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Preface

This book is a comparative study of the newly established European
Central Bank (the Eurosystem) with the pre-euro Bundesbank and with
the US Federal Reserve System. The institutional framework, the monet-
ary policy strategies and the operational mechanisms of the three central
banks are presented and compared, with an assessment of the monetary
policy strategy and results of the new European Central Bank (ECB)
during its first three years of operation. Although the Eurosystem’s organ-
isation, monetary instruments and primary objective of price stability are
very similar to the Bundesbank model, the ‘two-pillar’ monetary policy
strategy of the ECB is a departure from the ‘monetary targeting’ strategy
adopted by the pre-euro Bundesbank. In fact, the eclectic nature of the
ECB’s monetary policy strategy borrows from both the pre-euro Bundes-
bank’s and the Federal Reserve System’s strategies. The statutory
independence of the ECB is very similar to the regime that existed for the
pre-euro Bundesbank. However, unlike the Bundesbank and more like
the Federal Reserve System, the ECB has numerous legal requirements to
communicate, without compromising its independence, with the European
Parliament and to engage in a dialogue with other EU bodies. Like the
pre-euro Bundesbank but unlike the US central bank, the ECB refuses to
publish the minutes of its Governing Council or to publish the vote of the
Governing Council – or even the results of the vote whilst keeping the
voting patterns of the members secret. Following the tradition of the pre-
euro Bundesbank, the ECB, initially in early 1999, took the financial
markets by surprise in terms of the timing of the monetary policy changes.
More recently, after having been much criticised for its confusing, and at
times contradictory, public statements, the ECB seems to be preparing the
market for monetary policy changes, in line with the strategy of the
Federal Reserve System. The Eurosystem is a central bank whose organ-
isation and monetary policy strategy will evolve over time, just as the
Federal Reserve System has evolved over the past 90 years. Already, the
first pillar of the ECB monetary policy strategy (the reference value of
the broad monetary aggregate) is becoming less important and will
probably be formally abandoned in the near future, just as some current



members of the Governing Council are willing to support the publication
of the votes of that policy-making body, while maintaining secret the votes
of each member. Moreover, once the ECB’s independence and credibility
have been well-established, the ECB Governing Council will not be so
reluctant to engage in an ongoing dialogue with the Eurogroup Ministers
of Finance to discuss the interaction between monetary, fiscal and struc-
tural policies – and may even be willing to discuss the operational
definition of price stability, without giving the impression that it is compro-
mising its ‘operational independence’.

Text organisation

Since the historical background to the creation of each of the three central
banks is not well known to most readers, Chapter 1 provides the required
minimum historical information, as well as basic institutional features of
each central bank. Relatively more space is devoted to the US central
bank for two reasons: (i) the Federal Reserve System was not the first US
central bank to be established and (ii) the organisational structure of the
Federal Reserve System has evolved over its 90-year history. Chapter 2
examines and compares the statutory objectives of the three central banks
and the issues of central bank independence, transparency and account-
ability. Chapter 3 compares the monetary policy strategies, instruments
and recent policy actions of the three central banks. An evaluation of the
performance of the ECB is also presented. Finally, Chapter 4 deals with
economic policy coordination in the eurozone. Since monetary policy is
only one aspect of the overall economic policy of a ‘nation’, it is important
to understand how the eurozone’s European Central Bank, a supra-
national institution, fits into the general economic policy framework and
institutions of the European Union. Since this European policy framework
is sui generis and has evolved as a result of the creation of the single cur-
rency area, we believe that it is important to outline its main features,
which involve 12 national governments, the European Commission, the
Council of Ministers of Economics and Finance of the European Union,
and the European Parliament. We also describe the external representa-
tion of the new European Central Bank at the level of international organ-
isations and forums.

Preface xv
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Preface xvii

Key characteristics of the euro area including and excluding Greece

Reporting Unit Euro area Euro area United Japan
period incl. excl. States

Greece Greece

Population1 2000 m 302 292 272 127
GDP (share of world GDP)2 1999 % 16.2 15.8 21.9 7.6
GDP 1999 Cbn 6,245 6,127 8,666 4,081
GDP per capita 1999 C 20,667.5 21,013 31,916 32,205
Sectors of production3

Agriculture, fishing, forestry 1999 % of GDP 2.8 2.6 1.6 1.8
Industry 

(including construction) 1999 % of GDP 28.5 28.6 27.3 36.4
Services 1999 % of GDP 68.7 68.7 71.1 61.9

Unemployment rate 
(share of labour force) 1999 % 10.0 9.9 4.2 4.7

Labour force participation rate4 1999 % 67.3 67.4 77.2 72.4
Employment rate4,5 1999 % 60.5 60.6 73.9 68.9
Exports of goods6 1999 % of GDP 12.9 13.3 7.4 9.3
Exports of goods and services6 1999 % of GDP 16.9 17.2 10.3 10.7
Import of goods6 1999 % of GDP 11.8 11.9 11.1 6.4
Import of goods and services6 1999 % of GDP 15.9 16.1 13.2 9.1
Exports (share of world exports)7 1999 % 18.9 19.0 15.2 9.1
Current account balance6 1999 % of GDP �0.2 �0.1 �3.6 2.5
General government

Surplus (�) or deficit (�) 1999 % of GDP �1.3 �1.3 1.0 �8.9
Gross debt 1999 % of GDP 72.7 72.2 63.2 125.6
Revenue 1999 % of GDP 47.7 47.8 32.9 31.0
Expenditure 1999 % of GDP 49.0 49.1 31.9 39.9

Bank deposits8 1999 % of GDP 79.4 80.0 41.0 134.5
Stock of loans to the private 

sector9 1999 % of GDP 90.1 91.1 76.1 136.3
Outstanding domestic debt 

securities10 1999 % of GDP 89.8 90.1 178.0 157.9
Stock market capitalisation 1999 % of GDP 66.1 64.7 128.7 73.9

Sources: Eurostat, IMF, European Commission, OECD, Reuter’s, ECB and ECB calculations.

Notes
1 As of January 2000.
2 GDP shares are based on a purchasing power parity (PPP) valuation of country GDPs.
3 Based on real value added. Data for the United States and Japan refer to 1997.
4 Data for Greece refer to 1998.
5 As a ratio of the number of persons in employment to the working age population (those aged

between 15 and 64).
6 Balance of payments data, only extra-euro area trade flows for the euro area. For euro area imports

and exports including Greece. ECB estimate based on Eurostat and ECB balance of payments data.
7 External trade statistics, world exports exclude intra-euro area trade flows.
8 Euro area: total deposits with MFIs; United States: demand, time and savings deposits with banking

institutions; Japan: demand and time deposits with deposit money banks.
9 Euro area: MFI loans to other euro area residents; United States and Japan; domestic credit.

10 Data for domestic debt securities refer to December 1999.





1 Historical background and
basic institutional features

This chapter presents a short historical background of each central bank,
starting with the European Central Bank (ECB), followed by the pre-euro
Bundesbank and the Federal Reserve System. The basic institutional
structure of each central bank is presented as a prerequisite to an under-
standing of the issues of independence, transparency and accountability,
which are discussed in Chapter 2.

THE EUROPEAN CENTRAL BANK

Historical background

The idea of creating a single European currency with a single European
central bank pre-dates the Maastricht Treaty (1992), which outlined the
organisation, powers and functions of the European Central Bank. In the
post-war period, at The Hague Summit of December 1969, the Heads of
State or Government of the six original Member States of the Community
(France, Germany, Italy and the Benelux countries – Belgium, the Nether-
lands and Luxembourg), declared in a communiqué that the Community
should work, in stages, towards the goal of achieving an Economic and
Monetary Union:

They have reaffirmed their wish to carry on more rapidly with the
further development necessary to reinforce the Community and its
development into an economic union. They are of the opinion that the
process of integration should end in a Community of stability and
growth. With this object [sic] in view they have agreed that on the basis
of the memorandum presented by the Commission on 12 February
1969 and in close collaboration with the Commission a plan by stages
should be drawn up by the Council during 1970 with a view to the cre-
ation of an economic and monetary union . . . They have agreed that
the possibility should be examined of setting up a European reserve
fund, to which a common economic and monetary policy would lead.

(Point no. 8 of the final Communiqué of the Conference of the Heads
of State or Government on 1 and 2 December 1969 at The Hague,

Appendix 1 of the Werner Report 1970)



The Werner Committee, established in 1970 with a view to proposing a
road map to achieve such a goal, recommended that the Treaty of Rome
establishing the European Economic Community (1957) be amended to
set fixed and irreversible exchange rates between the currencies of the
Member States, followed by the creation of a European System of Central
Banks, which would be responsible for setting a single monetary policy for
the Community:

The constitution of the Community system for the central banks could
be based on organisms of the type of the Federal Reserve System
operating in the United States. This Community institution will be
empowered to take decisions, according to the requirements of the
economic situation, in the matter of internal monetary policy as
regards liquidity, rates of interest, and the granting of loans to public
and private sectors.

(Werner Committee 1970: 7)

Although the Community adopted various resolutions in the early 1970s to
implement gradually the recommendations of the Werner Report (e.g. 22
March 1971, 19–21 October 1972),1 and in fact had launched the first stage
of the step-by-step process, the demise of the Bretton Woods international
monetary system, coupled with the German view that European economic
and political union was a prerequisite to the formation of a monetary
union, forced the Community Council of Finance Ministers (Ecofin
Council) to postpone sine die the creation of a legal framework to launch a
single currency with the establishment of a European central bank. It was
not until the late 1980s, after measures to create a single market were
adopted in line with the provisions of the Single European Act (1986) and
after it was agreed, in the wake of German reunification, to introduce a
‘political union’ pillar in the Common Foreign and Security Policy in the
Maastricht Treaty, that the general outline of the Delors Report on Eco-
nomic and Monetary Union (Delors Committee 1989) was adopted as the
basis for the negotiations that eventually led to the provisions of the Maas-
tricht Treaty to establish a European Central Bank with a single currency.

The text of the Treaty and its Protocols dealing with ‘Economic and
Monetary Policy’ was the result of negotiations undertaken at the Inter-
governmental Conference on Economic and Monetary Union (EMU).
This conference, composed of representatives of the then 12 Member
States of the Community, opened in Rome on 15 December 1990 and
closed with an agreement one year later in Maastricht. The speedy
outcome of these negotiations, held in parallel with the Intergovernmental
Conference dealing with Political Union, was the direct result of the
impetus provided by the French President, François Mitterrand, and the
German Chancellor, Helmut Kohl, to deepen European integration in
view of the fall of the Berlin Wall in November 1989, leading to the eco-

2 Historical background



nomic and political reunification of Germany in 1990. The major draft
treaties on EMU – including draft statutes on the European Central Bank
– were submitted by the Commission (European Commission 1991), by
the governments of France (France 1991) and Germany (Deutschland
1991), by the Committee of Governors of the Central Banks of the Euro-
pean Communities (1990), and by the Monetary Committee of the Euro-
pean Communities (1990). The Deutsche Bundesbank (1990) also
submitted a position paper on EMU. At the very start of the negotiations,
the British Conservative government, under John Major, who could not
accept the idea of creating a single European currency that would replace,
inter alia, the British pound, submitted a proposal for the creation of a
‘hard ECU’, which would become the common currency of Europe,
managed by a new institution, the European Monetary Fund (HM Treas-
ury 1991). The ‘hard ECU’ would coexist with the other national curren-
cies and was not intended to replace them. Since the British proposal was
never seriously considered by the other Member States, the UK govern-
ment had to request an ‘opt-out’ clause from the final stage of EMU so as
to be able to sign the Maastricht Treaty.

The Delors Committee which, in the late 1980s, had the mandate to
study and propose concrete recommendations on how an economic and
monetary union should be established, recommended the adoption of a
single currency with a European System of Central Banks responsible for
formulating and implementing monetary policy in the single currency area
(Delors Committee 1989). This new central bank was to be organised with
a federalist structure, ‘in what might be called the European System of
Central Banks (ESCB)’ (Delors Committee 1989: 25). Although the pro-
posed central bank appeared to be based on the model of the US Federal
Reserve System (Delors, the President of the European Commission from
1985–94, often used the term ‘EuroFed’ to refer to the ESCB), the struc-
tural organisation, the assigned functions, the monetary policy instruments
and the primary objective of the ECB/ESCB – as laid out in the Maas-
tricht Treaty, in its Protocol dealing with the central bank, and in sec-
ondary legislation – are rooted in the model of the pre-euro Deutsche
Bundesbank. However, the ECB modus operandi dealing with monetary
policy strategy and communication policy is a combination taken from the
Bundesbank and Federal Reserve models.

The organisation, powers and functions of the European Central Bank
are outlined in Articles 105 to 115 of the Treaty on European Union
(1992, also known as the ‘Maastricht Treaty’ and hereafter referred to as
the ‘Treaty’) and in Protocol number 18 on the ‘Statute of the European
System of Central Banks and of the European Central Bank’, hereafter
referred to as the ‘Statute’.2 This Protocol, which contains 53 articles, in
combination with the ‘Treaty’ articles, defines the role of the European
Central Bank in formulating and executing monetary policy for the single
currency area, a power that this supranational body does not share with

Historical background 3



any Community or national institution. The Council of Ministers of Eco-
nomics and Finance of the European Union (composed of the Finance
Ministers from each of the 15 EU Member States and hereafter indicated
as the ‘Ecofin Council’) retains its powers in formulating broad guidelines
on macroeconomic policies for EU Member States (Article 99), in con-
ducting multilateral surveillance in policy areas such as the ceilings on
public deficit and debt ratios (Article 104 and European Commission
1999b: Part F), in harmonising the tax laws of the 15 Member States of the
European Union, and in formulating the euro exchange rate policy, which
is a shared responsibility with the European Central Bank.

Basic institutional features: ECB, Eurosystem and ESCB

The European Central Bank (ECB) with the 15 national central banks of
the EU Member States is known, according to the ‘Treaty’, as the Euro-
pean System of Central Banks (ESCB). The ECB, with the national central
banks of the EU Member States that have introduced the single currency
(originally 11, now 12, Member States), is known as the Eurosystem. The
Governing Council of the ECB, analogous to the pre-euro Bundesbank’s
Central Bank Council or to the Federal Open Market Committee of the
Federal Reserve System (see below), is the highest decision-making body
of the Eurosystem and is responsible for monetary policy decisions in the
eurozone (see Figure 1.1 and Box 1.1). The ECB Governing Council is
composed of a six-member Executive Board, which is analogous to the
pre-euro Bundesbank’s Directorate or to the Board of Governors of
the Federal Reserve System (see below), and the current 12 Governors of
the National Central Banks of the Member States participating in the euro-
zone, which is analogous to the Presidents of the pre-euro Land Central
Banks in Germany or to the Presidents of the district Federal Reserve
Banks in the US (see below). The members of the Executive Board are
appointed for a non-renewable term of eight years by a common accord of
the Heads of State or Government of the Member States constituting the
eurozone, on a recommendation from the Eurogroup Finance Ministers
after consulting the European Parliament and the ECB Governing
Council.3 One member of the Executive Board is designated President of
the ECB and another is designated Vice-President of the ECB. The
members of the Executive Board must have professional qualifications.
The Governors of the National Central Banks of the 12 Member States
participating in the eurozone, are appointed for a minimum term of five
years by their respective national governments or parliaments.

Monetary policy decisions are taken by a simple majority of the
members of the Governing Council, with the President having a casting
vote in case of a tie.4 This rule reinforces the view that each member has
an equal weight, independent of national origin. The vote of a member of
the Governing Council from Luxembourg has the same weight as the vote

4 Historical background



of a member from Germany, meaning that the Governing Council does
not practice ‘qualified majority’ voting on monetary policy decisions, in
contrast to the rules used by the Council of Ministers of the European
Union.

The Governing Council of the ECB is responsible for the eurozone’s
monetary policy and the Executive Board of the ECB is responsible for
implementing monetary policy in accordance with decisions taken by the
Governing Council. The Eurosystem adheres to the principle of decentral-
isation. This principle stipulates that, to the extent deemed possible and
appropriate, the ECB shall have recourse to the eurozone National
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Figure 1.1 The eurosystem and the European System of Central Banks.

Source: European Central Bank, Annual Report 2001.

Note: As of 1 January 2001, Bank of Greece is part of the Eurosystem. Hence, with a six-
member Executive Board and 12 Governors of the eurozone National Central Banks, the
Governing Council of the ECB, the monetary policy decision-making body, is composed of
18 members. The Eurosystem is composed of the ECB and the 12 National Central Banks of
the Member States composing the eurozone. The European System of Central Banks
(ESCB) is composed of the ECB and all 15 EU National Central Banks, with a General
Council composed of two Executive Board members (President and Vice-President of the
ECB) and the Governors of all 15 EU National Central Banks.



6 Historical background

Box 1.1 Composition of the 18-member ECB Governing Council

The European Central Bank was established on 1 June 1998, there-
fore allowing some seven months during which the operational
decisions and the testing of the communication and payment systems
could be undertaken before the launching of the single currencya and
the single monetary policy on 1 January 1999. The Governing
Council holds a monetary policy meeting once a monthb, with all but
two of the meetings per year held at its headquarters in Frankfurt am
Main, Germany. Since 2000, the eurozone National Central Banks
(with the exception of the Bundesbank) host each year, on a rotating
basis, the two meetings held outside Germany.

The members of the Executive Board appointed in June 1998 and
their respective responsibilities are as follows:

W. Duisenberg (The Netherlands), President, who was pressured by
France to promise to resign before his eight-year term expires so as
to make room for a French candidate. He is responsible for External
Relations, Secretariat, Protocol and Conferences, and Internal
Audit. In early 2002, he announced his resignation effective July
2003.
C. Noyer (France), Vice-President with a four-year term. He is
responsible for Administration and Personnel, Legal Services and is
one of the ECB’s two members who sit on the Economic and Finan-
cial Committee, a consultative Community body; L. D. Papademos
(Greece) was appointed Vice-President for a regular eight-year term
to replace Noyer whose term expired on 31 May 2002.
E. Domingo-Solans (Spain), with a six-year term. He is responsible
for Information Systems, Statistics and Banknotes.
S. Hämäläinen (Finland), with a five-year term. She is responsible for
Operations and Controlling.
O. Issing (Germany), with an eight-year term. He is responsible for
Economics and Research, a very important position since he pre-
sents the economic analysis to argue the case for or against any
change in monetary policy at the monthly monetary policy meetings
of the Governing Council. He is also one of the ECB’s two members
who sit on the Economic and Financial Committee.
T. Padoa-Schioppa (Italy), with a seven-year term, is responsible for
International and European Relations, Payment Systems and Pru-
dential Supervision.
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The other members of the Governing Council, the 12 National
Central Bank Governors, in alphabetical order according to the
names of the Member States in their own language, are as follows.

G. Quaden, as from 1 March 1999 [preceded by A. Verplaetse, until
28 February 1999]; Nationale Bank van België/Banque nationale de
Belgique.
E. Welteke as from 1 September 1999 [preceded by H. Tietmeyer,
until 31 August 1999]; Deutsche Bundesbank.
N. Garganas as from 14 June 2002 – [preceded by L. D. Papademos,
as from 1 January 2001 when Greece joined the single currency areac

until 31 May 2002 when he was appointed ECB Vice-President],
Bank of Greece.
J. Caruana as from 12 July 2000 [preceded by L. Rojo, until 11 July
2000]; Banco de España.
J.-C. Trichet, Banque de France.
J. Hurley as from 11 March 2002 [preceded by M. O’Connell, until
10 March 2002]; Central Bank of Ireland.
A. Fazio, Banca d’Italia.
Y. Mersch, Banque centrale du Luxembourg.
N. Wellink, De Nederlandsche Bank.
K. Liebscher, Oesterreichische Nationalbank.
V. Constâncio as from 23 February 2000 [preceded by A. de Sousa,
until 22 February 2000]; Banco de Portugal.
M. Vanhala, Suomen Pankki.

Notes
a It is important to underline that the single currency was introduced in 1999, not in

2002. From January 1999 to January 2002, the legacy bills and coins used at the
retail level, and the cheques written in the legacy units of account were all, legally
speaking, only non-decimal subdivisions of the euro.

b Prior to November 2001, the ECB Governing Council, like the pre-euro Bundes-
bank’s Central Bank Council, held a monetary policy meeting every fortnight. To
reduce the frequency of interest rate volatility, which usually occurs around the time
of a monetary policy meeting, the ECB Governing Council decided in November
2001 to meet only once a month to consider monetary policy changes. It still holds
two meetings per month, but one of the meetings per month deals with issues other
than monetary policy decisions.

c Since Greece had not qualified for membership in the eurozone with the first wave
of countries in 1999, the Greek government applied for membership in early 2000.
Following the positive recommendation by the Heads of State or Government, the
Ecofin Council in June 2000 approved the Greek request to join the eurozone as of
1 January 2001.



Central Banks (NCBs) to carry out operations that form part of the tasks
of the Eurosystem. Whereas the principle of decentralisation applies to
operations only (e.g. the basic open-market operations, called the ‘main
refinancing operations’, are executed by each euro NCB with the credit
institutions located on its national territory), the monetary policy decisions
remain centralised (e.g. the interest rate of the main refinancing opera-
tions is decided by the ECB Governing Council and the overall amount of
short-term liquidity provided each week to the credit institutions in the
Eurosystem is decided by the ECB Executive Board). This principle is
very similar to the one that was applied to the allocation of responsibilities
and functions between the Central Bank Council/Directorate of the pre-
euro Bundesbank and the Land Central Banks (see below).

A General Council, composed of the President and Vice-President of
the ECB and the Governors of the 15 EU National Central Banks, has
been established for the transition period when some national central
banks of the ESCB do not participate in the Eurosystem. The General
Council coordinates monetary policies between the Eurosystem and the
‘out’ NCBs (which retain their powers in the field of monetary policy,
which has to be consistent with the goal of price stability), cooperates on
issues dealing with prudential supervision of credit institutions in the
European Union, and contributes in the preparations for irrevocably fixing
the exchange rates of the euro against the currencies of the ‘out’ Member
States that have made a formal request to join the eurozone.

When the other three current EU Member States (Denmark, Sweden
and the United Kingdom5) eventually join the eurozone, the Governing
Council will be composed of 21 members, with the NCB governors effect-
ively holding 71 per cent of the votes in that decision-making body of the
Eurosystem. This is in contrast to the case of the pre-euro Deutsche Bun-
desbank, where the Presidents of the Land Central Banks held only 53 per
cent of the votes in the Central Bank Council, and to the case of the US
Federal Reserve System where the five voting Presidents of the district
Federal Reserve Banks hold only 42 per cent of the votes of the Federal
Open Market Committee, the decision-making body of the US central
bank (see below). In a Eurosytem composed of the 15 National Central
Banks – and many more in the future, with the enlargement of the EU
(see Box 1.2) – the Executive Board (the centre) will clearly be in the
minority with six votes out of a total of 21. The ‘executive’ of the Eurosys-
tem is relatively less important than the ‘executive’ of either the Direc-
torate of the pre-euro Bundesbank or the Board of Governors of the
Federal Reserve System.

Income of the ECB

The eurozone National Central Banks, not the governments of the
Member States constituting the eurozone, are the shareholders of the

8 Historical background
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Box 1.2 Enlargement of the European Union and the ECB

With the enlargement of the European Union from the current 15
Member States to 27 Member States, the Governing Council would
be composed of ultimately 33 members, as the new Member States
were eventually accepted to join the eurozone. Such a large Govern-
ing Council would both change the balance of power strongly
towards the national central bank governors and away from the six
Executive Board members, and render it unwieldy. The Treaty of
Nice (2001) opens the way to change the ECB’s decision-making
procedures without requiring another intergovernmental conference
to modify the voting rules in the Governing Council of the ECB. The
Treaty of Nice, which was ratified by all 15 EU Member States by the
end of 2002, allows the Council of the European Union, meeting in
the composition of the Heads of State or Government and acting
unanimously, to recommend to Member States an amendment to the
provision of Article 10.2 of the ECB ‘Statute’ concerning the general
voting rules of the ECB Governing Council. The amendment would
enter into force after having been ratified by all the Member States.
The current principle of the voting procedure in the ECB Governing
Council on monetary policy is ‘one member, one vote’. An amend-
ment could envisage a voting system similar to the one existing in the
Federal Open Market Committee of the Federal Reserve System
(see below). In line with the provisions of this system, all NCB gov-
ernors would participate in the discussions of the ECB Governing
Council, but in any given year only a limited number of governors
would have the right to vote, the voting rights rotating among the
governors from year to year. A further condition could be envisaged
whereby the Governors of National Central Banks from large
Member States, such as from Germany and France, would have a
permanent voting seat on the ECB Governing Council, as is the case,
for example, for the President of the Federal Reserve Bank of New
York, who has a permanent voting seat on the FOMC.

ECB; the eurozone NCBs, not the ECB, receive the so-called ‘seigniorage
income’ of the Eurosystem. The ECB receives investment income derived
from its capital base and holdings of foreign reserve assets, both of which
were provided by the eurozone NCBs. The 12 NCBs participating in the
eurozone paid up in full their respective subscriptions to the ECB’s capital
according to their calculated share, as provided in the Maastricht Treaty.
The shares and amounts of the capital subscription to the European



Central Bank are calculated on the basis of the relative size of each
Member State’s population and gross domestic product (see Table 1.1). As
a result, the ECB is endowed with a capital of C4 billion, out of an autho-
rised initial capital base of C5 billion.6 This capital, as well as its holdings
of foreign reserve assets (see Table 1.1), generates its regular income to
cover its administrative expenses on salaries, services and rental of
premises. As ‘shareholders’ of the ECB, the eurozone NCBs are entitled
to receive any profit (the difference between the income and expenses)
earned by the ECB, in proportion to their paid-up capital.7

Seigniorage income of the NCBs

The income accruing to a national central bank in the performance of its
monetary policy operations is known as seigniorage income, since it arises
from the seigniorage rights granted to a central bank. Seigniorage income
is derived from the assets held by the central bank against notes in circula-
tion and deposit liabilities to credit institutions (or, more generally, to
counterparties). When a central bank engages in an open market opera-
tion to provide liquidity, it purchases – albeit temporarily – an interest-
bearing security from a counterparty, who in turn receives a deposit (or
banknotes, if requested) from the central bank. The security provides
seigniorage income to the central bank. Although all open-market policy
decisions are taken by the ECB Governing Council, it is important to note
that the ECB does not directly engage in these open-market operations,
which are carried out directly by the National Central Banks of the
Eurosystem, in keeping with the principle of decentralisation. Con-
sequently, the NCBs receive seigniorage income, not the ECB.

The ‘Treaty’ (see Article 32.5 of the ‘Statute’) provides that each euro-
zone National Central Bank’s seigniorage income derived from its assets
held against notes in circulation and deposit liabilities to credit institutions
(less any interest paid on reserves held by credit institutions) is pooled and
then redistributed to each eurozone NCB in proportion to its paid-up
shares in the capital of the ECB. However, the Governing Council of the
ECB decided that, for the first three years (1999–2001), seigniorage
income derived from the banknotes in circulation would not be pooled and
redistributed to the eurozone NCBs prior to the introduction of the euro
banknotes (European Central Bank 1998b). In accordance with this
interim decision, based on Article 32.3 of the ‘Statute’, only the seignior-
age income derived from the deposit liabilities of the euro NCBs to credit
institutions is to be pooled and redistributed to the eurozone NCBs, in
proportion to the paid-up shares of the NCBs in the capital of the ECB.8

This interim decision was taken to avoid the contentious issue of the
full application of Article 32.5, which would have meant a reallocation of
seigniorage income from the Deutsche Bundesbank to the Banque de
France (see Central Banking 1997). On the basis of data from the

10 Historical background
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eurozone comprising the original 11 NCBs, the Bundesbank would have
received each year only 31 per cent of the pooled seigniorage income
derived from the eurozone’s banknotes in circulation whereas the value of
the Deutsche mark banknotes in circulation accounts for an estimated 38
per cent of the eurozone’s total value of banknotes in circulation. On the
other hand, the Banque de France would have been allocated 21 per cent
of that pooled income whereas the value of the French franc banknotes
represents only 12 per cent of the eurozone’s total value of banknotes in
circulation.9 The question of the calculation of the pooled seigniorage
income derived from the banknotes was revisited by the Governing
Council just prior to the introduction of the euro banknotes in 2002.
Following the decision of the Governing Council, as from calendar year
2002, the seigniorage income derived from euro banknotes is pooled and
allocated to the eurozone NCBs in proportion to their paid-up shares in
the capital of the ECB. However, there is a transitional period up to the
end of 2007, during which the seigniorage income (monetary income)
derived from banknotes and allocated to the NCBs, is adjusted by taking
into account the differences between the average value of banknotes in
circulation of each eurozone NCB in the period from July 1999 to June
2001 and the average value of banknotes that would have been allocated
to each eurozone NCB during that period under the ECB’s paid-up capital
formula. This adjustment is to be reduced in annual stages until the end of
2007 (see European Central Bank 2001b). Again, this procedure of calcu-
lating the allocation of monetary income prevents a sudden change of
seignoriage income as a result of the pooling of income derived from ban-
knotes after the end of calendar year 2001.

Foreign reserve assets of the ECB

The Eurosystem may conduct foreign exchange intervention either on its
own or within the framework of coordinated intervention involving other
central banks. The intervention may be carried out by the ECB, or by the
NCBs acting on behalf of the ECB, or by a combination of the two (see
Chapter 2). To carry out the task of foreign exchange intervention, the
ECB is authorised to hold and manage some of the official foreign
reserves of the Member States participating in the eurozone. To that end,
the ECB was initially provided by the participating national central banks
with foreign reserve assets – other than the national currencies of the
Community Member States, IMF reserve positions, and Special Drawing
Rights – up to an amount equivalent to C50 billion. The foreign reserve
assets initially transferred to the ECB were essentially composed of US
dollars and gold, the latter composing 15 per cent of the total value trans-
ferred. The original 11 NCBs of the eurozone transferred to the ECB in
early January 1999, a total of almost C40 billion in foreign reserve assets
(precisely C39.5 billion, composed of C30.2 billion in US dollars in the

12 Historical background



form of securities and cash, C3.4 billion in Japanese yen in the form of
securities and cash, and C5.9 billion in gold, equal to 750 tonnes) which
represents the maximum allowable amount of C50 billion authorised by
the ‘Treaty’ and adjusted downwards for the ‘out’ NCBs by deducting
their share, approximately 20 per cent. Each National Central Bank’s con-
tribution is fixed in proportion to its share in the subscribed capital of the
ECB (see Table 1.1). For instance, the Bundesbank transferred to the
ECB reserves amounting to C12.2 billion (�24.4935 per cent of C50
billion). When Greece joined the eurozone on 1 January 2001, the Bank of
Greece, which became the 12th participating NCB, transferred to the ECB
foreign reserve assets, also composed of gold, US dollars and Japanese
yen, with a total value equivalent to C1,278,260,161. The ECB remuner-
ates the participating NCBs for the transfer of these foreign reserve assets
at an interest rate equal to the Eurosystem’s main refinancing rate (see
Chapter 3), adjusted to reflect a zero return on the gold component of
these reserve assets. In calendar years 1999, 2000 and 2001, the ECB
earned respectively C1.5 billion, C2.5 billion and C1.7 billion on the
foreign reserve assets (primarily interest income from US government
securities), but paid only C913 million, C1.4 billion and C1.5 billion
respectively to the participating NCBs on their claims on the foreign
reserve assets transferred at the beginning of 1999 (European Central
Bank, Annual Report 1999: 156; Annual Report 2000: 174; Annual Report
2001: 186).

On the recommendations of the ECB (ECB/1999/1) and the Commis-
sion, the Ecofin Council adopted on 8 May 2000 a Regulation
(2000/1010/EC) that allows the Governing Council to request further calls
of foreign reserve assets from participating NCBs. When implemented,
and provided that all 15 EU Member States participate in the eurozone,
this measure will bring the total amount of foreign reserve assets held by
the ECB to C100 billion. The new higher ceiling would strengthen the
ECB’s credibility on the international markets, in the event of a decision
to execute foreign exchange interventions.

While foreign reserve assets in excess of those transferred to the ECB
are held and managed by the participating NCBs,10 market transactions
conducted with those assets are monitored by the ECB to ensure the sin-
gleness of the Eurosystem’s exchange rate policy and monetary policy.
The ECB issued guidelines to eurozone NCBs, whereby each NCB’s opera-
tion in foreign reserve assets, including gold, which exceed a certain
amount is subject to prior approval by the ECB. A similar monitoring
framework has been put in place for transactions performed by eurozone
Member States and the European Commission involving the use of their
foreign exchange working balances.
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THE PRE-EURO BUNDESBANK

Historical background

The Deutsche Bundesbank was established in 1957 to replace the two-tier
central bank system of West Germany set up by the Allied Control Com-
mission in March 1948. The two-tier system of 1948, in part based on the
model of the US Federal Reserve System, was designed to maintain the
central bank’s independence of the future West German federal govern-
ment. It was composed of the legally independent Land Central Banks,
which operated in the individual Länder (States) of the western occupied
zones, and the Bank deutscher Länder, established in Frankfurt am Main
and responsible for issuing banknotes, the Deutsche mark, created in June
1948. In each West German State, the Land Central Bank acted as a central
bank, just as each of the 12 district Federal Reserve Banks had done in the
US until the 1930s. The difference was that, whereas the shareholders of the
Land Central Banks were each Land Government, the shareholders of each
district Federal Reserve Bank were, and still are, the member commercial
banks in each district (see below). In 1957, the two-tier central bank system
was abolished and a unified central bank was set up, but which retained
the feature of being independent of all governments (state and federal) in the
key area of interest rate decisions. The Land Central Banks, along with the
Berlin Central Bank, were amalgamated with the Bank deutscher Länder,
which then became the Deutsche Bundesbank, with the German Federal
government as its sole shareholder. The Land Central Banks became part of
the Bundesbank as Main Offices. However, they retained the name of ‘Land
Central Bank’. Since 1 November 1992, following German reunification, the
administrative areas of the Land Central Banks do not necessarily coincide
with the territory of a Land. Of the nine Land Central Banks of the reunified
Germany, five are responsible for two or three Länder each. Thus, only
the Land Central Banks of North Rhine-Westphalia, Hesse, Baden-
Wüttemberg, and Bavaria coincide with the territory of the Land.

Basic institutional features

The governing bodies of the Deutsche Bundesbank were – until the reor-
ganisation of the Deutsche Bundesbank that became effective at the end
of April 2002 (see Box 1.3 for details) – the Directorate and the Central
Bank Council. The Directorate was composed of eight members, including
the President and Vice-President. The members of the Directorate were
nominated by the Federal Cabinet, after consulting the Central Bank
Council, and were appointed by the President of the Federal Republic for
a term of eight years, or in exceptional cases for a shorter term of office,
but not for less than two years.11 Members of the Directorate had to
possess professional qualifications.
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Box 1.3 Changes to the organisational structure of the Deutsche
Bundesbank as of 30 April 2002

The launch of the single currency area and the transfer of monetary
policy decisions to a supranational institution in January 1999
changed the principal role of the Bundesbank. The Bundesbank, like
all the other eurozone NCBs, became part of the Eurosystem and,
since that time, contributed to the monetary policy decisions of the
eurozone through its President’s direct participation in the policy
council meetings of the European Central Bank and through its
‘involvement in the preparation, implementation and public explana-
tion of monetary policy decisions’ (Deutsche Bundesbank 1999: 7).

In the monetary policy field, the Bundesbank’s policy-making
council is required to provide its expertise to brief and recommend
arguments to its President and to all Bundesbank members who
participate in the ESCB committees. The Bundesbank must also
maintain operational functions – all with due regard to the instruc-
tions given by the ECB – such as the execution of refinancing opera-
tions for credit institutions in Germany, payment and clearing
transactions in Germany, management of foreign reserve assets of
the Bundesbank, and supply of currency to the German financial
institutions.

Although the role and powers of the Bundesbank changed
significantly when it was integrated into the Eurosystem, the organi-
sational structure of the Bundesbank remained essentially
unchanged. In January 2001, the German government proposed (see
Bundesministerium der Finanzen 2001), after consulting the Bundes-
bank (see the Bundesbank proposal, ‘option 1’, in Deutsche Bundes-
bank 1999), that the organisational structure of the Bundesbank be
streamlined through the creation of a single governing body com-
posed of six members, plus a President and Vice-President. Under
this proposal, which was later adopted by both houses of the German
Parliament, the Central Bank Council, was replaced as of 30 April
2002 by one governing body, called the ‘Executive Board’, headquar-
tered in Frankfurt am Main. Nominally, the regional structure of the
Bundesbank is maintained through the preservation of the present
nine Main Offices, each headed by a regional director. In keeping
with the federative structure of Germany, the President, Vice-
President and two other members of the new Executive Board are
nominated by the Federal Government and the four other members
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are nominated by the Bundesrat (the upper legislative chamber rep-
resenting the Länder), but conditional on the approval of the Federal
Government.

Under the rules of the Eurosystem, the governing body of the
Bundesbank has the right to brief, and to make recommendations to
the Bundesbank President, who sits on the governing body of the
European Central Bank.a By excluding the representatives of the
nine Land Central Banks, now called Main Offices, from the Bundes-
bank’s Executive Board, the new organisational structure eliminates
the current indirect role of the Land Central Banks in the eurozone
monetary policy and strengthens the position of the Bundesbank
President within the Bundesbank’s Executive Board. It also deals
with the problems created by the tendency of the Bundesbank offi-
cials from the Land Central Banks to comment, not only publicly but
also critically, on ECB monetary and exchange rate policies, which
added to the impression that eurozone monetary authorities did not
speak with one voice. Moreover, these critical public comments irri-
tated the current President of the Bundesbank, Mr. Welteke, who
feared that the market could at times interpret them as a reflection of
his views as a member of the ECB Governing Council.

Note
a This must be done without prejudice to the President’s independence of instructions

in his capacity as a Member of the Governing Council of the European Central
Bank, as is stipulated in the revised Article 6.1 of the Bundesbank Act, adopted in
1997, to be in line with the provisions of the Maastricht Treaty dealing with the
institutional independence of the decision-making bodies of the ECB. Thus, the
Bundesbank President may be briefed and given advice by the Bundesbank’s gov-
erning body, but he may not receive instructions on how to vote when he sits on the
Governing Council of the European Central Bank.

This restriction on a NCB’s governing body also appears in the new Statute of the
Banque de France (Loi 98-357 of 12 May 1998), which legally integrates the Banque
de France in the ESCB and which strengthens its independence granted in the law
of 4 August 1993:

Le Conseil de la politique monétaire [the Banque de France’s still-existing Mone-
tary Policy Council established in 1993 and composed of nine members, including its
Governor] examine les évolutions monétaires et analyse les implications de la poli-
tique monétaire élaborée dans le cadre du Système européen de banques centrales
(Art. 7, par. 1).

