in the euro area.
This naturally poses the question: what can monetary policy do to foster growth?

Article 105 paragraph 1 of the Maastricht Treaty (“Treaty”) sets out the objectives of
the European System of Central Banks (ESCB) and thereby also of the European Cen-
tral Bank (ECB): “[The] primary objective of the ESCB shall be to maintain price sta-
bility.” The following sentence in the same paragraph describes an additional objec-
tive: “Without prejudice to the objective of price stability, the ESCB shall support the
general economic policies in the Community … .” Right from the start, the ECB has
emphazised that guaranteeing short and long-term price stability is actually the best
way to support the economic policies in the Community. The rational for this interpre-
tation is certainly supported by plenty of theoretical and empirical evidence.

Price stability is said to contribute to growth and employment through a number of
ways. For instance:

(a) Price stability allows market agents to detect changes in relative prices more eas-
ily. As a result, the market will allocate scarce resources more efficiently.

(b) If investors can be assured that (future) inflation will be low and stable, they will
not demand an inflation risk premium to compensate them for the risk of holding
assets over the long-term. A lower interest rate environment contributes to a
higher level of investment.

(c) Price stability eliminates real costs of inflation resulting from the distortionary
impact of nominal based tax and social security systems.

That said, it is certainly hard to challenge the view that a strictly price stability-
oriented monetary policy would not be conducive to improving the overall economic
and social welfare. The objective of having a low and stable inflation is actually com-
patible with the ECB’s price stability definition, that is establishing an inflation of no
more than 2 % per year over the medium-term.
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5. Conclusion

In traditional Phillips-curve type models monetary policy induces output and em-
ployment changes by altering inflation. In such a framework, monetary policy retains
its effectiveness on output and employment only because market agents are assumed
to suffer from a certain degree of “money illusion”. This indeed is an unrealistic as-
sumption, and the results of such models do not live up to experience. In modern Phil-
lips-curve models – no matter whether they emerge from the Monetarist or to the neo-
Keynesian line of thought – monetary policy induces output and employment changes
by altering inflation in the short run. If one assumes perfect rationality, monetary pol-
icy has no impact at all on the real economy. In the long run money is neutral from the
view-point of modern macro-economic theory.

Various economists maintain the view that inflation actually enhances the flexibility
of relative wages when nominal wages are rigid (“grease effect”). Thus, an inflation
rate undershooting an assumed “optimal” inflation would actually harm the labour
market and growth. However, our own as well as most other empirical research does
not support these arguments. The real costs of inflation appear to overcompensate for
positive impacts of inflation on the economy. By taking into account the real cost of
inflation, neither the benefit hypothesis nor the neutrality hypothesis of inflation seem
to hold true. Empirical evidence in a number of countries suggests that inflation
caused by monetary policy is detrimental to investment, growth, and employment.
That said, there is a strong rationale for believing that low and stable inflation is actu-
ally conducive to economic welfare. The ECB’s primary objective of maintaining
price stability should be considered as a welfare-enhancing objective; in fact, it is a
“modal target” for achieving the final target, that is growth and high employment.

Finally, arguments against a strictly stability-oriented monetary policy in Europe, al-
lowing a kind of “smoothing the output gap” policy, do not seem to be convincing
from our point of view. On the one hand monetary policy is not an adequate tool for
influencing real GDP (demand-side monetary policy) because of the well-known
time-lag problem. In principle, fiscal policy would be a more appropriate instrument
for tackling demand shortfalls. On the other hand, and most importantly in this con-
text, a stability-oriented monetary policy automatically exerts a smoothing effect on
the business cycle. To conclude, we do not see convincing arguments supporting calls
for the ECB to pursue a more growth-oriented monetary policy.
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Part 2: Government finances and ECB policy – the discussion of
the European Stability and Growth Pact

There is a strong rationale for having the Stability and Growth Pact (“Pact”) in
place. The Pact aims to prevent “negative externalities” in terms of building up un-
sustainable government debt levels and supports the credibility of the ECB’s price
stability promise. We strongly think that governments should, even under the current
economic slowdown, continue to adhere strictly to the Pact’s requirements. – In view
of forthcoming demographic changes, balanced deficits may well prove insufficient to
render sustainable fiscal positions in a number of euro area countries. Most countries
will have to start generating substantial surpluses and paying down debt. A lack of
commitment to bring about sustainable government finances clearly threatens the
credibility of the ECB’s price stability promise.

Content: 1. Introduction – 2. Rationale for the European Stability and Growth Pact – 3. Consolidation
progress of public finances in the EU – 4. Conclusion.

1. Introduction

The Maastricht Treaty (“Treaty”) has given substantial incentives to improve the fis-
cal positions in the countries participating in Stage Three of EMU. Since 1995, the
deficit-to-GDP-ratio for the euro area as a whole has declined from 5.0 % to 0.8 %. In
the same period, the government debt-to-GDP ratio fell from 74.2 % to 69.6 %. In
view of the objective to improve fiscal balances further, the implementation of the
European Stability and Growth Pact (“Pact”) in 1999 seems to be a logical continua-
tion to support fiscal consolidation progress in the euro area. In recent months, how-
ever, a political debate has emerged discussing ways to relax the deficit-to-GDP target
ratios as outlined in the national stability and convergence plans, or even to abolish
the Pact altogether. Such discussions raise questions about the governments’ determi-
nation to stick to their growth strategy declared by the European heads of state and
governments in Lisbon in March 2000:

- preparing the transition to a knowledge-based economy through better policies
for the information society and R&D,

- stepping up the process of structural reform for competitiveness and innovation
and completion of the single market,

- combating social exclusion and modernizing the European social model by in-
vesting in people,

- and sustaining the healthy economic outlook and favourable growth prospects
by continuing with an appropriate macroeconomic policy mix and improving
the quality of public finance.

Unsurprisingly, the discussion on the future of public finances has raised questions
about the role monetary policy should play in this context.
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2. Rationales of the Stability and Growth Pact

The European Stability and Growth Pact has been criticized by various economic and
political quarters. In the following, we outline the rationales of the Pact taking into
account political-economic considerations.