Le Conseil de la politique monétaire délibère dans le respect de l’indépendance de
son président [the Governor of the Banque de France], membre du conseil des gou-
verneurs de la banque centrale européenne, et des règles de confidentialité de celle-ci
(Art. 9, par. 4).

These two paragraphs entered into force as of 1 January 1999.



The Central Bank Council was composed of 17 members: the eight
members of the Directorate and nine Presidents of the Land Central
Banks (see Figure 1.2). Presidents of Land Central Banks were nominated
by the Bundesrat (the upper chamber of the Federal Parliament represent-
ing the Länder) and were appointed by the President of the Federal
Republic for a normal term of eight years, but not for less than two years.11

The members of the Central Bank Council, responsible for monetary
policy decisions, could not be removed from office before the end of their
term except for a limited number of reasons related to personal behaviour,
such as the inability to perform duties.

While the Central Bank Council was responsible for monetary policy
decisions (e.g. setting the key official short-term interest rates), the Direc-
torate was responsible for the implementation of the decisions taken by
the Central Bank Council (e.g. determining the aggregate amount of
liquidity that should be provided to the entire banking sector). Execution
of open-market operations was decentralised. Bids for funds were sub-
mitted by the credit institutions to their respective Land Central Bank, but
the aggregate amount of liquidity provided to the entire banking system
was set by the Directorate of the Bundesbank in Frankfurt, consistent with
the interest rate decisions taken by the Central Bank Council.

The Central Bank Council generally met on alternate Thursdays; mone-
tary policy decisions were taken by a consensus or, if necessary, by simple
majority. Whenever the Central Bank Council decided to change monetary
policy, a Bundesbank press officer would hold, immediately following the
meeting, a short press conference to announce the results of the meeting.
This announcement would include the change of the key official short-term
interest rates controlled by Bundesbank and the reason or reasons behind
the change in monetary policy. No further details would be released and, in
particular, the minutes of the Central Bank Council meetings and the votes
of each individual member were never released to the public.

THE FEDERAL RESERVE SYSTEM

Historical background

In US history, there is a long-standing distrust of centralised power and of
central banks in particular. These views were first represented by Thomas
Jefferson (President, 1801–09) who argued against the principles of the cen-
tralisation of power. The plan to establish a centralised national issuing
bank was the subject of enduring dispute. The US Constitution did not
include explicit power to establish a central bank. Between the end of the
eighteenth century and the first part of the nineteenth century, the US had
twice established a central bank to stabilise the private banking system.
However, the charter of the First Bank of the United States (1791–1811),
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The Central Bank Council was composed of the President and Vice-President of
the Bundesbank, the other six members of the Directorate and the Presidents of the
nine Land Central Banks. The Central Bank Council determined the Bundesbank’s
monetary policy. The Directorate was the central executive of the Bundesbank. The eight
members of the Directorate were nominated by the Federal Cabinet and appointed by the
President of the German Federal Republic.The Presidents of the nine Land Central Banks
were nominated by the Bundesrat (upper legislative chamber) and appointed by the
President of the Federal Republic.

The nine Land Central Banks, which are the Main Offices of the Deutsche Bundesbank,
each responsible for one or more of the German Länder (States), are as follows:

Baden-Württemberg;
Free State of Bavaria;
Berlin and Brandenburg;
Free Hanseatic City of Bremen, Lower Saxony and Saxony-Anhalt;
Free and Hanseatic City of Hamburg, Mecklenburg-West Pomerania

and Schleswig-Holstein;
Hesse;
North Rhine-Westphalia;
Rhineland-Palatinate and Saarland;
Free States of Saxony and Thuringia

Figure 1.2 Organisation of the pre-euro Bundesbank with respect to monetary
policy decisions.



which had been opposed by Thomas Jefferson and James Madison, but
proposed by Alexander Hamilton (Secretary of the Treasury, 1789–95)
who argued in favour of the principles of the centralisation of power, was
not renewed in 1811 when James Madison was President. The charter of
the Second Bank of the United States (1816–36), granted as a result of the
war with Britain and the revival of Hamilton’s ideas, was not renewed upon
expiration primarily because of political distrust of the eastern financial
establishment and a desire by western farmers for inexpensive credit. The
struggle over the attempt to re-charter the Second Bank of the United
States, brought to the fore by the bitter controversy between Nicholas
Biddle, President of the Bank, and President Andrew Jackson (1829–37),
left a legacy such that, for some 75 years, the United States was a sovereign
nation without a central bank.12 In his veto message of a Congressional bill
to renew the charter of the Second Bank, President Jackson stated:

It is regretted that the rich and powerful too often bend the acts of
government to their selfish purposes . . . In the full enjoyment of the
gifts of Heaven and the fruits of superior industry, economy, and
virtue, every man is equally entitled to protection by law; but when
the laws undertake to add to these natural and just advantages artifi-
cial distinctions, to grant titles, gratuities, and exclusive privileges, to
make the rich richer and the potent more powerful, the humble
members of society – the farmers, mechanics, and laborers – who have
neither the time nor the means of securing like favors to themselves,
have a right to complain of the injustice of their Government . . . In
the act before me there seems to be a wide and unnecessary departure
from . . . just principles.

(Reprinted in US House of Representatives 1894)

The veto message declared the Bank unconstitutional and condemned it as
a device for giving financial advantage and power to a small and irrespon-
sible group of wealthy persons living in eastern cities and even in foreign
countries.

The original charter of the Second Bank of the United States provided
that the capital should be $35,000,000, of which one fifth was to be
subscribed by the federal government. The shareholders were to elect 20
directors of the Bank and the President of the United States was to
appoint five. The new institution could issue notes in denominations of not
less than $5, which would be accepted by the government in payment for
taxes; the total value of notes issued could not exceed $35,000,000. Notes
had to be redeemed in specie or the Bank was to forfeit 12 per cent per
annum of the notes in circulation. The federal government was to receive
$1,500,000 from the Bank in return for the charter privilege. On the expi-
ration of its United States charter in 1836, the Bank secured a new one
from the state of Pennsylvania (since its offices were in Philadelphia) and
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continued in business as a state bank until it was forced into liquidation in
1841.

From the 1840s to the beginning of the twentieth century, the United
States did not have any central bank. The Independent Treasury System of
the federal government, established in 1846, was little more than a receiv-
ing and disbursing instrument for the Federal treasury. The need for funds
during the Civil War (1861–65) led to the establishment of the National
Banking System in 1864. Under this system, ‘country banks’ were required
to hold reserves at larger banks, called ‘reserve city banks’ which in turn
were required to hold deposits in ‘central reserve city banks’. The US
Treasury Department attempted to have some control of the money
supply by adding or draining funds that it kept on deposit at central
reserve city banks. Under the National Banking Act, the Treasury also
granted concessions to national banks. By 1880, over 2,000 national banks
issued notes; by 1905, they were over 56,000.

The series of serious financial panics, culminating with the banking
panic of 1907, which forced 243 banks, including 31 national banks, to
suspend payments, was the driving force behind the proposals to establish
some form of central bank. Although that banking panic was bought under
control by the actions of a group of commercial banks, led by J. Pierpont
Morgan, it led to the establishment by Congress of a National Monetary
Commission, whose mandate was to propose changes to the then existing
banking system. The original legislative framework of the Federal Reserve
System was based on two old American principles: the distrust of cen-
tralised power and the ambivalent attitude towards the establishment of
new government institutions to deal with the shortcomings of the private
market system. After several years of studying the proposals submitted by
the Commission and by other authorities, Congress adopted the Federal
Reserve Act of 23 December 1913, establishing a Federal Reserve System
that embodied these two principles, namely setting up a decentralised
regional system of central banks that were controlled by both the private
business sector and the federal government. The establishment of one
central bank that had been proposed in the Aldrich plan of 1912,
named after the Republican Senator from Rhode Island, had been firmly
repudiated in the presidential election of 1912 between the Democratic
candidate Wilson, who was elected, and the Republican candidate Taft.
Under the adopted proposal, the regional central banks were to be owned
by the private commercial banks, and Washington and the regional central
banks would jointly manage the monetary system so as to avoid financial
crises that could lead to the collapse of the private commercial banks. In
contrast to the post-war Bundesbank and the European Central Bank,
which were both established to manage monetary policy with the primary
objective of maintaining price stability, the Federal Reserve System was
created out of a desire to avoid banking panics. Thus, it is not surprising
that the Federal Reserve System did not originally have ‘price stability’ as
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one of its objectives and that it retains today a role of ‘lender of last
resort’.

Organisational structure of the Federal Reserve System: an
evolving process

The Federal Reserve System was composed of 12 regional Federal
Reserve Banks, coordinated by a Federal Reserve Board in Washington,
DC. Under the 1913 Act, the Board consisted of seven members, five of
whom were appointed by the President, with the consent of the Senate, for
terms of ten years, each term staggered in such a way that one term
expired every two years. The Secretary of the Treasury and the Comptrol-
ler of the Currency13 were ex officio members of the Board. In 1922, the
number of appointed members was increased to six, and in 1933 the term
of office was raised to 12 years.

Under the 1913 Act, the Board was thus a wholly public body, but not
independent of the Executive branch of government. In fact, the Secretary
of the Treasury was designated ex-officio Chairman of the Board, whereas
one of the five appointed members was designated simply ‘Governor of
the Board’. Conversely, the district Federal Reserve Banks were not
public bodies; the member banks (private commercial banks) in each dis-
trict owned them. The Act provided that the affairs of each Reserve Bank
would be administered by a board of nine directors, six elected by member
banks and three appointed by the Federal Reserve Board in Washington,
DC. Each of the 12 district Reserve Banks had the authority to engage in
open-market operations, to rediscount commercial paper from member
banks and, subject to review and approval by the Federal Reserve Board,
to set the discount rate.

Almost immediately after the creation of the Federal Reserve System,
the district Federal Reserve Banks began to maintain a considerable
degree of independence from the Federal Reserve Board in Washington,
insisting on the division of powers, as provided in the Act. The district
Federal Reserve Banks began to create an administrative structure that
was not prescribed by the Federal Reserve Act of 1913. First, each district
Federal Reserve Bank appointed a chief executive officer, with the title of
‘Governor of the Federal Reserve Bank’. Then, these 12 Governors set up
an important administrative entity, which they called the Conference of
Governors of the Federal Reserve Banks. This committee rivalled the
Federal Reserve Board in its power to control the operation of the System
and quickly assumed an importance that has been significant in defining
the structure and function of the Federal Reserve System to the present
day (see Mealendyke 1998).

From the outset, each Federal Reserve Bank purchased, for its own
account, both Treasury securities and bankers acceptances (BAs). These
decentralised open-market purchases were executed more as a source of
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revenue rather than as a tool for regulating reserves to control the money
supply in each Federal Reserve district. Discount rate changes, which had
to be approved by the Board in Washington, were the main instrument to
vary credit availability, with the typical result that discount rates varied
from one Federal Reserve district to another. Starting in the early 1920s,
Benjamin Strong, the influential Governor of the New York Federal
Reserve Bank, argued that open-market operations could be used to sta-
bilise the economy, but that they had to be coordinated among the
regional Reserve Banks and executed by the New York Federal Reserve
Bank. This led to the creation in 1923 of the Open Market Investment
Committee (OMIC), consisting of the Governors of the Federal Reserve
Banks of New York, Boston, Philadelphia, Cleveland, and Chicago, thus
excluding the Governors of the other seven Federal Reserve Banks14 and
the members of the Federal Reserve Board in Washington. However, this
Committee, chaired by Strong himself, did not have the exclusive power to
approve the open market operations of the regional Federal Reserve
Banks. The Trading Desk at the New York Fed simply carried out opera-
tions for all the Federal Reserve Banks, including the New York Federal
Reserve Bank.

In 1930, power shifted from the five large Federal Reserve Banks to
Washington. The OMIC was replaced by the Open Market Policy Confer-
ence (OMPC), composed of all 12 Federal Reserve Bank governors and
the members of the Federal Reserve Board. In the early 1930s, the Federal
Reserve Board, with the Treasury Secretary as one of its members, argued
in favour of counter-cyclical open-market operations in the face of the
deteriorating economic situation. However, it was not until the Roosevelt
administration and a Democratic Congress took power in March 1933
during the Great Depression, that major changes in the organisation and
in the operating mechanisms of the Federal Reserve System were intro-
duced. The major modifications were as follows.

(i) Under the Banking Act of 1933:
• The Federal Deposit Insurance Corporation (FDIC) is created to

insure bank deposits, beginning 1 July 1934. All the banks that are
part of the Federal Reserve System must have their deposits
insured by the FDIC.

(ii) Under the Banking Act of 1935:
• The ‘Federal Reserve Board’ is renamed the ‘Board of Governors

of the Federal Reserve System’ composed of seven appointed
members, who are now designated ‘Governors’, with a non-
renewable full term set at 14 years.15 Once appointed, a Board
Governor cannot be dismissed by the President. One Board Gov-
ernor is appointed and designated as Chairman, for a term of four
years, renewable as long as his term as a regular Board member
has not expired. The Secretary of the Treasury and the Comptrol-
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ler of the Currency can no longer be members of, or sit on, the
Board.

• The chief executive officer of each district Federal Reserve Bank,
previously designated ‘Governor’, is re-designated as ‘President’.
His appointment by the board of directors of his Bank, for a five-
year, renewable term, is now subject to the approval of the Board
of Governors. The name change reflects a change in the power
relationship between the Federal Reserve Banks and the Board in
Washington. Heretofore, the ‘Governors’ of the System were the
12 chief executives of the Federal Reserve Banks, whereas the
Board in Washington was simply composed of ‘Members’, except
for its appointed chairman who was designated ‘Governor of the
Federal Reserve Board’. Under the new law, the members of the
Board are designated ‘Governors’, with one member designated
‘Chairman’.

• The Open Market Policy Conference, which had been renamed
the Federal Open Market Committee (FOMC) under the Banking
Act of 1933, has its voting membership limited to five, instead of
all 12, Presidents of Federal Reserve Banks at any one time. This
measure, which has not been modified since its implementation,
gives the Board of Governors relatively more power. Further-
more, the Federal Open Market Committee by-laws, under the
Banking Act of 1935, stipulate that the President of a Federal
Reserve Bank, in his role as a member of that Committee, may
not act as a representative of the Federal Reserve Bank that
appointed him and may not receive instructions by his Bank.

• The district Federal Reserve Banks no longer have the power to
buy or sell government securities, except with the explicit permis-
sion of the FOMC. Since then, only the Federal Reserve Bank of
New York has been designated by the FOMC to execute open
market operations on its behalf.

• The Board of Governors is given the power to double the
minimum reserve requirements of banks under the jurisdiction of
the Federal Reserve System (‘member banks’) from the percent-
ages specified in the amended Act of June 1917.

• The Board of Governors is granted the power to regulate credit
advanced by bankers and brokers to their customers for purchas-
ing securities (the authority to set the so-called ‘margin require-
ments’).

Seigniorage income in the Federal Reserve System

Since 1935, all open-market operations of the Federal Reserve System
have been carried out by the Federal Reserve Bank of New York under
the explicit authority of the Federal Open Market Committee. The assets

Historical background 23



acquired from these open-market operations are held in an account
called the System Open Market Account (SOMA). These assets, including
the interest income, are allocated to each of the 12 Federal Reserve
Banks in proportion to the relative value of the banknotes issued by
each of them, unlike the Eurosystem’s allocation formula for interest
income, which is based on the proportion of paid-up capital to the ECB by
each NCB. On the basis of the allocation formula used by the Federal
Reserve System, the Federal Reserve Bank of New York has an estimated
39 per cent claim on the total amount of SOMA balances, composed of
primarily US government and Federal agency securities.16 This arrange-
ment ensures that all open market operations are centralised, while at the
same time allowing each district Federal Reserve Bank to share in the
interest earned on the assets derived from these operations (‘seigniorage
income’).

In the US Federal Reserve System, the question of the distribution of
the seigniorage income among the 12 Federal Reserve Banks does not
pose a problem since the seigniorage income of each Federal Reserve
Bank is transferred to a single government, namely the United States
Treasury. In the eurozone, the issue of the allocation of seigniorage
income among the NCBs is contentious because the seigniorage income of
each NCB ultimately goes to its respective government, not to a single
government. In the US, the ‘excess earnings’ of each Federal Reserve
Bank are transferred to the US Treasury. ‘Excess earnings’ are defined as
interest income derived from the interest earned on the US government
and Federal agency securities allocated to each Federal Reserve Bank
stemming from the centralised open market operations, less the following
items: operating costs, which include the shared costs of operating the
Board of Governors (the Board has no income of its own); payment of
annual dividends to its member banks, equal to 6 per cent of the paid-in
capital from its member banks; and the amount necessary to equate the
Federal Reserve Bank’s surplus with its paid-in capital (see Federal
Reserve System 1998: 301).

Current institutional features of the FOMC

The most important governing body of the Federal Reserve System in
setting monetary policy is the Federal Open Market Committee (FOMC),
which is composed of the seven-member Board of Governors (including
the Chairman of the Board, who is also the Chairman of the Committee),
the President of the Federal Reserve Bank of New York (who is also the
Vice-Chairman of the Committee), and the Presidents of four other
Federal Reserve Banks, who serve on a one-year rotating term (see Box
1.4). Since 1982, the FOMC normally meets eight times a year in Washing-
ton, DC, although the Committee may have also teleconferences in addi-
tion to the regularly scheduled meetings. Prior to 1982, the Committee
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met approximately once a month; in fact in the 1950s and 1960s, the Com-
mittee met every two or three weeks; by law, at least four meetings per
year are required. All the Presidents of the Federal Reserve Banks
participate in FOMC discussions, but only the five Presidents who are
members of the Committee have the right to vote. Decisions in the FOMC
are taken by simple majority voting, with each member having one vote.
In case of a tie, the Chairman has also a casting vote. Alan Greenspan, the
current Chairman who was appointed in 1987 and whose term as Chair-
man expires in 2004, tries to maintain a consensus on the FOMC.
Although no member of the Executive branch of the US government sits
or participates at the meetings of the FOMC, regular informal contacts
take place between the Chairman and other members of the Board of
Governors of the Federal Reserve System, on the one hand, and the
Secretary of the Treasury and the President’s Council of Economic Advis-
ers, on the other hand, to exchange views on the macroeconomy and to
discuss monetary and fiscal policies.
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Box 1.4 Composition of the Federal Open Market Committee
(FOMC), January 2002

The Federal Open Market Committee of the Federal Reserve
System is composed of 12 voting members: the seven members of the
Board of Governors of the Federal Reserve System and five Presi-
dents of Federal Reserve Banks. The current members are:

Alan Greenspan, Board of Governors, Chairman
William J. McDonough, President, Federal Reserve Bank of New
York, Vice Chairman
Susan Schmidt Bies, Board of Governors
Roger W. Ferguson, Board of Governors
Edward M. Gramlich, Board of Governors
Jerry L. Jordan, President, Federal Reserve Bank of Cleveland
Robert D. McTeer, President, Federal Reserve Bank of Dallas
Mark W. Olson, Board of Governors
Anthony M. Santomero, President, Federal Reserve Bank of
Philadelphia
Gary H. Stern, President, Federal Reserve Bank of Minneapolis
Donald Kohn (nomination submitted to Senate in May 2002), Board
of Governors
Ben Bernanke (nomination submitted to Senate in May 2002),
Board of Governors
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Board of Governors

Each of the seven appointed members of the Board of Governors
must come from a different Federal Reserve District. Each member
on the Board of Governors fills a position that has a term of 14 years.
The expiration dates of each position are staggered so that a position
expires every two even-dated years on 31 January. A member can
serve more than a complete term of 14 years only if he/she was reap-
pointed after a first appointment that completed the unexpired term
of a member who resigned or died.

Alan Greenspan of New York was first appointed in 1987 to com-
plete an unexpired term ending in 1992; he was reappointed in 1992
with the term of office expiring in 2006. The designation of Chair-
man, which Greenspan has held since 1987, expires every four years,
with the current term as Chairman ending in June 2004.

Roger Ferguson of Massachusetts was first appointed in 1997 to
complete an unexpired term ending in 2000; he was reappointed in
2000 with the term of office expiring in 2014. Ferguson is the Vice
Chairman of the Board of Governors; the designation as Vice Chair-
man expires every four years, with the current term ending in
October 2003.

Edward Gramlich of Virginia was appointed in 1997 to complete
an unexpired term ending in 2008.

Susan Bies of Missouri took office in 2001 to fill the position of a
full term ending in 2012 (this position was left vacant for a long
period as a result of delays in the nomination and in the Senate con-
firmation).

Mark Olson of Minnesota took office in 2001 to complete an
unexpired term ending in 2010.

The two vacant positions, for which nominations were confirmed
by Senate in July 2002, have terms ending in 2004 (Ben Bernanke)
and 2016 (Donald Kohn).

Presidents of the 12 Federal Reserve Banks

The President of the New York Federal Reserve Bank has a perman-
ent voting seat on the FOMC.

The other four voting seats on the FOMC are held on a yearly
rotating basis by the Presidents of the other 11 Federal Reserve
Banks. The rotation cycle is as follows: one seat rotates among the
Presidents of the Federal Reserve Banks of Boston, Philadelphia and
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Richmond; another seat rotates between the Presidents of the
Federal Reserve Banks of Cleveland and Chicago; another seat
rotates among the Presidents of the Federal Reserve Banks of
Atlanta, St Louis and Dallas; the final seat rotates among the Presi-
dents of the Federal Reserve Banks of Minneapolis, Kansas City,
and San Francisco.

Whenever the President of a Federal Reserve Bank does not have
a voting seat on the FOMC, he or she still attends the monetary
policy meetings, with only the right of participation.



2 Objectives, independence,
transparency and
accountability

PRINCIPAL STATUTORY OBJECTIVE(S) OF, AND
INTERPRETATION BY, THE THREE CENTRAL BANKS

When established, the pre-euro Bundesbank and the European Central
Bank were assigned a single primary statutory objective of ‘safeguarding
the currency’ and ‘price stability’, respectively. Both central banks inter-
preted their primary objective in very similar terms, which are now out-
lined. A detailed presentation of the quantitative definition of price
stability by these two institutions is presented in Chapter 3. The evolution
of the statutory objectives of the Federal Reserve System is also presented
here. The standard macroeconomic benefits of maintaining ‘price stability’
are explained in Box 2.1.

The pre-euro Bundesbank and the ECB/Eurosystem

The pre-euro Bundesbank was assigned a statutory primary objective of
‘safeguarding the currency’ (Bundesbank Act of 1957, Article 31), which
the Bundesbank interpreted as maintaining a ‘low inflation’ regime. The
pre-euro Bundesbank often referred in a vague sense to the goals of ‘mon-
etary stability’ and ‘price stability’: ‘Monetary stability can in general be
equated with stability of the price level, from which a constant purchasing
power of money follows’ (Deutsche Bundesbank 1995: 24). Although
there is a difference between an objective of ‘low inflation’ and of ‘price
stability’ (see Kenny and McGettigan 1997; Issing et al. 2001: 71–75),2 the
Bundesbank preferred to refer to its mandate as ‘price stability’, with
‘normative price increases’ to account for the statistical upward bias in the
measurement of the general price index. The medium-term maximum
inflation of 2 per cent per annum that the Bundesbank incorporated as of
1985 in its basic formula for the derivation of the monetary target was to
be interpreted as that ‘normative price increase’ or

the maximum inflation rate to be tolerated in the medium term . . . in
light of the possibility of statistical recording errors and of a slight
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Box 2.1 Macroeconomic benefits of ‘price stability’

Since most central banks are given ‘price stability’ as an objective, or
the only objective, to achieve and maintain, it is natural to ask, ‘what
are the macroeconomic benefits of price stability?’, or conversely,
‘what are the macroeconomic costs of inflation?’. The standard
answers to this question are presented in this box. Everyone seems
to know the answer to the question, ‘what are the macroeconomic
costs of an economy operating at a level of aggregate demand less
than its potential output (a negative output gap)? So, if there is a
macroeconomic cost to an economy operating with inflation and
there also is a macroeconomic cost to an economy operating with a
negative output gap, the natural question to ask is, ‘why are all
central bankers not given two objectives to achieve and maintain:
price stability and a level of aggregate demand equal to potential
output?’ The answer to this latter question is presented below in this
chapter under the section dealing with central bank independence.

The main reason that a central bank is given ‘price stability’ as an
objective is to reap the long-run macroeconomic benefits of ‘price
stability’ (see Bakhshi et al. 1998). Some of these macroeconomic
benefits are as follows.

A macroeconomic benefit of pursuing a monetary policy leading
to ‘price stability’, which is usually operationally defined as a low
rate of inflation, is that it allows households and firms to base their
economic decisions on more reliable information, as they find it
easier to distinguish movements in relative prices from movements in
the general price index. Since production, investment and consump-
tion/saving decisions are based on the movement of relative prices,
high rates of inflation – which are also associated with more variable
rates of inflation – may lead economic agents to confuse absolute
price changes with relative price changes. This results in an ineffi-
cient allocation of resources, which in the long run decreases macro-
economic welfare (O’Reilly 1998).

A macroeconomic cost of the existence of inflation is the result of
the positive relationship between the real interest rate and the rate
of inflation. Since economies with high rates of inflation also have
more variable rates of inflation, the real interest rate, which incorpor-
ates a risk premium to cover the greater variability of the inflation
rates, is higher the greater the rate of inflation. The long-run con-
sequence of an inflationary environment is a higher real rate of



overstating of price rises in the price statistics (because of substitution
effects and quality changes are not taken into consideration, and
because of the inevitable incompleteness of the range of prices
covered).

(Deutsche Bundesbank 1995: 81)

The European Central Bank has been assigned a statutory primary
objective of maintaining ‘price stability’ in the eurozone (Article 105.1
of the ‘Treaty’). The ECB has the authority to define the operational
meaning of its primary objective (Article 105.2 of the ‘Treaty’3). Like the
pre-euro Deutsche Bundesbank, the ECB defines ‘price stability’ as the
year-on-year price increase of a maximum of 2 per cent over the medium
term. The ECB, like the Bundesbank, only explicitly stipulates the
upper bound of a price increase range that implicitly has a lower bound of
0 per cent.
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interest leading to a lower stock of capital and, consequently, lower
per capita income.

Other macroeconomic welfare benefits associated with a low rate
of inflation are the elimination of so-called ‘menu costs’ and ‘shoe-
leather costs’. In an inflationary environment, even if predictable,
sellers must continually update price lists, leading to ‘menu costs’.
Mankiw (1985) has shown that in an inflationary environment, the
small ‘menu costs’ prevent each firm from continually adjusting
prices, as would occur in a world without these transaction costs.
Thus, in the context of imperfect competition, small ‘menu costs’
may lead to large welfare losses for the whole economy.

‘Shoe-leather costs’ occur whenever households and firms spend
needless time and energy in economising on liquid balance and/or
cash, which pay very little or no interest at all. As the nominal inter-
est rates on other financial assets are positively related to the
(expected) rate of inflation, the opportunity cost of holding liquid
balances and/or cash increases with the diminishing purchasing
power of these money balances. Thus, as household and firms try to
reduce their money balances in the face of higher rates of inflation
by holding, on average, more of the alternative financial assets, they
are forced to spend more time switching between money balances
and other financial assets. These implicit costs are called ‘shoe-
leather costs’, which are incurred as a result of the more numerous
trips to the bank in an inflationary environment.



The Federal Reserve System

The Federal Reserve System never had, and still does not have, ‘price
stability’ as its single assigned statutory objective. In fact, its original
mandate did not even mention ‘price stability’. Instead, the Federal
Reserve System was established in 1913

[to] provide for the establishment of Federal reserve banks, to furnish
an elastic currency, to afford means of rediscounting commercial
paper, to establish a more effective supervision of banking in the
United States, and for other purposes.

(Preamble to the Federal Reserve Act of 1913 [Federal Reserve
System 1994: 2])

In those early days, ‘to furnish an elastic currency’ meant that the Federal
Reserve Banks had a mandate to provide reserves to accommodate
routine variations in the need for credit to finance trade so as to avoid
financial panics. In other words, the regional Federal Reserve Banks had
to have a pro-cyclical monetary policy. During an expansionary period
when the demand for money was higher, the Federal Reserve System had
to provide more credit to commercial banks and thus increase the money
supply. Inversely, during a contractionary period when the demand for
money was lower, the System had to provide less credit to commercial
banks and thus decrease the money supply. It is clear that the Federal
Reserve System did not originally have a mandate to keep prices stable.
The architects of the System were not concerned about the inflationary (or
deflationary) potential of an accommodative credit provision since the
international monetary system, based on the gold standard with its inter-
national gold flows, would limit inflationary (or deflationary) tendencies.

The Employment Act of 1946

All Congressional attempts in the 1920s and early 1930s to introduce a
‘price stability’ objective in the official mandate of the Federal Reserve
System were defeated. Opposition to those proposals came from various
officials of the Federal Reserve System – both from the Federal Reserve
Banks and from the Board members.4 Instead, under the provisions con-
tained in the post-war Employment Act of 1946, the primary objectives of
national economic policy were addressed to the entire Federal Govern-
ment, which includes the Federal Reserve System. These policy goals were
put in terms of promoting ‘maximum employment, production, and pur-
chasing power.’5 The Act was a product of the experiences of the Great
Depression, which had destroyed the faith in the automatic tendency of
the economy to find an equilibrium at or near full employment. Congress
feared not so much the inflationary pressures of excess demand but a
relapse into depressed levels of economic activity with the end of military
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spending after the end of the Second World War. The Employment Act of
1946 did not explicitly provide for price stability as a statutory objective,
although it did implicitly by using the expression ‘maximum purchasing
power’. In any event, monetary policy at the time was tied to a policy of
supporting Government bond prices and thus could not be used to combat
inflation since the US Treasury was reluctant to give up the ability
acquired during the Second World War to finance the debt cheaply. Auto-
matic fiscal stabilisers were expected to contain inflation whenever
‘maximum employment’ placed too much pressure on available resources.
By March 1951, an ‘Accord’ was reached that allowed the Federal Reserve
System to resume an active and independent monetary policy.

The Federal Reserve Reform Act of 1977 and the Full
Employment and Balanced Growth Act of 1978
(Humphrey–Hawkins Act)

During the post-war era, up until the beginning of the 1970s, the American
economy had remained free from the two major macroeconomic problems
of the first half of the twentieth century: periods of economic depression
and periods of high rates of inflation. The immediate post-war period
(1946–48) and the early months of the Korean War were the two episodes
of inflationary problems caused by excessive demand. Apart from these
two intervals, the Employment Act of 1946 had not led to budgetary and
monetary policies that created inflation. With the appearance in the 1970s
of inflation and aggregate demand below potential output, Congress
passed two new laws, one in 1977 to clarify the multiple-policy objectives
of the Federal Reserve System, the other in 1978 to strengthen the
Employment Act of 1946. The Federal Reserve Reform Act of 1977 for
the first time specifies that the Fed is to ‘promote effectively the goals of
maximum employment, stable prices, and moderate long-term interest
rates.’ (Federal Reserve Reform Act, Section 2A, November 16, 1977).6

The Full Employment and Balanced Growth Act of 1978 sets national
economic policy objectives of ‘full employment and production, increased
real income, balanced growth, a balanced Federal budget . . . and reason-
able price stability’ (Federal Reserve System 1978: 338–39). Since the
Federal Reserve System must work within the framework of the overall
objectives of national economic policies established by Congress, this Act,
also known as the Humphrey–Hawkins Act, confirms the multiple statu-
tory objectives of the Federal Reserve System. It identifies national eco-
nomic priorities and objectives; it directs the President to establish, and
the Congress to consider, policies to eliminate the negative output gap and
inflation within a five-year time frame; and it sets new procedures and
requirements for the President, the Congress, and the Federal Reserve to
improve the coordination and development of economic policies, consis-
tent with these objectives.
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CENTRAL BANK INDEPENDENCE

The various aspects of central bank independence – institutional, opera-
tional and personal – are now examined for each of the three central
banks. A comparative overview is presented in Table 2.1.

Institutional independence

Institutional independence is measured by the degree to which a central
bank may act to achieve its defined objectives without government bodies
trying to influence those monetary policy decisions. The degree of institu-
tional independence is related both to the statutory relationship between
the central bank and the other government bodies and to the mandate
given to the central bank. In principle, a central bank that has multiple
policy goals is subject to more political pressures than a central bank that
has only a single primary objective. This is particularly the case whenever
the multiple policy goals cannot be achieved simultaneously. For instance,
if an economy receives a negative supply shock that creates both a negat-
ive output gap and inflation, a central bank that has the statutory goals of
maintaining price stability and an output gap close to zero may be put
under political pressure to emphasise one goal over the other in the short
run.

The European Central Bank

The statutory relationship between the ECB/Eurosystem and all other
governmental bodies is clearly and unambiguously specified in the
‘Treaty’:

When exercising the powers and carrying out the tasks and duties con-
ferred upon them by this Treaty and the Statute of the ESCB, neither
the ECB, nor a national central bank, nor any member of their
decision-making bodies shall seek or take instructions from Commun-
ity institutions or bodies, from any government of a Member State or
from any other body. . . .

(Article 108 of the ‘Treaty’ and Article 7 of the ‘Statute’)

In the case of the ECB, ‘institutional independence’ does not mean that
the monetary authority does not communicate with the other EU bodies
responsible for eurozone economic policies, such as the EU Council com-
posed of the Ministers of Finance or the European Parliament, but that,
whenever formal contacts take place between the ECB and other EU
bodies to exchange information and views, the institutional independence
of the central bank must be respected.

Moreover, since the ECB is given a single primary statutory objective
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of price stability, the institution’s performance can only be formally judged
on whether it has maintained price stability over the medium term, as
defined by the ECB. The ECB has an obligation to focus on other object-
ives as long as they do not compromise its primary statutory mandate.
Thus, the ECB/Eurosystem is granted a high degree of ‘institutional
independence’.

The pre-euro Bundesbank

The pre-euro Bundesbank was the European national central bank that
had enjoyed de jure and de facto the greatest degree of institutional
independence from its national government and legislature. The Bundes-
bank Act of 1957 had given Germany’s central bank a high degree of
‘institutional independence’ from the government and the legislature. In
exercising its monetary policy functions to achieve and maintain its
primary statutory objective of ‘safeguarding the currency’, the Bundes-
bank could not receive instructions from either the German Federal
Cabinet7 or the legislature (Bundestag or Bundesrat). While there was a
formal channel for the exchange of information between the Bundesbank
and the Federal Cabinet, there was no statutory relationship between the
Bundesbank and the German federal parliament, which meant that Bun-
desbank officials did not have to appear before the German parliament to
explain, or engage in a dialogue about, the conduct of monetary policy.
Members of the Federal Cabinet, generally the Finance Minister, were
entitled to attend, without having the right to vote, the meetings of the
highest decision-making body of the Bundesbank, the Central Bank
Council, and could even propose motions. Similarly, the Federal Cabinet
could invite the President of the Bundesbank to attend its deliberations to
comment on issues that may have had indirect effects on monetary policy.
As is the case for the ECB vis-à-vis the eurozone economic policy, the pre-
euro Bundesbank had to support the German national economic policy, as
long as such support was not in conflict with the Bundesbank’s single
primary objective of ‘safeguarding the currency’:

Without prejudice to the performance of its duties [such as safeguard-
ing the currency], the Deutsche Bundesbank is required to support the
general economic policy of the Federal Cabinet.

(Article 12 of the Bundesbank Act of 1957)

In addition to the statutory provisions that guaranteed the ‘institutional
independence’ of the pre-euro Bundesbank, there existed in post-war
Germany a broad consensus that the Bundesbank’s independence should
be respected to ensure a non-inflationary economic system. Thus, the Bun-
desbank could rely on broad public support to guarantee its ‘institutional
independence’.
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The Federal Reserve System

The Federal Reserve System was formally granted institutional independ-
ence from the Executive branch of the US government when the Secretary
of the Treasury and the Comptroller of the Currency were removed from
the FOMC in 1935. However, the US central bank is not granted ‘institu-
tional independence’ from the Legislative branch of the US government.
Under the US Constitution (Article I, Section 8), Congress has the legal
authority to regulate the quantity and the value of money. By passing the
Federal Reserve Act of 1913, Congress delegated that power to the
Federal Reserve System. Without an explicit clause to the contrary, the
delegation of power implied that Congress retained responsibility for
overseeing the conduct of the Federal Reserve System, with the implicit
authority to request the testimony of the Chairman of the Board of Gover-
nors at Congressional committee hearings. The Congressional oversight of
the Fed was formalised with the application of the original terms of the
Humphrey–Hawkins Act of 1978. Under those provisions, the Federal
Reserve Board has to present to Congress, twice a year, a report setting
forth a review and analysis of recent developments, and prospects for the
future, of the major macroeconomic variables, combined with a discussion
of the conduct of monetary policy. The conduct of monetary policy
includes the activities, objectives and plans of the Board and the Federal
Open Market Committee, but since the changes made to the Federal
Reserve Act in December 2000 as a result of the application of the
Federal Reports Elimination and Sunset Act of 1995, it no longer includes
annual target ranges of the monetary aggregate growth rates.8 The 
semi-annual written and oral reports, submitted to House and Senate Con-
gressional committees by the Chairman of the Board of Governors, must
include the Board’s two-year economic projections, which are compared
with those submitted by the President in his Annual Report to Congress.
The Congress then considers jointly the policies of the President and those
of the Federal Reserve Board.

Although Congress considers the Fed to be an independent agency of
the US government, and therefore does not address specific instructions to
it, Congress sets the Fed’s autonomy. Congress retains the ultimate power
under the Constitution to instruct the Federal Reserve by law. This
creates, under certain conditions, a subtle form of political influence on
the Fed. Since the Fed does not have a single primary statutory objective,
Congressional committee members can at times challenge the Fed’s
emphasis of one objective over the other – in particular whenever the
policy of maintaining price stability appears in the short run to be in con-
flict with the policy of maintaining a high level of employment. This form
of political influence is, of course, not possible between the ECB and the
European Parliament, which has the right to question, and often does
question, the appropriateness of monetary policy decisions at Parliament-
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ary committee hearings, with the understanding that the hearings serve
only as a means to ‘inform’ Parliament. Moreover, whenever challenged
about the appropriateness of its monetary policy decisions, the ECB can
always argue that its primary single objective of maintaining price stability
cannot be compromised to achieve other economic objectives or that
maintaining price stability is the best way to achieve the other economic
objectives, such as a high level of employment.

Operational independence

The second aspect of central bank independence has to do with its opera-
tional independence. The degree of the central bank’s operational
independence depends on whether:

• the central bank has the sole legal authority to operationally define the
meaning of its mandate;

• the central bank has the legal authority to decide on a monetary policy
strategy and to use, and set targets for, monetary policy instruments,
such as short-term interest rates and open-market operations;

• the central bank must share with a governmental authority its
decision-making powers in the area of foreign exchange policy, which
may be in conflict with the central bank’s monetary policy;

• the central bank has a statutory responsibility to safeguard the
stability of the financial system, which may be in conflict with its
monetary policy.

The European Central Bank

The ECB and the pre-euro Bundesbank are identical in terms of their
operational independence as defined by the above-cited points (see Table
2.1). Soon after the establishment of the ECB in mid-1998, the ECB Gov-
erning Council defined, in accordance with the powers granted to it under
Article 105.2 of the ‘Treaty’,

• the operational meaning of price stability, as a year-over-year rate of
inflation in the eurozone not greater than 2 per cent over the medium
term;

• a monetary policy strategy based on ‘two pillars’ by using a broad
monetary aggregate reference value and a broad range of economic
and financial variables to assess future price developments;

• the instruments to implement its monetary policy strategy, such as the
main refinancing operations with credit institutions, the lending and
deposit facilities, and the required reserves to be held by the credit
institutions.
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The ECB’s operational independence in the area of monetary policy
decisions is not restricted by the possible conflict of interest that may exist
whenever a central bank has a responsibility to safeguard the stability of
the financial system. Under the provisions of the Maastricht Treaty, the
ECB/Eurosystem does not have a statutory responsibility to act as the
‘lender of last resort’ whenever the stability of the financial system is
placed at risk from the failure, or potential failure, of one or more credit
institutions. To that extent, the ECB’s monetary policy decisions, which
may adversely affect financial institutions, are not compromised by an
explicit responsibility to rescue weak financial institutions. The respons-
ibility of safeguarding the stability of the financial system remains a
national responsibility in the eurozone, as described in Chapter 4.

In the area of foreign exchange policy, which may have spillover effects
on monetary policy, the ECB/Eurosystem is not fully operationally
independent. The Maastricht Treaty assigns to the Ecofin Council the
responsibility to define the exchange rate regime of the euro against non-
Community currencies and assigns to the central bank the responsibility to
decide how and when to carry out foreign exchange intervention in the
context of a given exchange rate regime. However, in all cases, whether
the exchange rate regime is fixed or flexible, the intervention on the
foreign exchange market must not prejudice the central bank’s statutory
objective of maintaining price stability. This means, for instance, that if the
Ecofin Council were to establish a fixed exchange rate regime requiring
foreign exchange intervention that would increase the money supply in a
way contrary to the monetary policy objective of the ECB, the central
bank could either request a change in the parity rate of the euro or
abandon the intervention. The legal framework of the shared responsibil-
ities between the Ecofin Council and the ECB in this area is outlined in
the Maastricht Treaty. Article 111 of the ‘Treaty’ stipulates that the Ecofin
Council, with the eurozone Ministers acting unanimously9 on a recommen-
dation from the ECB or from the Commission, may conclude ‘formal
agreements on an exchange rate system for the Euro in relation to non-
Community currencies’. In the absence of formal agreements, the Ecofin
Council, acting by a qualified majority of the eurozone Ministers and on a
recommendation from the ECB or from the Commission, may also issue
‘general orientations’ to the Eurosystem regarding exchange rate policy.
This may consist of instructions to intervene, either to raise or lower the
value of the euro, or to slow the speed of an appreciation or depreciation
of the euro on the foreign exchange market. However, in a report to the
European Council in December 1997, the EU Finance Ministers declared
that the Ecofin Council would issue exchange rate policy orientations only
in exceptional circumstances, such as in the case of a clear misalignment of
the euro with non-Community currencies. In the present circumstances,
where there is neither a formal exchange rate regime nor a general orien-
tation policy for the euro against non-Community currencies, the ECB
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Governing Council is free to decide whether to intervene on the foreign
exchange market. Until September 2000, neither the ECB nor the euro-
zone NCBs had intervened in the foreign exchange market to support the
falling euro, which had declined from a value of $1.1789 on the first
trading day of 4 January 1999 to $0.8450 on 20 September 2000. That
policy changed on 22 September 2000 when, at the initiative of the ECB,
the monetary authorities of the US and Japan joined the ECB in a con-
certed intervention to support the falling euro. The ECB also engaged in
unilateral intervention during the month of November 2000 to support the
euro against the US dollar (see Figures 2.1(a, b), and Box 2.2 for details).

Exchange Rate Mechanism II (ERM II)

Foreign exchange intervention with respect to the currencies of EU
Member States outside the eurozone is governed by the rules and regula-
tions of the Exchange Rate Mechanism (ERM II) agreement, signed
between the ECB and the ‘out’ NCBs (European Central Bank 1999a:
96–102). For the non-eurozone Member States, participation in ERM II is
voluntary, but officially required for a period of two years without any
‘own-initiative devaluation’ prior to entry into the eurozone. Only
Denmark and Greece agreed to participate as of 1999 in this system of a
fixed but adjustable exchange rate, defined as a band against the euro.
Britain, with its calamitous experience with the Community Exchange
Rate Mechanism of the early 1990s, declined to participate in the ERM II.
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Sweden, whose economy is relatively more dependent on natural
resources, also declined to participate in ERM II, arguing on the necessity
of maintaining a flexible exchange rate to absorb asymmetric shocks.

The operational provisions of ERM II are similar, but not identical, to
the ones of the Community Exchange Rate Mechanism established in
1979, which replaced the Basel Accord of 1972, known as the ‘snake’, and
which attempted to maintain a bilateral exchange rate between any two
Community currencies fluctuating in a band defined around a fixed, but
adjustable, bilateral parity. Under ERM II, the standard fluctuation band
of a participating ‘out’ currency is defined at ±15 per cent around its euro
central rate. Intervention at the margins of the defined band is, in prin-
ciple, automatic, the central bank with the weak currency being allowed to
borrow unlimited amounts from a very short-term financing facility. The
very short-term financing facility, managed by the ECB, is an account that
allows the ECB to lend euros to the ‘out’ NCBs and, conversely, the ‘out’
NCBs to lend their currency to the ECB for purposes of intervention. The
initial maturity for repayment in the creditor’s currency, with interest, of a
very short-term financing operation is three months. At the request of the
debtor central bank, the initial maturity for a financing operation not
exceeding a specified ceiling may be extended automatically for a period
of three months, renewable – subject to the agreement of the creditor
central bank – for another three months. Any debt exceeding the specified
ceiling may be renewed once for three months subject to the agreement of
the creditor central bank. Unlike the official rules adopted in the original
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Box 2.2 ECB’s coordinated and unilateral foreign exchange
interventions of September and November 2000

The euro’s relentless decline against the US dollar from its high of
$1.1789 on 4 January 1999 to $0.8450 on 20 September 2000 (see
Figures 2.1(a) and 2.1(b)), a decline of some 28 per cent over a
period of 21 months, set the stage for the ECB to engage in inter-
vention to arrest a further decline that most EU and national author-
ities from the eurozone Member States believed to be inconsistent
with the underlying economic and financial fundamentals of the
eurozone. Moreover, and notwithstanding the relatively closed
economy of the eurozone,a the magnitude of the euro’s decline, if
sustained over a period of time, was expected to have a significant
impact on the ECB’s primary objective of maintaining the euro-
zone’s medium term inflation rate below 2 per cent. The rise in
imported prices would eventually filter through the general price
index. All other euro exchange rate indices measuring the decline of
the euro provided essentially the same picture: the nominal, or the
real, effective exchange rate of the eurob for the narrow group of the
then 13 major trading partners of the eurozone had declined by 20
per cent for that same period of time.

After a number of contradictory statements from eurozone
finance ministers, heads of government, and ECB/NCB officials (see
Box 3.4) regarding their views on the decline of the euro, the
Eurogroup Finance Ministers and the ECB, prior to the Versailles
Informal Ecofin Council meeting, declared on 8 September 2000:

The Eurogroup and the ECB reiterate their common concern
that the current level of the euro does not reflect the strong eco-
nomic fundamentals of the Euro area. They agree to follow
closely the situation. A strong euro [rather than a stable euro] is
in the interest of the Euro area.
(Statement of the Eurogroup,Versailles, 8 September 2000, http:

//www.presidence-europe.fr)

At its press conference, the then-President of the Eurogroup Finance
Ministers, Laurent Fabius, of France, added that intervention on the
foreign exchange markets was always a tool available to the ECB
(Financial Times [European Edition], 9/10 September 2000: 1). It
was later reported by the Financial Times (Beattie and Fidler 2000: 3)
that Fabius had telephoned Lawrence Summers, the US Treasury
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Secretary, during and after the Versailles meeting to obtain an agree-
ment in principle that the US Federal Reserve System would be
willing, if requested, to join the ECB in a coordinated intervention to
support the euro. The ECB was reluctant to engage in intervention to
support the euro without the participation of the US central bank,
which usually requires the agreement of the US Secretary of Treas-
ury, for fear that intervention on its own would fail, with the resulting
loss of credibility and prestige of this newly established central bank.

As a way of testing the impact of ECB intervention, the ECB
President, W. Duisenberg, announced at his regular monthly press con-
ference on 14 September 2000 that the ECB Governing Council had
decided to convert the interest earnings on its foreign currency reserves
into euro. This income, primarily composed of US dollars and amount-
ing to C2.5 billion, would be sold against the euro over a period of a
few days. The ECB bought on the foreign exchange market the
equivalent of C1.9 billion the day after the announcement and C0.7
billion soon thereafter (see the ECB’s weekly ‘Consolidated Financial
Statement of the Eurosystem as at 22 September 2000 and 29 Septem-
ber 2000’). The measure, which was the equivalent of foreign exchange
intervention in all but name, was not successful in arresting the decline
of the euro against the US dollar. When the euro breached the lower
end of $0.85 line, the US Treasury, in consultation with the Chairman
of the Federal Reserve Board, reluctantly agreed (the US Treasury
Secretary added in his post-intervention announcement that the US
still favoured a strong dollar, see ‘Statement of Treasury Secretary
Lawrence H. Summers at the Pre-G7 Press Conference, US Treasury
Department, LS-902, September 22, 2000’) to a coordinated inter-
vention request by the ECB to support the euro with the participation
of the other G7 Group of central banks: the Bank of Japan, the Bank
of England and the Bank of Canada.

Coordinated Intervention of 22 September 2000

On 22 September 2000, one day prior to a meeting of the G7 Group
of Finance Ministers and Governors, approximately C6.5 billion
were bought, primarily against the US dollar. The Federal Reserve
System bought C1.4 billion; the Bank of Japan, C1.5 billion; the
Bank of England, C85 million; the Bank of Canada, C110 million;
and the ECB, C3.41 billion. The immediate impact of this
coordinated intervention, which was undertaken as the euro was
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already rising off its low, was successful in taking the euro from
about $0.87 to $0.90. Later in the day, the euro retreated to $0.8790.
The G7 Group of Ministers and Governors warned the foreign
exchange markets that they were prepared to repeat this type of
intervention: ‘We will continue to monitor developments closely and
to cooperate in exchange markets as appropriate’ (G7 Press Release,
23 September 2000, Prague). However, when Duisenberg openly dis-
cussed in an interview (The Times, 16 October 2000) the unlikely
prospect of ECB intervention in the event of a war in the Middle
East, as well as the unlikely prospects of the US, in the run-up to its
presidential election, of repeating coordinated intervention, the euro
promptly fell to the low range of $0.83. When the G7 Ministers of
Finance and Central Bank Governors failed to mention the euro at
the Group of 20 meeting in Montreal in late October 2000, and when
just prior to that meeting, the US Treasury Secretary reaffirmed his
commitment to a ‘strong dollar’, the euro fell to a low of $0.8226.

Unilateral intervention of 3 November 2000

On Friday, 3 November 2000, just prior to the US presidential elec-
tion, the European Central Bank surprised the markets by launching
its first unilateral intervention to support the euro’s recovery, which
had begun the previous week with the announcement by the US
Department of Commerce of a significant deceleration of the
quarter-to-quarter growth rate of real GDP from an annual rate of
5.6 per cent during the second quarter to an annual rate of 2.7 per
cent during the third quarter. The first bout of intervention on that
day, estimated at C1 billion, pushed the euro from about $0.865 to
$0.88. After a second bout of intervention in late afternoon, the euro
settled at $0.8671 in late North American trading. Thus, this unilat-
eral intervention by the ECB to the amount of C1 to 2 billion was
barely able to maintain the euro at a level higher than the one imme-
diately prior to the ECB intervention.

Unilateral intervention of 6 November 2000

Fearing that a Bush victory in the US would result in speculative sale
of the euro, the ECB unilaterally intervened again on Monday, 6
November. It entered the foreign exchange market when the euro
was trading at about $0.8640 (see Fig. 2.1(b)). The euro immediately
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moved to a high of $0.8732 to settle in late New York trading at
$0.8619. The amount of intervention was reported to be between
C500 million and C1 billion. It appeared that the ECB’s unilateral
intervention was more of an attempt to impose a floor of $0.86 on the
euro than trying to raise its value. In view of eurozone data indicating
a slowing economy, the ECB apparently concluded that the economy
was not strong enough to use the interest rate instrument to put a
floor on the euro; it would have to use foreign exchange intervention.

Unilateral intervention of 9 November 2000

As the euro started to decline below $0.86 when markets began to
assume that the Republican contender Bushc would emerge victori-
ous in the contested US presidential election returns, the ECB again
intervened unilaterally, pushing the euro from $0.8580 to about
$0.8630. It intervened twice: the first time in the afternoon on the
European market, and the second time after 20: 00 GMT when the
markets had assumed that the ECB had finished its operation. The
ECB also intervened for the first time on the yen–euro cross to
suggest that the Bank of Japan might participate in euro inter-
vention. In late New York trading, the euro settled at about $0.8574.
Data released later indicated that about C1 billion had been bought
on the foreign exchange market by the Eurosystem on that day
(‘Consolidated Financial Statement of the Eurosystem as at 10
November 2000’, ECB Press Release of 21 November 2000).

Notes:
a In 1999, the value of imported goods and services for the eurozone (EUR-11)

represented 16.1 per cent of its GDP; for the US, the value of imported goods and
services represented 13.2 per cent of its GDP. The comparable percentages of GDP
for the value of exported goods and services are 17.2 per cent and 10.3 per cent,
respectively.

b The nominal effective exchange rate of the euro is calculated by the European
Central Bank on a daily basis, back to 1990. It is based on weighted averages of
bilateral euro exchange rates against 13 major trading partners of the euro area (12
major trading partners since January 2001, with the entry of Greece in the euro-
zone). Weights are based on the 1995–97 manufacturing goods trade and capture
third market effects. For data prior to 1999, a proxy for the exchange rate of the
euro is constructed by the ECB based on a basket of the currencies of those coun-
tries that now constitute the euro area (see European Central Bank, Monthly Bul-
letin, April 2000: 39-48).

c At the time, the foreign exchange market assumed that the Republican presidential
candidate Bush would carry out his promise to cut income taxes, leading to a tighter
monetary policy and a ‘policy mix’ similar to the Reagan era when the dollar
climbed to historical levels.



ERM, the ECB and the non-euro area NCBs participating in ERM II may
suspend marginal intervention whenever such actions have an impact on
the domestic money supply that is inconsistent with their primary objec-
tive of price stability.

For intra-marginal intervention, which also was undertaken under the
framework of the first Community ERM, the cumulative amount of euros
available to the debtor central bank is subject to a ceiling. The Danmarks
Nationalbank, which has established a narrow fluctuation band of ±2.25
per cent around its euro central rate and which is the only ‘out’ NCB cur-
rently participating in ERM II, has a ceiling of C520 million available from
the ECB for eventually engaging in intra-marginal intervention to support
a weakening krone against the euro. Under the terms of ERM II, the
decision to change the parity of the ‘out’ currency against the euro is to be
taken on the basis of economic grounds, not political ones that were too
often used to delay the devaluation of a weak currency under the first
ERM regime.

The pre-euro Bundesbank

The pre-euro Bundesbank, like the current ECB, was given a large degree
of operational independence. Under Article 6.1 of the Bundesbank Act of
1957, the pre-euro Bundesbank was given the authority both to define
operationally the meaning of its statutory objective and to set a monetary
policy strategy to achieve it.10 The Bundesbank had operationally inter-
preted its assigned objective of ‘safeguarding the currency’ as a maximum
annual rate of inflation equal to 2 per cent in the medium term, with a
monetary policy strategy formulated in terms of controlling the money
supply growth rate within some defined target rate band. Under Articles
15 and 16 of that same Bundesbank Act,11 the German central bank was
also authorised to define the monetary policy instruments to carry out that
strategy. Its three principal monetary policy instruments were:

• the open market operations that took the form of securities repur-
chase agreements (‘repos’) with credit institutions to guide short-term
interest rates;

• the discount and Lombard rates at which credit institutions could
borrow upon request from the Bundesbank and which established a
floor and a ceiling, respectively, around the repo rate; and

• the setting of required reserve ratios for credit institutions.

As in the case of the ECB/Eurosystem, the pre-euro Bundesbank did not
have full operational independence in the area of foreign exchange policy.
The role of the German government and the role of the Bundesbank in
that area were completely analogous to the ones described above for the
Ecofin Council and the Eurosystem in the case of the eurozone. The
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German government, after consulting the Bundesbank, was responsible
for the establishment of a formal exchange rate regime of the Deutsche
mark, such as the one that existed under the Bretton Woods Agreement
until 1973 or the one that existed under the European Monetary System
during the 1980s and 1990s. The Bundesbank’s Central Bank Council was
responsible for carrying out the necessary foreign exchange intervention
under the terms of those fixed but adjustable exchange rate regimes, but
the intervention could be terminated whenever its impact was deemed to
be in conflict with the Bundesbank’s price stability objective. Even under
the so-called unlimited marginal intervention provision of the European
Exchange Rate Mechanism, the Bundesbank had a ‘side agreement’ with
the German government that whenever such unlimited marginal inter-
vention (i.e. usually selling the Deutsche mark against the weaker curren-
cies participating in the ERM) threatened the loss of control of the
German domestic money supply, the Bundesbank had the right to
abandon the intervention, as it did during the ERM crisis of September
1992 (see Pringle 1992: 12–21). This was also the case under the fixed
exchange rate regime of Bretton Woods in the late 1960s/early 1970s,
when the Deutsche mark was allowed temporarily to float against the
dollar in September 1969 and again in May 1971, when the Bundesbank
was unwilling to support the US dollar in the face of heavy market specu-
lation against the US dollar and in favour of the Deutsche mark. The Bun-
desbank would have lost control of the German money supply if it had
tried to maintain the fixed parity by selling such large quantities of
Deutsche marks against the US dollar.

The pre-euro Bundesbank had neither the explicit responsibility to
maintain the stability of the German financial system, nor the power to act
as the ‘lender of last resort’. Thus, the Bundesbank’s operational
independence was not restricted by the Central Bank Council facing a
potential conflict between taking the appropriate monetary policy
decisions to maintain price stability and taking the appropriate monetary
policy decisions to maintain the stability of the German banking system. In
the event of a financial crisis, the statutory responsibility to act rested with
government and private institutions. Deposit insurance and government
funds were used to address the problems of insolvent banks, and short-
term liquidity problems of solvent banks were settled with the Liquidity
Consortium Bank. The Liquidity Consortium Bank, which is a specialised
institution established in 1974 with 30 per cent of its capital held by the
Bundesbank and with the remainder held by all categories of German
banks, deals with short-term liquidity problems of solvent banks created as
a result of one insolvent bank unable to honour its inter-bank settlement
commitments. It ensures the timely settlement of domestic and external
inter-bank payments and thus reduces the systemic risk created by one
insolvent bank. The Liquidity Consortium Bank is sometimes referred to
as the ‘lender of next-to-last resort’.
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The Federal Reserve System

Compared with the high degree of operational independence that was
enjoyed by the pre-euro Bundesbank and that is currently enjoyed by the
ECB today, the statutory operational independence of the Federal
Reserve System is clearly restricted, stemming from the combination of
the multiple statutory policy objectives assigned to the Fed and the over-
sight role of Congress on the Fed. The Federal Open Market Committee
has been reluctant to adopt a numerical definition of price stability for fear
that it may be challenged by Congress whenever the policy of maintaining
the ‘price stability’ goal may appear, in the short run, to be in conflict with
the policy goal of maintaining a ‘maximum level of employment’. Instead,
the Federal Reserve has chosen to operationally define price stability in
more qualitative terms. The Chairman of the Board of Governors of the
Federal Reserve System, Mr Greenspan, has stated that price stability can
be broadly defined to mean, ‘that the expected changes in the average
price level are small enough and gradual enough that they do not materi-
ally enter business and household financial decisions’ (Greenspan 1989).
The FOMC also has interpreted the objective of promoting ‘maximum
employment’ as the equivalency of promoting long-run ‘sustainable eco-
nomic growth’, which presumably refers to the condition that, in the long-
run, aggregate demand should be close to the potential level of aggregate
output. Unlike the ECB, which defines the long-run sustainable economic
growth of the eurozone as approximately equal to 2 to 2.5 per cent per
annum, the Federal Reserve does not officially announce a figure,
although Greenspan has informally indicated that the figure may be
around 4 per cent per annum, owing to the technological changes that
have occurred since the mid-1990s. Paradoxically, the Federal Reserve’s
limited operational independence to define its statutory objectives has
given the FOMC more flexibility in its strategy to achieve its vaguely
defined objectives – as long as Congress does not use its power to define
them for the Fed.

The Federal Reserve has been granted the operational independence to
choose, and set targets for, the instruments of monetary policy (Sections
13 and 14 of the Federal Reserve Act). For instance, the Fed may engage
in open-market operations, may set the discount rate, and may target the
federal funds rate (the overnight interbank rate) as its principal instru-
ments to guide short-term market-determined interest rates. With the
Monetary Control Act of 1980, the Board of Governors was given the
right to decide whether to impose reserve requirements on all depository
institutions and to set and modify the required reserve ratios. On the other
hand, Congress required the Fed, from the period 1978 to mid-2000, to set
yearly target growth rates of monetary aggregates as part of its monetary
policy strategy and to explain any deviations of the monetary aggregates
from the announced targets.
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The statutory treatment of the prerogatives and responsibilities of the
Treasury and the Federal Reserve in exchange rate management provides
a wide latitude in interpreting the practical responsibilities of these two
agencies (Destler and Henning 1989: 83–90). Both agencies have the
authority to intervene in the foreign exchange market, but there is an
implicit agreement that the ultimate authority in foreign exchange inter-
vention policy rests with the Treasury. In practice, the Federal Reserve
has played a subordinate role in foreign exchange intervention activity,
taking its cue from the Treasury and acting as its agent. Even if the
Federal Reserve were to consider an intervention directive from the
Treasury to be inconsistent with its current monetary policy stance,
the Federal Reserve would not have the privilege, like the ECB or the pre-
euro Bundesbank, to decide to suspend foreign exchange intervention.
The operational independence of the Fed is significantly restricted in this
area. In practice, while the Treasury has the authority to decide when to
intervene in the foreign exchange market, with the Fed acting as an agent
of the Treasury, these decisions are in fact taken in close consultation with
the Fed. The Treasury understands that foreign exchange intervention has
implications for monetary policy. For instance, a US Treasury intervention
policy to lower the external value of the US dollar increases the US
domestic money supply, which may be inconsistent with the monetary
policy stance pursued by the FOMC. The Fed may then wish to sterilise
the impact of foreign exchange intervention on the domestic money
supply, in which case the intervention would have little lasting effect on
the foreign exchange rate.

Under the flexible exchange rate regime that exists since the demise in
the early 1970s of the Bretton Woods system of fixed exchange rates, the
Federal Reserve has not been granted much operational independence in
the area of foreign exchange intervention policy. The FOMC has only
been given the explicit authority to request the New York Fed to engage in
foreign exchange intervention in order to prevent ‘disorderly market con-
ditions’ in the foreign exchange market, where the US dollar floats vis-à-
vis the major currencies. However, the FOMC directive to the New York
Fed stipulates that all foreign exchange intervention operations must be
conducted ‘in close and continuous consultation and cooperation with the
United States Treasury’, which suggests that the Treasury could even
override the Fed’s interpretation of the existence of ‘disorderly market
conditions’.

Personal independence

The institutional independence of a central bank would be meaningless if
the governmental authorities, who appointed or nominated the members
of the central bank’s governing body, were then able to place indirect

52 Objectives, independence and accountability



political pressures on these members. The right of those governmental
authorities arbitrarily to dismiss a member from, or not renew a member’s
term of office to, the central bank’s governing body is one way indirect
political influence could be exercised on individual members.

The European Central Bank

The personal independence of the members of a central bank’s decision-
making body may be affected by the terms of tenure of their position. The
Maastricht Treaty and the ECB’s internal rules of procedure guarantee a
high degree of personal independence for the members of the ECB Gov-
erning Council as they take positions on monetary policy. In order to
ensure a reasonable security of tenure, a member of the ECB’s Governing
Council may not be arbitrarily dismissed at the discretion of the author-
ities who appointed that member. This means that the Heads of State or
Government of the eurozone do not have any authority to dismiss an
Executive Board member (Article 11.4 of the ‘Statute’), and that a euro-
zone national government or parliament may not dismiss its NCB Gover-
nor for reasons other than being guilty of serious misconduct or being
unable to fulfil the conditions required for the performance of his/her
duties (Article 14.2 of the ‘Statute’). An Executive Board member may
only be dismissed by the European Court of Justice, upon the request of
the ECB Governing Council or Executive Board, based solely on grounds
of serious misconduct or inability to fulfil the conditions required for the
performance of duties. The eight-year term12 of the members of the Exec-
utive Board is non-renewable in order to preclude the possibility of
members taking monetary policy positions with a view to being reap-
pointed to the Board. Although the term of each NCB Governor is renew-
able, each term must be for a minimum period of five years so as to reduce
the possibility of a Governor taking monetary policy positions to accom-
modate the government in power, with a view to being reappointed by
that same government.

The internal rules of procedure of the ECB also guarantee the personal
independence of each Governing Council member as he/she takes
monetary policy positions at the monthly meetings. Decisions taken by
the ECB Governing Council are depersonalised, which means that
the Governing Council’s proceedings, in particular the vote or the
position taken by each member, remain confidential (Article 23.4 of the
Rules of Procedure of the European Central Bank, European Central
Bank 1999a). Publishing the argument and vote of each member of the
Governing Council may ultimately erode the personal independence of
the members of that Council from national governments since the
members may be subject to indirect political pressures from their national
governments. According to Otmar Issing, a current member of the
Executive Board:
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[such a] practice would seriously undermine the functioning of the
Governing Council. In the context of the Eurosystem, it would subject
NCB Governors to national and other pressures and would be detri-
mental to a frank and constructive exchange.

(Issing 1999)

The pre-euro Bundesbank

The members of the pre-euro Bundesbank’s Central Bank Council had a
similar degree of personal independence from the German governmental
authorities who appointed them. Once appointed, a member of the
Central Bank Council could not be arbitrarily dismissed. The grounds for
dismissal had to be well founded and unrelated to the positions taken by
the member on monetary policy. A member of the Bundesbank’s Direc-
torate, the governing body analogous to the ECB’s Executive Board,
could not be removed from office at the initiative of the German govern-
ment, but only at the initiative of the Central Bank Council. The Presi-
dents of the Land Central Banks were appointed for a normal term of
eight years, renewable. The members of the Directorate were also
appointed for a normal term of eight years, renewable, which is in contrast
to the non-renewable term of the members of the ECB’s Executive Board.

The monetary policy positions taken by the members of the Central
Bank Council of the pre-euro Bundesbank also remained confidential in
order to guarantee the personal independence of its members. The
Central Bank Council published neither the minutes of its meetings nor
the votes or arguments of its members.

The Federal Reserve System

Once appointed, the members of the Board of Governors of the Federal
Reserve System may not be removed from office by the US President, who
appoints them with the consent of the US Senate. Only Congress has the
power to initiate and complete the process to dismiss a Board member.
These powers have never been exercised by Congress. The President of a
Federal Reserve Bank, who is appointed by the Bank’s nine-member
board of directors and with the approval of the Board of Governors of the
Federal Reserve System, may be dismissed ‘at [the] pleasure’ of its board
of directors, with the reasons communicated in writing to the Board of
Governors of the Federal Reserve System (see Section 4, par. 4 and
Section 11, par. 7 of Federal Reserve Act). However, since 1935, the
reasons for dismissal may not be related to the positions taken by the
Federal Reserve Bank President on monetary policy in his/her role as a
member of the FOMC. With the adoption of the Banking Act of 1935, the
FOMC by-laws stipulated that the President of a Federal Reserve Bank, in
his/her role as a member of that Committee, may not act as a representat-
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ive of the Federal Reserve Bank that appointed him/her and may not
receive instructions from his/her Bank. With the publication of the FOMC
minutes, which include the vote of each member of the Committee and the
argument of each dissenting member of the Committee, the FOMC
members do not enjoy the same degree of statutory personal independ-
ence as the members of the governing body of the ECB or of the pre-euro
Bundesbank.

Does central bank independence lead to lower inflation?

The usual argument advanced for giving the central bank a single primary
objective of ‘price stability’ is that a central bank that has multiple object-
ives may attempt – even with benevolent central bankers – to exploit the
short-run trade-off between the inflation rate and output (employment),
either by trying to guide output (employment) above its ‘natural’ rate in
the face of structural market imperfections (see an example of a ‘time-
inconsistent’ monetary policy strategy model in Blanchard and Fischer
1989: 596–600) or by trying to accommodate a negative supply shock in the
face of rising prices, in order to avoid the negative output gap and thus sta-
bilise output (Eijffinger et al. 1998). Given the fact that economic agents
adjust their price expectations in light of current and past rates of inflation,
using monetary policy to achieve these employment/output goals in the
longer term does not provide sustainable gains in employment and output,
but only leads to higher, and more variable, rates of inflation, which –
following the arguments given in Box 2.1 above – is a clear macroeco-
nomic cost. Thus, the conclusion derived from this analysis is to give the
central banker one objective, namely price stability, and to guarantee
his/her independence from the politicians, who would always be tempted
to force the central bank to exploit the short-run trade-off between the
inflation rate and output.

The above models do not prove that the independent central banker
who is given the single objective of price stability necessarily provides a
lower variation of output than the ‘benevolent’ central banker who looks
at both inflation and output. The above models only show that, with a
‘benevolent’ central banker, there is, in the long-run, no gain in output and
a loss in terms of inflation.

In the Rogoff (1985) model, a central banker who is given a primary
objective of price stability and who is independent of the politicians
can achieve a low and stable rate of inflation but at the cost of more
variation in the output variable. In Rogoff’s model, output is subjected
to a random aggregate supply shock. A central bank that is not independ-
ent of the politicians will achieve a higher and more variable rate of
inflation. This is because politicians who have the power to influence
the central bank will place, in addition to the price stability objective,
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some importance on stabilising output variations. For instance,
suppose that the economy receives a transitory negative supply shock that
reduces output. The politician who wishes to stabilise output, forces the
central bank to change its monetary policy towards a more expansionary
stance, which is effective in increasing output to offset the negative
supply shock as long as price expectations remain constant. When price
expectations catch up with the change in the monetary policy stance and
the central bank loses its credibility regarding the price stability objective,
the economy will be operating at a higher rate of inflation, with no gains in
the long-run level of output – given the random nature of the supply
shocks.

By examining the institutional characteristics of a large number of
central banks over the 1970s and 1980s, some studies, such as those by
Grilli et al. (1991), Alesina and Summers (1993) and Eijffinger et al. (1998),
confirm empirically the notion that there exists an inverse relationship
between the degree of central bank independence and the inflation rate
(and its variation).13 Moreover, contrary to the implications derived from
the Rogoff model, the empirical results obtained by the Alesina–Summers
and Eijffinger et al. studies show that the inverse relationship between the
degree of central bank independence and the inflation rate does not come
at the expense of a higher variation of economic growth. They show that
there is no (statistically) significant relationship between the degree of
central bank independence and the variation of economic growth. In fact,
Eijffinger et al. (1998) find that the relationship between the degree of
central bank independence and the variation of economic growth is
(weakly) negative, which would suggest that a country with an independ-
ent central bank committed to price stability is receiving a ‘free lunch’.
Given the long and variable ‘outside lags’ of monetary policy on output
and the uncertainty in assessing the state of the world, with or without
forecasting models (see Bryant et al. 1988), using monetary policy as a
counter-cyclical instrument to fine tune output can destabilise – create
more amplitude to – the output path of an economy that, in the absence of
counter-cyclical monetary policy, would automatically return to its natural
rate of output. Under these conditions, a non-independent central bank
that is forced by the politicians to react to random supply shocks could
result in more, not less, variability of output growth compared with an
independent central bank that focuses on price stability – an argument
often used by the pre-euro Bundesbank and the current ECB.

The conclusions obtained from the empirical studies that examine the
relationship between the degree of central bank independence and the
inflation rate are controversial because of the difficulty of obtaining a reli-
able index to measure the degree of central bank independence. This
important issue is raised and studied by Forder (1998). He examines in
detail the measures of central bank independence that appear in the
Parkin and Bade (1980), Alesina (1989), Alesina and Summers (1993) and
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Emerson et al. (1992) studies. He shows that there are clear errors in the
construction of these indexes of central bank independence and, after a
proper recalculation of the indexes, concludes that there is no ‘evident
relationship between central bank independence and inflation . . . [that] is,
more independent central banks, as measured by these influential studies,
do not systematically yield lower inflation’ (Forder 1998: 67). A similar
study by Mangano (1998), who examines the measures of central bank
independence calculated by Cukierman (1992) and Grilli et al. (1991),
raises important questions about the accuracy of these indexes.

TRANSPARENCY AND ACCOUNTABILITY

Transparency

The degree of central bank transparency pertains to the number of objec-
tive(s) assigned to the central bank, the precision of the operational defini-
tion of the assigned objective(s), the clarity of the monetary policy strategy
used by the central bank to achieve those defined objectives, the simplicity
of the instruments used to implement the bank’s monetary policy strategy,
and the quantity, timeliness and quality of information released to the
public on how the monetary policy committee reached its decision. By all
these criteria, with the exception of its monetary policy strategy, the ECB
is as – or more – transparent than the pre-euro Bundesbank. The pre-euro
Bundesbank’s monetary policy strategy of targeting a monetary aggregate
was more transparent than the ECB’s current strategy based on ‘two
pillars’, one of which uses the broad monetary aggregate only as a refer-
ence value. With the exception of its refusal to publish the minutes of its
policy meetings with the votes of the Governing Council members, the
European Central Bank is as – or more – transparent than the Federal
Reserve System on all the other criteria.

In line with the pre-euro Bundesbank model, but in contrast to the
Federal Reserve System, price stability is assigned as the ECB’s overriding
objective, with no other objective – such as maintaining a maximum level
of employment – allowed to compromise its primary objective. Further-
more, the ECB Governing Council provided a quantitative definition of
price stability, as the pre-euro Bundesbank had done. It also defined, in
some detail, the monetary policy strategy – based on two pillars – to
achieve its price stability objective. This strategy, based on a monetary ref-
erence value and a broad assessment of economic and financial variables,
was considered to be less transparent than the pre-euro Bundesbank’s
monetary policy strategy based on setting target growth rates for a broad
monetary aggregate (see Chapter 3). The ECB Governing Council thor-
oughly explained to the public the Eurosystem’s interest rate instrument,
which is simply described as the main refinancing interest rate bounded by
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a ceiling and a floor equal to the ECB’s interest rates on the lending facil-
ity and on the deposit facility, respectively, set to implement and signal
changes in monetary policy (see Chapter 3). Immediately following the
monthly monetary policy meeting, the ECB and the eurozone NCBs
release, in the nine official languages of the eurozone, a short statement
indicating the monetary policy decision. This is followed by a press confer-
ence with the ECB President and Vice-President, at which the President,
in an introductory statement, explains in some detail the reasons under-
lying the monetary policy decision. The explanation uses the framework of
the ECB’s defined monetary policy strategy. The President’s introductory
statement is amplified a few days later on the ‘Editorial’ page of the ECB’s
Monthly Bulletin, which may also include the Governing Council’s assess-
ment of the probable impact of future economic and financial develop-
ments on its price stability objective, as a way of indicating the future bias
of monetary policy. The ECB considers the President’s introductory state-
ment to be the equivalent of the ‘minutes’ of the Governing Council
meeting, since the drafted statement is approved by the Governing
Council prior to its delivery at the press conference. A question-and-
answer period with reporters follows the introductory remarks by the
President of the ECB. This part of the press conference has been criticised
for not being very informative owing to the terse, ‘cute’, and less than
forthcoming answers from the President.

Like the pre-euro Bundesbank, but unlike the post-1967 Federal
Reserve System, the official minutes of the ECB Governing Council meet-
ings, accompanied by the votes and arguments of its members, remain
confidential. However, according to the first President of the ECB, Mr
Duisenberg, they could be released to the public after 16 years, although
the internal ECB Rules of Procedures stipulate a 30-year time period
before the release of confidential information. The ECB argues that dis-
closing how each member voted to arrive at the decisions taken by the
Governing Council may place undue ‘nationalistic’ overtones in an institu-
tion that is to be supranational and that has no long-term track record in
that regard. This would not be in line with the responsibility of the
members of the Governing Council who must think and act in terms of a
euro-wide monetary policy, without bringing nationalistic considerations
into play, just as the Presidents of the regional Federal Reserve Banks
sitting on the post-war Federal Open Market Committee bring very few
regional arguments around the table when setting a US-wide monetary
policy. The ECB Governing Council, in the near future, may consider a
compromise solution of releasing, with the monetary policy decision, the
overall result of the vote without revealing how each individual member of
the Governing Council voted.