Avoiding negative externalities
The basic rationale for the European Stability and Growth Pact (“Pact”) rests on the
notion that unrestricted public sector recourse to debt funding tends to create “nega-
tive externalities” which can be considered detrimental to economic and social wel-
fare. Governments which are subject to the “re-election restriction” tend to find it po-
litically advantageous to finance additional spending by way of increasing govern-
ment debt rather than restructuring current budgets or increase taxes. The electorate,
in turn, may be willing to accept today’s debt funded benefits as the costs of increas-
ing borrowing (interest payment and the pay down of debt) occur at a later point in
time, e.g. have to be borne by future generations. Such a development is set to in-
crease the economy’s public sector relative to the private sector which, in turn, can be
expected to translate into lower future growth for at least three reasons. First, an in-
crease in the public sector tends to reduce the economy’s efficiency, if the public pro-
duction to GDP ratio is relatively high already. Unfortunately this is true for most
European countries. Second, growing government debt can be expected to crowd-out
private investment. And third, burdened with a high level of debt, governments tend
to increase public consumption at the expense of higher public investment.

A closer look at the spending structure of euro area governments over the last decades
gives rise to the assumption that additional borrowing has been used to finance con-
sumption rather than investment. Numerous countries have effectively used debt fi-
nancing as an instrument to uphold unproductive industries and to increase govern-
ment’s consumption spending. As a result, the Pact can be considered as a proper in-
strument to reduce politicians’ incentive to systematically take recourse to debt fund-
ing. That said, the Pact reduces “negative externalities” resulting from government
borrowing (see box 3).
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Box 3: What the Maastricht Treaty envisages

The general guidelines and rules provide that Member States shall conduct their economic policies
with a view to contributing to the achievement of the objectives of the Community. According to Ar-
ticle 2 of the Maastricht Treaty, these objectives are: “to promote throughout the Community a har-
monious and balanced development of economic activities, sustainable and non-inflationary growth
respecting the environment, a high degree of convergence of economic performance, a high level of
employment and of social protection, the raising of the standard of living and quality of life, and eco-
nomic and social cohesion and solidarity among Member States”.

The budgetary rules of the Stability and Growth Pact
The European Council decided to provide clarification of the Treaty’s budgetary rules in 1997 by im-
plementing the Stability and Growth Pact which lays down the rules for economic policy co-
ordination and defines the conditions under which to apply the excessive deficit procedure in Stage
Three of EMU. In tune with the Maastricht Treaty the Pact mainly aims at (a) ensuring lasting com-
pliance of fiscal policies with the requirement of budgetary prudence, and (b) monitoring fiscal devel-
opments with a view to releasing early warnings in the event of budgetary slippage. In this context,
the European Council underlines the importance of safeguarding sound government finances as a
means of strengthening the conditions for price stability and strong sustainable growth conducive to
employment creation.

As the main provision to ensure sound budgetary policies on a permanent basis, the Resolution of the
European Council on the Stability and Growth Pact incorporates the Member States’ commitment to
respect the medium-term budgetary objective of positions close to balance or in surplus. This objec-
tive will allow all Member States to deal with normal cyclical fluctuations, while keeping the gov-
ernment deficit at or below the reference value of 3.0 % of GDP. Deficits of above 3.0 % of GDP will
be regarded as excessive, unless they are expected to be temporary and have occurred under excep-
tional circumstances.

Circumstances are qualified as temporary and exceptional if the deficit overshoot is driven either by
an unusual event beyond the control of the Member State or by a severe recession. An excess over the
reference value resulting from a severe economic downturn will, as a rule, only be considered to be
exceptional by the European Commission if there is an annual fall in real GDP of at least 2 %. A
smaller decline in real GDP can only be considered as exceptional by the ECOFIN Council, on the
initiative of the Member State concerned, when this is suggested by supporting evidence, related in
particular to the abruptness of the downturn or the accumulated loss of output relative to past trends.
In evaluating whether or not an economic downturn is severe, as a rule Member States will take as a
reference point an annual fall in real GDP of at least 0.75 %.

The implementation of the Stability and Growth Pact
The procedure for the implementation of the Stability and Growth Pact starts with the presentation of
the stability and convergence programmes by Member States. After that, the European Commission
has to adopt a recommendation on each programme. This recommendation will constitute the basis on
which the ECOFIN Council will elaborate an opinion, after consulting with the Economic and Finan-
cial Committee, within two months of submission. The ECB participates in the Economic and Finan-
cial Committee, where its members have the opportunity to discuss in depth the programmes pre-
sented by Member States. If the ECOFIN Council considers that the objectives announced in the pro-
gramme should be strengthened, it invites the Member State concerned to do so. In the event of sig-
nificant divergence from the objectives set in previous programmes being detected, the ECOFIN
Council has the prerogative to issue a recommendation urging the Member State concerned to adopt
offsetting measures. Annual updates of the programmes shall provide a detailed account of plans to
offset deficit overruns in the short term. This latter requirement is aimed at preventing the medium-
term objective of a budget in balance or in surplus from being deferred indefinitely.
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Excluding the “prisoners’ dilemma”
An important rationale for having the Pact in place is the exclusion of a “prisoners’
dilemma situation”. In general, under a system of national currencies, financial mar-
kets will penalise a lack of fiscal discipline by devaluing the nation’s exchange rate
and/or increasing the yield required for holding that nation’s bonds. In a single cur-
rency area, however, the negative effects of a country’s lack of fiscal austerity on the
exchange rate and interest rates tend to be “socialised” across the whole monetary un-
ion. Thus, from the point of view of a single country, one may even argue that it is
even more tempting and advantageous for governments to take recourse to debt fi-
nancing as the economics sanctions will be lower compared to a system of national
currencies.

Rendering the ECB’s price stability promise credible
The Pact plays an essential role in rendering the ECB’s price stability promise credi-
ble. In fact, disciplining the scope of discretionary fiscal deficit spending will contrib-
ute to stabilising market agents’ inflation expectations. If, however, government debt
levels are widely considered unsustainable, rational investors might expect that even
an independent central bank could not withstand the political pressure and will ulti-
mately have to take recourse to an inflationary policy. In such a case it would be hard
for the central bank to keep market agents’ inflation expectations in line with the
bank’s price stability promise. That said, the Pact supports the credibility of the
ECB’s price stability promise as long as investors feel assured that a situation of un-
sustainable public finances will be prevented.

Inflation plays an important role in government debt dynamics. At first glance, higher
inflation will reduce real government debt in real terms. Provided a higher inflation
rate stimulates the economy in the short-term, a higher nominal GDP helps reduce the
debt- and deficit-to-GDP ratio, other things being equal. However, as the negative im-
pact of inflation on investment, growth and employment kicks in, real growth will de-
cline, reversing the initial beneficial effect. However, given that politicians have an
incentive to overweigh short-term benefits over long-term costs, the Pact actually
prohibits an accumulation of unsustainable debt levels which, in turn, might foster
investor expectation of imposing the “inflation tax”.

3. Consolidation progress of public finances in EU

In the euro area, government spending absorbs nearly half of GDP on average com-
pared with just one-third in the US. This implies a much higher taxation in the euro
area than in the US (see figure 3). There should be a broad consensus that the devel-
opment of public finances has contributed to the relatively weak growth performance
in the euro area to a significant degree. In fact, the deficits of the past have been too
high, resulting in the accumulation of significant public debt burdens which run the
risk of undermining macro-economic stability. In the past years, government deficit-
to-GDP and debt-to-GDP ratios have declined in the euro area, standing at 0.8 % and
69.9 %, respectively, at the end of 2000, which is still very high by economic stan-
dards. The interest payments on government debt keep the tax burden higher than
necessary to finance primary expenditures. To make things worse, there have been
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estimates that total government debt ratios in the euro area – that is government credit
market debt plus implicit social security system liabilities as a pecentrage of GDP –
could amount to as much as three times the officially stated debt ratios.

The improvement of budgetary positions and the decline in the debt-to-GDP ratios
seen in recent years is encouraging. However, there should be no doubt about the fact
that in a number of euro area countries further progress is required – especially in
view of forthcoming demographics (see part 1, chapter 1) – to secure the stability of
public finances going forward. In fact, a number of countries would have to start pay-
ing down debt in order to prevent debt levels per capita from rising as demographic
trends unfold. In order to prevent the tax burden from rising further, government will
have to reduce expenditures drastically, e.g. at a much quicker rate than is currently
the case. It should be noted that for improving the growth momentum in the euro area
it is also important that governments do not increase the tax burden to compensate for
the reduction in debt funding. (For instance, in 2000 direct and indirect taxes were at
their highest in the last decade. At the same time, total government revenues in per-
cent of GDP were only 0.4 percentage points lower than at their peak of 48.3 % in
1999. Unfortunately, total government revenues as a percent of GDP have not yet em-
barked on a downward trend (see figure 3).)

Figure 3: Euro area and US government key fiscal variables
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To reduce government debt levels in Europe it is of the highest importance to stick
strictly to the requirements of the Pact. If, for instance, the annual inflation rate in the
euro area does not increase by more than 1.5 % on average, and the annual real GDP
growth does not exceed 2.0 %, a deficit-to-GDP ratio of 2.0 % will not result in a re-
duction in the government debt level (see figure 4). If the average budget deficit re-
mains at 2 % rather than below 1 % it is virtually impossible that government debt
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ratios will decline in the years to come. In order to bring down government debt-to
GDP ratio, a balanced budget should be the “minimum” aim of fiscal policy.

Figure 4: Results of a simulation analysis
The development of the debt level ratio in EU
assuming a deficit-to-GDP ratio of 1.0 % p.a.

The development of the debt level ratio in EU
assuming a deficit-to-GDP ratio of 2.0 % p.a.

0
10
20
30
40
50
60
70
80
90

100

2000 2010 2020 2030 2040 2050

0
10
20
30
40
50
60
70
80
90

100

2000 2010 2020 2030 2040 2050

Assumptions:
nominal GDP growth p.a. 3 % upper line
nominal GDP growth p.a. 4 % lower line

Assumptions:
nominal GDP growth p.a. 3 % upper line
nominal GDP growth p.a. 4 % lower line

Source: own calculations.

From the point of view of public finances, the US is in a much better shape than the
euro area. The private sector has to pay much less taxes, the public expenditures and
revenues are by far less extensive than in the countries of the euro area, and even the
government debt level ratio is smaller in the US than in the euro area. In addition, the
US economy is much more market-oriented, so it’s no wonder that the US growth and
employment performance has been much more favorable than in most euro area coun-
tries. In order to meet the future challenges, the reduction in government debt, gov-
ernment spending, and taxes has to be a top priority in most euro area countries.
Abandoning the consolidation course as envisaged by the Pact would certainly be det-
rimental to future economic welfare in the euro area and, of course, the ECB’s ability
to render its price stability promise credible. Abandoning the Pact would almost cer-
tainly lead to a decrease in GDP growth and increase political pressure on the ECB to
lower interest rates.

5. Conclusion

Even though being heavily criticized we regard the European Stability and Growth
Pact as a productive policy rule. From a political-economic point of view there are
strong arguments that the European Stability and Growth Pact is actually conducive to
bringing about fiscal consolidation in the euro area which, in turn, can be expected to
exert a positive impact on future growth. The Pact exerts a disciplinary impact,
thereby avoiding “negative externatilities” and “moral hazard”. Most importantly in
this context, the Pact helps render the ECB’s stability promise credible. Against the
background of forthcoming demographic trends in the euro area and the level of gov-
ernment debt outstanding (see part 1), it is hard to justify any deviation from the con-
solidation course, let alone the scrapping of the Pact altogether. It is fair to say that
efforts to bring down deficits or, even more preferable, start paying down government
debt must become a top-priority of fiscal policy in a number of euro area countries.
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There might be another aspect which could raise concern on the part of monetary
policymakers. If governments seek interest rate cost savings, a reduction in the aver-
age duration of debt outstanding appears inevitable. However, reducing governments’
average debt maturity without attempts to lower the overall debt burden may poten-
tially generate a conflict between fiscal and monetary policy: ECB’s interest rate
changes would tend to have an increasingly strong impact on governments’ funding
costs. This would certainly increase the lingering conflict between fiscal and mone-
tary policy if budgets remain strained: fiscal policy problems may provoke political
pressure on the central bank to gear rates towards budget needs which might stand in
conflict with the objective of keeping prices stable.
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Part 3: ”Price gap” versus reference value concept