Following the tradition of the pre-euro Bundesbank, which never
released its internal macroeconomic forecasts, the ECB Governing
Council decided in the beginning not to publish any internally generated
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forecasts or projections of inflation and other various macroeconomic
indicators for the eurozone, initially arguing that the release of the fore-
casts may lead the public to conclude that the ECB follows an ‘inflation-
targeting’ strategy, but later arguing that it first had to solve technical
issues related to its macroeconometric model and acquire some experience
with the projections (Duisenberg 1999d; Jones 2000a). In late 2000, follow-
ing numerous requests from the European Parliament’s Monetary and
Economic Affairs Committee, the ECB decided to publish these internal
projections, which are calculated by the ECB staff in conjunction with the
eurozone NCBs. The December 2000 issue of the Monthly Bulletin pro-
vided the first of the twice-yearly publication of the two-year horizon of
the inflation rate projection and of the growth rate of the real GDP projec-
tion for the eurozone, based on constant short-term interest rates and on a
constant euro exchange rate. The ECB emphasises that these projections
are the responsibility of the ECB staff and the Monetary Policy Commit-
tee of the Eurosystem and not of the Governing Council (Duisenberg
2000b). The Eurosystem is now in line with the Board of Governors of the
Federal Reserve System, which publishes its twice-yearly forecasts of the
major macroeconomic indicators.

Evolution of the Fed’s disclosure policy

Until 1967, the FOMC did not have a policy of releasing its monetary
policy actions to the public. The only disclosure requirement imposed on
the Federal Reserve, pursuant to the Banking Act of 23 August 1935, was
the publication, in the Board’s Annual Report to Congress, of the FOMC
policy actions taken over the previous 12 months.14 In mid-1967, against
the background of the newly adopted Congressional Freedom of Informa-
tion Act, the FOMC decided to change the rules regarding the availability
of information. From mid-1967 to 1975, the FOMC decided to release to
the public the policy actions of each meeting, with a delay of approxi-
mately 90 days. Then, in a quest to provide information on a more timely
basis, the FOMC decided in 1976 to release the policy actions of each
meeting shortly after the next regularly scheduled meeting. In those days,
and until 1982, the FOMC met approximately once a month. Thus, the
publication delay was approximately 30 days from the date of the meeting.
Since 1982, the publication delay of the minutes of each meeting is approx-
imately 45 days, since the regularly scheduled meetings are approximately
every six weeks.

The FOMC’s disclosure policy of not releasing any statement immedi-
ately following the monetary policy meeting, but of only releasing the
minutes with a delay, meant that the markets were never fully informed
immediately of the decisions taken at the FOMC meeting.15 The public
had to wait until the conclusion of the next FOMC meeting to know, with
certainty, the decision taken at the previous meeting. The reasons
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advanced to explain the FOMC’s disclosure policy were twofold. First, an
immediate disclosure of a change in monetary policy, if unexpected, may
destabilise financial markets. The argument was that it is better to let
financial market participants gradually infer the changes of the monetary
policy stance by observing the impact of the daily actions taken by the
New York Fed Trading Desk on the short-term market-determined inter-
est rates. The money market, in conjunction with the ‘Fed watchers’,
would gradually filter the information contained in the FOMC directive
addressed to the New York Fed Trading Desk. Second, by not immedi-
ately disclosing to the public its monetary policy directive, the New York
Fed Trading Desk was given more flexibility in implementing it in the
event that new, unexpected macroeconomic data should be released
during the inter-meeting period. The Committee expressed this idea when
it considered, in 1993, the possibility of releasing an immediate statement
after each meeting:

. . . the Committee wanted to give further consideration to the risk that
the adoption of a different schedule for releasing information about
policy decisions might have the effect, in difficult circumstances, of
reducing its willingness to make needed policy adjustments promptly.

(Federal Reserve System 1993: 124)

In 1994, after much deliberation and in the interest of communicating
monetary policy changes without leading to misunderstandings or delays
in recognising the changes, the FOMC decided to release an immediate
public statement16 whenever a decision was taken to alter the monetary
policy. However, the FOMC waited the usual six-week period to release
its decision concerning the inter-meeting policy bias or tilt, which was only
included in the publication of the minutes.

The terminology used in the FOMC’s directive was not very transpar-
ent to the general public. Expressions such as, ‘the Committee seeks to
increase slightly the existing degree of pressure on reserve positions’
meant an immediate increase in the federal funds target rate. Additionally,
the FOMC’s policy inclination (the policy bias or tilt) over the inter-
meeting period was couched in code-like expressions such as ‘slightly
greater reserve restraint would, or slightly lesser reserve restraint might,
be acceptable’, which meant that the policy decision over the inter-
meeting period had a greater chance of targeting a small increase in the
federal funds rate rather than a small decrease. The expression ‘would be
acceptable’ suggested a higher probability than ‘might be acceptable’. The
magnitude of the target federal funds rate variation over the inter-meeting
period was indicated by the use of the word ‘slightly’ or ‘somewhat’, with
the latter suggesting a larger change than the former. It was only as of the
August 1997 meeting that the FOMC directive addressed to the New York
Fed Trading Desk and publicly released as part of the Committee minutes
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was clearly phrased in terms of a target federal funds rate, both for the
immediate policy change and the inter-meeting policy bias.

The FOMC took additional measures to provide the public with more
timely and clearer information on policy decisions. As of the meeting of
May 1999, the FOMC decided to include the statement on the inter-
meeting policy bias in the immediate press release, which was now issued
after each meeting, regardless of whether the Committee had decided to
change the monetary policy or not. In addition, effective with the meeting
of February 2000, the FOMC clarified the meaning of its inter-meeting
policy bias. The private sector considered the future policy bias statement
of referring to the relative chances of an increase, decrease or no change in
the intended federal funds rate during the inter-meeting period, to be
opaque both in terms of determining whether it simply referred to the
direction of monetary policy during the inter-meeting period or at the next
meeting, and in terms of the commitment of the FOMC to implement the
policy ‘bias’. To resolve this problem, the FOMC decided to phrase the
future policy bias in terms of an assessment of the relative risks posed by
future economic and financial developments for the attainment of the twin
objectives of the Fed: price stability and sustainable economic growth. The
risks are couched in the following language:

Against the background of its long-run goals of price stability and sus-
tainable economic growth and of the information currently available,
the Committee believes that the risks are [balanced with respect to
prospects for both goals] [weighted mainly toward conditions that may
generate heightened inflation pressure] [weighted mainly toward con-
ditions that may generate economic weakness] in the foreseeable
future.

(Federal Reserve System 2000a)

Thus, a statement, for instance, to the effect ‘that the risks are weighted
mainly toward conditions that may generate heightened inflation pressure’
should be interpreted as a tightening bias of future monetary policy, i.e. a
bias towards an increase in the intended federal funds rate. The ‘foresee-
able future’ is a time frame intended to cover an interval beyond the next
FOMC meeting. Since the ‘foreseeable future’ no longer refers to the
inter-meeting period, the future risk-assessment statement is removed
from the directive addressed to the New York Fed Trading Desk, which is
responsible for implementing the FOMC’s monetary policy decisions, but
is included both in the minutes and in the immediate press release
addressed to the public.

The FOMC minutes of the monetary policy meetings include a detailed
assessment of the US and international economic and financial conditions,
based on all the information available at the time of the meeting. This
includes information obtained from the so-called ‘Beige Book’, which is a
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timely survey of economic conditions in each of the 12 Federal Reserve
districts, undertaken by each Federal Reserve Bank in its respective dis-
trict, and released to the public some two weeks prior to the regularly
scheduled FOMC meetings. The minutes of the meetings contain the votes
on the policy decisions made at those meetings, as well as a summary of
the discussions that led to the decisions. Committee members who dissent
from a decision are identified in the minutes with the reasons for their
dissent and, since March 2002, the dissenters are also identified, along with
their preferred target federal funds rate, in the immediate press release
issued after each meeting. Decisions of the Committee are usually adopted
by unanimity, with only occasional dissent. A dissenting vote may signal to
the public a possible change in the future policy, to the extent that the
views of the dissenter may be accommodated in the future to maintain a
consensus. Neither the release of the minutes of the FOMC nor the
release of the immediate press statement issued after each meeting is
accompanied by any comments at a press conference.

The members of the FOMC occasionally give public speeches to indi-
cate their views on the current and future macroeconomic environment.
These speeches are sometimes given with a view to guide market expecta-
tions with regard to the direction of the monetary policy stance to be
taken at the next meeting of the FOMC. The current Chairman of the
FOMC rarely gives speeches on the topic of current US monetary policy,
unless he wishes to ‘telegraph’ to the market his current macroeconomic
preoccupations, which may be translated into policy at the next meeting of
the FOMC. He never grants press interviews.

Accountability

In a democracy, a central bank, like all government institutions, must be
accountable to the people, either directly or indirectly, by way of their rep-
resentatives. Moreover, the accountability of a central bank can only be
assessed with reference to the objectives assigned to the central bank. For
the ECB, this is stated in terms of a achieving and maintaining price
stability, which has been numerically defined over the medium term by the
ECB.

Given its high degree of institutional independence, without any statu-
tory relationship with the German parliament, the pre-euro Bundesbank
could only be directly accountable to the German people. In contrast, the
Board of Governors of the Federal Reserve System, being subject to Con-
gressional oversight, and whose institutional independence is therefore
limited, is indirectly accountable to the people through the US Congress.
The ECB’s accountability requirements are very similar to the pre-euro
Bundesbank model. Given its high degree of institutional independence,
the ECB is accountable to the people of the eurozone. Although the ECB
reports to the European Parliament, the European Parliament does not,
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by itself, have the legal powers to alter the fundamental terms of reference
of the Eurosystem since these terms are enshrined in a European treaty.
An EU treaty can only be changed by negotiations between the govern-
ments of EU Member States, the results of which must be unanimously
ratified by all national parliaments and the European Parliament (EP).
The European Parliament can only pressure the ECB Governing Council
to change its ‘rules of procedures’, such as the release of minutes or the
publication of ECB internal forecasts. The ECB reports submitted to the
EP are not analogous to the Fed reports submitted to Congress (see above
section on ‘institutional independence’) since Congress has oversight
responsibilities combined with the legislative power over the Fed, while
the EP has oversight responsibilities with no substantive legislative powers
over the ECB. It is also clear that the ECB is accountable neither to
national governments nor to national parliaments. Neither the President of
the ECB nor any other member of the Executive Board appears before
any national parliament or its committees. However, nothing prevents the
governor of a eurozone NCB appearing before his/her own parliamentary
committees to explain the monetary policy decisions of the ECB, provided
that he/she does not reveal any confidential information about the Gov-
erning Council, such as voting patterns, and does not receive any instruc-
tions from those committees. In fact, according to Article 19 of the new
‘Statut de la Banque de France’ (Loi [Law] 98–357 of 12 May 1998, applic-
able as of 1 January 1999), the Finance Committee of the French ‘Assem-
blée nationale’ and of the French ‘Sénat’ may request the Governor of the
Banque de France to testify while respecting the ECB rules of confiden-
tiality. Moreover, the Governor of the Banque de France may request to
be heard by those two parliamentary committees.

The ‘Treaty’17 requires the ECB to submit an annual report to the
European Parliament, the Council of Ministers, the European Commis-
sion, and the European Council. After the ECB Vice-President’s and
President’s presentations of the Annual Report to the European
Parliamentary Committee on Economic and Monetary Affairs and to the
European Parliament’s plenary session, respectively, the European Parlia-
ment holds a plenary debate. The ECB President also appears four times a
year before the European Parliamentary Committee on Economic and
Monetary Affairs to exchange views on the current and recent perform-
ance of the ECB. The ‘Statute’18 also requires the ECB to publish quar-
terly reports. In fact, the ECB decided to publish monthly reports in the
form of the Monthly Bulletin, in which the ECB extensively explains to the
public the monetary policy decisions taken by the Governing Council. In
addition to the ‘Treaty’ requirements, the members of the Executive
Board communicate with the public through regular speeches and
interviews.
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3 Monetary policy
Strategy, instruments and actions

A central bank is assigned an objective, or objectives, to achieve and main-
tain. To achieve the objective, or objectives, the central bank’s decision-
making body usually defines a set of procedures to guide its actions. This
set of procedures is called the monetary policy strategy. The pre-euro Bun-
desbank used a monetary policy strategy that is called ‘monetary targeting’.
Under such a strategy, the central bank chooses a monetary aggregate and
determines its monetary policy actions on the basis of comparisons
between the target value of the monetary aggregate and the actual value of
the monetary aggregate. The target value of the monetary aggregate must
be defined so as to be consistent with the central bank’s definition of the
‘price stability’ objective. Another well-known and widely used (Bank of
Canada, Bank of England) monetary policy strategy is the ‘inflation target-
ing’ strategy. Under such a strategy, the central bank’s decision-making
body takes monetary policy actions on the basis of a comparison between
the target for inflation and the forecast inflation rate. The monetary author-
ity steers the final target variable (the policy objective of ‘price stability’)
directly without the use of a separate intermediate target variable, such as
the ‘monetary target’. The inflation targeting strategy requires an inflation
forecast since monetary policy actions (i.e. changing short-term interest
rates) affect the final objective with a lag. The inflation forecast is usually
based on a wide range of economic and financial variables to estimate, for
example, the future ‘output gap’, which has an impact on price develop-
ments. The current value of a monetary aggregate may even be considered
as one of the many informational variables used to forecast inflation.

As described below, the ECB Governing Council decided to use
neither a pure ‘monetary targeting’ nor a pure ‘inflation-targeting’ strategy
to achieve and maintain its primary objective of price stability. It decided
to use a combination of both strategies, which it called a monetary policy
strategy based on ‘two pillars’. In that sense, the ECB is more like the Fed.
The FOMC’s monetary policy strategy, which has evolved over time, uses
a combination of both of these strategies to achieve not one, but two
objectives, namely price stability, which has never been numerically
defined, and a sustainable growth rate of output, which presumably means



a growth rate of aggregate demand equal to the potential growth rate of
output.

MONETARY POLICY STRATEGY OF THE EUROSYSTEM

In May 1998, after the 15 EU Heads of State or Government had desig-
nated the first group of 11 EU Member States that would constitute the
eurozone, the Heads of State or Government from those Member States
appointed the members of the Executive Board of the European Central
Bank, which was established in June 1998. At that point, the Governing
Council of the ECB had the authority to define and outline the monetary
policy strategy to be implemented by the Eurosystem as of 1 January 1999
to achieve its primary goal of maintaining price stability in the eurozone.
First, the ECB Governing Council defined the price stability objective,
which is entrenched in the ‘Treaty’, in quantitative terms. Second, it set
out the strategy to achieve its quantitative definition of price stability. This
strategy is based on ‘two pillars’ used to assess future price developments
(European Central Bank, Monthly Bulletin, January 1999; see Figure 3.1):
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Figure 3.1 Schematic presentation of the ECB’s monetary policy strategy.

Source: ECB Monthly Bulletin, November 2000.



(1) a monetary reference value defined in terms of the growth of a broad
monetary aggregate;

(2) an analysis of a large number of economic and financial variables.

Quantitative definition of price stability

The ECB Governing Council defined price stability over the medium term
as a year-on-year1 increase of less than 2 per cent, as measured by the Har-
monised Index of Consumer Prices (HICP) for the eurozone. Although
such a definition seems to indicate an inflation range with a lower bound
of 0 per cent and an upper bound of 2 per cent, the ECB only sets explic-
itly the upper bound because of possible measurement errors in the con-
sumer price index, as shown in most studies (e.g. Hoffmann 1998). These
errors arise from changing spending patterns and quality improvements in
goods and services included in the basket used to define a specific price
index. The measurement bias causes consumer price indexes to overstate
slightly the ‘true’ rate of inflation. Hoffmann estimates the bias to be in the
order of 0.75 percentage points per year for Germany. For instance, an
observed zero rate of price increase on the basis of the measured price
index would actually mean a decline in prices (i.e. deflation), which is what
the ECB wishes to avoid by using the word ‘increase’ in its definition of
price stability. The ECB’s refusal to specify explicitly the lower bound of
the inflation rate range in its definition ‘price stability’ allows both for the
existence of measurement bias in the HICP and for uncertainty regarding
its magnitude.

By focusing on the HICP for the entire eurozone, the ECB bases its
decisions on data relating to the entire zone and does not react to regional
or national developments that have no impact on the overall eurozone
inflation rate. The HICP adjusts national consumer price indexes – which
vary because of conceptual measurement differences across Member
States – so as to make them comparable and to obtain a meaningful
weighted average of the national indexes for the 12 Member States. Each
country weight, equal to the country’s share of the total eurozone private
final domestic consumption expenditure, for 2002, in percentages, is as
follows (Eurostat 2002):

Belgium 3.40 Italy 19.34
Germany 30.56 Luxembourg 0.26
Greece 2.47 The Netherlands 5.20
Spain 10.34 Austria 3.18
France 20.41 Portugal 2.04
Ireland 1.21 Finland 1.59

The harmonised consumer price indexes of the three major economies of
the eurozone (Germany, France and Italy) constitute 70 per cent of the
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total weight of the eurozone HICP. The HICP of an economy like Ireland
with a weight of approximately 1 per cent cannot have any significant
impact on the eurozone HICP.

The HICP is produced under an EU legal umbrella adopted in 1995.
Since 1995, a number of technical implementing regulations covering a
wide range of aspects of index methodology have been adopted. The index
is more comprehensive in terms of product coverage than most national
consumer price indexes. For example, expenditures of people living in
institutions, such as retirement homes, and of foreign visitors, as well as
prices of health and educational services are also included. The HICP is
calculated and released every month by Eurostat, the statistical agency of
the European Commission. The definitive figure is usually released 18
days following the end of the reference month. Since the end of 2001,
Eurostat calculates each month a ‘flash estimate’ of HICP, released at the
end of the reference month. The ‘flash estimate’ is based on preliminary
consumer price data from Italy and Germany, as well as energy prices.

The ECB statement stipulating that ‘price stability is to be maintained
over the medium term’ acknowledges the existence of short-term volatility
in prices caused, for example, by variations in indirect taxes, food or
energy prices, which cannot be controlled by monetary policy. Presum-
ably, the ECB will not react to those variations, provided that they do not
spillover into other prices or wages. This means that whenever the ECB
perceives a temporary shock that either increases or decreases the rate of
price change outside of its defined range of price stability, the monetary
policy will not react, provided that the temporary shock does not have sec-
ondary effects on other prices and wages. Thus, the central bank will allow
the temporary shock to have a one-off effect on the HICP, even if the
HICP’s rate of increase or decrease is temporarily outside the defined
range for a period extending from one to two years.2 The ECB’s strategy
seems to consider the narrow index (all items listed in the HICP excluding
energy, food, alcohol and tobacco, which account for 30 per cent of the
total weight of the HICP) in assessing the underlying inflation rate, pro-
vided that the rate of change of the overall price index eventually con-
verges to the rate of change of the narrow index, also referred to as the
core rate of inflation. This would suggest that, as long as the volatile com-
ponents of the price index do not risk having spillover effects on the
general price index, their temporary impact on the HICP could be ignored
in assessing the underlying rate of inflation, as was the case for the period
June 2000 to April 2002. During this period, the year-on-year rate of infla-
tion released each month was above the 2 per cent ceiling, due in part
to the temporary price shock emanating from the energy sector, the 
‘mad-cow’/foot-and-mouth diseases, and the 1999–2000 depreciation of the
euro, but the core rate of inflation was well within the defined range of
price stability. The Governing Council was vigilant in assessing the
medium term risk of inflation, yet it did not tighten monetary policy after
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November 2000, arguing that by 2002 the eurozone year-on-year inflation
rate, measured by the HICP, would be back under the 2 per cent ceiling
(for a discussion of the core rate of inflation, see Wynne 1999). When the
May 2002 inflation figures were released, showing a 2 per cent headline
year-on-year inflation rate, the ECB focused on the core inflation rate of
2.6 per cent to argue that the risks remained high that inflation would
remain above the 2 per cent ceiling for the rest of the year. The core infla-
tion rate was driven higher by service price increases, in part explained by
the many service sector businesses that took advantage of the euro cash
changeover in early 2002 to push up prices.

First pillar: monetary reference value

A broad monetary aggregate is assigned an important role as an interme-
diate indicator in the central bank’s pursuit of price stability, for two
reasons. First, the ECB believes that, in the medium to long term, inflation
is always a monetary phenomenon. Second, since monetary policy has an
impact on inflation with a long and variable lag, once inflation shows up in
the numbers it is already too late to react. Consequently, the ECB believes
that current deviations of the growth rate of a broad monetary aggregate
from a set reference growth rate, signals to the monetary authorities future
risks to price stability. However, any deviation of the broad monetary
aggregate from its reference value would not automatically lead to a
change in monetary policy. It would first lead to a further analysis to
identify and interpret the cause of the deviation. Only if that analysis con-
cluded that such a deviation is a threat to maintaining price stability,
would the ECB change its monetary policy to bring the monetary aggreg-
ate back in line with the reference value. Thus, it is clear that the ECB
intends to use other indicators to assess its monetary policy stance to
achieve its medium term price stability objective. This is underlined by the
fact that it sets a broad monetary aggregate as a ‘reference value’, not as a
‘target value’.

Background studies

Using a monetary aggregate as a reference value to signal future inflation
can be useful to a central bank in achieving price stability provided that: (1)
there exists a stable relationship between growth of the money supply and
inflation; (2) the central bank is able to control the money supply; and (3)
the money supply growth is a leading indicator of inflation. Whereas the
second and third conditions are usually satisfied, such is not the case over
time and space for the first condition. The stability of this money–prices
link depends on the properties of the aggregate demand for money in the
economy. The first condition has been verified at the national level of EU
countries and at the aggregate European-area level by the European
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Monetary Institute (EMI), the precursor of the ECB, the European Com-
mission (McMorrow 1998), the IMF (Kremers and Lane 1990) and others.
A stable relationship for most of the major European Union Member
States and for the eurozone itself is confirmed in a survey study conducted
by the EMI (Browne et al. 1997). The authors looked at the results of some
45 studies of the money demand function at the country level in the EU
and of some 14 studies of the area-wide money demand in the EU. Their
conclusions are that the estimated equations for the individual countries,
paying particular attention to the case of Germany, have estimated para-
meters consistent with the sign, if not always the magnitudes, predicted by
economic theory. In most cases, the evidence points to the existence of a
long-run equilibrium relation between money and a few determining vari-
ables, such as real income, prices and interest rate. The size of the adjust-
ment coefficients indicates that deviations from the steady state may be of
long duration. Where stability tests are conducted, the equations generally
confirm that the estimated relationships are stable over the sample period
from the mid-1970s to the early 1990s.

The area-wide equations often yield results that are better than compa-
rable national equations. Both statistical and theoretical reasons have
been advanced to explain this phenomenon. If the instability of national
money demand functions is due to country-specific shocks, the averaging-
out of shocks across countries will give better results for the area-wide
money demand equation. If shifts in EU residents’ liquidity preferences
between different EU currencies contributes to the instability of the
national money demand function (i.e. there exists currency substitution
between European currencies), then an area-wide money demand equa-
tion will eliminate this source of instability by neutralising the currency
substitution effect. However, it is important to note that if the single cur-
rency area brings about more synchronised shocks, then the stability of
area-wide money demand functions estimated on the basis of data from
pre-monetary union time series may not be valid for the post-monetary
union period. In conclusion, the authors of the survey paper stress that the
empirical results obtained by aggregating national data from the mid-
1970s to the early 1990s may not be representative of the situation that will
prevail in the single currency area, since a ‘regime change’ and ongoing
financial liberalisation may give rise to new sources of instability in the
behaviour of monetary aggregates. These caveats may explain the decision
of the ECB to adopt a monetary policy strategy that is not exclusively
based on targeting a broad monetary aggregate in its pursuit of maintain-
ing price stability.

ECB’s broad monetary aggregate of M3

According to the analysis conducted by the ECB and by its predecessor,
the EMI, (European Central Bank, Monthly Bulletin, February 1999;
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Coenen and Vega 1999), a broad monetary aggregate normally shows
higher stability in terms of the money demand function and better leading
indicator properties for the price level than a narrow monetary aggregate.
Of course, in terms of controllability by the central bank, the broad money
aggregate is inferior to the narrow monetary aggregate. In the eurozone,
for the period 1984–98, the M3 growth rate, defined as the percentage
change for a given quarter over the same quarter in the previous year,
smoothed by means of an eight-quarter moving average, leads by six quar-
ters the percentage change of prices, also smoothed by means of an eight-
quarter moving average. For these reasons, the ECB Governing Council
decided to use a broad monetary aggregate, M3, to define the monetary
reference value. M3 consists of currency in circulation (which in Decem-
ber 1998 represented 7 per cent of M3), overnight deposits (33 per cent),
deposits with an agreed maturity of up to two years (20 per cent), deposits
redeemable at notice up to three months (28 per cent), repurchase agree-
ments (4 per cent), debt securities with maturity of up to two years (2 per
cent), money market funds and money market paper (7 per cent).

The reference value for monetary growth was based on the relationship
between money, on the one hand, and prices, output, and velocity, on the
other (the so-called ‘Fisher equation’). More specifically, the medium term
rate of inflation is estimated to be equal to the growth rate of the broad
money supply, adjusted for the estimated growth in velocity, less the trend
growth rate of output. On the basis of an estimated real GDP trend
growth rate for the eurozone in the range 2–2.5 per cent per annum (see
European Central Bank, Monthly Bulletin, July 1999: 40) and an estimated
trend decline of broad money velocity in the range of 0.5–1 per cent per
annum, setting the reference value for M3 growth at 4.5 per cent per
annum results in a medium term rate of inflation in the range of 1–2 per
cent per annum, which is consistent with the Governing Council’s
announced objective of maintaining the upper bound of the inflation
target at 2 per cent per annum. Moreover, on the basis of these numbers
given by the ECB, it appears that the ECB has implicitly defined a lower
bound of 1 per cent, not 0 per cent, for the medium-term increase of the
HICP.

The Governing Council monitors developments against the M3 refer-
ence value on the basis of a three-month moving average of the monthly
12-month growth rates for M3. This ensures that erratic monthly outturns
in the data do not unduly distort the information contained in the monet-
ary aggregate. Each December, from 1999 to 2001, the ECB’s Governing
Council reaffirmed this reference value for calendar years 2000, 2001 and
2002, respectively. According to the ECB, the trend growth rate of GDP
in the eurozone could be higher in the future if necessary structural
reforms in labour and product market were realised (see, for example,
European Central Bank 2001c). Moreover, the ECB does not observe in
the eurozone the productivity gains witnessed in the US over the period
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1995–2000: 2.6 per cent per year in the US versus 0.7 per cent per year in
the EU. The ECB emphasises that its monetary policy strategy does not
use conventional monetary targeting; it uses M3 as a ‘nominal anchor’ and
guidepost in executing its monetary policy, which explains the reason for
qualifying the M3 growth rate as a ‘reference value’, and not as a ‘target
rate’. The ECB believes that even announcing a ‘reference range’ might be
falsely interpreted by the public as implying that interest rates would be
changed automatically if monetary growth were to move outside the
boundaries of the range. While the basic long-run relationship between
money and prices has be shown to be robust across a wide range of policy
regimes, the ECB believes that during the transition to the new single cur-
rency, the relationship is subject to greater than usual uncertainty. In such
a situation, responding in a mechanical way to deviations from the pre-
announced monetary target would be unwise.

The relationship between actual monetary growth and the pre-
announced reference value is regularly and thoroughly analysed by the
ECB Governing Council. That analysis is communicated to the public
whenever the central bank decides to ignore the deviations of monetary
growth from its reference value so that the markets may understand the
underlying reasons for its decision. For instance, in the early months of the
launch of the single monetary policy, the three-month moving averages of
the monthly 12-month growth rates of M3 were consistently above the ref-
erence value of 4.5 per cent (e.g. the growth rate of M3 for the period Feb-
ruary–April 1999 over the period February–April 1998 was 5.4 per cent;
see Figure 3.2). Yet each time, the ECB President reported at his monthly
press conferences that, according to the Governing Council, the monetary
developments were in line with the maintenance of price stability over the
medium term, and that the upward deviation of M3 from its reference
value ‘did not constitute a signal of future inflationary pressures consider-
ing that it may to some extent mirror the specific environment related to
the start of Stage Three [high pace of growth of overnight deposits related
to the introduction of the euro]’ (Duisenberg 1999a). The low level of
opportunity costs of holding overnight deposits, the uncertainty relating to
the introduction of the euro and the economic upturn in the eurozone that
took place in 1999 (from a year-over-year rate of 1.9 per cent in the first
quarter to 3.1 per cent in the final quarter) may partly explain the increase
of money demand for transaction purposes. In 1999, M3 grew on average
by 5.7 per cent, compared with 4.9 per cent in 1998 and 4.1 per cent in
1997. The broad monetary aggregate M3 continued to grow above its ref-
erence value throughout 2000 but the growth rate began to decline in mid-
2000, approaching 5 per cent by the end of 2000 and 4.7 per cent by the
beginning of 2001. Unlike the Bundesbank’s target band for the M3
growth rate that was to be respected over a calendar year, the M3 refer-
ence value of the Eurosystem is a medium-term concept. It is not to be
construed as a reference value for a calendar year but rather as a value to
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be attained over several years. In early May 2001, the ECB announced
that the data on M3 growth rates were distorted upwards by about 0.5 per-
centage point per annum, owing to evidence that the data incorrectly
included money market fund shares/units held by non-residents. In late
2001, with the release of the October M3 figures, the ECB again corrected
the broad monetary aggregate variable by eliminating further distortions,
due to the inclusion of non-resident holdings of other negotiable instru-
ments, such as money market paper and debt securities issued with an
initial maturity of up to two years. This adjustment reduced the eurozone
annual M3 growth by about 0.7 percentage points, at an annual rate
(European Central Bank, Monthly Bulletin, May 2001 and November
2001). With these adjustments, the revised M3 figures indicated that the
three-month moving average of the annual growth rate of M3 had been at,
or below, the reference value of 4.5 per cent from mid-2000 to May 2001
(see Fig. 3.2). From approximately mid-2001 to the end of 2001, the strong
rise of the adjusted M3 growth rate, which reached a peak of 8 per cent
per annum by the end of that year, was not seen by the ECB as signalling a
risk to price stability in the medium term. The Governing Council argued
that the increase was explained by temporary factors. The rise in energy
and food prices increased the demand for transaction balances. The
increased uncertainty owing to the decline in the stock market and to the
effects of the terrorist attacks of 11 September created a portfolio shift
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away from risky long-term assets to an increase in the demand for more
liquid assets that are included in the definition of M3.

Second pillar: analysis of a large number of economic and
financial variables

The assessment of inflation (or deflation) in the eurozone is forward
looking. Since it is not mechanically linked to the broad money supply
growth rate in relation to the M3 reference value set by the ECB Govern-
ing Council, the assessment of future inflation is made by analysing a wide
array of economic and financial variables, including survey data of future
consumer and business confidence in the eurozone and institutional fore-
casts of future inflation and GDP growth rate (see Table 3.1). The formal
analysis of this broadly-based assessment of future inflation is encapsu-
lated in the ECB’s twice-yearly projections of future inflation. These
results are informally adjusted each month to take into account new
information, the impacts of a change in monetary policy and of the euro
exchange rate, and judgemental considerations. The ECB Governing
Council underlines that the inclusion of the inflation projections calculated
by the ECB staff in the ‘second pillar’ is not to be interpreted as a mone-
tary policy strategy of ‘inflation targeting’, which uses an inflation-forecast.
Those inflation projections are just one of many variables included in the
‘second pillar’ of its monetary policy strategy.

To assess the underlying tendencies on future inflation, the ECB exam-
ines the eurozone output gap, which is reflected in the underlying dynam-
ics of the overall demand and supply conditions. A positive output gap
(i.e. aggregate demand greater than potential output) may be used as an
indicator of future upward inflationary pressures.

On the demand side, the ECB examines and assesses the evolution of
the eurozone real GDP growth rate and its components, which are the
estimated structural budgetary balances of the governments in the euro-
zone, investment expenditures, exports minus imports and consumption
expenditures. The eurozone structural budgetary balance tries to capture
the exogenous impact of the eurozone budgetary policy on aggregate
demand. The evolution of investment and consumption expenditures is
assessed by examining the business and consumer confidence indexes and
the long-term real interest rates. The European Commission’s Business
and Consumer Surveys of industrial and consumer confidence, published
monthly for the eurozone, are continually monitored by the ECB. A
number of timely privately published indexes of business activity and sen-
timent are also closely watched by the ECB, such as the Reuters–NTC
Research monthly purchasing managers’ index for the eurozone and
Germany’s IFO Institute’s monthly business climate index, which is
based on a survey of 7,000 enterprises in both West and East Germany
and which includes both the current and expected business climate (IFO
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Box 3.1 Timeliness of four major economic indicators released by
the three largest eurozone Member States (Germany, D;
France, F; and Italy, I), the eurozone (EUR-12), and the
US

Time lag: number of days after (�) the end of reference Month (M)
t or Quarter (Q) t
Consumer Price Index (M) – provisional
D t�5 [based on data from the 6 largest Länder]
F t�12
I t�8 [based on data from 12 large Italian cities]
EUR-12 t�18 [flash estimate available with t�0]*
US t�16
Gross Domestic Product (Q) – first release
D t�53
F t�53
I t�45
EUR-12 t�70**
US t�30
Unemployment (M)
D t�7
F t�30
I only available every 3 months
EUR-12 t�35 (lacks data on I and NL)
US t�5
Industrial Production (M)
D t�41
F t�60
I t�46
EUR-12 t�61
US t�14

Sources: Eurostat (Luxembourg), statistical bureaus of Member States and of US.

Notes:
* Beginning with the reference month of November 2001, Eurostat releases each

month a flash estimate of the eurozone inflation rate on approximately the last day
of the reference month. This flash estimate is based on early inflation data released
by Germany and Italy and on early information about energy prices.

** Only available with this time lage since 8 June 2001, date of the release of the data
for the reference period of the first quarter of 2001. Additionally, Eurostat intends
to start publishing in the near future a flash estimate of GDP within 45 days of the
end of the quarter (see European Commission 2000c).



Institute for Economic Research 2001). Although a national index and
therefore not officially recognised by the ECB, the IFO index – which is
released 21 days after the end of the reference month and which refers to
the country that represents 30 per cent of the eurozone GDP – is more
timely than the eurozone business confidence index released by the Com-
mission. The evolution of exports and imports is assessed by examining the
global environment, as well as the nominal effective exchange rate of the
euro against 12 currencies, with a weight of approximately 25 per cent for
the US dollar, 24 per cent for the pound sterling, 15 per cent for the Japan-
ese yen, and 9 per cent for the Swiss franc. The recent pattern of industrial
production, order books, retail sales and employment growth is also exam-
ined by the ECB to assess the aggregate demand side of the economy.

On the supply side, the ECB, using indicators such as the percentage
point change of the unemployment rate3 and the percentage change of unit
labour costs, examines the labour component of the production process to
assess the evolution of production costs and their current and future
impact on prices. It also examines the capital component of the production
process by looking at the capital utilisation rate. To determine the overall
gap between aggregate demand and supply, the ECB looks at the gap
between the actual real GDP growth rate and the trend growth rate of
eurozone real GDP, estimated to be between 2 and 2.5 per cent per
annum. The trend growth rate, which is a proxy for the potential level of
output, is subject to revision in light of the implementation by Member
States of structural changes in the labour and product markets, as well as
any yet-to-be observed impact of the new technology (TMT, or telecom-
munications, media and technology) on labour productivity.

For assessing future price developments, the ECB also uses key finan-
cial indicators such as the movement from month to month of the average
long-term bond yield of ten-year government bonds in the eurozone.
Properly interpreted, the movement in the government long-bond yield
incorporates, for a constant risk premium and a constant real rate of inter-
est, the change in the expected rate of inflation over that time horizon, as
measured by an aggregate of the expectations of the economic agents par-
ticipating in that bond market. Another long-term expected inflationary
indicator considered by the ECB is the spread between the yield on a price
index-linked bond and the yield on a comparable nominal bond. The yield
on an index-linked bond provides a measure of the long-term real interest
rate required by investors. For a given inflationary risk premium, the
spread between the two yields captures inflationary expectations. The only
government in the eurozone that issues an index-linked bond is the French
Treasury, which issues a 10-year index-linked bond, linked to the French
Consumer Price Index (excluding tobacco).

To summarise, the ECB’s monetary policy strategy to maintain price
stability in the medium term rests on two pillars: the first pillar is based on
the ‘reference value’ for the growth rate of the broad monetary aggregate;
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the second pillar is an assessment of the risks to price stability based on an
analysis of a wide range of financial, economic, and survey data (see Table
3.1). According to the ECB, the high degree of uncertainty of attempting
to implement a monetary policy in the uncharted territory of the new
single currency zone based solely on the first pillar, requires a broader
assessment using additional information – thus, the reason for the exist-
ence of the second pillar:

Overall, the assessment of the outlook for price developments for the
Euro area is subject to considerable uncertainty, which means that a
number of caveats must be borne in mind [e.g. the changing relative
importance of ‘domestic’ as opposed to external developments and the
increased competitive pressures within the Euro area, following the
introduction of the single currency]. These have to be addressed by
analysing as wide a range of indicators as possible. The aim is to
produce an assessment of the future outlook for prices by constructing
an overall picture taking into account monetary developments [first
pillar], financial market information, inflation forecasts and survey
data, as well as a thorough assessment of price developments on the
basis of the available short-term economic indicators.

(European Central Bank, Monthly Bulletin, April 1999: 29)

The monetary policy strategy, with its primary objective of maintaining
eurozone ‘price stability’ is eclectic in the sense that the Governing
Council has adopted neither a conventional monetary targeting strategy of
the pre-euro Bundesbank (see below) nor a direct inflation targeting strat-
egy used by the Bank of England and the Sveriges Riksbank in Europe
and the Bank of Canada in North America4 (see Mishkin and Posen 1997).
Critics (e.g. Gros et al. 2000, Favero et al. 2000) argue that the eclectic
nature of the ECB strategy creates confusion for the market in terms of
assessing both the timing and direction of monetary policy changes. The
‘two pillar’ system is open to an ad-hoc justification for any monetary
policy change or for keeping the monetary policy constant. One can either
place more weight on the broad money supply variable in relation to the
monetary reference value and less weight on the other economic and
financial variables, or vice versa, to signal that the monetary policy should
be changed or should remain constant to achieve the medium-term infla-
tion definition of price stability set by the Governing Council. Only in rare
cases do all the variables in the ‘two pillar’ system move together and thus
clearly indicate to the market the course of monetary policy. In all other
cases, the critics argue that the market will be confused by such a policy
strategy.
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OPERATIONAL INSTRUMENTS OF THE EUROSYSTEM

A description of the instruments used by the Eurosystem to implement its
monetary policy is given below. Knowledge of these instruments is neces-
sary to understand the section on monetary policy. A summary of these
instruments is given in Table 3.2.