Under the ECB’s “two pillar strategy”, the stock of M3 has been assigned a promi-
nent inflation indicator role. We argue that the so-called “M3 price gap” or “real
money gap” rather than a simple comparison of M3 growth relative to the reference
value should guide ECB decisions. In our analysis we find that the “price gap” exerts
a highly significant influence on the changes in the future inflation rate and that the
“price gap” outperforms other indicators such as, for instance, the “output gap” or
variations in the exchange rate in terms of predicting future changes in the euro area
price level. The ECB, which has started analysing the “price gap” in its Monthly Bul-
letins, should integrate the “price gap” into the first pillar of its strategy. Even
though there are risks to the stability of the demand for M3, for a number of institu-
tional reasons we remain confident that M3 will continue to serve as a reliable infla-
tion indicator for monetary policy.

___

Content: 1. The role of money in the ECB strategy – 2. Rational Monetary Targeting and the ECB’s
concept of Monetary Targeting – 3. “Price gap” and euro area inflation – 4. A critique of the reference
value concept – 5. Conclusion.

___

1. The role of money in the ECB strategy

The ECB Governing Council has assigned a prominent role to the money aggregate
M3 in its stability-oriented strategy. This is reflected in an ex ante announcement of a
reference value for the annual M3 growth rate, which is considered compatible with
price stability. The pre-announcement of the envisaged M3 growth rate serves a num-
ber of purposes. Firstly, it contributes to the stabilisation of market agents’ expecta-
tions as the central bank’s reaction function in terms of forthcoming interest rate
changes becomes more transparent. Secondly, the central bank can signal to tariff
partners the amount of money it is willing to provide, thereby setting a strict limit for
the funding of nominal wage increases through monetary policy. Thirdly, the pre-
announcement of money growth enhances the accountability of monetary policy.
Fourthly, the pre-announcement of M3 growth provides the ECB with a shield against
political pressure to trade off price stability against growth. Focusing on M3 growth
as the main inflation indicator is to be seen as a consequence of the aggregate’s statis-
tical ability to explain future inflation. To use the informational content of M3, the
ECB Governing Council compares actual M3 growth rates with the reference value on
a monthly, e.g. 3-month moving average, basis. Persistent deviations in M3 growth
from the reference value signal to the ECB Governing Council, under normal circum-
stances, danger to the future price stability and, consequently, a need for policy action.
The ECB Governing Council has set the reference value at 4 ½ percent for 1999, 2000
and 2001.

In comparing the actual M3 growth and the reference value, the question arises: How
should we interpret M3 deviations from the reference value? In a naive interpretation,
the positive (negative) difference between the actual M3 growth rate and the reference
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value shows the percentage points by which the actual future inflation will overshoot
(undershoot) the envisaged rate. For instance, average M3 growth for 1999 was 5.7 %,
that is 1.2 % in excess of the reference value of 4.5 percent. As a consequence, future
inflation should rise by 1.2 % in excess of the ECB’s envisaged rise in the price level.
At this juncture, two factors have, however, to be taken into account. First, the M3
demand function can be assumed to be stable on a long- rather than short-term, e.g
annual, basis. As consequence, the M3 expansion has to be analysed on a long-term
rather than short-term basis in order to yield meaningful information about future in-
flationary, or deflationary, pressures in the euro area. Second, it is common wisdom
that monetary policy affects the economy with unknown time lags, so that the exact
realisation of its effects are not known in advance. As a result, not only current M3
deviations but also those of former periods have to be taken into account to assess the
future price stability perspectives of the euro area.

2. Rational Monetary Targeting and the ECB’s concept of Monetary Targeting

To show the difference between rational Monetary Targeting (RMT) and Monetary
Targeting, we must take a closer look at the determinants of (future) inflation. Sup-
pose inflation (∆p) in period t + 2 is determined by the price gap (pg), and by other
non-monetary variables (ov) in period t + 1, then:

(1) ∆pt+2 = a pgt+1 + b ovt+1, with a, b > 0.

The price gap can be written as the difference between the price level and the equilib-
rium price level pg = p* – p in log-form. p is the actual price level, and p* describes
the price level in a world without transaction costs. It is p* = m + v* – y* (money
supply plus trend of velocity minus GDP potential, all in log-form). Thus, the price
gap can be expressed as pg = m – p + v* – y*. When real money supply plus velocity
trend exceeds the potential output the price gap will rise. So the price gap is nothing
more than the real money gap as it is called by, e.g., Lars Svensson. ∆m*t+1 is the
monetary growth target for the next period; then pgt+1 can be expressed as:

(2) pgt+1 = pgt + ∆m*t+1 + ∆v* – ∆y* – ∆pt+1.
 
∆pt+2 is the inflation target ∆p*, then the monetary growth target by using equation (1)
can be written as:

(3a) ∆m*t+1 = ∆y* – ∆v* + ∆pt+1 – pgt +(1/a) ∆p* – (b/a) ovt+1.

If (1) and (2) are right, the monetary growth target is determined by the growth rate of
the real GDP potential (∆y*), the long-term velocity growth (∆v∗), the inflation fore-
cast (∆pt+1), the actual price gap (pgt), the inflation target (∆p*) and other non-
monetary variables (ovt+1). Real money growth – rather than nominal money growth –
is the valid indicator of future inflation. We can see this very clearly by writing equa-
tion (3a) as:
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(3b) ∆m*t+1 – ∆pt+1 = ∆y* – ∆v* – pgt +(1/a) ∆p* – (b/a) ovt+1.

Even if we ignore the influence of other variables (b = 0), there are some differences
between rational Monetary Targeting (RMT) and the ECB’s concept of Monetary
Targeting (MT) that are worth mentioning.

In December 1998, 1999 and 2000, the ECB Governing Council set the reference
value at 4½ percent, respectively, for the following year, as shown by equation (4):

(4) ∆m* = ∆y* – ∆v* + ∆p*.

Here, the money target is determined by the growth rate of the GDP potential (about
2 % – 2.5 %), the velocity trend (0.5 % – 1 %), and the inflation target (about 1.5 %).
As long as these variables do not change, the monetary target will be ∆m* = 4.5 %
each year. However, keeping the reference value for the next year constant is, in prin-
ciple, only viable if the actual M3 expansion is measured against the envisaged M3
growth starting from a „once and for all“ fixed base period. But this does not take into
account excess M3 growth built up in former periods. So price target deviations could
be the consequence: even M3 growth rates close to the reference value could be ac-
companied by an unwanted rise in the overall price level as M3 overhangs (defined as
deviations of actual M3 expansion less the reference value) start feeding through into
a higher price level. Furthermore, real money overhangs within the price gap rather
than simple nominal money overhangs (corrected by the normative inflation rate) af-
fect the inflation rate in the euro area.

3. The “price gap” and euro area inflation

One of the conclusions of our first report (see ECB OBSERVER, “Inflation perspec-
tives in the euro area”, 19 April 2001) was that the so-called “price gap” has a strong
impact on future inflation in the euro area. Below, we attempt to analyze this relation
from an empirical point of view. Following the work of Gerlach and Svensson we use
a simple model containing the quarter-to-quarter changes in the annual inflation as the
endogenous variable (D4DLNP) and variations in the price gap (D4LNPG), changes
in the output gap (D4LNOPG), changes in the variations of the Euro-Dollar exchange
rate (D4DLNEURO), changes in oil price inflation (D4DLNOIL) and two dummies
(DUM) as exogenous variables. The estimated equation is shown in detail in table 6.
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Table 6: Estimating Changes in the Inflation Rate in the Euro Area
Dependent Variable: D4DLNP
Sample (adjusted): 1983:2 2001:1
Included observations: 71

Independent Variable Coefficient Std. Error t-Statistic Prob.

C -0.001603 0.000410 -3.906951 0.0002
D4LNPG(-1) 0.500994 0.094347 5.310102 0.0000
D4LNOPG(-1) 0.495356 0.110405 4.486720 0.0000
D4DLNEURO(-1) -0.018590 0.004290 -4.333427 0.0000
D4DLNP(-4) -0.260469 0.077847 -3.345925 0.0013
D4DLNOIL 0.002516 0.001014 2.480479 0.0156
DUM801882 -0.002996 0.000545 -5.501099 0.0000
DUM923924 -0.005208 0.001555 -3.348956 0.0013

R2 0.6971 JB 0.9041
AR2 0.6659 White (4) F-statistic 0.6244
LM (4) F-statistic 1.4492 Arch (4) F-statistic 1.9249

List of variables: D4DLNP changes in the inflation rate; DUM801882 Dummy from 1980 first quarter
to 1988 second quarter; DUM923924 Dummy from 1992 second quarter to 1992 fourth quarter;
D4DLNOIL changes in oil price inflation; D4DLNEURO changes in the yearly growth rate of the
Euro-Dollar exchange rate; D4LNOPG changes in the logarithm of the yearly average output gap;
D4LNPG changes in the logarithm of the yearly average price gap. The numbers in brackets indicate
the time lag in quarters. Data sources: M3 (since 2001 excluding holdings of money market fund
shares/units by non-residents of the euro area, since 2001 including Greece (EU 12)) - European Cen-
tral Bank; Euro-Dollar exchange rate - European Central Bank; ECU-Dollar exchange rate -
http://www.neatideas.com/data/index.htm; Price index - European Central Bank and Eurostat; real
GDP (since 2001 including Greek (EU 12)) - European Central Bank and Coenen/Vega (1999); real
GDP potential - estimated by filtering the GDP values using the Hodrick-Prescott filter (n = 100); Oil
price index - West Texas Intermediate, www.neatideas.com/data/index.htm.

Figure 5: Actual inflation (black line) and estimated inflation (grey line) in the euro
area in percent for the period 1980-Q1 to 2000-Q4
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Table 6 shows that estimated coefficients are significant at least at a 5 % level. In ad-
dition, the statistical tests do not indicate violations of the assumption concerning the
OLS-method. Changes in the price gap as well as changes in the output gap and varia-
tions of the EUR/USD exchange rate growth and the oil inflation have a systematic
influence on changes in the inflation rate. Figure 5 contains the graphical presentation
of the estimated equation.3 The estimated inflation deviates only slightly from the ac-
tual inflation rate.

Neither the estimated equation nor the graphical presentation provide a direct hint to
what extent changes in money growth, changes in the GDP growth, and/or variations
in the EUR/USD exchange rate may affect the euro area inflation rate. Fortunately,
any such effects can be analyzed by way of simulations that are based on the estima-
tion equation.

Figure 6a:Simulation of an extension of the M3-growth by 2 % on the inflation rate in
the euro area
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Figure 6a shows the effect an increase in the M3 growth rate by 2 % each year will
have on inflation under the assumption that all other independent variables are being
held constant (ceteris paribus clause). A two percent increase in the money growth
translates into a two percent increase in inflation, albeit with a relatively long time lag
of more than 9 years. However, 75 % of the adjustment process already occurs after
just a little more than three years, and 50 % of the adjustment process already after 18
months. Thus a permanent increase (decrease) in money growth leads to a correspond-
ing permanent rise (reduction) in inflation. The results are clearly in line with the
theoretical rationale of the monetarist school.

In terms of output, we find that the maximum difference between GDP growth and
GDP potential growth since 1960 was about 3.5 percent (in the recession year 1975)

3 It should be noted that the estimation equation explains changes in the inflation whereas the graph
shows the estimated and actual inflation.
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in the euro area. Under normal circumstances however, the business cycle causes dif-
ferences between GDP growth and GDP potential growth within a relatively narrow
range of ± 2.0 percent. In order to demonstrate the effect of output variations on infla-
tion we assume that the GDP growth initially exceeds the GDP potential growth rate
for two years and then falls short against the long-term growth rate. Figure 6b shows
the result.