Open market operations of the Eurosystem

Open-market operations are carried out by the Eurosystem to steer inter-
est rates, to manage the liquidity situation in the market and to signal the
stance of monetary policy. Although all the policy decisions with respect
to open market operations are taken at the level of the ECB Governing
Council/Executive Board, the actual execution of these operations is
decentralised at the level of the NCBs. The counter-parties in these open
market operations are the credit institutions in the eurozone. The frame-
work described below is very similar to the one that existed prior to 1999
in Germany. This is in contrast to the Federal Reserve System framework,
which has centralised open market operations with bond dealers, not
credit institutions, as the main counter-parties. The principal open market
operations of the Eurosystem can be divided into three categories: main
refinancing operations, longer term refinancing operations and fine-tuning
operations (see Table 3.2).

Main refinancing operations

The most important open market operation is the main refinancing opera-
tion. These operations are regular weekly liquidity-providing reverse
transactions with a maturity of two weeks.5 The operations are executed
normally every Tuesday by the NCBs (and settled on Wednesday) on the
basis of fixed rate or variable rate tenders. A reverse transaction is an
operation, in this case, whereby the central bank buys a security from the
credit (banking) institution with an agreement to sell it back two weeks
later. The price differential between the buying and selling price of the
security is the interest charged by the central bank for providing the liq-
uidity. In a fixed rate tender, the credit institutions indicate to their local
NCBs how much money they wish to transact at the fixed interest rate
(‘repo rate’) announced by the ECB Governing Council. In the allotment
of a fixed rate tender, the bids received from the credit institutions are
added together. If the aggregate amount bid exceeds the total amount of
liquidity to be allotted decided by the ECB Executive Board, the submit-
ted bids will be satisfied pro rata, according to the ratio of the amount to
be allotted to the aggregate amount bid. For example, if the total amount
allotted is 30 per cent of the total amount bid by all credit institutions, a
particular credit institution will only receive 30 per cent of its request for
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liquidity. It should be underlined that these liquidity-providing open
market operations are made available to each credit institution on the
basis of the amounts requested by each credit institution and of the overall
allotment quota. Under the main refinancing operation, credit is not alloc-
ated on the basis of regional or national considerations. The allotments are
based on estimates of the liquidity needs of the eurozone as a whole, con-
sistent with the monetary policy guidelines adopted by the Governing
Council. The Executive Board’s estimations are made on the basis of the
aggregation of the national liquidity deficits forecast by the individual par-
ticipating national central banks.

In a variable rate tender, the credit institutions must indicate both the
amounts of money and the interest rate at which they wish to transact.
Bids are listed in diminishing order of offered interest rates. Bids with the
highest interest rate levels are satisfied as having priority and bids with
successively lower interest rates are accepted until the total liquidity to be
allotted is exhausted. A variable rate tender allows market-demand for
liquidity to determine the refinancing rate. The variable rate tender is con-
sidered to have the advantage of fairness to participants in the money
market, as those financial institutions that bid a high interest rate are
served first whereas those that bid too low an interest rate may not receive
any refinancing.

There are two different types of variable rate tenders: the Dutch-style
auction and the American-style auction. In the Dutch auction, a single
interest rate is applied to the allotment of liquidity to the credit institu-
tions. The single rate is equal to the marginal interest rate, where the total
bids for funds is equal to the volume of liquidity decided by the central
bank to be allocated. The Dutch-style auction, with a minimum interest
rate bid, was the preferred type of variable rate tender of the pre-euro
Bundesbank before the end of 1988. The American auction is a multiple
rate auction whereby the allotment at each interest rate is equal to the
amount requested by each individual bid and is satisfied in a descending
order by the central bank until the total allotment of liquidity is exhausted.
After 1988, the Bundesbank used the American-auction variable rate
tender, with no minimum bid interest rate. The Federal Reserve System
also uses this type of auction to carry out its ‘repo’ operations.

Main refinancing operations of the ECB

The Eurosystem launched its main refinancing operations in January 1999
with a fixed rate tender procedure, which it maintained until the end of
June 2000 when the Governing Council decided to switch to a variable
rate tender, American-style, with a minimum interest rate bid. A fixed rate
tender sends a signal to the market what the Governing Council of the
ECB considers the appropriate level of the short-term (two-week) interest
rate. A total of 944 banks participated in the Eurosystem’s first main refi-
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nancing operation, which took place on 5 January 1999 at the fixed interest
rate of 3.0 per cent. The credit institutions submitted bids to their NCBs
for an amount of C482 billion. The ECB Executive Board decided to allo-
cate a total amount of liquidity to the banking system equal to C75 billion,
representing an allotment quota of 15.57 per cent of the amount requested
by each credit institution. This was an unusually high allotment ratio. In
1999, the average allotment volume was C69 billion, representing an
average allotment ratio of 10.8 per cent. The ECB Executive Board’s
allotment decision is based on the liquidity needs of the banking system so
as to ensure that the average interbank overnight rate is close to the
tender rate of the main refinancing operations.

When the Governing Council decided in early June to switch to a vari-
able rate tender for the main refinancing operation effective as of 28 June
2000, it chose the American-style auction with a pre-announced minimum
bid interest rate (4.25 per cent) to signal to the market what it considered
the appropriate interest rate on its main refinancing operation. This
minimum rate plays the role performed by the pre-announced interest rate
in the fixed rate tender procedure. The ECB adopted a variable rate
tender procedure with a minimum bid rate simply because, under the fixed
rate tender procedure, there existed a severe overbidding of funds on the
part of large credit institutions, resulting in allotment ratios in late April
and May 2000 of less than 1 per cent. The consequence of such small allot-
ment ratios is that small credit institutions that are reluctant to overbid for
funds at the fixed rate do not receive enough liquidity at reasonable rates.
The variable rate tender procedure with multiple rates (i.e. American-
style auction) eliminates this anomaly since credit institutions are provided
with the liquidity requested at each interest rate bid, in descending order
of the interest rate bid, until the total amount of liquidity funds has been
allocated by the central bank.

Longer-term refinancing operations

The second most important liquidity-providing open market operation is
the longer-term refinancing operation. These operations are also reverse
transactions, but with a maturity of three months. The operations take
place once a month, normally on the first Wednesday of each reserve main-
tenance period (and are settled on the following business day). Since the
Eurosystem does not, as a rule, intend to send signals to the market by way
of these operations, the longer-term refinancing operation is a variable rate
tender, whereby the banks must specify in the tender the amounts of funds
desired at various different interest rates. The ECB Executive Board
decides on an overall allotment of credit, which is pre-announced. Allot-
ment up to the end of March 1999 took place at a single rate, which is the
marginal interest rate at which the demand for funds is equal to the supply
of funds (a Dutch auction). Since the end of March 1999, the allotment has
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been at multiple rates, whereby the accepted bids are allotted in descend-
ing order of the interest rate bids (an American auction). In the American
auction, successful bidders pay the rate they bid. The main reason initially
for using the Dutch auction was to assist smaller credit institutions to bid
for funds without being penalised for potentially knowing less about the
market than larger institutions. Throughout 1999, with the exception of the
last three months – for reasons related to the potential liquidity problem of
the Y2K-probem – the pre-announced allotment amount was C15 billion.
Since the start of 2001, the allotment amount has been at C20 billion per
month, which represents about 20 per cent of the total amount allotted
every week at the main refinancing operation.

Fine-tuning operations

Fine-tuning operations, which can either provide or absorb liquidity, are
executed on an ad hoc basis in order to smooth the effects on interest rates
caused by unexpected liquidity fluctuations in the market. A fine-tuning
operation can be executed as either a reverse transaction or an outright
transaction, where the central bank buys or sells a security in the market
without an agreement to reverse the transaction at some later date. Fine-
tuning operations are normally executed by the NCBs through quick
tenders (announced and completed within an hour) or on a bilateral basis,
whereby the national central bank deals directly with a bond dealer
without any tender procedure. Although not used to date, ‘regional’ fine-
tuning operations could be used to provide or absorb liquidity on a
national basis, whenever an asymmetric liquidity fluctuation occurs
between two or more eurozone Member States. From January 1999 to
January 2002, the Eurosystem engaged in eight fine-tuning operations,
three of which were:

1 a (reverse) liquidity-absorbing operation on 5 January 2000 to drain
excess liquidity previously created as a safeguard mechanism in antici-
pation of the Y2K problem, with an intended allotment of C35 billion of
seven-day fixed-term deposits at a variable rate with a maximum rate of
3 per cent, which only resulted in bids in the amount of C14.42 billion;

2 a (reverse) overnight liquidity-providing operation on 21 June 2000 at
a variable rate tender with a minimum rate of 4.25 per cent, under-
taken to prevent short-term interest rates from rising above the
minimum rate just prior to the launch of the first main refinancing
operation with a variable rate; and

3 a (reverse) overnight liquidity-providing operation on 12 September
2001 at a fixed rate tender of 4.25 per cent with no pre-specified allot-
ment amount (i.e. the supply of funds lent by the Eurosystem is equal
to the amount of funds requested by the eurozone credit institutions),
following the terrorist acts of 11 September 2001.
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Standing facilities

In addition to open market operations, the Eurosystem has two other
monetary policy instruments, the marginal lending facility and the deposit
facility, to provide or absorb overnight liquidity at the discretion of the
credit institutions. These two facilities are administered in a decentralised
manner by the NCBs.

Marginal lending facility

The credit institutions can use the marginal lending facility (equivalent to
the Lombard facility of the pre-euro Bundesbank) to obtain overnight liq-
uidity from their NCB against eligible assets. Under normal circumstances,
there are no credit limits to access the facility. The only requirement is to
present sufficient collateral. However, the interest rate on this facility, set
by the ECB Governing Council, is higher than the main refinancing rate
(the ‘repo rate’) and sets a ceiling on the interbank overnight market inter-
est rate, measured by EONIA (Euro OverNight Index Average).

Deposit facility

The credit institutions can use the deposit facility to make overnight
deposits with their NCB. The interest rate on the deposit facility provides
a floor for the interbank overnight market interest rate. Since April 1999,
the width of the corridor defined by the rate on the marginal lending facil-
ity and the rate on the deposit facility is 2.0 percentage points (see Fig.
3.3). However, for the first three weeks of 1999, the interest rate corridor
was temporarily narrowed to 50 basis points, to limit the volatility in
money market rates at the start of the single monetary policy. The rates on
the standing facilities follow the movement of the main (minimum) refi-
nancing rate, which is usually set at the mid-point of the corridor. Over the
year 1999, the daily average use of the marginal lending facility (liquidity
providing) amounted to C1 billion, while the daily average use of the
deposit facility (liquidity absorbing) amounted to C0.8 billion.

These two facilities are used more intensively at the end of the reserve
maintenance period when the averaging mechanism of the reserve
requirements can no longer be used, as is described in the next section.

Reserve requirements in the Eurosystem

The Governing Council of the ECB decided to impose reserve require-
ments on credit institutions established within the eurzone.6 In recent years,
many central banks have eliminated required reserves, such as the pre-euro
Banque Nationale de Belgique, Danmarks Nationalbank, Sveriges Riks-
bank, the Bank of England and the Bank of Canada. Prior to their integra-
tion in the Eurosystem in 1999, both the Deutsche Bundesbank and the
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Banque de France still maintained required reserve ratios, although the
ratios had been declining over time so as to reduce the incentives for finan-
cial disintermediation (e.g. banks becoming insurance companies) and
delocalisation (a venue change) towards jurisdictions with no reserve
requirements. By mid-1995 to the end of 1998, the Bundesbank’s minimum
required reserve ratios for sight liabilities and for savings deposits were 2
per cent and 1.5 per cent, respectively – a reduction from an average of 11
per cent on sight deposits, 4.95 per cent on time deposits and 4.15 per cent
on savings deposits at the beginning of the 1990s (Deutsche Bundesbank
1996:58). The Board of Governors of the Federal Reserve System still
maintains required reserve ratios on transaction deposits of member banks
and, since 1980, has extended this requirement to all depository institutions
(see below).

Like the pre-euro Bundesbank, the ECB Governing Council sees a
minimum required reserve system as a way of contributing to the stabilisa-
tion of short-term interest rates, therefore reducing the need for frequent
central bank interventions to fine tune short-term interest rates. The aver-
aging provision of the minimum reserve requirements described in the
next section aims to contribute to the stabilisation of money market inter-
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est rates by giving institutions an incentive to smooth the effects of tempo-
rary liquidity fluctuations. For instance, if banks find themselves with
excess liquidity, they will absorb it as reserves to be used to offset a short-
age of reserves on some other days during the reserve maintenance period.
Thus, by not trying to lend out the excess liquidity, which would temporar-
ily push interest rates down, the banks keep short-term interest rates con-
stant, such as the overnight interest rate or EONIA. This precludes the
frequent use of open market operations for fine-tuning purposes, which
the ECB believes is not desirable for executing monetary policy, as central
bank signals become blurred whenever markets have difficulty in distin-
guishing policy signals from technical adjustments, i.e. fine-tuning (Bind-
seil 1997, European Central Bank, Annual Report 1999: 51).

Reserve calculation

A eurozone credit institution must hold a minimum of reserves equal to 2
per cent of its reserve base, less a lump-sum allowance of C100,000 of
reserves, which effectively excludes the very smallest institutions from the
obligation to hold reserves. Reserves must be held at the NCB in the
country where the institution is located, even if it is incorporated else-
where (no cross-country pooling of reserves). For example, the German
branch of a French bank and a German branch of a US bank must both
hold reserves with the Bundesbank. The ‘reserve base’ comprises all
deposits and debt securities issued with a maturity of up to two years,
including foreign-currency denominated liabilities but excluding any bal-
ances owed to other institutions subject to eurozone minimum reserves.
Where a credit institution could not prove the proportion of its debt secu-
rities (e.g. Certificates of Deposit) that are held by other eurozone credit
institutions, and which are therefore exempt from reserve requirements,
they were originally allowed to exclude a flat 10 per cent of debt securities
issued. Effective from 24 January 2000, they are allowed to exclude a flat
30 per cent of debt securities issued.

The reserve base used to calculate the reserve requirement in any given
maintenance period is derived from the balance sheet as at the end of the
preceding month. Reserve holdings are calculated as the average of an
institution’s end-of-day balances over the maintenance period, which
starts on the 24th of each month and ends on the 23rd of the following
month. For instance, the reserve maintenance period starting on 24 Febru-
ary 1999 and ending on 23 March 1999 is based on the value of the reserve
base as of 28 February 1999. Averaging allows an institution to decide at
which point in the maintenance period it wishes to hold the required
reserves. A financial institution may, for instance, legally hold an insuffi-
cient amount of reserves on a given day provided that the amount of
reserves held on other days during the maintenance period offsets the
reserve gap. The required reserves are remunerated ex post at the average
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of the ECB’s repo rate over the period, so there is little scope for specu-
lation. Reserve holdings exceeding the required reserves are not remuner-
ated. Excess reserves of financial institutions can always be held in the
overnight deposit facility available at the NCBs, which is usually the case
during the last four days of the reserve maintenance period, when there
appears to be an increased use of this facility. Averaging of reserve
requirements means that an institution need rarely use the marginal
lending facilities available at its local NCB. In the event that it needs funds
to satisfy the reserve requirements, the marginal lending facility is avail-
able at a rate above the repo rate.

MONETARY POLICY DECISIONS OF THE EUROSYSTEM

We now examine the monetary policy decisions of the ECB from 1999,
when the single currency area was launched, to the beginning of 2002,
when the euro coins and bills were introduced and the national coins and
bills were withdrawn from circulation. The next section examines the con-
vergence of monetary policy decisions of the EU Member States from late
1997 to the end of 1998 in the run-up to the launch of the single currency
area.

Monetary policy actions of the euro-designated NCBs prior
to the advent of the single currency

A single currency area with a single monetary policy requires a single
administered short-term interest rate set by the central bank. Although,
prior to January 1999, each Member State’s national central bank retained
legal control over its monetary policy, short-term interest rates had to con-
verge by the time the single eurozone monetary policy was launched.
Throughout 1997 and the early part of 1998, in the run-up to the decision
to designate the Member States that would participate in the first wave of
countries composing the eurozone as of 1 January 1999, Italy, Spain, Por-
tugal and Ireland all had significantly higher market-determined short-
term interest rates than the ‘core countries’ – Germany, France, the
Benelux countries, Austria and Finland. In the case of Italy, Spain and
Portugal, this fact was partly explained by the risk associated with the pos-
sibility that these three Member States would not satisfy the convergence
criteria necessary to qualify for entry into the eurozone. As it became
clear that they would fulfil the entrance requirements, their market short-
term interest rates gradually fell. In the case of Ireland, it was clear that
the Irish punt was overvalued against the currencies of the ‘core countries’
and would have to enter the eurozone at a significantly lower rate. The
expected depreciation of the Irish punt maintained the positive interest
rate spread with the ‘core countries’.
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Key official short-term interest rates

In early May 1998, when 11 Member States were designated to participate
in the future single currency area, the official central bank short-term inter-
est rates of four designated Member States – Italy, Spain, Portugal and
Ireland – were still significantly higher than the key official short-term
interest rates set by the central banks of the ‘core’ Member States, namely,
the Deutsche Bundesbank (3.3 per cent), the Banque de France (3.3 per
cent), De Nederlandsche Bank (3.3 per cent), the Banque Nationale de
Belgique (3.3 per cent), the Oesterreichische Nationalbank (3.2 per cent),
and the Suomen Pankki (3.4 per cent), as shown in Table 3.3. In the periph-
eral Member States of Spain, Portugal and Ireland, the exceptionally strong
performance of these three economies, with a real GDP growth rate in
1997 of over 3 per cent for Spain (3.8 per cent), Portugal (4.1 per cent) and
Ireland (10.7 per cent), and the associated inflation risks, precluded a rapid
reduction in official short term interest rates that would have brought them
in line with the benchmark of the core countries. The NCBs of Spain and
Portugal made one small reduction in their official short-term interest rate
soon after those two countries were designated to join the eurozone, and
waited until the fourth quarter of 1998 to reduce further the official short-
term interest rates. In Italy, the broad monetary aggregate M2 growth rate
of 10 per cent clearly exceeded the central bank’s reference ceiling of 5 per
cent annual growth rate. This, along with increases in prices and unit labour
costs of above the euro area average, prevented the Banca d’Italia from
rapidly reducing the official short-term interest rate to the level existing in
the core countries, despite a 1.5 per cent real GDP growth rate in Italy in
1997. On 22 April 1998, when it became clear that Italy would be a found-
ing member of the eurozone, the Banca d’Italia reduced its discount rate by
50 basis points. In the fourth quarter of that same year, it further reduced
its discount rate by 100 basis points at the end of October, by 50 basis
points on 3 December and, finally, by 50 basis points on 23 December. The
Central Bank of Ireland only began to reduce its short-term official interest
rates as of the fourth quarter of 1998. Consequently, just prior to the launch
of the single monetary policy, all the NCBs of the future eurozone aligned
their key official short-term interest rate at 3 per cent. The President of the
ECB announced that the joint reduction in interest rates was to be seen as
a ‘de facto decision on the level of interest rates with which the ESCB
[Eurosystem] will start Stage Three [1 January 1999] of Monetary Union
and which it intends to maintain for the foreseeable future’ (European
Central Bank 1998c).

ECB Monetary Policy Actions: January 1999 to end 2001

The Eurosystem’s monetary policy was launched with an interest rate on
the main refinancing operations equal to 3.0 per cent, i.e. equal to the level
of interest rate set on 3 December 1998 in a coordinated reduction of the
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key interest rates of the NCBs of the designated eurozone Member States.
In addition, the interest rate for the marginal lending facility was set at 4.5
per cent and the interest rate for the deposit facility at 2.0 per cent, creat-
ing a corridor of 2.5 percentage points for the market-determined
overnight interest rate (EONIA).7

April 1999 – reduction of main refinancing rate by 50 basis
points

The first change of the monetary policy stance in the eurozone occurred
on 8 April 1999, when the ECB Governing Council decided by a consen-
sus to lower the interest rate of the Eurosystem’s main refinancing opera-
tions by half a percentage point to 2.5 per cent, the interest rate on the
marginal lending facility by one percentage point to 3.5 per cent and the
interest rate on the deposit facility by half a percentage point to 1.50 per
cent, in order to place the main refinancing rate in the middle of a two per-
centage point corridor bounded by the rates on the two standing facilities.
According to the ECB Governing Council, the decision to lower the key
interest rates was based on a perceived risk of deflation in the eurozone in
the medium term. Over several months up to February 1999, the eurozone
annual rate of inflation was 0.8 per cent, as measured by the year-on-year
HICP (see Figure 3.4). The possible upward bias in the measurement of
inflation, combined with the recent indicators of economic activity in the
eurozone pointing to a sizeable overall slowdown in the fourth quarter of
1998, convinced the Governing Council to lower the key interest rates –
despite the fact that M3 was still growing at a rate above its ‘reference
value’ (see Figure 3.2) – for fear of deflation, not inflation. The three-
month moving average of the 12-month growth rate of M3 covering the
period ending December 1998–February 1999 (the latest available three
months when the decision was taken) was 5.1 per cent, a figure to be com-
pared with the reference value of 4.5 per cent. However, the Governing
Council believed that the M3 growth rate was to be interpreted with
caution as the broad money supply was affected by special factors at the
start of Stage Three of EMU. Consequently, the Governing Council gave
less importance to the first pillar of the monetary policy strategy until
more observations were available to assess the trend growth rate of M3 in
the new single currency area. In the eurozone, the first estimates of
quarter-on-quarter real GDP growth for the fourth quarter of 1998 were
0.2 per cent (since then, revised to 0.13 per cent, with Germany and Italy
each registering a negative growth rate) compared with a quarter-
on-quarter growth rate of 0.7 per cent (revised to 0.54 per cent) for the
third quarter of 1998. Industrial production in the manufacturing sector
was registering a decline of almost 1 per cent in the fourth quarter of
1998 compared with the previous quarter and, according to the
February release of the European Commission Business Survey, industrial
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confidence continued to deteriorate in January 1999. The external
environment was not favourable to Europe. The Russian debt default,
with the accompanying liquidity crisis of summer–autumn 1998, was feared
to have negative impacts on some European banks, especially the German
banks whose exposure to Eastern Europe was significant. The NATO
bombing campaign of Kosovo and Serbia, launched in late March 1999,
was also expected to produce a negative shock on output, notably in Italy.
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November 1999 – increase of main refinancing rate by 50 basis
points

The expansionary stance of monetary policy, combined with a deprecia-
tion of the euro of about 10 per cent against the US dollar or against a
weighted average of 13 currencies, was maintained until the beginning of
November 1999. Then, on 4 November 1999, after having signalled to the
market since mid-July 1999 that the next move of the ECB would be to
increase interest rates, the ECB Governing Council decided – again by a
consensus – to raise the interest rate on the main refinancing operations of
the Eurosystem by 0.5 percentage point to 3 per cent, taking back the
entire reduction of that key short-term interest rate set at the beginning of
April 1999. At the same time, the ECB Governing Council raised the
interest rates on the marginal lending facility and the deposit facility by 0.5
percentage points each to 4 per cent and 2 per cent, respectively (see
Figure 3.3). According to the ECB Governing Council, the reasoning
behind this increase in interest rates was that, from around the beginning
of summer of 1999, the balance of risks to medium-term price stability had
gradually been moving upwards for two principal reasons.

• Although the inflation rate measured by the HICP for the year-on-
year period ending September 1999 was only 1.2 per cent, the inflation
rate was expected to increase gradually in the months ahead, mainly
because the increase in energy prices earlier that year was working its
way through to consumer prices. The Governing Council looked at the
industrial producer prices and noted that they increased by 0.6 per
cent in the 12-month period ending August 1999, the first year-on-year
increase since April 1998. Since the industrial goods have a weight of
41.2 per cent in the Harmonised Index of Consumer Prices, there
appeared to be significant risk in the medium term of an increase in
the consumer prices as a result of the pass-through effect of industrial
prices. Moreover, the data released at that time for the eurozone sug-
gested an acceleration of real GDP growth rates in the second half of
1999, as indicated by the industrial confidence index, which had
increased from �12 in March 1999 to �5 in September 1999, and by
the month-to-month increases in the eurozone industrial production
from April to August 1999. Furthermore, the rise in the long-term
bond yields in the eurozone and the associated pronounced steepening
of the yield curve were considered by the Governing Council as a sign
indicating that the financial markets were expecting increased eco-
nomic growth in the near future. Finally, Germany’s most important
business climate index, the Munich-based monthly IFO Institute
index, had consistently increased since its turnaround in June 1999.

• The monetary data up to September 1999 reinforced the view that M3
was on a rising trend. The 12-month growth rate of M3 from the
period July–September 1998 to July–September 1999 was 5.9 per cent,
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which was almost 1.5 percentage points above the reference value of
4.5 per cent. This deviation from the reference value had steadily
increased during 1999. The strong growth rate of the most liquid com-
ponents of M3 were of particular importance to the Governing
Council since these developments indicated a generous liquidity situ-
ation in the eurozone and added to the risk of an increase of the infla-
tion rate in the medium term.

February to April 2000 – three increases of the main refinancing
rate by 25 basis points each

With the Y2K problem out of the way and the economic and financial data
continually pointing towards the clear risk that the 2 per cent ceiling of
inflation may be breached in the near future, the Governing Council
increased the rates on the main refinancing operations, and on the two
standing facilities, in three successive steps of 25 basis points in early Feb-
ruary, mid-March and late April. The principal economic and financial
data included the increasing energy prices and the continuing depreciation
of the euro against the major currencies, and both of these facts, coupled
with a strong cyclical upswing of output in the eurozone, placed substantial
risk on an increasing underlying rate of inflation. On each occasion, the
President of the ECB and the ‘Editorial’ in the Monthly Bulletin (i.e. the
so-called ‘minutes’ of the ECB Governing Council) guided the market to
interpret the increase of the key official interest rates as just one of a
number of increases to come in the context of the tightening monetary
policy cycle begun in November 1999. The decision to increase the rates in
early February 2000 was based primarily on the following monetary (the
first pillar), economic and financial (the second pillar) data.

• The three-month moving average growth rate of M3 for the period
October/December 1998 to October/December 1999 was 6.1 per cent,
signalling increased risks to price stability in the future as M3
remained persistently above its reference value of 4.5 per cent.

• The nominal effective exchange rate of the euro had depreciated by 12
per cent since the beginning of 1999, causing concern for future price
stability because of the increasing prices for imported goods.

• The upswing of output in the eurozone from a quarter-to-quarter
growth rate of 0.5 per cent (later revised to 0.6 per cent) in the second
quarter of 1999 to a growth rate of 1.0 per cent the third quarter of
1999 as confirmed by the second release in mid-January 2000 of the
real GDP figures.

• The continuing decline of the unemployment rate from 10.5 per cent
in December 1998 to 9.6 per cent in December 1999.

• The US real GDP growth rate for the fourth quarter of 1999 had just
been released, indicating a growth rate of 1.8 per cent over the third
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quarter of 1999, which indicated an extremely favourable external
environment for economic expansion in the eurozone with its associ-
ated risk to inflationary threats.

• The wage negotiations launched in Germany by a trend-setting union,
which provided the ECB with an opportunity to signal that wages
should not incorporate the temporary increases of energy prices and
of imported goods observed in the HICP.

In mid-March 2000, the ECB Governing Council decided once again to
increase its key official interest rates, on the basis of information that con-
firmed all the trends indicated above: the effective exchange rate of the
euro continued to decline by approximately 1.7 per cent over the course of
one month and, in particular, the euro continued its decline below parity
against the US dollar; the eurozone GDP figures released by Eurostat
(2000) for the fourth quarter of 1999 showed the same quarter-to-quarter
growth rate of 1 per cent (later revised to 0.8 per cent) as in the previous
quarter, confirming a sustained turnaround in the economic activity; and
finally, the headline 12-month inflation rate for the period ending January
2000 was reported as 2 per cent, the first time the upper limit of the ECB’s
medium-term objective for price stability was reached.

In late April 2000, when the Governing Council increased its main refi-
nancing interest rate for the fourth time since November 1999, the Euro-
pean Commission (2000a) had already released its Spring 2000 Economic
Forecasts showing an anticipated real GDP growth rate in the eurozone of
3.4 per cent in calendar year 2000, which was a growth rate of aggregate
demand significantly higher than the long-run potential eurozone growth
rate of 2 or 2.5 per cent estimated by the ECB. The positive output gap
was interpreted by the ECB as contributing to the risk of the medium term
inflation rate breaching the 2 per cent ceiling. The Commission also pub-
lished an inflation forecast of 1.8 per cent for calendar year 2000 against
1.1 per cent for calendar year 1999.

June to October 2000 – another three increases of the main
refinancing rate

In early June 2000, as expected, the Governing Council again increased its
main interest rates. The only surprise was that it increased its interest rate
on refinancing operations by 50 basis points to 4.25 per cent instead of the
expected 25 basis points. However, the larger-than-expected increase had
to be seen in the context of the simultaneous announcement that, effective
late June, the Governing Council would be switching from a fixed-rate
tender procedure to a variable rate tender procedure, as explained below.
Moreover, the Governing Council signalled to the market that no further
rate increase was to be considered until mid-September 2000. This larger
than expected increase was based on information indicating that the risk
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of the HICP breaching the 2 per cent ceiling in the medium term
remained, owing to (1) the strong rise of oil prices in May 2000; (2) the
sustained decline of the euro that had just reached a low of $0.88; (3) the
6.3 per cent annual growth rate of M3 for the three-month moving average
covering the period February–April; and (4) the acceleration of the output
recovery in the eurozone. Although not publicly mentioned by the Gov-
erning Council, in view of its unwritten rule never to cite any Member
State by name, the recent data that had been released by Germany indi-
cated that the unemployment rate had fallen to a four-year low in May
2000, industrial production in April had risen by a higher-than-expected
1.5 per cent over the previous month, and manufacturing orders in April
had risen by the highest rate since reunification in 1990. It was clear that
Germany, which then represented 32 per cent of the eurozone GDP, was
converging with the strong growth rate of France, which represented 22
per cent of eurozone GDP. Moreover, the growth indicator published by
the Financial Times/Financial Times Deutschland/Les Echos showed that
the eurozone recovery was progressing at a rapid rate, suggesting that the
eurozone economy had grown at a quarterly rate of 1.2 per cent in the first
quarter of 2000 (Financial Times, June 9, 2000). In late summer and early
fall, the monetary, economic and financial indicators were all pointing
towards the risk that the future medium-term inflation rate would breach
the 2 per cent ceiling. By mid-August, the 12-month inflation rate ending
July 2000 was already at 2.4 per cent. The ECB did not anticipate an early
reversal either of the euro exchange rate (see Box 3.2 for further details)
or of the energy prices. These expectations coupled with the strong output
growth indicators at the time led the ECB Governing Council to increase
the minimum bid rate on the main refinancing operations of the Eurosys-
tem by 25 basis points on 31 August 2000 and again on 5 October 2000.
From November 1999 to October 2000, in the face of strong growth in the
eurozone and accelerating inflation that breached the upper end of its defi-
nition of price stability, the ECB Governing Council raised its key interest
rate seven times, taking the main refinancing rate from 2.50 per cent to
4.75 per cent.

By the end of 2000, the release of the weak German GDP growth rate,
released for the third quarter (0.6 per cent over the previous quarter), and
the significant decline in the widely reported German IFO index of busi-
ness confidence, pointed to a softening of the growth rate in the eurozone.
The IFO business climate index had peaked in May 2000. At the same
time, the US data seemed to indicate a convergence of growth rates
between the US and the eurozone, thus providing favourable conditions
for a reversal of the euro exchange rate. Under those conditions, the ECB
decided to leave its key interest rate unchanged. The ECB would now
‘wait [to] see’ whether the inflationary pressures reversed themselves.
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Box 3.2 The declining euro from 1999–2000: a possible explanation

Figure 2.1(a) plots the time series of the euro against the US dollar
from 1975 to early 2000. Since the euro was only launched in 1999,
Figure 2.1(b) shows the value of the ‘synthetic euro’, defined as the
weighted average value of the 11 currencies, against the US dollar, of
the countries composing the initial eurozone, for the period prior to
1999. It is clear that the ‘synthetic euro’ had been declining against
the US dollar since 1995. In other words, the US dollar had been on
a rising trend against the ‘synthetic euro’ since early 1995, a trend
partly explained by the extraordinary investment occurring in the
technological sector in the US, leading to a gap in productivity
increase between the US and the rest of the world – see Economic
Report of the President (2001: Chapter 1) on the US ‘New Economy’;
Roeger (2001) on the contribution of information and communication
technologies (ICT) to growth in Europe and in the US; McMorrow
and Roeger (2001: Section 4); and Hansen and Roeger (2000) for a
theoretical explanation of how positive supply shocks may appreciate
the real value of a currency in the medium term.

The belated recognition in early 1998 by the market that the
European Union was actually going to launch – and not just discuss,
plan and delay indefinitely the future launch of – a single currency
area in 1999, arrested the decline of the ‘synthetic euro’ against the
US dollar throughout 1998. ‘Euro-phoria’ – the belief that the cre-
ation of a monetary union would provide a quick impetus to the
elimination of regulations in the goods and labour markets and of
the remaining structural barriers to capital mobility and labour
mobility between Member States, combined with the belief that the
euro would eventually be able to challenge the dominant position of
the US dollar as the primary international reserve currencya – tem-
porarily reversed the declining trend of the ‘synthetic euro’, taking
the newly created currency in early January 1999 to its highest level
since 1995. However, the new currency quickly reversed itself and
continued along the trend that had begun in 1995 to hit a low of
$0.82 in late 2000 (see Figure 2.1(b)), a decline of some 30 per cent
from January 1999. Historically, since the breakdown of the post-war
Bretton Woods system in 1971, movements on such a scale over such
a time period between major currencies are not unprecedented. In
fact, during the first half of the 1980s, the component currencies of
the euro fell by 55 per cent against the dollar, before recovering most 
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of this ground in the remainder of the 1980s and early 1990s. The
decline of the euro over the period 1999–2000 must be looked at with
the perspective that, in 1985, the ‘synthetic euro’ had fallen to an his-
toric low of $0.68.

Some explanations of the decline of the euro since its launch are
given below (see also Gros et al. 2000: Part II.2; and International
Monetary Fund 2001: Chapter II: 66–75).b

1. Capital outflows from the eurozone to North America
and Britain

In 1999, the net direct investment and portfolio investment flows
recorded large net outflows from the eurozone in the amounts of
C120.6 billion and C41.7 billion, respectively. In calendar year 2000,
the comparable figures were C23.0 billion and C120.4 billion.
Without a one-off inflow of a large direct investment in the eurozone
against the exchange of shares (Vodafone of the UK purchasing
Mannesmann of Germany), the net outflow from the eurozone
would have been much larger during calendar 2000. The net capital
outflows from the eurozone can be explained by the relatively higher
growth rates in the US compared with the eurozone during the
period 1998 to 2000 (see point 2 below), and by the globalisation
trend of large European firms that saw the necessity to acquire a
‘foothold’ in the large US market in order strategically to maintain a
competitive edge (see Box 3.3 for examples of the more visible
cases). Although cross-border mergers and acquisitions are entered
as capital flows in the balance of payments accounts, those flows do
not necessarily give rise to immediate foreign exchange transactions,
and therefore should not affect the exchange rate. However, to the
extent that a eurozone company issues its own shares to buy or
merge with the American company, the American shareholders, who
now are too heavily-weighted in euro-denominated assets, may wish
at some later date to sell them, which may lead to a depreciation of
the euro (see Fender and Galati 2001).

2. The relative GDP growth rates favouring the US over the
eurozone

Euro weakness during 1999–2000 was largely a story of dollar
strength. The euro was driven down by repeated US GDP quarterly
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growth surprises on the upside throughout 1999 and the first nine
months of 2000. The acceleration in productivity growth in the US
raised, at least temporarily, prospective corporate real earnings
growth, thus attracting long-term capital inflows. The quarter-to-
quarter US real GDP growth rate at an annual rate was about twice
the rate of the eurozone for the period beginning the third quarter of
1998 and ending the first quarter of 2000. This significant growth gap
is one of the reasons for the large outflow of funds from the eurozone
to the US, creating the conditions for the declining and weak euro.

3. Biased market perceptions owing to the lack of timely
eurozone economic data

In general, the release of eurozone economic data lacks timeliness.
This is true whether the comparison is made with the release of com-
parable data from the US or from Germany (see Box 3.1 for a few
examples). Currently, the first estimate of the eurozone quarterly
GDP is released by Eurostat with a 70-day lag after the end of the
reference quarter. In the US and Germany, the lags are 30 and 53
days, respectively. The time gap in the release of comparable data
between the US and the eurozone makes concurrent comparisons of
the relative performance of the two blocs difficult, and may have
contributed to an amplified unfavourable market judgement towards
the eurozone, as the latter’s expansionary phase from mid-1999 to
the end of 2000 was lagging the US business cycle.

The evolving unfavourable analysis of the eurozone economic
performance relative to the US performance during 1999–2000 was
compounded by the fact that the market tended at the outset to focus
on German macroeconomic data to obtain a eurozone view, because
German data are well-known by the market and are released prior to
the eurozone data and to the other national macroeconomic data
(see Box 3.1). Since the German economic performance from 1998
through 2000 was below the eurozone average, the market’s initial
judgement of the eurozone was consistently based on worse data
than the later-released Eurostat figures, which were quickly eclipsed
by the following batch of relatively unfavourable numbers from
Germany. It is noted, for example, that the German real GDP
growth rates were 2.0 per cent in 1998, 1.8 per cent in 1999 and 3.0
per cent in 2000 against 2.9 per cent, 2.7 per cent and 3.4 per cent,
respectively, for the eurozone (see Table 4.2).
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4. Portfolio shift linked to the start of the single currency
area

The introduction of the euro in 1999 led to a significant increase of
international bonds issued in euro, both by private corporations and
international organisations (i.e. World Bank). The European Com-
mission estimates the increase in 1999 to be of the order of 250 per
cent over the combined amount of issuance in euro legacy currencies
(European Commission 2001c). The increase in the supply of euro-
denominated bonds, combined with the decrease in the demand by
eurozone investors of euro-denominated assets so as to diversify into
other currencies, led to a decline in the euro. The need for diversifi-
cation arose because the assets denominated in two different legacy
currencies (e.g. French franc and Deutsche mark) became assets
denominated in a single currency (euro).

5. Fear of a possible economic policy-making vacuum at
the eurozone level in the event of a major economic or
financial crisis

In the event of a major crisis, market regulators, banking supervisors
and fiscal authorities are still decentralised at the national level (see
Chapter 4). The market fear is that, as a major crisis looms, the euro-
zone will lack the means to take decisive action. The European insti-
tutional culture based on ‘comitology’ and on the requirement of
unanimity in the Council for important economic issues will lead to
procrastination. At the end of this process, and after a long delay
allowing the crisis to spin out of control, the fear is that the ‘national
interest’ will eventually prevail, with a lack of coordination of eco-
nomic policies. The only truly supra-national institution is the Euro-
pean Central Bank, but it will not be able to play the role of ‘lender
of last resort’ in a financial crisis. In short, the market is uneasy about
the lack of an ‘economic government’ in the event of a major crisis.
The early problems encountered by the lack of a single voice to
speak for the beleaguered euro were seen as a precursor of more
serious coordination problems between eurozone governments in the
event of a grave economic crisis. In fact, ministers tend to address
their own constituency and at times contradict each other, or their
national Central Bank Governors (see Box 3.4 for examples). Lack
of progress towards the establishment of a eurozone ‘economic
government’ reflects uncertainty of direction regarding political



May 2001 to November 2001 – four reductions of the main
refinancing rate

In the face of short-term inflationary pressures stemming from the lagged
effects of the increases in both the imported prices in 2000 and the prices
of unprocessed food, the ECB was reluctant to relax its monetary policy
stance during the first quarter of 2001, lest the rise in the inflation rate,
which was already at approximately 3 per cent year-over year, create a
more permanent impact through the second-round effects stemming from
wage settlements that would incorporate these higher inflation rates.
When the ECB received confirmation that the three-month moving
average growth rate of the broad monetary aggregate was moving towards
the reference value of 4.5 per cent growth per year, combined with the
confirmation that the previously calculated M3 figures were distorted and
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integration. With the exception of the current Belgian and German
governments (see Verhofstadt 2000 and Schröder 2001), European
Union governments increasingly emphasise intergovernmental coop-
eration as opposed to wider role for supra-national institutions. The
result is that whenever worldwide events occur, which increase the
degree of financial risk, the euro is not the currency of choice as a
‘safe haven’; the currency of choice remains the US dollar, which
paradoxically may sometimes rise even as the relative economic
performance of the US declines.

Notes:
a See, for example, Hoffman and Schröder (1997), Illmanen (1997), Owens (1996)

and Luce (1998). The latter reports that the strength of the euro came with the reali-
sation that the eurozone will have a large structural trade surplus equivalent to 1.5
per cent of the eurozone’s gross domestic product. Moreover, the fund managers
believed that the ECB was expected to take a more hawkish stance on inflation than
the US Federal Reserve.

b Among the various explanations, we do not include the international interest rate
spread between the euro and dollar deposits. The open-economy uncovered interest
rate parity condition cannot explain by itself the exchange rate movement for two
reasons:
i the uncovered interest rate parity condition only suggests that the currency with

the lower interest rate, as was the case of the euro until mid-2001, is expected to
appreciate in the future, which could lead either to an immediate depreciation of
the currency or, assuming a variable risk premium, to an immediate appreciation
or no change of the currency; and

ii the uncovered interest rate parity condition affects only international deposit
flows and cross-border transactions of bonds denominated in different currencies
with equivalent credit risk; these transactions for the period 1999–2000 were not
the significant cross-border flows determining the euro exchange rate–equity-
related flows were more important.



biased upwards due to the inclusion of non-euro area residents’ holdings
of short-term negotiable paper, the ECB Governing Council was willing to
announce in early May 2001 a reduction of 25 basis points of its key inter-
est rate. The first pillar of its monetary policy strategy was signalling lower
risks to price stability in the medium term, notwithstanding that fact that
the lagged effects of the recent transitory inflationary pressures would still
show up in the current inflation figures. By the middle 2001, as the global
economy was slowing down, all the forecasts – including the Eurosystem’s
staff projections – were indicating a reduction of the eurozone’s GDP
growth rate close to its trend potential growth rate of 2–2.5 per cent per
annum. The second pillar was also signalling less medium-term risk to the
price stability objective. Thus, the ECB Governing Council once again
reduced its key interest rate by 25 basis points in late August 2001.

The next two interest rate reductions of 50 basis points each in Septem-
ber and November 2001 were influenced, in terms of both timing and mag-
nitude, by the consequences of the terrorist attacks in the United States on
11 September 2001. As the evidence mounted that the US had entered a
recession even before the terrorist attacks (US real GDP quarter-over-
quarter growth rate for the third quarter of 2001 was �1.3 per cent at an
annual rate), the events of 11 September only reinforced the prevailing
slowdown in the world economy. The external demand in the eurozone
would decline further. The second pillar of the monetary policy strategy
indicated further reduced risks to price stability. Although the growth rate
of the monetary aggregate M3 was again accelerating, this observation was
assessed as just reflecting a shift in private investors’ portfolios from equity
towards safer liquid assets as a result of the increased uncertainty after the
terrorist attacks. In fact, an analysis of the components of M3 showed that
the annual growth of credit to the private sector was declining. By the end
of 2001, with expectations that a recovery in the eurozone would take
place in 2002, the ECB held its key interest rate at 3.25 per cent.

No ‘fine tuning’ and ‘no surprises’ by the ECB?

When the eurozone National Central Banks coordinated a reduction in
their key interest rates in December 1998, just prior to the launch of the
single currency, the ECB President indicated that the ECB Governing
Council would maintain this level of interest rate for the ‘foreseeable
future’ from the start of Stage Three of the monetary union (Duisenberg
1998; European Central Bank 1998c). In early April 1999, the ECB Gov-
erning Council decided, in a move that surprised the markets, to lower its
key interest rate by 50 basis points (see Table 3.4). At his press con-
ference, the ECB President emphasised that the market could not
expect another reduction by quipping, ‘this is it’. The ECB was signalling
to the market that a monetary policy change is not to be viewed as a
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Box 3.3 Some recent large takeovers resulting in Foreign Direct
Investment (FDI) outflows* from the eurozone, 1999–2001

1 French utilities and communications group Vivendi acquires in
June 2000 for C36 billion Seagram, the Canadian entertainment
and drink company that owns Universal, the Hollywood movie
studio.

2 Unilever, the Anglo-Dutch food and detergent group, purchases
in 2000 the large US food firm, Bestfoods, for $20.3 billion.

3 Spain’s Terra Networks takes over American internet access and
portal company Lycos, in a transaction worth $4.5 billion.

4 France Telecom acquires Orange, UK’s largest mobile operator
owned by Vodafone in a transaction worth C40.3 billion.

5 Deutsche Telekom purchases British One2One.
6 Chemical giant BASF AG purchases agro-chemical maker

American Cyanamid Co.
7 Alcatel of France purchases Newbridge Networks of Ottawa.
8 Daimler-Benz of Germany merges with Chrysler Corp. in 1998.
9 Deutsche Bank acquires US National Discount Brokers for $1

billion.
10 Deutsche Telekom purchases US VoiceStream Wireless for $45

billion.
11 ING, the Dutch banking-assurance group, purchases the finan-

cial services operations of Aetna, the US insurance group, and
ReliaStar Financial Corp. (US) for a total of $13.8 billion cash.

12 Dublin-based drug company Elan purchases Dura Pharmaceuti-
cals of California for C2.1 billion.

13 ASM Lithography of the Netherlands purchases Silicon Valley
Group for C1.8 billion.

14 Allianz, the German insurer, buys Pimco and Nicholas
Applegate, two US asset management firms, in deals worth $4.3
billion.

15 UniCredito Italiano, a large Italian bank, buys Pioneer Group, a
US asset management firm, in a deal worth $1.3 billion.

16 E.ON AG, formed in 1999 by the merger of German utilities
Veba and Viag, in 2001 buys PowerGen, Britain’s second largest
generator of electricity, in a deal worth C15 billion.

17 Société Générale, the second largest bank in France, purchases
in April 2001 51 per cent of TCW Group, a US asset manager, in
a deal amounting to $800 million.
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18 BNP Paribas, France’s largest bank, purchases, in May 2001, 55
per cent of BancWest, a large US bank, in a deal worth $2.45
billion.

19 Seat Pagine Gialle, the Italian yellow pages directory company
and internet service provider, purchases (in 2001) Eniro, the
Swedish yellow pages directory company, for C3 billion.

20 Alcatel of France proposes in 2001 a merger with (a purchase of)
Lucent Technologies of the US in a deal that would lead to the
French telecommunications company controlling Lucent; Lucent
shareholders would receive Alcatel shares in an amount equal to
$23.5 billion; two weeks later, the negotiations collapse owing to
Lucent’s claim that the Alcatel proposal would not create ‘a
merger of equals’, but rather a takeover of Lucent by Alcatel.

21 Vivendi Universal of France, the world’s second largest media
group, purchases (in 2001) in a cash and stock offer, MP3.com, a
leading US online music platform company, in a deal worth $372
million.

22 Vivendi Universal of France acquires (in 2001) Houghton
Mifflin, the Boston educational book publisher, for about $1.8
billion.

23 RWE AG, Germany’s second largest power company, purchases
in 2000 Thames Water plc, a British utility, for $9.8 billion.

Note:
*Although all FDI flows appear in the capital account of the balance of payments,
some of these transactions do not necessarily have a direct impact on the exchange
rate, as they do not go through the foreign exchange market; they simply involve an
exchange of shares (see International Monetary Fund 2001: 70–73). Notwithstanding
this observation, it is still valid to consider that these FDI transactions may have an
impact on the euro exchange rate. If the target company’s shareholders, who receive
shares from the acquiring company, do not wish to hold euro-denominated assets,
these transactions may lead to downward pressure on the euro exchange rate, as
these shareholders sell their newly acquired euro assets.

‘Konjunkturgetriebene Politik’ (a cyclically-inspired policy), but rather as
a policy change that takes a ‘forward-looking perspective focusing on the
medium-term trends in inflation’ (Duisenberg 1999a), in line with the con-
ventional image that the pre-euro Bundesbank had established for itself.
Similarly, in early November 1999, the Governing Council of the ECB also
indicated that the 50 basis-point increase in the main refinancing rate was
to be maintained for the foreseeable future. Under normal circumstances,
the ECB did not plan to have periodic small changes in interest rates in
response to new economic data that are clearly of a cyclical nature. In
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Table 3.4 Key ECB interest rate, the main refinancing rate: 1999–2001

Announcement date Rate (%) Type of tender
(effective date)

22 December 1998 3.00 Fixed rate
(4 January 1999)
8 April 1999 2.50 Fixed rate
(14 April 1999)
4 November 1999 3.00 Fixed rate
(10 November 1999)
3 February 2000 3.25 Fixed rate
(9 February 2000)
16 March 2000 3.50 Fixed rate
(22 March 2000)
27 April 2000 3.75 Fixed rate
(4 May 2000)
8 June 2000 4.25 Fixed rate
(15 June 2000)
(28 June 2000) 4.25 minimum bid rate Variable rate, American-

style auction with
minimum bid rate*

31 August 2000 4.50 minimum bid rate Variable rate, American-
(1 September 2000) style auction with

minimum bid rate
5 October 2000 4.75 minimum bid rate Variable rate, American-
(11 October 2000) style auction with

minimum bid rate
10 May 2001 4.50 minimum bid rate Variable rate, American-
(15 May 2001) style auction with

minimum bid rate
30 August 2001 4.25 minimum bid rate Variable rate, American-
(5 September 2001) style auction with

minimum bid rate
17 September 2001 3.75 minimum bid rate Variable rate, American-
(19 September 2001) style auction with

minimum bid rate
08 November 2001 3.25 minimum bid rate Variable rate, American-
(14 November 2001) style auction with

minimum bid rate

Source: European Central Bank, Monthly Bulletin, various issues.

Note
*In a variable rate, American-style auction with a minimum bid rate, the eurozone credit
institutions, wishing to borrow short-term funds (two weeks), must quote both a rate equal
to, or above, the minimum bid rate set by the ECB and an amount of funds they wish to
borrow from the central bank at that quoted rate. The bids with the highest interest rate level
are satisfied with priority and successively lower bids are accepted until the exhaustion of the
total liquidity decided by the ECB is allotted. Thus, an American-style auction is a multiple
rate auction, whereas a Dutch-style auction is a single rate auction whereby the allotment of
funds is done at a single rate equal to the marginal interest rate (i.e. the interest rate at which
the total allotment of funds is exhausted).



short, the ECB did not wish the market to interpret its policy changes as
‘short-term economic management’ or ‘fine tuning’ of the economy. This
explains the ECB’s initial preference for relatively large increases in its
key interest rates. An interest rate change of 50 basis points, instead of 25
basis-point, would avoid giving the impression that the ECB was trying to
‘micro manage’ the economy. The ECB strategy was to set its official
short-term interest rates at a level consistent with maintaining the
medium-term inflation outlook below its 2 per cent ceiling. This strategy
would reduce the uncertainties regarding the future course of monetary
policy and thus contribute to reducing any risk premium embodied in
long-term real interest rates. The ECB argued that, by reducing such risk
premia in the real long-term interest rate, the monetary policy can con-
tribute to improving the allocative efficiency of the capital market and, as
a result, improve overall economic welfare (European Central Bank,
Monthly Report, November 1999: 5).

In a reversal of strategy, the ECB Governing Council began, in its
second year of implementing the eurozone’s monetary policy, to change its
key interest rates in steps of 25 basis points, and at the same time con-
tinued to provide to the market some indication of the future movement
of its key rates, as it had begun to do prior to the November 1999 rate
increase. This additional information on the next probable move of the
ECB was provided at the monthly press conference and in the Monthly
Bulletin’s ‘Editorial’ as a means of reducing the risk premium incorporated
in the real interest rates.

In early June, the Governing Council increased its main refinancing rate
by 50 basis points instead of the expected 25 basis points. This larger than
expected increase was not necessarily to be interpreted as yet another
reversal of strategy, but had to be seen in the context of the announce-
ment, made at the same time, that effective late June, the ECB would
switch from a weekly fixed-rate tender to a variable-rate tender for its
main refinancing operations. If the ECB had increased rates by only 25
basis points in early June while simultaneously announcing its intention to
move to a variable rate tender in late June, the financial markets, antici-
pating a further 25 basis-point increase at the next monetary policy
meeting scheduled for mid-July, would have taken this expected increase
into account when bidding for funds at the weekly variable-rate auctions
starting in late June. In effect, the auction market would have increased
the rate on the ECB’s behalf. This is what the President of the ECB meant
when he declared at his press conference in early June that the 50-basis
point increase ‘cleared the horizon’ until September 2000 (Duisenberg
2000a). The following two increases in the main refinancing minimum bid
rate were each kept to 25 basis points (see Table 3.4). Similarly, when the
ECB began to lower its key interest rate as of mid-2001, the May and
August 2001 reductions were kept to 25 basis points each. The two 50 basis
point reductions, one in September 2001 and the other in November 2001,
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have to be seen in the context of the altered global economic environment
following the terrorist acts of 11 September 2001. In fact, at its regularly
scheduled monetary policy-making meeting of 13 September 2001, the
ECB Governing Council decided to keep the main refinancing minimum
bid rate unchanged. Only two business days later and taking its cue from
the FOMC’s 50-basis point reduction of the federal funds target rate, the
ECB Governing Council, in a hastily convened teleconference on 17 Sep-
tember 2001, decided to lower its key interest rate by 50 basis points.

While conducting monetary policy by implementing small changes of
interest rates may be optimal for a risk-averse policy maker, operating in
an uncertain environment, as a way of avoiding large policy errors
(Brainard 1967), it creates more uncertainty for the market, which is con-
stantly trying to anticipate the next policy move of the monetary policy
committee during the two-week period or month between meetings of the
committee. To that extent, the long-term interest rates may embody a risk
premium, reflecting the uncertainty of future monetary policy changes.
Informal information about the future policy bias announced after a policy
meeting is designed to reduce some of that market uncertainty. After each
meeting, the FOMC of the Federal Reserve System systematically releases
this type of information (see Table 3.5). The pre-euro Bundesbank’s
Central Bank Council never released information about the future policy
bias but had a preference for large changes of its official Lombard and dis-
count interest rates, of the order of 50 to 100 basis points. The
Lombard/discount rates of the pre-euro Bundesbank formed a ceiling and
floor, respectively, for the main refinancing rate of the pre-euro Bundes-
bank, the ‘repo rate’. Of the 18 changes made between 1979 and 1987, all
were of either 100 or 50 basis points, and of the 12 changes made in the
1990s, between February 1994 and April 1996 – date of the last change
before the integration of the Bundesbank in the Eurosystem – all were of
the order of 50 basis points, except in two cases, in April 1994 (see Figures
3.6(a) and 3.6(b)).

The ECB’s first 30 months: an overall evaluation

Most observers of the new European Central Bank agree that the Govern-
ing Council did not commit any major errors in the monetary policy
decisions taken during the first two years of its operation. Admittedly, the
decisions taken during the first two years were relatively simple, with small
risks of making errors. In the first quarter of 1999, the eurozone quarter-
over-quarter GDP was growing at around 2 per cent per annum, which was
at the low end of the growth range of the long-run trend (potential) growth
rate of output in the eurozone, and the rate of inflation was running at about
1 per cent per annum, well below the ECB’s 2 per cent ceiling that defines
price stability in the medium term. Under those circumstances, reducing the
key interest rate by 50 basis points in early April 1999 was not a difficult
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decision to make. The only sour note came from the M3 growth rate that
was increasingly deviating from the 4.5 per cent reference value set in the
first pillar of the ECB’s monetary policy strategy to maintain price stability
in the medium term (see Figure 3.2). However, the ECB had warned the
public that the ‘monetary pillar’ of its monetary policy strategy was only to
be used as a reference value, not a target value, because of the risk of insta-
bility posed to the eurozone demand function for money by the launch of
the single currency area. Indeed, two years later, the ECB announced that
the three-month moving average annual growth rate of M3 had been over-
estimated, owing to the inclusion of money market fund shares, money
market paper and debt securities held by non-eurozone residents.

Similarly, the decision to increase the key two-week main refinancing
interest rate by a total of 2.25 percentage points over a one year period,
starting in November 1999 and ending in October 2000, was again not a
difficult and risky monetary policy change to face. The risks, in the
medium term, were clearly biased towards the rate of inflation breaching
the 2 per cent ceiling. The evidence was clear that the inflation risks were
coming from all sides: from the increase in energy prices and food prices,
from the almost continuous depreciation of the euro that had begun soon
after the launch of the single currency area, from the robust eurozone
GDP growth rate exceeding the eurozone’s long-run trend or potential
growth rate of 2–2.5 per cent per annum (see European Central Bank
2000: 37–48), and from the signals given by the growth rate of the monet-
ary aggregate M3. In other words, the first and the second pillars of the
monetary policy strategy were signalling inflationary pressures in the
medium term. From the third quarter of 1999 to the end of the second
quarter of 2000, each quarter-over-quarter real GDP growth rate regis-
tered 3.6 per cent per annum, on the basis of the GDP data released at
that time. The external environment, with even stronger growth in North
America, with strong growth in the United Kingdom and with a depreciat-
ing euro, reinforced the view that the eurozone GDP growth rate above its
long-term trend rate was going to be maintained. The three-month moving
average growth rate of the broad monetary aggregate had reached a peak
of approximately 6.5 per cent per annum – some 2 percentage points
above its reference value – in the second quarter of 2000. The eurozone
inflation rate, measured by the Harmonised Index of Consumer Prices
over a 12-month period, breached the 2 per cent ceiling as of the second
quarter of 2000 – registering 2.4 per cent for the 12-month period ending
June 2000. Choosing a more restrictive monetary policy under those cir-
cumstances did not pose a dilemma to the ECB Governing Council.

The difficult monetary policy decision faced by the ECB appeared in
early 2001 when the two pillars of its monetary policy strategy were indi-
cating a diminished inflation risk in the medium term while the current
year-over-year inflation rate was clearly above the 2 per cent ceiling. As of
early 2001, the eurozone economy was slowing down and the broad monet-
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ary aggregate M3 was moving back towards, and even below, its reference
value – all pointing towards a diminished inflation risk in the medium
term. On the basis of its two pillars defining its monetary policy strategy,
the ECB could have considered relaxing its monetary policy stance during
the first quarter of 2001. Yet, in view of the then current price develop-
ments observed in the eurozone, the ECB did not want the so-called tem-
porary factors of price inflation to be embedded in wage increases, which
would then lead to second-round and more permanent effects on inflation.
Consequently, it decided to wait until the second quarter of 2001 before
starting to relax its monetary policy in small steps. The less favourable
external growth environment, the risk of Germany – which represents
about one third of the eurozone GDP – sliding into a recession, and the
lower growth rate of M3, all pointed to lower inflation in the medium
term. However, the then-current inflation rate in early 2001 staying above
2 per cent, combined with the expectation that the year-over-year euro-
zone inflation would not fall below 2 per cent for at least the next six
months, posed a timing problem for the ECB Governing Council. The
ECB wanted to relax its monetary policy stance without giving the impres-
sion to the price and wage setters that its commitment to the medium-term
price stability objective was being compromised. The timing problem was
compounded by the external pressures placed on the ECB. The ECB Gov-
erning Council may have decided to delay the reduction in its key interest
rate to assert its institutional independence from the Eurogroup Finance
Ministers. A newspaper article (Nayeri 2002), based on interviews of two
ECB Governing Council members, stated that the ECB decision of 11
April 2001 to leave its benchmark interest rate unchanged, only to reduce
it the following month, may have been prompted by undue political pres-
sure. The ‘insiders’ claim that the strong pressure to lower the interest rate
from the Belgian Finance Minister, the then-Eurogroup President who
attended the ECB Governing Council meeting of 11 April 2001, irritated
the Governing Council, leading the ECB President to say ‘I hear, but I do
not listen’ to those who argued for an interest rate cut (see Box 3.4 for
further details). This ECB reaction to political pressures was very much in
line with the pre-euro Bundesbank’s modus operandi of sending signals to
the political authorities that external pressures to influence monetary
policy decisions would be counterproductive.

MONETARY POLICY STRATEGY AND INSTRUMENTS
OF THE PRE-EURO BUNDESBANK

Monetary targeting

Monetary targeting as a strategy to achieve its primary objective of ‘safe-
guarding the currency’ was not implemented by the Bundesbank until the
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Box 3.4 Statements of eurozone officials and key events, January
1999–November 2001

14 January 1999: Oskar Lafontaine, German Finance Minister and
his French counterpart, Dominique Strauss Kahn, warn against an
excessive appreciation of the euro.
9 February 1999: Bundesbank forecasts 0.4 per cent GDP decline in
Germany for fourth quarter 1998 over third quarter 1998 (important
because market still focuses on timely German data to obtain an
overall ‘picture’ of the eurozone, despite the fact that Germany only
represents 32 per cent of eurozone GDP).
11 March 1999: Oskar Lafontaine, German finance minister, resigns
after continually criticising the ECB for failing to cut interest rates,
in what one market analyst described as ‘monetary terrorism’.
15 March 1999: European Commissioners, expecting to be sacked by
the European Parliament after the release of a fraud report, resign
en masse; the EU only has a care-taker Executive.
24 March 1999: Nato begins bombing of Kosovo and Serbia.
25 March 1999: Duisenberg, ECB President: ‘The possibility cannot
be excluded that increased uncertainty about the political support for
a stability-oriented monetary and fiscal policy has contributed to the
weakening of the euro.’
11 May 1999: Domingo-Solans, member of ECB Executive Board: ‘I
think we’re giving too much importance to the exchange rate level’.
26 May 1999: first crack in the economic Stability and Growth Pact
when Amato, the then newly appointed Italian finance minister,
forces EU colleagues to change his country’s 1999 budget deficit
target from 2.0 per cent to 2.4 per cent.
2 June 1999: ECB monthly press conference:

Reporter’s question: ‘Mr. Issing (member of ECB Executive
Board), the other night, was speaking at the University of Cologne
and said that he saw no risk, with the euro at its current level ($1.03),
that inflation would be imported into the eurozone. That implied
that he was not particularly worried about the current level of the
exchange rate. Indeed, the euro at this level might have some advan-
tages, because it would stimulate activity and exports outside the
eurozone. Do you share that view that in some ways the current level
of the euro is actually beneficial to the eurozone economy, that it
may in some ways be a good thing?’

Duisenberg’s reply: ‘It is not something we strive for. But that it
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has the effect you mentioned cannot be denied. As always, I see no
reason whatsoever to disagree with what my esteemed colleague
Issing has said.’
3 June 1999: Tietmeyer (the then President of the Bundesbank):
‘Clearly, the decline in the euro’s external value over the last few
days has not been good news.’
21 June 1999: Prodi (President-designate of Commission): ‘If we
(Italy) continue to have costs that diverge from other European
countries, it will be more difficult to remain in the euro’. Addressing
an Italian audience, Prodi is suggesting that membership in the euro-
zone may not be an irreversible decision.
4 November 1999: Duisenberg: ‘Does the actual movement (of euro-
dollar exchange rate) give rise to concern? The answer is no. It
doesn’t matter very much.’
Early May 2000: As the euro continues to slide and breaches the
$0.90 level, comments from French Prime Minister Jospin, who calls
for ‘a collective response from the large monetary blocs’, from ECB
President Duisenberg, from Banque de France Governor Trichet,
who declares that ‘market participants will realise with our help that
the present rates are out of line with fundamentals . . .’, and from the
French and German Finance Ministers all fuel speculation that the
ECB may intervene in the foreign exchange market; however, Bun-
desbank President Welteke plays down the effectiveness of inter-
vention: ‘. . . (intervention) is always problematic and it is very
doubtful whether it can be successful against the market trend’.
8 May 2000: As the Eurogroup Finance Ministers issues a statement
about the need for fiscal consolidation to boost the euro, the display
of unity collapses as the German and French Finance Ministers differ
in public over whether the then-forthcoming revenues from the sale
of 3G mobile phone licences should be used to reduce government
debt.
29–30 May 2000: In a wish to reverse the perception that eurozone
officials contradict each other, the eurozone political leaders and
central bankers attempt to speak with one voice regarding the possi-
bility of foreign exchange intervention, as the euro hovers around
the $0.90 level: Bundesbank President Welteke: ‘Intervention is part
of the tool-kit of central bankers’; French Prime Minister Jospin
again suggests joint action by the ECB and the US and Japanese
central banks to arrest the fall of the euro: ‘Current developments in
the euro . . . call for joint reflection and maybe even joint action by
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the ECB and Euro 11, as well as better coordination between major
monetary zones’.
4 September 2000: German Chancellor Schröder tells a Berlin audi-
ence that a weak euro is good for German exports and should be a
cause for satisfaction, not consternation.
16 October 2000: In an interview with The Times newspaper, Duisen-
berg takes the unusual step of openly discussing ECB intervention
strategy and dampens hopes of imminent intervention to support the
euro by acknowledging that the timing of action by the Group of
Seven central banks in September had been influenced by the US
presidential elections.
25 October 2000: At a Group of 20 meeting in Montreal, the minis-
ters of finance and central bank governors of the G7 and the Presid-
ent of the ECB fail to mention the euro in their press release,
signalling to the market that the US was not enthusiastic about par-
ticipating in a concerted intervention to halt the decline of the euro.
31 October 2000: Welteke, President of the Bundesbank, says that
the ECB remained ready to intervene in the currency markets again
if necessary. ‘But part of the success of intervention is that one
doesn’t announce it ahead of time’ (in an indirect criticism of the
Duisenberg interview with The Times).
22 March 2001–7 April 2001: Muddled communication to the public
about possible cut in the main ECB refinancing rate:
On 22 March 2001, Issing (ECB chief economist and member of
Executive Board) says the central bank must lower its estimates for
growth and inflation (the projections that had been released in
December 2000); the next day Trichet (Governor of the Banque de
France) says the ECB is no longer worried about future inflation
(although current 12-month rate ending February 2001 was 2.6 per
cent and had been above 2.0 per cent every month since June 2000);
the same night, Issing retracts his previous comments.
On 29 March 2001 at its regular fortnightly meeting, the Governing
Council does not change main refinancing rate; on 30 March 2001,
Trichet reads a statement to the press that the central bank has a
‘wait and see’ approach about relaxing monetary policy; on 4 April
2001, Welteke states, ‘we (members of the Governing Council) have
agreed to write down a formula on a piece of paper about what we
say in response to indiscreet questions journalists ask us time and
again about where rates are headed’ (the script became public only
after Trichet read from it at a press conference in Rouen, France on
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30 March 2001); Welteke, who seemed to resist an early reduction in
interest rate, adds that most members wanted to keep the statement
secret.
On 4 April 2001, Eichel, the German Finance Minister, makes it
plain that he hopes the ECB would cut rates: ‘I think . . . that the
world economy in general is in a phase when it is slowing in all areas,
the central banks should . . . think about that in monetary policy’.
11 April 2001: Following the recommendations from the IMF, the
OECD, and the Presidency of the Eurogroup Finance Ministers
(Belgian Finance Minister Reynders) to lower interest rates and the
hints that it was ready to reduce its key interest rate by 25 basis
points, the Governing Council decides to hold the interest rate con-
stant at its regular meeting of 11 April 2001, without providing any
indication when, if ever, it would reduce its key interest rate. ‘I hear
but I don’t listen’, says Duisenberg in response to the argument that
the eurozone needs lower interest rates in the face of an economic
slowdown in the US. On 6 April, 11 of the 19 economists surveyed by
Bloomberg News expected the ECB to lower its key rate by 25 basis
points and two economists expected a 50 basis point reduction. Some
eight months later, it is revealed (Nayeri 2002) that the Governing
Council’s decision to hold the interest rate fixed at that meeting was
taken partly to spurn Reynders, who attended the meeting and pres-
sured the Governing Council to reduce interest rates.
26 April 2001: The central bank has convinced the financial markets
that it will not reduce its key interest rate in the near future since
risks are weighted more towards inflation remaining above 2 per cent
in the near future and less towards GDP growing below potential
(estimated by the central bank at 2.5 per cent growth rate). For
example, Welteke states ‘Monetary policy is not an instrument of
cyclical policy-making . . . the tasks and strategy of ECB are different
from Fed . . . we cannot cite markets and the economy (as did the
Fed) to justify changes in monetary policy . . . we have a primary
mandate to maintain inflation below two per cent in the medium
term.’ Issing and Duisenberg disclose on 27 April that the ECB
expects to overshoot its 2 per cent ceiling for annual inflation in early
2002. However, French Finance Minister Fabius, at a G7 meeting on
30 April, says in an interview that the ECB should loosen its monet-
ary policy.
3 May 2001: The financial markets are still convinced that the ECB
will not lower its key interest rate at the meeting of 10 May;
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however, Issing adds some confusion on the occasion of a speech in
London, indicating that the eurozone medium term inflation outlook
has improved and that the threat only comes from the second round
effects of wages (not energy and food prices or the euro exchange
rate) due to the present levels of inflation. However, he adds that
there is ‘little room for fine-tuning the economy and controlling the
economic cycle (with monetary policy)’.
10 May 2001: ECB takes markets by surprise in announcing a 25
basis point cut in its key interest rate, citing that the first pillar indic-
ates that a ‘corrected’ M3 no longer poses a threat to price stability,
while Duisenberg denies during his press conference that the ECB
decision was influenced by the fact that on 7, 8 and 9 May, German
data released on industrial output and unemployment indicated and
confirmed a trend of a significant slowdown of the German economy:
on 7 May, it is reported that manufacturing orders in Germany
declined 4.4 per cent in March; on 8 May, unemployment in
Germany is reported to have increased for the fourth consecutive
month in April; on 9 May, German industrial output data show a
decline of 3.7 per cent in March. Market observers conclude that
ECB was prepared to cut interest rates prior to this date, but could
not do it lest ECB should appear to lose its independence, in the face
of ‘outside’ pressures from EU finance ministers and international
organisations; a few days later, Welteke reveals that the Governing
Council was split on the question of the 25 basis point reduction in
the interest rate.
31 May 2001: As the euro is sliding to a six-month low, owing to the
slowing growth and rising inflationary pressures in the eurozone,
Duisenberg, speaking to reporters, suggests that he sees no need to
consider central bank intervention to rescue the currency: ‘It (the
exchange rate) only becomes important if it no longer supports our
inflation target in a serious way – and that’s not the case’. That
comment sent the euro falling one cent against the dollar to $0.844.
The ill-timed Duisenberg comment seemed to contradict the con-
cerns of a weak euro on inflation, expressed by Bundesbank Presid-
ent Welteke a week earlier.
September 2001: Two days after the terrorist attacks in the US, the
ECB Governing Council decided at its regularly scheduled meeting
of 13 September to keep the minimum main refinancing short-term
interest rate unchanged, only to reduce it by 50 basis points on the 17
September at a hastily convened teleconference meeting, a few hours
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after the US Fed announced a 50 basis point reduction of the target
federal funds rate, thus giving the impression to the markets that the
ECB was pressured by the Fed; some two weeks later, Issing
(member of the ECB Executive Board) states that the ECB would
have reduced its key interest rate by 50 basis points at its regularly
scheduled meeting of 27 September had it not already done so at its
special meeting of 17 September, trying to dispel the idea that the
ECB was reacting to the events of 11 September.
October 2001: In the face of growing evidence that the eurozone
growth rate will be significantly lower than had earlier been anticip-
ated, the Ministers of Finance from Austria, Belgium, France,
Germany and Luxembourg openly criticise the ECB for its reluc-
tance to cut interest rates aggressively. Even the German Chancellor
reacts to the ECB’s decision not to cut the interest rate on 11
October by questioning whether the Bank had yet ‘reached the peak
of common sense’. In addition, it is publicly revealed that several
NCB officials disagreed with Duisenberg’s remarks of 11 October
2001 that the ECB had ‘very little room for manoeuvre’ (to reduce
interest rates further) and that his remarks did not reflect accurately
the discussions held in the Governing Council on that date. Then, on
18 October, the ECB suggests in its October monthly report to indi-
cate that it may cut interest rates in the very near future. Yet, on 25
October, at its regular meeting, the Governing Council fails to act,
with the market interpreting this postponement of a reduction of
interest rates as the ECB’s reaction to the improper political pres-
sure placed on it during the previous week at the Ghent European
Council meeting. In a statement reminiscent of the position of the
pre-euro Bundesbank, ECB Governing Council member Welteke,
President of the Bundesbank, says in an interview with the German
daily Die Welt that ‘the independence of a young institution such as
the ECB should not be called into question . . . we will change inter-
est rates as and when we consider it the right time, not when politi-
cians want . . . we do not regard it as any particular incentive when
politicians demand that we cut interest rates.’
November 2001: In the run-up to the ECB’s meeting of 8 November,
the market is expecting a 50 basis point reduction of the main refi-
nancing rate in response to mounting evidence that the eurozone
economy is in its worst state since 1993 and that the inflation rate is
expected to fall below 2 per cent by early 2002. However, a few days
prior to the meeting, the Bundesbank President warns publicly that



mid-1970s when, with the collapse of the Bretton Woods fixed exchange
rate regime against the US dollar, the nominal anchor of the international
monetary system disappeared. By the mid-1970s, inflationary expectations
in Germany, as well as in many other industrialised countries, had
changed. By the end of 1973, the annual inflation rate in Germany had
reached a peak of 8 per cent, in contrast to an average annual rate of infla-
tion of 2.6 per cent from 1958 to 1971. From December 1971 to December
1972, that inflation rate increased to 6.5 per cent. The worldwide boom,
which began at the end of 1971, was accompanied by inflation rates
exceeding 6 per cent in Canada, France, Germany, Italy, Japan and the
United States. During the first half of 1973 the economies of most industri-
alised countries grew rapidly, with the German annual real growth rate
reaching close to 6 per cent. This rapid growth of demand, together with
poor harvests and cutbacks in world oil production, created particularly
strong upward pressures on the prices of food and some key raw materials.

With the decline in aggregate demand and the subsequent recession of
1974–75, the Bundesbank was determined to lock-in medium-term infla-
tionary expectations as inflation declined from its peak. It wanted to
provide a simple, yet credible framework for the market to be assured of
the central bank’s long-term commitment to achieve its price stability
objective. Thus, in December 1974, the Bundesbank announced a new
monetary policy strategy that would use an aggregate monetary target as
its central feature.

Every year since 1975 – and until the launch of the single currency – the
Bundesbank derived its monetary target by using a basic formula – the
same formula now used by the ECB to set its monetary reference value –
that could easily be understood by the general public. At the end of each
year, it announced a growth rate of the potential real GDP, to which it
added a medium-term inflation rate. Adding together these two percent-
ages gave the nominal growth rate of production potential. By adding the
long-term percentage change in the ‘velocity of circulation’ of money, it
obtained the growth rate of the money stock consistent with the produc-
tion potential.8 From 1975 to 1985, the medium term inflation assumption
embedded in the basic formula was designated by the Bundesbank as the
‘unavoidable inflation rate’, to take into account the fact that price
increases that had already entered into the decisions of the economic
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he and his ECB colleagues do not want to build up long-term infla-
tion expectations by cutting interest rates too aggressively. These
comments change market expectations towards a 25 basis point cut
on 8 November, only to be surprised by the ECB’s decision to cut its
key interest rate by 50 basis points.



agents could not be eliminated immediately. For example, the ‘unavoid-
able inflation rate’ was set for 1975 at 4.5 per cent, which was lower than
the actual rate of inflation prevailing in 1974, or the 5.6 per cent rate of
inflation realised in 1975 (see Table 3.6). As the realised annual rate of
inflation fell to 2 per cent and below, the Bundesbank renamed, in 1985,
the ‘unavoidable inflation’ rate as the ‘normative price increase’, which
was defined as a maximum annual rate of 2 per cent in the medium term.

The pre-euro Bundesbank, like the current ECB today, underlined that
its monetary policy strategy to achieve its defined price stability objective
was not to be interpreted as an inflation targeting strategy. The Bundesbank
argued that the length and complexity of the links between the instruments
of monetary policy (the short-term key interest rates) and the final objective
of maintaining a low inflation rate, precluded such a ‘direct’ monetary policy
strategy for two reasons. First, given the long and variable time lags between
the change in the short-term key interest rates and its impact on the inflation
rate, the monetary authorities have to react before they actually observe the
rate of inflation breaching its target value. Thus, the change in the monetary
policy stance cannot simply be based on the current rate of inflation, but
must necessarily be based on the analysis of a large number of indicators
used to project the future inflation rate, so that the monetary policy decision
can occur well in advance of the future inflation problem. Secondly, a mone-
tary policy strategy based on a complex analysis of multi-indicators results in
a lack of transparency for the general public to determine whether the mon-
etary authorities are credible in their commitment to their final goal. The
consequence of this lack of transparency/credibility may lead to undesirable
changes in inflationary expectations once the actual inflation rate (or risks to
the actual inflation rate) deviates from the presumed target. Thus, the Bun-
desbank decided to use an ‘indirect’ monetary policy strategy to reach its
final objective. It had to find an intermediate target that satisfied two pre-
requisites: (i) a stable link between the intermediate target and the final goal
(the inflation rate), and (ii) the medium-term controllability of the interme-
diate target by the Bundesbank. The Bundesbank argued that targeting a
monetary aggregate satisfied these two prerequisites. Such a relatively
simple monetary policy strategy would allow the general public to monitor
whether the Bundesbank was committed to its final goal. The resulting
transparency would result in a more credible monetary policy, allowing the
central bank to anchor the inflationary expectations of the private economic
agents (see Deutsche Bundesbank 1995).