Figure 6b: Simulating the influence of GDP growth variations on inflation in Europe:
first two years 2 % above long-term growth, second two years 2 % less
than long-term growth
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Figure 6b strengthens the hypothesis that variations in the output gap do not lead to
pronounced inflation variations. Under normal circumstances, variations in the output
gap (plus/minus 2 %) cause changes in inflation within a range of plus/minus 1 %. It
is interesting to note that this result will only occur when there is no monetary funding
of the changes in GDP growth. If we assume that M3 growth varied corresponding to
GDP growth, the range of inflation variations will become much more pronounced,
i.e. in the range of more than plus/minus 2 %. This leads us to the conclusion that out-
put gaps will cause harmful variations in the inflation only when monetary policy (de-
liberately or unintentionally) supports changes in the output gap.

For analyzing the consequences of exchange rate variations on inflation, we used the
approach outlined above. Figure 4c shows the response of the euro area inflation fol-
lowing a 20 percent euro exchange rate depreciation against the US dollar within one
year.
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Figure 6c: Simulation of a devaluation in the Euro against the Dollar (from 0.9 to
0.75 permanently)
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Without any monetary funding, a 20 % devaluation in the Euro against the Dollar
feeds through into a rise of the euro area inflation rate of more than 0.3 % points, in-
stantaneously. It should be noted, however, that additional inflation translates into a
decline in real money growth (c.p.), exerting a dampening effect on growth and the
price level. This explains why inflation falls below the original level and then con-
verges back towards its equilibrium rate. In view of these findings it is fair to say that
the effects of exchange rate variations on euro area inflation are quite insubstantial. Of
course, this result hinges on the assumption that monetary growth does not accommo-
date any price shock with additional money. A monetary funding of the rise in infla-
tion would cause an increase in the price gap and, therefore, lead to higher inflation.

Our empirical evidence presented so far is broadly consistent with the theoretical view
that cost push shocks as well as output gap variations do not have a permanent and
serious effect on inflation. As a result, inflation problems can be expected to emerge if
shocks are accommodated by monetary policy.

The validity of money respectively the price gap as a useful indicator of future infla-
tion depends on a number of assumptions, most importantly the stability of long run
money demand. Box 3 summarizes some risks to the validity of the price gap as an
inflation indicator. However, we remain confident that M3 has good prospects of re-
maining a reliable indicator for monetary policy over the coming years.
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Box 3: Risks to the validity of the price gap as an inflation indicator

The validity of the price gap to function as a reliable inflation indicator depends essentially on the
trend stability of the demand for the money aggregate M3. We identify four major sources that could
potentially destabilize the stability of the demand for M3:

Introduction of financial innovations. The emergence of financial innovations can alter banks’ and
non-banks’ portfolio behavior substantially, thereby exerting a strong impact on the hitherto stable
relation between money, prices, output and interest rates. For instance, the potential substitution of
time deposits or other elements of M3 by investment vehicles that are not components of M3 could
lead to a weakening of the relation between money, interest rates, prices and output.

Wealth effects. There could be material changes in an economy’s stock of wealth (as, for instance, a
prolonged stock market depression, etc.) which, in turn, can be expected to change the (trend) velocity
of the money stock, e.g. the demand for money.

Changes in banks’ refinancing behavior. Money aggregates are basically influenced by banks’ and
non-banks’ portfolio behavior. If banks change their refinancing behavior by, for instance, making
increasing use of asset sales compared to a hitherto more liability-side oriented refinancing procedure,
this could have a major bearing on the behavior of the money demand.

“Disintermediation” and “securitisation”. Non-bank financial intermediaries (insurance companies,
mutual funds, etc.) are becoming increasingly important in transfering money from the saver to the
investor, thereby taking over the the role traditionally played by banks. In addition to the trend to-
wards securitization, banks may well change their asset and liability management which, in turn,
could destabilise hitherto stable money demand functions. This is all the more important as the signals
provided by the stock of M3 are actually the reflex of (i) changes in the stock of payments, that is M1,
and (ii) changes in the velocity of M1, induced by banks’ liability management.

Changes in the demand for euro. If the Euro were to establish itself increasingly as an international
investment and transaction currency, special events such as, for instance, international financial crises,
could make the demand for Euro denominated assets more volatile and, as a result, change hitherto
reliable properties of money aggregates.

Even though the factors mentioned above must be seen as potential risks for the validity of the „price
gap“, there are also a number of arguments lending comfort that the stock of M3 will retain its infor-
mation content for the foreseeable future. First of all, the ECB monetary policy objective of keeping
inflation stable should actually prevent „monetary policy induced“ shocks to money demand. This
must be seen as an important factor: we do not think it is too far-fetched to assume that the breakdown
between the relation between prices and money, which has been observed in various countries, is to a
large extent a consequence of a misguided monetary policy. Second, a broadly defined money aggre-
gate can be expected to „absorb“ many of the changes in banks’ and non-banks’ portfolio behavior.
And third, as long as there is no full harmonization of savings patterns, business cycles and taxes and
regulations across the countries participating in the euro area, a broadly defined monetary aggregate
can be expected to remain fairly robust. From this point of view, the enlargement of the European
Union and the euro area should function as a kind of stabilizer, supporting the validity of a broadly
defined monetary aggregate such as M3.

4. A critique of the reference value concept

The critical point of the ECB’s M3-growth calculation is that it is not nominal money
growth plays the major part but real money within the price gap. Thus deviations in
money growth from the growth target have only little influence on inflation, whereas
changes in real money and the price gap do have a major impact on inflation. So, we
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have to conclude: The ECB’s concept of Monetary Targeting is easy to understand but
it is not a useful concept for influencing inflation. In particular, , there is no room in
the ECB’s concept for understanding the effects of cost push inflation. If we look at
the recent oil inflation we could see that the European Central Bank has clearly real-
ized the dangers of higher inflation expectations and higher wages agreements. But it
has not realized that higher inflation rates depress real money and the price gap, and,
therefore, have a negative impact on future inflation. Ignoring this well known real
balance effect repeatedly leads to situations where one could lower interest rates
without danger, but the Central Bank – blind in one eye – believes in the danger of
growing inflation, and, thus, is not able to change monetary policy.

This misjudgement can lead to blaming the ECB for only being interested in low in-
flation rates without taking care of GDP growth and employment. Those critics are
right if the ECB’s monetary policy is more restrictive than necessary to achieve price
stability. And, we are afraid sometimes this is true due to a monetary concept that is
misleading.

In contrast to regular Monetary Targeting (MT) the concept of rational Monetary Tar-
geting (RMT) is strictly forward-looking, and it is an encompassing concept that is
totally compatible with the Inflation Targeting-concept (IT). Of course, a difference
between RMT and IT occurs, if the central bank prefers only to react to monetary
variables. Then other non-monetary variables (ov) do not play any role. This, indeed,
can only make sense if inflation is mainly influenced by the price gap, so that the im-
pact of other variables can be ignored. If the central bank decides to set the reference
value each year anew, it has to determine the reference value for the coming period
according to the following formula:4

Next period’s envisaged M3 expansion = GDP potential growth
– growth in the velocity trend
– (+) positive (negative) former M3

overhangs (positive/negative price
gap)

+ inflation forecast for the next period
+ normative inflation
(– other variables influencing future

inflation).

According to this reference value calculation (which can be characterized as some
form of „formula flexibility“), the dynamics of money supply implications on future
prices are systematically taken into account. Given that the price gap (real money gap)
has a dominant impact on inflation in the euro area, the central bank should not only
monitor this variable but also vary interest rates due to changes in the price gap. Un-
fortunately, central banks – including the European Central Bank – do not vary inter-
est rates in tune with the real money gap. On the contrary interest rates are changed
with regard to the inflation gap – i. e. deviations from the price target – and to the

4 See also equations (3a) and (3b).



ECB OBSERVER – Can the ECB do more for growth?

39

output gap – i. e. deviations from real GDP (growth) from real GDP potential
(growth). This kind of reaction is very similar to a reaction function described by John
Taylor. It can be written as follows:

(5) ∆i = a (∆p – ∆p*) + b (∆y – ∆y*) with a > 0 and b > 0.

This kind of reaction function as a stylized description of a central bank’s monetary
policy contains three problems:

(a) With regard to the price target, monetary policy in fact reacts instead of influenc-
ing the inflation rate in a way so that deviations from the price target are as small
as possible. To act as a rational monetary planner one should act when certain
valid indicators – e.g. the price gap – point out the danger of future inflation or de-
flation.

(b) Changing interest rates without paying attention to the price gap carries the danger
that inflation won’t react as desired.

(c) Focusing on the output gap in addition to the inflation gap, directs peoples’ atten-
tion to the real sector and to the business cycle. As a result, unions and politicians
will watch all interest decisions critically. The pressure on the central bank will be
relatively high compared to a situation where the interest decision is based on
monetary variables like the price gap.

These problems stress the ratio to give monetary policy, if possible, a monetary base.
The basic requirements are given in the euro area to assign the M3-price gap a promi-
nent role. The ECB has started to observe the price gap, which we consider a step in
the right direction. The ECB should integrate the price gap into the first pillar of the
monetary strategy.

5. Conclusion

Inflation in the euro area, measured as the annual change in the (harmonized) con-
sumer price index, is influenced by a number of variables of which the most promi-
nent is certainly the “M3-price gap” or the “real M3-money gap”. The M3-price gap
can be defined as real money overhangs which have accumulated over the past and
have not yet translated into an increase in the price level. Other variables such as, for
instance, the output gap, exchange rate variations and changes in other cost push vari-
ables (wage, energy prices, etc.) may exert a strong impact on inflation in the short-
run to a greater or lesser extent. However, as long as these shocks are not financed by
additional money, they exert a rather limited and only temporary influence on the fu-
ture price level in the euro area. Our main conclusion is that the ECB should integrate
the “M3-price gap” into the concept of monetary growth targeting. Having said that,
the ECB should base its monetary policy decisions – the change in interest rates – on
the basis of the “M3-price gap” rather than on a simple comparison between actual
M3 growth and the reference value based on potential GDP growth, the trend change
in velocity, and a normative inflation rate.
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Part 4: Assessment of recent ECB policy and outlook

The global economic slowdown, which started around the beginning of this year, has
had a much greater impact on the euro area economies than was originally expected.
The consequences following the acts of terror in the US on 11 September are slowly
becoming visible. However, the dimensions and the timing of the recovery are not yet
predictable with an appropriate degree of certainty. We expect the ECB to lower in-
terest rates further. Should signs of a recovery not materialize until the end of this
year, it is likely that the ECB will lower its main refinancing rate to 2.5 % by the end
of the first quarter of 2002. In view of the signals provided by the variables of the
ECB strategy, we consider such an easing compatible with price stability in the euro
area. Even under relatively positive growth assumptions, our “real money gap”-
based estimation model predicts a consumer prices inflation of well below 2.0 % in
2002.

___

Content: 1. Macro-economic environment – 2. ECB strategy variables – 3. Review of ECB policy ac-
tions – 4. Interest rate and inflation forecast.

___

1. Macro-economic environment

The global economic slowdown, which started around the beginning of this year, has
had a much greater impact on the euro area economies than was originally expected.
Fading hopes for an early global economic recovery marked the onset of summer
2001. In June and early July, however, disappointing macro-economic data from Ja-
pan, Europe and the United States, accompanied by profit warnings from European
and North American companies, indicated that the slowdown was not only continuing
but also spreading. Stock markets fell sharply, giving back their earlier gains and ex-
tending the correction that had begun a year before.

The general deterioration in stock markets was compounded in July by turmoil in
emerging markets. News about problems in Argentina, Turkey and Poland affected
equity values and currencies of a number of emerging economies, although there were
also many countries that escaped these spillover effects. The contagion started to
abate shortly afterwards as market participants again began to differentiate between
countries. In contrast to the gloom in global equity markets, there was little sign of a
credit crunch in global fixed income markets. Yield curves in the major economies
retained their steep slopes, indicating a degree of confidence in a near-term economic
recovery.

Despite rising losses from defaults, credit spreads narrowed steadily over the first half
of the year, as investors sought to add corporate bonds to their portfolios. Even
spreads in the troubled telecom sector narrowed. In the international market, firms
continued to take advantage of favorable conditions by floating long-term debt securi-
ties in the second quarter, albeit at a slower pace than before. Many corporate borrow-
ers, however, used the funds to pay off other obligations, especially maturing long-
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term debt and commercial paper, rather than investing in new equipment and acquisi-
tions.