The pre-euro Bundesbank’s monetary targets

From 1975 to 1987, the Bundesbank formulated its monetary target in
terms of the central bank money stock, which was defined as currency held
outside of banks and the required minimum reserves on bank deposits cal-
culated at constant reserve ratios in effect as at January 1974 (16.6 per cent
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for sight deposits, 12.4 per cent for time deposits and 8.1 per cent for
savings deposits). In 1988, the Bundesbank switched to a broad definition
of money, M3, when setting its monetary target. The money stock com-
ponents of M3 were generally the same – but in different proportions – as
those constituting the definition of central bank money. The Bundesbank
argued that, by the late 1980s, the heavy weight of currency (50 per cent)
in the definition of central bank money combined with the high sensitivity
of the demand for currency with interest rates, led to an unreliable rela-
tionship between the growth rate of central bank money stock and
nominal production potential. The monetary aggregate M3 did not suffer
from this shortcoming since the currency component only represented a
weight of 11 per cent.

For the period 1975–78, the Bundesbank fixed and announced an
annual point target growth rate, from December of one year to December
of the following year, as its central bank monetary aggregate. As of the
end of 1978, the monetary target was fixed and announced at the end of
each year as a fourth-quarter to fourth-quarter growth rate (see Table 3.6
and Figure 3.5). The procedure was also changed by targeting an annual
fixed growth range of its monetary aggregate, defined as a band of three
percentage points (later narrowed to two percentage points as of 1984). A
target band instead of a point was chosen to capture the reality that the
monetary aggregate is subject to fluctuations that are difficult to control in
the short run or that should not be controlled, since velocity may tem-
porarily deviate from trend.

Although it would appear from the above description that the pre-euro
Bundesbank monetary policy strategy was to target a monetary aggregate
to achieve its primary objective, a recent article by Bernanke and Mihov
(1997) shows that the Bundesbank’s strategy was closer to inflation-target-
ing. Until 1990, the Bundesbank record ‘indicates a clear negative relation-
ship between deviations of money growth from target and deviations of
inflation from target . . . [suggesting] its willingness to deviate from money
growth targets to offset unexpected inflation’ (Bernanke and Mihov 1997:
1044).

Operational instruments

The Bundesbank had available a variety of policy instruments to achieve
its monetary target. The principal instruments were the Lombard rate, the
discount rate and the ‘repo’ rate. The relative use and importance of each
instrument evolved over time.

The Lombard rate, which formed the upper limit to the overnight inter-
bank rate, was the rate at which the Bundesbank lent on an emergency basis
to credit institutions (see Figure 3.6(b)). By the mid-1980s, the Lombard
facility became a marginal source of funds for credit institutions that needed
emergency overnight liquidity to satisfy their reserve requirements. Lombard
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loans represented an insignificant percentage of the total funds lent by the
Bundesbank (see Figure 3.6(a)). The discount rate, which formed the
lower limit to the overnight interbank rate, was the rate at which the Bun-
desbank granted regular short-term collaterised loans to credit institutions
(see Fig. 3.6(b)). Security Repurchase Agreements were purchases of
securities by the Bundesbank from the credit institutions that, in turn,
repurchased them from the Bundesbank some two weeks later. The inter-
est rate, called the ‘repo rate’, on this short-term (two-week) loan pro-
vided by the Bundesbank to the credit institution, was the difference
between the ‘purchase’ and ‘repurchase’ price of the security. Starting in
the mid-1980s, the securities repurchase agreements (‘repos’) became an
important vehicle for liquidity management (see Deutsche Bundesbank
1985 and Figure 3.6(a)). While rediscounting credit at the discount rate
constituted about 84 per cent of the total credit institutions’ refinancing
provided by the Bundesbank in 1980, by 1993 it represented only 30 per
cent of the total refinancing, while the securities repurchase transactions
represented about 70 per cent of the total refinancing provided by the
Bundesbank. The weekly repurchase tender operations consisted of either
volume tenders at a fixed interest rate announced by the Bundesbank with
an allotment ratio (i.e. the ratio of volume of funds demanded by credit
institutions to volume allotted by the Bundesbank) for funds determined
by the Bundesbank Directorate, or variable rate tenders with either a
Dutch-style auction or an American-style auction. Until late 1988, the
Bundesbank used only the Dutch-style auction for variable rate tenders,
for which the allotment of funds is made at a single rate equal to the mar-
ginal interest rate, i.e. the rate of interest at which the volume of funds bid
by the credit institutions is equal to the volume allotted by the Bundes-
bank Directorate. In this Dutch-style auction, the credit institutions were
forced to bid for funds at a minimum rate announced by the Bundesbank.
After 1988, the Bundesbank used the American-style auction for variable
rate tenders, whereby allotments were made in accordance with the credit
institutions’ bidding requests starting with the highest rates until the total
liquidity allotment decided by the Bundesbank Directorate was distrib-
uted. Although no minimum bid rate was set in this type of auction, all the
bids had to lie necessarily within the corridor set by the Lombard rate and
the discount rate. Between February 1996 and December 1998, the Bun-
desbank conducted only fixed rate tenders since it wanted to provide guid-
ance to short-term market interest rates in the period prior to the launch
of the monetary union. The rate was fixed in the corridor defined by a
ceiling equal to the Lombard rate and a floor equal to the discount rate, a
corridor whose width could typically be between one and two percentage
points (see Figure 3.6(b)).
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THE FED’S MONETARY POLICY STRATEGY

From the mid-1970s to the end of the 1980s, the Federal Reserve System
used some form of monetary targeting as part of its monetary policy strategy
to achieve its two principle objectives of price stability and sustainable rate
of growth of output. The monetary policy strategy was never conducted by
simply setting a monetary target on its own. The strategy combined a mone-
tary target with a target value for an operating instrument such as the
federal funds rate, or the borrowed or non-borrowed reserves.9 From 1975
to 1978 the monetary policy used monetary targets combined with a federal
funds (i.e. the overnight interbank rate) target rate; from 1979 to 1989, the
monetary policy strategy used monetary targets combined, at first, with a
non-borrowed reserve target and, later, with a borrowed reserve target;
from 1990 to the present, the monetary policy strategy de-emphasises, and
eventually eliminates the monetary target bands and substitutes an analysis
of a large body of economic, financial, and survey data to set, at first, a
target level of reserves as the operating instrument and, later, a target
federal funds rate as the operating instrument.

The period 1975–78: monetary targets combined with the
federal funds rate target

In accordance with a Congressional Resolution adopted in March 1975, the
Federal Open Market Committee began, in May 1975, to set and to pub-
licly announce ranges of tolerances of annual growth rates of the various
definitions of money supply (M1, M2, M3),10 and of bank credit for the next
12 months. This change in strategy was adopted against the background of
accelerating inflation (see Table 3.6). The Chairman of the Board of Gov-
ernors appeared every quarter before the banking committees of Congress
to explain the FOMC’s projected 12-month monetary growth ranges. Every
three months, the defined annual target ranges were calculated from quar-
terly average base periods that were moved ahead one quarter at each
reporting. This procedure resulted in what is known as an upward ‘base
drift’ of the target zones, a procedure that was often criticised by outside
observers. In addition to the target monetary growth rates, the FOMC’s
discussion in formulating its directive to the New York Fed’s Trading Desk
included a target range of the federal funds rate. Given the narrow limits of
between one-half to one percentage point on the range allowed for changes
in the federal funds rate during the inter-meeting periods of the FOMC,
and the reluctance to allow large variations of the federal funds target band
from meeting to meeting, the monetary target growth rates were often not
respected. In many cases, the allowed adjustments in the federal funds rate
were inconsistent with the monetary target annual growth rate bands
defined by the FOMC, with the consequence that the variations in federal
funds rate lagged the movements of the short-term interest rates.
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The period 1979–89: monetary targets combined at first with
a non-borrowed reserve target (1979–82), and then with a
borrowed reserve target

With the acceleration of inflation throughout the 1970s, from 5.7 per cent in
1970 to 11.3 per cent in 1979, and with the new emphasis of price stability
objective given to the Federal Reserve System under the Federal Reserve
Reform Act (16 November 1977) and the Full Employment and Balanced
Growth Act (27 October 1978),11 the then-recently appointed Chairman of
the Board of Governors, Paul Volcker (August 1979–August 1987), decided
in October 1979 to change the operating strategy used by the FOMC
throughout the 1970s. The Federal Reserve had lost credibility in controlling
inflation, with the consequence that the actual rate of inflation was now
embedded in the inflationary expectations of economic agents. On 6
October 1979, the Federal Reserve announced a major shift in the technique
of implementing monetary policy. As mentioned above, it had attempted to
maintain the expansion of monetary aggregates within the target bands by
adopting a target for the federal funds rate. Under the new approach, open
market operations would control non-borrowed bank reserves consistent
with the target rates of monetary growth. At this time, the Federal Reserve
continued to have confidence in the longer-term relationship between
growth in the monetary aggregates, especially M1, and the rate of inflation.
Thus, the monetary growth rate bands were defined to bring about a reduc-
tion in the inflation rate. From Autumn 1979 to Autumn 1982, the new
operating strategy of the FOMC, designed to maintain the monetary aggre-
gates within the publicly announced target bands, set open-market opera-
tion directives in terms of achieving a target path of non-borrowed reserves;
namely, the reserves of the banking system not supplied through the dis-
count window. Under the new approach, the federal funds rate varied over a
wide range. It is widely believed that the new strategy played an important
role in the disinflationary process of the early 1980s.

The usefulness of targeting a non-borrowed reserve path as a means of
reducing the inflation rate depended critically on the existence of a pre-
dictable, reliable relationship between the monetary aggregates and
nominal economic activity. By late 1982, frequent and unpredictable
money demand shifts were observed, due in large part to financial deregu-
lation and innovation, which, in particular, affected the demand for the
narrowly defined money, M1. For instance, the widespread use of NOW
accounts – i.e. interest-bearing chequable deposits included in M1 but con-
sidered by their holders, in part, as savings rather than transactions bal-
ances – lowered the M1 velocity. On the other hand, the rapid growth of
general purpose and broker/dealer money market mutual fund balances,
which are included in M2 but not in M1, tended to raise M1 velocity and to
lower M2 velocity. Although most money market mutual fund balances
were subject to transfer by cheque, the average turnover of these accounts
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was relatively low. The demand for money, especially M1, was deemed to
have become ‘unstable’ or, in other words, the velocity of money had
become unstable. The operating procedure of targeting non-borrowed
reserves without taking into account the shifts that may have occurred in
the demand for money meant that a given level of non-borrowed reserves
would have an unintended effect on the real or nominal aggregate demand
by way of an interest rate change. For instance, a sudden decline in the
demand for narrow money stock M1, holding constant the level of non-
borrowed reserves would result in a decrease in the federal funds rate, as
depository institutions found themselves with excess reserves. The decline
in interest rates would have an impact on output or prices or both. Con-
sequently, the relationship between the growth rate of the monetary
aggregate M1 and the inflation rate was no longer stable.

For these reasons, in late 1982, the FOMC modified once again its oper-
ating strategy, placing primary emphasis on borrowed reserves in drafting
its directive. The directive referred to the degree of ‘pressure on reserve
positions’. This procedure enabled the Federal Reserve to be more
responsive and accommodative to perceived changes in the demand for
money. Unlike the operating procedure of focusing on non-borrowed
reserves, any change in the demand for total reserves, due to an exogenous
change in the demand for money, could be accommodated by adjusting
the non-borrowed reserve path in order to achieve a borrowed reserve
objective so as to maintain a constant level of federal funds rate. Again,
following the example given above, in the face of a sudden decline in the
demand for M1, the New York Fed Trading Desk could maintain the same
‘degree of reserve pressure’ – i.e. the same borrowed reserve objective –
by reducing the non-borrowed reserve path, and thus maintain the same
level of federal funds rate. It was argued that this operating strategy
implied targeting an associated federal funds rate with the defined degree
of ‘reserve pressure’ (Gilbert 1994). The new procedure also resulted in
ignoring the defined target growth rate for the narrow money supply M1
and in officially abandoning the requirement, as of 1986, of defining an
annual target growth rate of M1.

Time period 1990–present: the use and analysis of a large
array of economic and financial variables to assess future
output gap and inflation rate, with a de-emphasis, and
eventually an elimination, of monetary target bands; the
operating instrument becomes simply a target federal funds
rate

In light of the increased uncertainty surrounding the link between a
narrow definition of money and nominal economic activity, the Federal
Reserve had not set an annual target range for M1 since 1986 and had
widened the annual target growth ranges of M2, M3 and total domestic
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non-financial debt so as to be less binding than in the past. In the 1990s,
the FOMC was able to change its monetary policy stance (i.e. the target
federal funds rate and/or the discount rate) even when the monetary
aggregates were well within their targeted range, or vice-versa. For
instance, in 1994, the FOMC’s directives sought to increase significantly
the ‘existing degree of pressure on reserve positions’ (i.e. increase the
target federal funds rate), even though the growth rates of M2 and M3
were growing at a rate in the lower half of its target range of 1–5 per cent
and 0–4 per cent, respectively. To forestall inflation, the Federal Reserve
placed pressure on reserve positions so as to raise the federal funds rate by
25 basis points in February 1994. Monetary policy was tightened further in
five subsequent policy actions over the course of the year and, by the end
of December 1994, the federal funds rate stood 2.5 percentage points
higher than in January 1994 (see Table 3.5). On the other hand, in 1998
when M2 and M3 expanded very rapidly, placing those two monetary
aggregates well above the upper bound of the 1–5 per cent growth range
of M2 and the 2–6 per cent growth range of M3, the FOMC maintained a
constant target federal funds rate and even decided to reduce it in the
fourth quarter of 1998 (see Table 3.5 and Figure 3.7). Beginning in the
1990s, the Fed’s monetary policy strategy responded more to signals relat-
ing to the expected future course of output relative to its potential and to
the expected future course of prices, than to signals relating to monetary
aggregates. In the last quarter of 1998, the FOMC focused more on the
potential impact of the Russian debt default and the Asian crisis on US
financial markets and the subsequent impact on aggregate demand than on
the growth rates of the monetary aggregates. In the final quarter of 1998,
the FOMC cited the growing caution by lenders, the ‘unsettled conditions’
in global financial markets, the risk of commodity price deflation,
and fears of a significant slowdown of output growth below its potential
in the US to explain the reduction of the federal funds target rate. The
easing of monetary policy was not a reaction to any observed weakness of
economic activity (the quarter-on-quarter real GDP growth rate of the
fourth quarter of 1998 was at an annual rate of 5.9 per cent) but rather a
forward-looking action intended to sustain the economic expansion in the
face of external shocks. The cumulative 75 basis point reduction in the
federal funds rate bought the rate back to its level of September 1994 (see
Table 3.5).

Under the Federal Reports Elimination and Sunset Act, passed by
Congress in 1995, certain sections of the Full Employment and Balanced
Growth Act of 1978 (the ‘Humphrey–Hawkins Act’) were no longer
effective as of mid-2000. In particular, the FOMC is no longer required to
set yearly target ranges for the broad monetary aggregates and to present
them at the obligatory Congressional hearings held twice a year, at which
time the Fed Chairman used to explain any deviations of these monetary
aggregates from the announced bands. Accordingly, since July 2000, the
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Federal Reserve no longer defines monetary target ranges as part of its
monetary policy strategy, arguing that

these ranges for many years have not provided useful benchmarks for
the conduct of monetary policy. Nevertheless, the FOMC believes that
the behavior of money and credit will continue to have value for
gauging economic and financial conditions.

(See Federal Reserve System 2000b: 62)

In the early 1990s, the operating instrument changed from placing an
emphasis on borrowed reserves to targeting the federal funds rate. The
link between borrowed reserves and the federal funds rate was weakened
as a result of the significant reduction in required reserves, the disappear-
ance of routine discount window borrowing, and the public concerns about



the financial health of depository institutions. Against the background of
the savings and loan associations’ difficulties, many depository institutions
feared that the public would interpret borrowing at the discount window
as an indication of financial problems. Thus, depository institutions
changed their behavioural pattern in the use of the discount window. The
Fed could no longer control the federal funds rate by targeting a borrowed
reserve level. In this new environment, the Federal Reserve gradually
attempted to control the federal funds rate rather than a targeted quantity
of borrowed reserves. However, the FOMC would continue to phrase its
directive in terms of the ‘degree of reserve pressure’, with the Trading
Desk at the New York Fed responsible for interpreting the Committee’s
preference in terms of an associated federal funds rate (see Federal
Reserve Bank of New York 1991: Table 2). It was not until the meeting
of August 1997 that the FOMC directive addressed to the New York
Fed Trading Desk was explicitly written in terms of a federal funds target
rate. However, since 1994, the FOMC has mentioned the federal funds
target rate in its public announcement issued immediately following the
conclusion of its meeting, thus underlining the importance of that
overnight interest rate in formulating its monetary policy operating strat-
egy. The degree of ‘reserve pressure’ indicated in the FOMC’s directive
was translated in the press release for the public into a target federal funds
rate.

Does the FOMC’s monetary policy strategy follow a Taylor
rule?

In a well-known paper, Taylor (1993) showed that the monetary
policy strategy of the FOMC over the period 1987–92 could be charac-
terised as a simple reaction function (equation) based on a small
number of variables. Such a monetary policy strategy is now called a
‘Taylor rule’. On the basis of his analysis of the data over that five year
period in the US, the policy actions of the FOMC seem to adjust the
real short-term interest rate on the basis of the current value of the
output gap and the current deviation of inflation from its target rate. For
instance, if the current output gap (the difference between aggregate
demand and potential output) is positive and/or the current inflation
rate is higher than the target inflation rate, the FOMC increases the
nominal interest rate sufficiently so as to obtain an increase in the real
interest rate from its long-run equilibrium value. The long-run equilibrium
value of the real interest rate, called the ‘neutral rate’, is the real rate pre-
vailing when both the output gap is zero and the rate of inflation is equal
to the target rate of inflation. Algebraically, the ‘Taylor rule’ can be
written as follows:

rt � r*��(yt �y*)��(	t �	*)
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where rt is the current real interest rate, defined as the nominal interest
rate less the target rate of inflation, i.e. (it �	*) where i is the
nominal interest rate, which is the policy instrument of the Fed;
r* is the long-run equilibrium value of the real interest rate (the
‘neutral rate’);
yt is the current real value of aggregate demand;
y* is the potential level of output;
	t is the current rate of inflation;
	* is the Fed’s target rate of inflation
� and � are the coefficients representing the weights placed by
the FOMC on its two policy objectives, namely on maintaining a
sustainable growth rate of output and price stability (i.e. a low
rate of inflation 	*).

According to this monetary policy strategy, the Fed manipulates the short-
term nominal interest rate so as to raise or lower the real interest rate vari-
able (the left-hand side of the equation) above or below its neutral rate,
depending on whether the sum of the output gap and inflation gap
(	t �	*), each weighted by its appropriate coefficient, is positive or negat-
ive, respectively. Thus, when the current real interest rate is below r*, the
Fed has an expansionary monetary policy stance, and conversely when the
current real interest rate is above r*, the Fed has a restrictive monetary
policy stance.

THE FED’S PRINCIPAL OPERATIONAL INSTRUMENTS

A brief description of the currently available monetary policy instruments of
the Fed is given below. A comparative summary with the monetary policy
instruments used by the ECB and the pre-euro Bundesbank is presented in
Table 3.2. It is recalled here that, with the exception of the discount rate
mechanism, all the monetary policy instruments of the Fed are centralised in
the hands of the Trading Desk of the Federal Reserve Bank of New York
and all open-market operations conducted with the major bond dealers in
New York are entered in the System Open Market Account (SOMA) held
at the New York Fed. This is in contrast to the existing organisation of the
Eurosystem where all the eurozone NCBs participate in the execution of
open-market operations (i.e. the main refinancing operations) conducted
with the credit institutions located in their respective country.

Repurchase agreements (RPs); matched sale-purchase
transactions (SPs)

The principal operating instrument of the Federal Reserve System is open-
market operations to target an announced federal funds rate. The federal
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funds rate is the overnight interest rate on funds that depository institu-
tions lend to, or borrow from, each other in order to maintain a certain
level of reserves necessary to satisfy both the required reserve and the
excess reserve balances of depository institutions, the latter used for settle-
ment and clearing purposes. Since the passage of the Monetary Control
Act in 1980, the Board of Governors of the Federal Reserve System
requires all depository institutions – commercial banks regardless of mem-
bership in the Federal Reserve System, savings banks, savings and loan
associations, credit unions, branches and agencies of foreign banks, and
Edge Act and agreement corporations12 – to hold a percentage of their
deposits as required reserves. The Federal Reserve pays neither interest
on required reserves nor on excess reserves held by depository institutions
in accounts at the district Federal Reserve Banks, or indirectly on a pass-
through basis in accounts at other approved depository institutions.13

The federal funds rate is a market-determined short-term interest rate.
Whenever it rises above or falls below the target rate announced by the
FOMC, the Federal Reserve System engages in open-market operations to
provide indirectly liquidity to, or absorb liquidity from, the depository
institutions. The Federal Reserve Bank of New York is the District Bank
authorised by the FOMC to execute those operations. When the Federal
Reserve System wishes to provide liquidity to the depository institutions,
the System Trading Desk at the Federal Reserve Bank of New York
engages in short-term repurchase agreements (RPs) with authorised
counter-parties, who are the major bond dealers in US government and
Federal Agency bonds. The System Open Market Account (SOMA) buys
securities from dealers who agree to repurchase them by a specified date
at a specified price. Whenever a bond dealer engages in a RP agreement
with the System Trading Desk, the initial transaction increases the
reserves in depository institutions as the System credits the reserve
account of each dealer’s bank. The System determines the total amount of
RPs that are needed to meet reserve objectives necessary to maintain the
target federal funds rate. The auction for RPs is a decision taken by the
Federal Reserve System (open-market desk at the Federal Reserve Bank
of New York) on a daily basis, based on the market conditions and the
general policy directive received from the FOMC. These operations are
usually conducted several times a week. Repurchase agreements for the
SOMA account may have a maturity term ranging from one to 90 days,
but most mature within seven days. The securities negotiated in these
transactions are primarily outstanding US Treasury bills with a maturity of
one year or less. The Federal Reserve Bank of New York arranges all the
offers of the bond dealers in descending order and then accepts those
offers with the highest rates until the total designated amount of funds has
been allocated to the bond dealers. This is the so-called ‘variable rate,
American-style’ auction of repurchase agreements, with no minimum bid
rate.
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Whenever the Federal Reserve System wishes to absorb reserves from
depository institutions, it engages with the authorised bond dealers in
matched sale–purchase transactions (SPs). These transactions involve a
contract for the immediate sale of securities to, and a matching contract
for subsequent purchase from, each participating dealer. Matched SP
agreements are less frequently used than RPs since reserves can be auto-
matically drained whenever maturing RPs are not renewed.

Outright purchases and sales

In addition to the repurchase agreements or the matched sale–purchase
transactions, the Federal Reserve System may engage in outright pur-
chases or sales of government securities (US Treasury securities and
Federal Agency Obligations). These transactions are another type of open
market operation to provide liquidity to, or absorb liquidity from, deposit-
ory institutions. In contrast to the temporary provision or absorption of
liquidity with the repurchase/matched sale–purchase agreements, the out-
right transactions are of a permanent nature since they do not involve any
reverse transaction at some later date. Outright transactions represent a
small percentage of the total open market operations conducted by the
System. For example, in 1998, outright purchases of US Treasury securi-
ties and Federal Agency Obligations amounted to $3.5 billion, whereas
repurchase agreements amounted to some $797 billion (Federal Reserve
System 1998: 321).

Discount rate

The Federal Reserve’s lending at the discount rate, which is set by the
Board of Governors upon the request of each individual district Federal
Reserve Bank, primarily facilitates the balance sheet adjustments of indi-
vidual banks that face temporary, unforeseen changes in their asset-
liability structure. Although both lending at the discount window and
open-market operations with bond dealers have comparable effects on the
availability of liquidity, discount window operations are better suited to
fulfil the liquidity needs of individual depository institutions.

The role of the discount rate has changed over the years. In the 1920s,
the discount window was the primary instrument to implement monetary
policy. Federal Reserve Bank lending represented a large part of the total
reserves of banks, with the discount rates as the principal monetary policy
indicators of the Federal Reserve Banks. Today, with a well-developed
financial market in US securities, a well-developed inter-bank loan
market, and a single financial market over the entire territory of the US,
open market operations with bond dealers provide depository institutions
with the necessary liquidity to maintain the inter-bank overnight interest
rate (the federal funds’ rate) close to the target rate announced by the
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System. Given the relatively small volume of borrowing at the discount
window (the total outstanding Federal Reserve Bank loans at month-end
varied between $13 million and $1 billion in 1998), the discount rate
changes today are either to bring that official rate in line with market rates
or to use it as an announcement effect regarding monetary policy stance.
Since the passage of the Monetary Control Act of 1980, all depository
institutions holding deposits subject to reserve requirements have access
to the discount window. Prior to that, only banks that were members of
the Federal Reserve System had access to the discount window.

The three types of discount window credit are short-term adjustment
credit, seasonal credit and extended credit. In all cases, the Federal
Reserve Bank provides credit to depository institutions at its own discre-
tion. The discount window is to be used as a safety valve in the reserve
market. Since the basic discount rate, the rate charged on loans to deposit-
ory institutions for short-term adjustment credit, is usually below short-
term money market rates, including the federal funds rate, there is a
pecuniary incentive on the part of credit institutions to fund their reserve
needs at the discount window, which explains the need for discretionary
allocation of discount window lending by the Federal Reserve Banks. The
short-term adjustment credit provided by the Federal Reserve Banks may
be related to the liquidity needs of depository institutions arising from
unexpected loss of deposits, which are usually beyond the institution’s
control. The seasonal credit loans are primarily directed towards the small
credit agricultural institutions that face strong loan demand during the
planting and growing seasons. Extended credit loans by Federal Reserve
Banks are usually provided in the context of loans to depository institu-
tions that have financial difficulties but also have reasonable prospects of
resolving these difficulties in an orderly fashion, such as the process of
being acquired by another healthy depository institution. The discount
rates related to the seasonal credit and the extended credit are higher than
the basic discount rate and closer to market-related rates.
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4 Economic policy
coordination in the eurozone

Monetary policy in the eurozone is made by one supranational body, the
European Central Bank; the other principal economic policies in the euro-
zone are made by the governments of each Member State composing the
eurozone. While there is a single monetary policy for the entire eurozone,
there are as many different macroeconomic and microeconomic policies as
there are Member States. In order to understand the coordination of eco-
nomic policies between the governments of the eurozone Member States,
this chapter describes the economic policy framework that has evolved in
the European Union to coordinate policies between Member States that
essentially retain all their national powers in most economic policy areas.
Since the macroeconomic policies taken by all the eurozone Member
States have an impact on the monetary policy decisions taken by the ECB,
we also describe the institutional channels that have been set up for the
communication between the ECB and the Community bodies responsible
for the coordination of the Member States’ economic policies. This entire
economic policy framework, composed on the one hand of 12 national
governments and the Community bodies responsible for the coordination
of their policies, and on the other hand, of these Community bodies inter-
acting with the one central bank, is complex and bureaucratic, a criticism
often levelled by expressing the view that the eurozone is an economic
space with a single central bank and no single ‘economic government’. As
shown below, this is an exaggeration. However, the fear of a possible eco-
nomic policy-making vacuum at the eurozone level in the event of a major
financial crisis is justified since the European Central Bank has not been
given the power to play the role of the ‘lender of last resort’. We therefore
also describe in this chapter the role of the national governments,
Community bodies and the Eurosystem in the prudential supervision of
financial institutions and in the maintenance of stability of the financial
system.



THE ECONOMIC POLICY FRAMEWORK

Since the creation of the European Economic Community in 1957, provi-
sions for economic policy coordination between Member States have been
incorporated into the Treaties and implemented by the adoption of
Community secondary legislation, known as Decisions, Regulations and
Directives. For example, Article 105.1 of the Treaty establishing the Euro-
pean Economic Community (also known as the Treaty of Rome [1957])
stipulated:

In order to facilitate the attainment of the objectives [of each Member
State] stated in Article 104 [balance of payment equilibrium, stable
exchange rate, high level of employment, price stability], Member
States shall coordinate their economic policies.

Key Council Decisions of July 1969, March 1971, February 1974 and
March 19901 were all adopted with a view to implement the notions of eco-
nomic policy coordination between the Member States, stipulated in
various articles of the Treaty of Rome.

The July 1969 Council Decision required the Member States to hold
prior consultations with the Commission and the Council, regarding
important short-term economic policy measures that may substantially
affect the economies of the other Member States. The March 1971 Council
Decisions, resulting from the Resolution (political agreement) to launch
the process to achieve progressively an Economic and Monetary Union by
1980, strengthened the coordination of short-term economic policies of the
Member States and the cooperation between the central banks of the
Member States. The February 1974 Council Decision, which superseded
one of the March 1971 Decisions, called on Member States to attain a high
degree of convergence of their economic policies. The March 1990 Council
Decision, which in turn superseded the February 1974 Decision, required
the attainment of progressive convergence of economic policies and
performance during Stage I of the Economic and Monetary Union, with
twice-yearly multilateral surveillance by the Commission and the Council
of each Member State’s policies and performance in the areas of price
stability, public finances, interest rates and exchange rates. Some 35 years
after the ratification of the Treaty of Rome, Article 99 of the Maastricht
Treaty, which came into force in November 1993, still stipulates the
requirement for the Member States to coordinate their economic policies:

Member States shall regard their economic policies as a matter of
common concern and shall coordinate them within the Council . . .

(Article 99.1 of the ‘Treaty’)

One of the criticisms levelled at the eurozone economic policy framework
is the lack of coordination between monetary policy and other aspects of
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macroeconomic policy, which may lead to an undesirable ‘policy mix’
between the two. While monetary policy is centralised in a supranational
institution and must be formulated and executed without any pressure
from either national governments or Community institutions, the Maas-
tricht and Amsterdam Treaties do not provide for a centralised economic
policy framework for budgetary/fiscal policy, employment policy or
microeconomic structural reforms. These responsibilities remain at
the national level. The Community bodies, such as the Ecofin Council
composed of Finance Ministers from all EU Member States, only
provide the guidelines to be followed by each Member State in order to
achieve the goals set by the Community in these areas. Compounding
the coordination problems for the eurozone is the fact that, according
to the ‘Treaty’, the group of Finance Ministers from the eurozone
Member States (the Eurogroup) is not even legally recognised as a
Community body authorised to adopt measures to coordinate economic
policies within the eurozone. There is clearly no ‘economic government’
at either the EU or eurozone level. However, it is important to realise
that the Maastricht Treaty and the Amsterdam Treaty have considerably
increased the degree of coordination of economic policies among
the Member States and have led to an on-going dialogue between the
European Central Bank and the Community bodies composed of the rep-
resentatives of the eurozone Member States. This section provides an
overview of the EU economic policy framework, with special emphasis on
the roles of the European Council, the Commission, the Ecofin Council
and the Eurogroup in the area of economic policy coordination and on the
communication links between the European Central Bank and the
Eurogroup.

The broad economic policy guidelines

The responsibilities for budgetary/fiscal policy, employment policy and
microeconomic structural reforms remain at the national level, although
the Community institutions formulate and adopt – according to a formal
procedure involving the Commission, the Ecofin Council and the Euro-
pean Council – Broad Economic Policy Guidelines (BEPGs) that each
Member State is expected to follow. The Community institutions also
examine and assess through a multilateral surveillance procedure whether
the Member States’ policies and performance are in line with the goals set
by the Community. The Ecofin Council, acting on a recommendation from
the Commission, can make individual recommendations to Member States
that perform poorly in these areas.

According to the provisions of Articles 98 and 99 of the ‘Treaty’, the
Broad Economic Policy Guidelines lie at the heart of the economic policy
coordination procedure between the EU Member States. Article 98 pro-
vides that:
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Member States shall conduct their economic policies with a view to
contributing to the achievement of the objectives of the Community,
as defined in Article 2,2 and in the context of the broad guidelines
referred to in Article 99.2 . . .

Article 99.2 stipulates:

The [Ecofin] Council shall, acting by a qualified majority on a recom-
mendation from the Commission, formulate a draft for the broad
guidelines of the economic policies of the Member States and of the
Community, and shall report its findings to the European Council.

The European Council shall, acting on the basis of the report from
the [Ecofin] Council, discuss a conclusion on the broad guidelines of
the economic policies of the Member States and of the Community.

On the basis of this conclusion, the [Ecofin] Council shall, acting by
a qualified majority, adopt a recommendation setting out these broad
guidelines. The [Ecofin] Council shall inform the European Parlia-
ment of its recommendation.

The BEPGs contain overall and country-specific policy recommendations
that are drawn up annually by the Commission after the Spring European
Council meeting (March of each year) and submitted to the Ecofin
Council. Acting by a qualified majority on the Commission recommenda-
tion,3 the Council formulates a draft for the European Council, which in
turn discusses a conclusion on the BEPGs. The BEPGs are formally
adopted in June by the Ecofin Council, in the form of a recommendation
to the Member States. Although an Ecofin Council recommendation
addressed to a Member State is not legally binding on the Member State,
the ‘Implementation Report’ of the BEPGs, written by the Commission
(see, for example, European Commission 2002c), ‘praises and shames’
each Member State, as a way of forcing peer pressure on the Ministers not
to ignore their political commitment to implement the BEPGs. When the
Irish budgetary plans for 2001 were considered expansionary and pro-
cyclical and therefore inconsistent with the 2000 BEPGs adopted in the
previous year, the Commission recommended the Ecofin Council address
to the Irish government a recommendation to immediately take measures
to deal with the inconsistency. The Commission recommendation was
adopted by the Ecofin Council, acting by qualified majority, at its meeting
of 12 February 2001 (Council 2001). The Ecofin Council also decided to
make its recommendation public. As from 2003, in line with the decision
taken at the Barcelona European Council meeting of March 2002, the
Commission and the Ecofin Council will focus more on the implementa-
tion by the Member States of the BEPGs, which will be elaborated as
medium term guidelines rather than yearly ones.

The three principal areas covered in the BEPGs are the budgetary
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(fiscal) policies, the employment policies and the microeconomic struc-
tural reforms in the goods, services and financial markets. The legal basis
for including each policy area in the BEPGs is somewhat different. The
budgetary/fiscal policy guidelines are covered under Article 104 of the
‘Treaty’ (paragraphs 2–8, 10 and 12–13 became effective as of the begin-
ning of Stage 2 of EMU in 1994; the other paragraphs entered into force as
of the beginning of Stage 3 of EMU in 1999) and further developed and
extended by the Stability and Growth Pact as described below and in
European Commission 1999b: Sections F3 and F4. The Stability and
Growth Pact principally deals with the annual surveillance of each EU
Member State’s medium-term budgetary balance, which is to be close to
zero or positive over the economic cycle, and with the implementation of
the excessive deficit procedure, which is set off whenever the ratio of a
Member State’s budgetary deficit to GDP exceeds the 3 per cent reference
value.

The employment policy guidelines are included in the BEPGs in
accordance with the employment section of the Treaty of Amsterdam
(Articles 125–130 of the EC Treaty), which states that

Member States, through their employment policies, shall contribute to
the achievement of the objectives referred to in Article 125 [to
develop a coordinated strategy for employment to achieve objectives
defined in Article 2] in a way consistent with the broad guidelines of
the economic policies of the Member States and of the Community
adopted pursuant to Article 99.2.

(Article 126.1)

The main features and methods of coordinating the employment policies
of the Member States have been dubbed the ‘Luxembourg process’,
named after the city where an Extraordinary European Council meeting
on Employment was held in November 1997 to launch the application of
the employment section of the Treaty of Amsterdam (1997). The pro-
cedure, which must respect the principle of subsidiarity (decentralised
approach) enshrined in Articles 5 and 127.1 of the EC Treaty, is as follows.
Each year, on a proposal from the Commission, the Council (Employment
and Social Policy) draws up guidelines that the Member States must take
into account in their employment policies to promote a skilled, trained and
adaptable workforce, and a flexible labour market. Each Member State
then provides to the Commission and the Council a multi-annual ‘National
Action Plan’, which is a detailed presentation of the measures that it plans
to implement within the framework of the Employment Guidelines estab-
lished by the Community. These Plans may be revised each year in order
to be in line with the revised Community employment guidelines. The
implementation of the Plans is later examined in an annual Joint Commis-
sion and Council ‘Employment Report’, which contains a comparative
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overview of Member States’ performance, some examples of good prac-
tice, and possible recommendations to any Member State that falls short
of its National Action Plan. The Council recommendations on employ-
ment policy are neither binding, nor accompanied by legal or financial
sanctions. However, annual multilateral surveillance, which includes com-
parative results among the Member States, such as benchmarking relative
to the best practice, places peer pressure on the Member States to force
them to comply with their commitments in this area.

The microeconomic structural reforms in the goods, services and capital
markets, begun in the late 1980s with the ratification of the Single Euro-
pean Act (1986), are aimed at improving competitiveness and the func-
tioning of the markets in goods, services and capital across all the EU
Member States. This structural reform goal, known as the ‘Cardiff process’
after its endorsement at the Cardiff European Council meeting of June
1998, is integrated in the annual formulation of the BEPGs as a means to
complete the single market. The Cardiff process was first proposed by the
Ecofin Council when the 11 Member States were designated to compose
the initial eurozone (see European Commission 1999b: section E2, para-
graphs 8 and 9). Each year, the annual BEPGs take into account the Com-
mission’s Cardiff report, which includes a scoreboard of indicators of
effective market integration.