The acts of terror in the US on 11 September 2001 prevented the stock markets and
industrial economies from regenerating. Surely, a recovery will start, but later than
expected. Even a short-lived regression in the USA and Europe does not seem impos-
sible.

2. ECB strategy variables

First strategy pillar: Since May 2001, the annual growth rate of the stock of M3 has
been deviating from the 4.5 % reference value (see figure 7). In August the growth
rate stood at 6.7 % and in September 7.6 %. However, there are strong reasons to be-
lieve that the stock of M3 is subject to “portfolio shifts” which are not related to an
excessive money production. For instance, the equity market turbulences have in-
duced non-banks to place their funds into short-term bank liabilities – especially mar-
ketable instruments – rather than shifting them in long-term bank liabilities. More-
over, the gap between US and euro area short-term rates may have induced short-term
portfolio-shifts inflating the stock of M3. When looking at the M3 counterparts, the
growth rate of the total credit to the private sector, which may be considered as an im-
portant source of money production, has slowed down substantially since September
2000 (see figure 8). Taken together, monetary data does not point to future inflation-
ary pressures in the euro area.

Figure 7: M3 (annual growth and 6-months annualised growth) and reference value in
percent

Source: ECB; own calculations.
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Figure 8: M3 (lhs) and credit growth (rhs) in percent

Source: ECB.

Second strategy pillar: The variables of the ECB’s second strategy pillar no longer
indicate risks to price stability. Euro area output growth is slowing, giving rise to an
expectation of below-potential growth in 2002. The annual increases in euro area
price indices – consumer prices, producer prices, etc. – have started slowing down as
“cost push” factors related to energy prices and special factors such as, for instance,
BSE, peter out. Moreover, other variables such as, for instance, wage settlements do
not provide any unfavorable signals to future price stability. When interpreted in view
of slowing growth, further downward pressure on future price increases are to be
reckoned with. The assessment of a low inflation environment is actually supported
by the recent decline in the “break even inflation” rates in the euro area.

3. Review of ECB policy actions

The ECB cut the interest rate by 25bp on 10 May 2001. The cut was largely explained
by the need to adjust borrowing costs to make allowance for an upward distortion in
the stock of M3. A further 25bp rate cut was delivered on 30 August. On both occa-
sions, the ECB took, more or less, most market observers by surprise in terms of tim-
ing. As an immediate response to the acts of terror in the US on 11 September, central
banks took measures aimed at preventing concerns of a liquidity squeeze in the pay-
ment and settlement systems on the part of investors. Following the US Fed 50bp rate
cut on 17 September, the ECB reduced rates by 50bp, bringing the ECB refinancing
rate to 3.75 %. From a financial market stability point of view, the move was certainly
warranted. It has surely helped support investor confidence in times of a serious crisis
without causing rising inflation expectations. The 50bp rate cut on 8 November,
bringing the ECB refi rate to 3.25 %, was justified by the improved inflation outlook.

Throughout the last six months, the ECB has been keeping inflationary expectations
stabilised which is, especially in view of the marked deviation from the envisaged
2.0 % ceiling, a great achievement of monetary policy. In terms of communication
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policy, however, the ECB has been critizised by various quarters. In fact, the interest
rate cut on 10 May was, judging from market and press comments, largely perceived
as a kind of compromise within the ECB Governing Council rather than driven by
news on monetary data. Moreover, the timing of the rate cut on the afternoon of 17
September surprised most observers given the ECB President’s statement that morn-
ing suggesting no immediate ECB rate cut. That said, communication of the ECB ac-
tions, even though fundamentally justified, has remained a “weak spot” in the ECB’s
overall strategy.

4. Interest rate and inflation forecast

The dimensions of the hit to global growth following the acts of terror in the US on 11
September are slowly becoming more visible. However, the dimensions and timing of
the recovery are not yet discernible. Together with declining inflation, further interest
rate cuts in the US and the euro area are to be expected. The signals provided by the
variables of the ECB’s first and second pillar will allow the bank to lower rates fur-
ther. This forecast is largely driven by the fact that the ECB policy will presumably be
driven by the deviation of actual inflation from the 2.0 % ceiling. Should an economic
recovery not materialise by the end of the year, further ECB rate cuts could bring the
ECB refinancing rate to 2.5 % by the end of the first quarter 2002. Given that a rate
cut will translate into a steeper yield curve, the chances are good that M3 growth will
decline as the opportunity costs of M3 holdings will increase.

Figure 9: Inflation Forecast

Inflation-Forecast: EU12
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Against the background of this rate forecast, we estimated future inflation on the basis
of the price gap model which was outlined in Part 3. According to this approach, the
inflation rate is influenced by the price gap, the output gap, and some cost-push vari-
ables, namely the oil price and the EUR/USD exchange rate. The forecast, of course,
is based on certain presuppositions concerning the above-mentioned variables. Our
presuppositions for the period 2001-Q3 to 2003-Q4 are:

Forecast
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(i) M3 growth-rate 5.5 %, 6.5 % in 2001-Q3 and 2001-Q4,
(ii) GDP potential growth rate 2.5 %,
(iii) GDP growth rate 1.0 % in 2001-Q3 and 2001-Q4, 1.5 % in 2002-Q1 and

2002-Q2, 2.0 % in 2002-Q3, 2.5 % in 2002-Q4,
(iv) oil price per barrel $ 25, and
(v) EUR/USD 0.90.

Figure 9 shows the inflation-forecast which starts in 2001-Q3. In 2001-Q4 the infla-
tion rate will start remaining below the critical value of 2.0 %. With annual M3-
growth expanding by no more than 5.5 %, inflation will be benign in the coming quar-
ters. Of course, the model does not capture the short-term dynamics of the change in
the consumer price index. That said, inflation could well be lower than the model
forecast suggests, especially so if the output gap rises more than suggested by the
model. It should be noted that inflation in low-growth countries (like, for instance,
Germany) is set to decline stronger than in fast-growing countries (like, for instance,
Ireland). Most importantly, the model shows that current monetary conditions are cer-
tainly in line with delivering an inflation in the euro area which will be below 2.0 %
for the foreseeable future.

________
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