Community oversight of budgetary policies of Member States

When the EMU provisions of the Maastricht Treaty were drafted, the
German government and Bundesbank insisted on the necessity that the
governments of Member States participating in the monetary union
comply with some basic rules regarding their budget deficits, lest the loose
budgetary policies of undisciplined governments should have spillover
effects on the overall level of interest rates in the eurozone. A large euro-
zone Member State or a few small Member States running persistent
structural deficits may increase the risk premium incorporated in all
Member States’ government bond yields. Thus, not only would the
Member States have to satisfy certain budgetary criteria before joining the
monetary union, but the Member States would also have to respect certain
budgetary rules once admitted into the monetary union. Sanctions and, as
a last resort, fines would be imposed on the violators. Given the political
commitment made by the EU as of mid 1995 to target 1999 as the start of
Stage 3 of EMU, the Ecofin Council decided in 1997 to use the already
existing multilateral surveillance provision of the coordination of eco-
nomic policies under Article 99.3 of the Maastricht Treaty as a means to
impose medium-term budgetary guidelines on all Member States. Further-
more, the Ecofin Council decided, at the same time, to clarify the imple-
mentation of the excessive deficit procedure, described in Article 104, with
particular reference to (1) the circumstances under which the ‘three per
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cent budgetary deficit rule’ may be overridden, and (2) the sanctions and
fines imposed on euro Member States that are deemed to have violated
that particular budgetary deficit rule.

The medium-term budgetary rule

In the context of the Council’s power to define Broad Economic Policy
Guidelines (BEPGs) for the Community and its Member States under
‘Treaty’ Article 99, the Ecofin Council stipulated (Council Regulation
1466/97/EC) that, beginning in mid 1998, all Member States (including
Britain) should adhere to the medium term objective of budgetary posi-
tions that are close to balance or in surplus. Since the medium term is
defined as the length of the business cycle, this rule would permit the
Member State to benefit from the use of the automatic fiscal policy sta-
bilisers during an economic downturn, provided that the Member State
ran surpluses during ‘good times’. In other words, discretionary budgetary
policies should not be pro-cyclical. The Council, after a recommendation
from the Commission, would examine the medium term budgetary posi-
tions, on the basis of the Stability Programmes and Convergence Pro-
grammes submitted once a year by each Member State participating in the
single currency area and by each Member State outside the eurozone,
respectively. The Council can only make recommendations to the Member
State concerned and can only use peer pressure to force it to implement
the recommendation. No sanctions can be imposed. Thus, secondary legis-
lation adopted under ‘Treaty’ Article 99 is known in Community parlance
as a ‘soft law’. Yet, as has been observed in early 2002 when the Commis-
sion recommended to the Ecofin Council to send an ‘early warning’ letter
to Germany and Portugal under the provisions of Article 6.2 of Council
Regulation 1466/97/EC of the Stability and Growth Pact (‘. . . significant
divergence of the budgetary position from the medium-term budgetary
objective, or the adjustment path towards it . . .’), even the threat of imple-
menting a ‘soft law’ can have its desired effect (see Council 2002). Both
the German and Portuguese governments made written commitments to
the Council, in line with the concerns expressed by the Commission, to
avoid the ‘early warning’ notice from the Council. These two governments
promised in particular that they would not allow their planned govern-
ment deficits for the year 2002 to ‘slip’ from their announced targets and
that they would respect the 2004 target date to achieve a balanced budget,
to prevent the ‘medium-term budgetary position of close to balance or in
surplus’ from becoming a moving target.

The excessive deficit rule

In accordance with the Council’s obligation to monitor excessive govern-
ment deficits under the provisions of Article 104, the Member State’s
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planned budgetary position of a current calendar year, submitted each
year by the end of February at the latest, is examined to determine
whether the Member State is in breach of the budgetary rule that prohibits
a budgetary deficit of more than 3 per cent of GDP. If that should be the
case, Ecofin makes a recommendation to the Member State to avoid such
a situation. If, some nine months later, the Member State has not taken
the appropriate measures, sanctions are imposed. This procedure, which is
only outlined in the ‘Treaty’ Article 104, is clarified and described in detail
in the Council Regulation 1467/97/EC as part of the Stability and Growth
Pact adopted in 1997 and implemented at the beginning of Stage 3 of
EMU. In particular, a strict time frame is placed on the process between
the time a Member State submits a planned budget that is in breach of the
deficit rule and the time that sanctions and fines are imposed. Thus, these
provisions of the Stability and Growth Pact are known in Community lan-
guage as a ‘hard law’. The procedure also specifies the circumstances
under which the ‘3 per cent deficit rule’ may be overridden.

Exemptions to the excessive deficit procedure

The condition under which a Member State may have a planned govern-
ment deficit over 3 per cent of GDP without being in breach of the Regu-
lation is whenever the excess government deficit is the result of

• an exceptionally severe recession (‘exceptionally severe economic
downturn’), defined as an annual fall of real GDP of at least 2 per
cent, which automatically exempts the Member State from the exces-
sive deficit procedure, without the need for the Ecofin Council to
adopt a decision to that effect, or

• a severe recession (‘severe economic downturn’), defined as an annual
fall of real GDP of at least 0.75 per cent but less than 2.0 per cent,
coupled with a formal Ecofin decision for an exemption, adopted by a
qualified majority and based on an assessment that takes into account
the overall economic situation and any observations made by the
Member State.

The Member States, in a Resolution adopted at the Amsterdam European
Council meeting of June 1997, committed themselves not to invoke the
exemption clause of the excessive deficit procedure for annual real GDP
growth rates greater than �0.75 per cent. A study done by the Commis-
sion (Buti et al. 1997) shows that a ‘severe recession’ among the 15
Member States occurred 30 times over the period 1961–96, i.e. an average
of two cases per country. The number of years of negative growth of
between �0.75 per cent and �2.00 per cent is distributed unevenly among
Member States. The Nordic countries as well as Belgium, Germany, Por-
tugal and the United Kingdom registered a larger number of ‘severe reces-
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sions’ years compared with the average, while Spain, France, Luxembourg
and the Netherlands recorded a small number of cases. There were seven
cases – all small states, except for one (Italy) – where real GDP fell by 2
per cent or more in one year (‘exceptionally severe recession’).

The implementation of the excessive deficit procedure

Since the beginning of Stage 2 of EMU in 1994, Member States have to
report their planned government deficits for year n twice a year to the
Commission; the first time before 1 March of year n and the second time
before 1 September of year n. Within three months of those reporting
dates, the Ecofin Council has to decide whether an excessive government
deficit for year n exists, and if so, the Council has to make a recommenda-
tion to the Member State concerned to take appropriate measures, within
four months, to avoid an excessive deficit. If the Council decides that no
effective action has been taken by the Member State, sanctions may be
imposed within the next three months. Thus, within ten months of the
reporting date by the Member State of its planned government deficit that
is considered to be excessive, the sanctions are imposed.

When the Ecofin Council decides to apply sanctions to a eurozone
Member State – the Member States outside the eurozone cannot have
sanctions imposed on them – a non-interest bearing deposit is required.
The amount of the first deposit is composed of a fixed component equal to
0.2 per cent of GDP and a variable component, equal to 0.1 per cent of
GDP for each percentage point of excessive government deficit of year n
above the reference value of 3 per cent. Moreover, any single deposit
cannot exceed the upper limit of 0.5 per cent of GDP. If the excessive
deficit persists more than one year, additional deposits are required
following the same rule, but excluding the fixed component. Non-interest
bearing deposits are converted into fines if, two years after the decision to
require a deposit, the excessive deficit has not been corrected. The fines
are, in turn, distributed to the eurozone Member States that do not run
excessive deficits. To date (mid-2002), and since the start of the third stage
of EMU in 1999, the excessive deficit procedure spelled out in Article 104
and in the provisions of Council Regulation 1467/97 (part of the Stability
and Growth Pact) has not been applied to any Member State.

Lack of real progress on reduction of public deficits and debt

Sound public finances over the medium term are a necessary condition for
sustained economic growth. Sound public finances contribute to maintain-
ing a low interest rate, which is conducive to private investment – the
engine of long-term growth and employment. Sound public finances
require public budgetary surpluses for countries that already have high
debt to GDP ratios (such as Italy, Belgium and Greece; see Table 4.1), to
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allow a reduction of the public debt and interest burden, creating room for
reduction in taxes and/or increases in productive public spending. The
Stability and Growth Pact seeks to promote sound public finances so as to
provide the necessary room for the operation of the automatic stabilisers
over the economic cycle. Thus, a Member State experiencing low or negat-
ive growth could allow an automatic budgetary deficit to appear to cushion
the fluctuation of economic activity, provided that the Member State
allowed a budgetary surplus to appear during periods of high growth. The
need to allow the automatic budgetary stabilisers to function symmetri-
cally over the cycle is all the more important for the Member States partic-
ipating in the eurozone, since the monetary policy instrument can no
longer be used by a particular Member State to cushion fluctuations in
output.

Although the public deficit to GDP ratio in the eurozone Member
States decreased from 2.2 per cent in 1998 to 0.8 per cent in 2000, and the
public debt to GDP ratio decreased from 73.7 per cent to 70.2 per cent
respectively, the goal of achieving a surplus budgetary position in an
expansionary period, with a debt to GDP ratio declining to 60 per cent, is
still far off (see Table 4.1). Compared with the US, the eurozone public
finance ratios are clearly lagging the performance of the US in creating
surpluses with a rapidly declining debt to GDP ratio. On the basis of the
compulsory annual Stability Programmes submitted by the eurozone
Member States between October 2001 and January 2002 in accordance
with the requirements of the Stability and Growth Pact, the Commission
calculated that, in 2004, the eurozone will still register a small deficit ratio
of about 0.2 per cent of GDP (European Commission 2002a: 35).4 Despite
a real GDP growth rate of 3.4 per cent in 2000, the eurozone registered a
public budgetary deficit to GDP ratio of 0.8 per cent, which does not
include the government revenues from the one-off sale of UMTS (Univer-
sal Mobile Telecommunications System) licence sales. The improvement
in the ‘headline’ public budgetary balances was primarily due to strong
growth and lower debt service. In fact, the cyclically adjusted primary sur-
pluses of the eurozone declined from 2.7 per cent of GDP in 2000 to 2.4
per cent of GDP in 2001. The debt/GDP ratio is projected to decline to
68.6 per cent by the end of 2002. As of 2002, there are still four eurozone
Member States that are far from approaching a balanced budget, even if
adjusted for the cyclical effect: Germany, France, Italy and Portugal.
There is apprehension that the eurozone will not be able to generate sur-
pluses before the next recession or before the slowdown in economic
activity. Moreover, most Member States have not yet taken the necessary
steps to meet the budgetary challenges of population ageing. On the other
hand, the US has been running budgetary surpluses since 1998, with a bud-
getary surplus of 0.5 per cent to GDP in 2001 and a projected ratio of the
publicly held federal government debt to GDP equal to 30 per cent by
2002. The US Treasury conducted highly visible buyback operations in

Economic policy coordination in the eurozone 153



2000, repurchasing a total of $30 billion par value of its debt. Some recent
projections in the US indicate that the publicly held federal debt may be
entirely eliminated by the end of the decade (US Congress, 2000 and
2001).

‘One-size-fits-all’ monetary policy and national budgetary
policies

Eurozone Member States that have been running persistent budgetary
deficits need to achieve small budgetary surpluses and a lower debt to
GDP ratio in the medium term to allow them, in the short-run, to benefit
from the use of the automatic and discretionary mechanism of
budgetary/fiscal policy to stabilise, if necessary, the national economy in
the context of a single monetary policy. In a single currency area with a
single monetary policy, the monetary policy decisions are always taken on
the basis of the average variables in the single currency area, not the
‘regional’ (national) values of those variables.5 This is true for an economy
as large and as geographically diversified as the United States, Canada or
the eurozone. However, unlike the case of a region in the US or Canada, a
Member State in the eurozone cannot rely on labour mobility between
Member States – since it is insignificant – or on the automatic counter-
cyclical fiscal policy at the eurozone level to redistribute taxes and social
benefits between Member States – since it does not exist – to absorb the
effect of the single monetary policy that may be inappropriate for the
Member State’s current economic environment. At any given time, the
economies of the eurozone may not be well synchronised in terms of
either the cyclical growth rate of the GDP or the inflation rate. Since the
single monetary policy is determined by an examination of the monetary,
economic and financial variables based on the average variables in the
eurozone, a Member State may need to rely on its national
budgetary/fiscal policy to offset the effects of the single monetary policy
that is inappropriate for its current economic environment. Given the con-
straints imposed by the Community Stability and Growth Pact, the
Member State will only be able to use the automatic and discretionary
fiscal stabilisers that result in a deficit if it has, in the past, respected the
medium term rule of running, at a minimum, a balanced budget and has
achieved a public debt to GDP ratio below 60 per cent.

Recent figures of real GDP growth rates between the individual
Member States of the eurozone show that there are divergences both
between the three major countries, namely Germany, France and Italy –
which together represent 70 per cent of the eurozone GDP – and between
those three countries and the periphery eurozone countries. The
1998–2001 figures shown in Table 4.2 indicate that France outperformed
both Germany and Italy and that the periphery countries – namely
Ireland, Finland, Spain and Portugal, which together account for 15 per
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cent of the eurozone GDP – had significantly higher growth rates than the
three major core countries between 1998 and 2000.

The ECB examined (see European Central Bank, Monthly Bulletin,
July 1999) the issue of divergences and similarities in economic develop-
ments across eurozone countries. In particular, it examined the recent pat-
terns of real GDP growth rates between the individual Member States of
the eurozone. The report shows that recent short-term cyclical differences
between real GDP growth rates in the major eurozone countries are by no
means exceptional from a historical perspective. The cyclical differences in
the growth rates between the core countries may be partly explained by
the asymmetric impact of external shocks on these countries, such as the
1998 Russian debt default affecting Germany more than France, or the
Kosovo war affecting Italy more than Germany, or German reunification
(an asymmetric shock on Germany) that created overinvestment in the
German construction sector. The report shows a very similar trend in real
GDP annual growth rates between France (2.0 per cent) and Germany
(2.2 per cent) for the period 1994–98. The significant trend growth gap
between Italy (1.3 per cent) and the two other major economies of the
eurozone is in part explained by the extraordinary budgetary austerity
imposed by the Italian government in order to satisfy, by the end of 1997,
the Maastricht convergence criteria with respect to the public deficit target
so as to qualify for membership in the first wave of eurozone countries.
The report also shows that the Member States in the periphery of the
eurozone had a higher trend growth rate than the core countries during
that same time period: Ireland (9.2 per cent), Finland (3.2 per cent), Portu-
gal (2.9 per cent) and Spain (2.7 per cent). These higher trend growth rates
may reflect the fact that the periphery countries are in the process of
‘catching up’ the core countries.

Even if eurozone countries were perfectly synchronised in terms of
output, a single monetary policy may still have a different impact on an
individual Member State if the transmission mechanism of the single mon-
etary policy is different in that country. Cecchetti (1999) presents the theo-
retical analysis for the model of monetary policy transmission based on
financial structure, which can account for cross-country differences of the
impact of a given monetary policy in the eurozone. This model, which is
different from models that emphasise the interest rate and exchange rate
channels of monetary policy on output and prices in the short run, is called
the ‘lending’ or ‘credit’ transmission mechanism of monetary policy on
prices and output. According to this model, the first impact of policy-
induced changes in interest rates – which are both real and nominal
changes because of the underlying assumption of sticky prices – depends
on capital market imperfections, which have an effect on the ability of
firms to obtain external financing. The second impact on output and prices
is when the bank loan supply is affected by the central bank’s policy-
induced change in interest rate. This second impact, combined with a lack
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of alternative sources of investment funds for some firms, is the principal
transmission channel of the ‘credit’ model. Capital market imperfections
place a wedge between the cost of financing projects by using internal
finance and by using external finance. These imperfections are related to
information asymmetries, moral hazard problems and bankruptcy laws, all
of which are, in turn, related to the country’s legal structure (for an empir-
ical assessment across eurozone countries, see Kieler and Saarenheimo
1998, Schmidt 1999, Suardi 2001). For instance, Suardi argues that a tight-
ening of monetary policy in a single currency area would have a greater
impact in a country with many small firms with a high degree of depen-
dence on bank loans than in a country with large firms that have available
alternative sources of financing other than banks. The ongoing efforts of
the Commission to propose EU directives that would harmonise the legal
framework (Financial Services Action Plan and the Risk Capital Action
Plan) with a view of creating a single European financial market by 2005
should diminish the asymmetry in the transmission mechanism of the
single monetary policy across the Member States.

Community oversight of structural unemployment policies of
Member States: the Luxembourg process

Since the mid-1990s, the issue of employment has been central to the con-
cerns of the European Union, yet the statistics on the whole do not indicate
a significant improvement in the reduction of structural unemployment,
apart from the cyclical decline in unemployment at the turn of the century,
when the unemployment rate in the eurozone reached a ten-year low of 8.3
per cent in March 2001 and was forecast at 8.5 per cent for calendar year
2002 (European Commission 2002a). This fact can be highlighted by the
stark contrast between EU and US unemployment rates. Since 1983, and in
contrast to the post-war experience before that date, the EU unemploy-
ment rate has been consistently higher than the US rate. After falling to 7.5
per cent in 1990 (EEC-12) from a peak of just under 10 per cent in 1985
(EEC-10), the unemployment rate in the eurozone rose to a new peak of
close to 12 per cent in 1997. By mid-2000, the eurozone unemployment rate
only declined to 9 per cent. By contrast, in the US, unemployment declined
to 4.9 per cent in 1997 from a high of 9.7 per cent in 1982, with the unem-
ployment rate falling to 4.0 per cent by mid-2000 (see Blanchard 1998,
Chapter 20, for a model based on wage setting/price setting behaviour,
combined with structural labour market differences, that explains the
higher structural level of unemployment in the EU).

The leaders of the European Union have raised the issue of combating
unemployment at every opportunity since the publication of the Commis-
sion White Paper on Growth, Competitiveness and Employment (Euro-
pean Commission 1994) and its follow-up at the Essen European Council
meeting of December 1994. The Presidency Conclusions (European
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Council 1994) stipulated the five measures to be taken to improve the
employment situation in the EU:

1 improving employment opportunities for the labour force by pro-
moting investment in vocational training;

2 increasing the employment-intensiveness of growth, in particular
by a more flexible organisation of work in a way that fulfils both
the wishes of employees and the requirements of competition and
by a wage policy that encourages job-creating investments and
moderate wage agreements below increases in productivity;

3 reducing non-wage labour costs to ensure that there is a notice-
able effect on decisions concerning the hiring of employees and, in
particular, of unqualified employees;

4 improving the effectiveness of labour-market policy by avoiding
practices that are detrimental to readiness to work;

5 improving measures to help groups – notably the young and the
long-term unemployed – which are hard hit by unemployment.

(Presidency conclusions of the European Council meeting on 9 and
10 December 1994 in Essen)

The Essen European Council urged the Member States to transpose the
recommendations in their individual policies into a multi-annual pro-
gramme and urged the Commission and the Council (Ministers of
Employment and Social Policy) to keep close track of employment trends,
to monitor the relevant policies of the Member States and to report annu-
ally to the European Council. This process was similar to the one estab-
lished by the European Union in setting the Broad Economic Policy
Guidelines adopted by the Ecofin Council under Article 99 of the Maas-
tricht Treaty, which came into force in late 1993. Such coordination of
employment policies drew directly on the experience built up in the multi-
lateral surveillance of economic policies under the Maastricht Treaty. In
fact, the Essen employment policy process was incorporated as part of the
Employment Title in the Amsterdam Treaty of 1997.

Despite these administrative efforts at the European level to prod
Member States to implement national measures to reduce structural unem-
ployment, the results so far have been meagre, not so much because of the
lack of progress in reducing labour market rigidities, but rather because the
labour rigidities have not been eliminated quickly enough in the face of a
rapidly increasing competitive environment in the goods market. Progress
has been made in implementing active measures to tackle youth and long-
term unemployment. Most Member States focused on improving ‘informa-
tion and communication technology’ equipment in schools. They also
devoted increased attention to the promotion of lifelong learning. France
has, since late 1997, implemented a youth job programme to improve the
employability of the young unemployed. By the end of 2001, under that
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programme, 350,000 people aged between 18 and 25 were, or had been,
given five-year contracts with state and para-statal organisations to acquire
experience and training, and eventually to obtain a permanent job in the
private sector. These people have been mainly hired to work as assistants
or ‘facilitators’ in schools, in local government, and in the police. About 25
per cent have left the scheme to go to other jobs or training. Despite these
efforts, youth unemployment (under 25 years old) in France only declined
from 25 per cent in 1999 to 18 per cent in 2001, underlining the fact that the
real problem lies with the unskilled who fall outside this scheme.

A number of Member States have taken steps to reduce the non-wage
costs of labour, notably employers’ social security contributions, especially
at the lower end of the wage scale. The measures taken by France and
Belgium in this area are characterised as having had a ‘moderate’ impact
on the demand for labour, while the measures taken by Germany, Greece,
the Netherlands, Austria and Finland have had either a ‘small’ or ‘negligi-
ble’ impact since 1998 (Economic Policy Committee 2001: Table 3.3). With
the exception of France, Member States still have not tackled the com-
bined incentive effects of taxes and unemployment benefits, which are
more generous in Europe than in the US. France has adopted measures to
reduce the disincentive for unemployed people to accept a low paid job by
ensuring that they do not abruptly lose some of their social benefits when
accepting the job. For example, the housing tax – from which the unem-
ployed are exempted – the housing subsidy system, and the ‘Revenu
minimum d’insertion’ (a welfare benefit for the unemployed) have been
amended to avoid the entire loss of these benefits to persons finding jobs,
so as to provide a tax and social welfare system that will effectively result
in a higher net income to low paid workers than to unemployed people.

In the area of labour market regulation, few measures have been taken
to reduce structural unemployment. Although some progress has been
made in the modernisation of work organisation – such as the facilitation
of part-time work in Germany, where a new law gives employees the right
to change from full- to part-time work, and more flexible working arrange-
ments in the Netherlands – nothing has been done to address strict
employment protection legislation for permanent contracts in Spain,
France, Italy and Portugal, which lead to large firing costs (severance pay)
and make firms reluctant to hire permanent workers in the first place (see
European Commission 2001a, Economic Policy Committee 2001). In fact,
in the face of high profile plant and store closures (e.g. Danone, Marks and
Spencer) in France, the French government adopted in mid-2001 legisla-
tion that makes it even more costly to shut down companies and lay-off
permanent workers. Under the new law, redundancies will only be permit-
ted in the case of a company experiencing financial difficulties caused by
changes in technology or the need to reorganise activity. Even under those
conditions, the employer must show that the redundant employees cannot
be retrained and redeployed elsewhere in the company. Then, the
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company must pay for at least six months’ free time for retraining and
seeking new employment.

The Eurogroup

Although various articles of the Maastricht Treaty dealing with economic
and monetary union issues stipulate that only the Finance Ministers repre-
senting EU Member States participating in the eurozone shall have voting
rights in the Ecofin Council (see Article 122.5 of the ‘Treaty’ for the list),
the ‘Treaty’ does not legally recognise the group of Finance Ministers
from the eurozone Member States, called the Eurogroup. However, as of
mid-1998, just before the launch of the single currency area, the European
Council authorised the eurozone Finance Ministers to meet informally to
discuss issues related to their particular responsibility:

Under the terms of the Treaty, the Ecofin Council is the centre for the
coordination of the Member States’ economic policies and is empow-
ered to act in the relevant areas. In particular, the Ecofin Council is
the only body empowered to formulate and adopt the broad economic
policy guidelines which constitute the main instrument of economic
coordination.

The defining position of the Ecofin Council at the centre of the eco-
nomic coordination and decision-making process affirms the unity and
cohesion of the Community.

The Ministers of the States participating in the euro-area may meet
informally among themselves to discuss issues connected with their
shared specific responsibilities for the single currency. The Commis-
sion, and the European Central Bank (ECB) when appropriate, will
be invited to take part in the meetings.

Whenever matters of common interest are concerned they will be
discussed by Ministers of all Member States.

Decisions will in all cases be taken by the Ecofin Council in accord-
ance with the procedures determined by the Treaty.

(From Resolution I.6 of the Luxembourg European Council of 13
December 1997, in European Commission 1999b: 103)

This Resolution, formulated by the 15 EU Heads of State or Government,
was adopted after it was argued that Member States composing a monet-
ary union need more coordinated economic policies to guarantee the
union’s success in the long run, as stated in Resolution I.1 of the Luxem-
bourg European Council of December 1997:

[The third stage of] EMU will link the economies of the euro-area
Member States more closely together. They will share a single monet-
ary policy and a single exchange rate. Cyclical developments are likely

160 Economic policy coordination in the eurozone



to converge further. Economic policies, and wage determination,
however, remain a national responsibility, subject to the provisions of
Article 104 of the Treaty and the Stability and Growth Pact. To the
extent that national economic developments have an impact on infla-
tion prospects in the euro area, they will influence monetary con-
ditions in that area. It is for this basic reason that the move to a single
currency will require closer Community surveillance and coordination
of economic policies among euro-area Member States.

The Eurogroup, composed of the Finance Ministers from the eurozone
Member States, the Commissioner responsible for economic and financial
affairs and often a representative from the ECB, would provide the forum
to discuss such coordination. The creation of this informal body is an
example of a form of intergovernmental cooperation established on the
margins of European Community Treaties, which over time could be
integrated into the EC Treaty. For some eurozone Member States, such as
France and Belgium, the creation of this informal body, the Eurogroup,
was seen as the first political step towards the establishment of a visible
EU ‘economic government’, a necessary counterweight to the single Euro-
pean Central Bank; for other Member States, such as Britain, the
Eurogroup was simply to be considered as a sort of Ecofin Council ‘com-
mittee’, which may review and monitor the developments in the eurozone
economy and prepare a common position on economic issues that appear
on the Ecofin agenda, but which cannot have any decision-making power
outside the established framework of the Ecofin Council, as laid out in the
Treaty provisions.

Since mid-2000, a number of steps have been taken to strengthen the
role of the Eurogroup. The Eurogroup Finance Ministers now meets the
night before the regularly scheduled monthly meetings of Ecofin to
prepare a common position on the issues to be discussed at the Ecofin
meeting. In an effort to improve the coordination of economic policies
between the eurozone Member States, the Commission prepares a quar-
terly report (European Commission 2002b) on the current economic
trends, forecasts and risks in the eurozone, not in each Member State. This
report provides the basis for a common assessment by the Eurogroup
Finance Ministers of the overall economic situation in the eurozone. This
is supplemented by the Commission’s indicator-based forecast of the euro-
zone’s quarterly GDP growth rate, released each month for the current
quarter and the following quarter (Grasmann and Keereman 2001). The
improved statistical information for the eurozone provides to the
Eurogroup a more accurate evaluation of the stance of eurozone policy
mix and, if need be, an evaluation of the coordinated approach between
the eurozone Member States to change it.
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ECB’s participation in Community bodies

Although the eurozone monetary policy must be formulated and executed
without any pressure from national governments or from Community
institutions, there are formal and informal channels of communication
between the ECB and the Community bodies responsible for setting the
Broad Economic Policy Guidelines, the overarching instrument used for
the coordination of economic policies between the Member States. In this
regard, we examine below the ECB participation in the Eurogroup/Ecofin
meetings, the Eurogroup/Ecofin Presidency participation in the ECB’s
Governing Council, and the ECB participation in the Economic and
Financial Committee, the Economic Policy Committee, and the Macroeco-
nomic Dialogue.

The ECB participation in Eurogroup/Ecofin meetings

The Luxembourg European Council Resolution of December 1997 states
explicitly that the ECB is to be invited to participate at the meetings of the
Eurogroup, where discussions of monetary, budgetary/fiscal, employment
and structural policies of the eurozone take place in an informal forum.
Since the first meeting of the Eurogroup in June 1998, an ECB
representative, usually the President or Vice-President, has attended the
monthly meetings of the Eurogroup. This resolution extends the formal
‘Treaty’ provision (see article 113.2) that requires the ECB President to be
invited to Ecofin Council meetings when the Council is discussing matters
relating to the objectives and tasks of the Eurosystem/ESCB, such as the
exchange rate policy, or proposed legislation for the prudential supervi-
sion of banks. However, the current ECB President is reluctant to attend
Ecofin Council, meetings for fear that the independence of the ECB would
appear to be compromised. Duisenberg refuses to discuss, ex-ante, with
the Ecofin Council, the policy mix between monetary and other economic
policies. He fears that such a procedure would compromise the independ-
ence of the ECB. The informal nature of the Eurogroup meetings attenu-
ates this fear for the participating ECB representative, who is usually an
Executive Board member other than the President. Over the 18 Ecofin
Council meetings covering the period May 2000 to March 2002, a member
of the ECB Executive Board has attended nine such meetings. From the
period January 1999 to April 2000, an ECB representative, the Vice-
President, attended only two meetings of the Ecofin Council.

The Eurogroup/Ecofin Presidency participation in ECB’s
Governing Council

According to Article 113.1 of the ‘Treaty’, the Ecofin Council President
has the right to sit in on the ECB Governing Council meetings, without a
right to vote. The Ecofin Council President may even submit a motion to
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the Governing Council for deliberation. During the calendar years
1999–2000, the Ecofin President attended only three ECB meetings (two
in 1999 and one in 2000) out of a total of some 50 meetings. During those
first two years, the Ecofin President, who was also the Eurogroup Presid-
ent, could represent the views of the Eurogroup. In January 2001, when
Sweden, a Member State not participating in the eurozone, took over the
EU Presidency, the Ecofin and Eurogroup presidencies were held for the
first time by two different individuals. In an effort to strengthen the coop-
eration between the Eurogroup and the ECB, it was agreed that the
Eurogroup President would always replace the Ecofin President on the
ECB Governing Council, whenever these two presidencies were not held
by the same individual. Additionally, it was agreed that the Eurogroup
President would henceforth attend the ECB Governing Council meetings
once every two months.

The ECB participation in the Economic and Financial
Committee

The Economic and Financial Committee (EFC), which in January 1999
replaced the Monetary Committee that had been established in 1958,
meets about once a month, prepares the work of the Ecofin Council and,
in many cases, provides recommendations and opinions to the Ecofin
Council in areas such as the assessment of the annual Stability and Con-
vergence Programmes submitted by the Member States, and the formula-
tion of the annual Broad Economic Policy Guidelines. The EFC comprises
two members from the ECB (the Vice-President and a member of the
Executive Board), two members from each EU Member State (one senior
official from the National Central Bank and another from the Finance
Ministry) and two members from the Commission. The Committee pro-
vides an important forum where the dialogue between the Ecofin Council
and the ECB is prepared and continued at the level of senior officials from
the finance ministries, national central banks, the Commission and the
ECB. The EFC, as the Committee that also prepares the economic dia-
logue between the Eurogroup and the ECB, each month drafts the assess-
ment of the eurozone’s current and future macroeconomic situation that is
used as the framework for these discussions.

The ECB participation in the Economic Policy Committee

The Economic Policy Committee (EPC), originally established in 1974
when various Community economic committees were merged into one,
comprises four representatives from each EU Member State and from the
Commission. As of September 2000, the statute of the EPC was modified
to include the ECB on an equal footing with the other members. Cur-
rently, the ECB is represented by three staff members. The work of the
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EPC focuses primarily on issues dealing with structural reforms in the
Member States in the context of the ‘Luxembourg process’ and ‘Cardiff
process’, which were launched to coordinate reforms to bring about more
flexibility in the labour markets and more integration in both the product
and financial markets of the Member States. The EPC develops structural
performance indicators and conducts annual reviews, submitted to the
Ecofin Council, of each Member State’s progress in the area of structural
economic reforms. The ECB actively participates in this work, arguing
that there is a link between structural reforms and monetary policy. Struc-
tural reforms could increase the long-run potential growth rate of the
eurozone from the current range of 2–2.5 per cent to 3 per cent, which
would allow a higher growth rate of money supply while maintaining the
ECB’s goal of price stability (see European Central Bank 2002).

The ECB participation in the Macroeconomic Dialogue

At the Cologne European Council meeting of June 1999, the Heads of
State or Government and the President of the Commission endorsed a
‘European Employment Pact’, which added Macroeconomic Dialogue as a
third pillar to the already existing ‘Luxembourg process’ and ‘Cardiff
process’. The Macroeconomic Dialogue, known also as the ‘Cologne
process’, was adopted in the context of the ongoing effort, begun in 1997
with the ‘Employment Title’ entrenched in the Amsterdam Treaty, to
establish a comprehensive Community policy framework to implement
guidelines addressed to the Member States to reduce the structural level
of unemployment and promote non-inflationary, employment-generating
growth in the EU. The ‘Cologne process’ brings together representatives
from the Ecofin Council and the Labour and Social Policy Council, the
Commission, the European Central Bank, one non-eurozone EU national
central bank, and the social partners (EU-level federations of employers
and trade unions) to exchange views twice a year on the interaction
between monetary policy, fiscal policy and wage developments. The
exchange of information and opinions between the various economic
policy actors and the private sector provides the employer and union fed-
eration representatives with a better appreciation and understanding of
the current monetary and budgetary/fiscal measures taken by the ECB and
the national Finance Ministers in light of the policy-makers’ assessment of
the macroeconomic environment. It also provides them with a better
appreciation and understanding of the implications of wage developments
for structural unemployment and for long-term employment-generating
growth. These discussions take place without prejudice to the price
stability goal and independence of the ECB and to the national budgetary
deficit constraints placed on Member States by the Stability and Growth
Pact. One of these twice-yearly meetings takes place before the drafting of
the Broad Economic Policy Guidelines by the Ecofin Council; the other
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meeting takes place before the adoption, by the European Council, of the
Employment Guidelines, which, following the decision taken at the Lisbon
European Council meeting (March 2000), are adopted at the annual
Spring European Council meeting. Since March 2001, these annual spring
meetings are entirely devoted to economic and social (i.e. labour) issues,
in accordance with the decision taken at the Stockholm European Council
meeting.

External representation of the Eurosystem

Since the Second World War, central banks have played an increasingly
more important role in international organisations, as multilateral eco-
nomic and monetary cooperation became a more prominent feature of
these international organisations. The central bank of a State that is a
member of an international organisation or forum is usually indirectly
represented by someone delegated to represent the State or directly
represented by that state’s central bank Governor. The representation of
the Eurosystem outside the eurozone is complicated by the fact that a
number of factors have to be taken into account under the ‘Treaty’ and
the ‘Statute’. First, under Article 111.4 of the ‘Treaty’, the exclusive com-
petence of the Eurosystem with respect to the single monetary policy
extends to the international level where only the Eurosystem, and not the
eurozone Member States or the President of the Eurogroup Ministers of
Finance, may represent the eurozone positions on this matter in inter-
national organisations or forums. Secondly, the exchange rate policy of the
eurozone vis-à-vis non-Community currencies is a shared responsibility of
the Eurogroup Finance Ministers and of the Eurosystem, while the
banking prudential supervision policy of the EU15 remains the respons-
ibility of the national authorities, albeit with cross-border cooperation/
coordination and with the participation and contribution of the Euro-
system, as described below. Thirdly, article 6.1 of the ‘Statute’ deals with
the question of which body of the Eurosystem – either the ECB or the
National Central Banks, or both – retains that exclusive competence at the
international level:

In the field of international cooperation involving the tasks entrusted
to the ESCB/[Eurosystem], the ECB shall decide how the ESCB/
[Eurosystem] shall be represented.

The International Relations Committee of the ECB prepares a common
position on all international matters that fall within the competence of the
Eurosystem and the ESCB.

Below is a brief discussion of the representation of the Eurosystem and
the ESCB in the major international organisations and forums in view of
these binding constraints; an overview of the representation of the
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Eurosystem/ESCB in the external organisations and the EU forums is pre-
sented in Table 4.3.

The IMF and the OECD

The IMF Executive Board

Central to the International Monetary Fund’s (IMF’s) purposes and
operations to maintain the stability of the international monetary system is
the mandate, under its Articles of Agreement, to exercise surveillance
over the economic, monetary and exchange rate policies of its member
countries. To carry out this mandate, the IMF exercises both multilateral
and bilateral surveillance. Multilateral surveillance consists of IMF Execu-
tive Board reviews of developments in the international monetary system,
primarily based on the staff’s World Economic Outlook reports, and on
periodic discussions of developments, prospects, and key policy issues in
international capital markets. Recently, multilateral surveillance has been
extended to include regional surveillance of the developments in the major
single currency areas, such as the eurozone. Bilateral surveillance takes
the form of consultations with individual member countries, conducted
annually for most members, under Article IV of the IMF’s Articles of
Agreement. IMF consultations with eurozone member states also involve
discussions with the representatives of the relevant European Union insti-
tutions, such as the ECB and the Ecofin Council, when matters of mone-
tary and exchange rate policies and ‘policy mix’ between monetary and
fiscal policies are considered. The results of the consultations are pre-
sented to the IMF Executive Board, which comprises 24 Executive Dir-
ectors, for discussion, with the relevant member of the IMF Executive
Director representing the views of that member country to the Executive
Board.6 Of the 24 Executive Directors, eight represent solely their own
country; each of the other 16 elected Executive Directors represents a
‘constituency’ comprising their own country plus a number of other coun-
tries. For the 15 EU Member States, the three Executive Directors from
Germany, France and the United Kingdom represent solely their own
country. The Executive Director from Italy – traditionally continuously re-
elected because of its dominant economic size among the countries com-
posing the constituency – represents a constituency that includes Greece
and Portugal; the Executive Director from Belgium, who is continuously
re-elected, represents a constituency that includes Austria and Luxem-
bourg; the Executive Director from the Netherlands, who is continuously
re-elected, represents a constituency that does not include any other EU
state; Ireland is part of a constituency represented by the Executive Direc-
tor from Canada, who is continuously re-elected. Finland is part of a con-
stituency that includes a group of eight countries whose elected Executive
Director rotates among Finland, Denmark, Sweden and Norway. Spain is
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part of a constituency composed of eight countries whose elected Execu-
tive Director rotates among Spain, Mexico and Venezuela.

Since the IMF’s Articles of Agreement extend membership solely to
countries, the Eurosystem – an independent institution that currently
crosses over 12 countries – does not have an Executive Director on the
IMF Executive Board to represent its views in the areas of its exclusive or
shared competencies. Consequently, as there is no representative of the
euro Member States who can speak on behalf of the European Central
Bank, the ECB, in agreement with the IMF, appointed a permanent
representative to sit on the IMF Executive Board, as an observer without
the right to vote. It was agreed that the ECB permanent representative
would participate in the discussions of the IMF Executive Board whenever
the following topics were to be raised, some of which are within the exclus-
ive competence of the Eurosystem and others are shared responsibilities
with the Ecofin Council and the euro Member States: 7

• IMF surveillance (Article IV) over the single monetary and exchange
rate policies of the Euro area and over the policies of individual euro-
zone Member States, such as banking and prudential supervision;

• the role of the euro in the international monetary system;
• World Economic Outlook;
• International capital markets reports;
• World economic and market developments that specifically address

the eurozone;
• other items recognised by the ECB and the IMF to be of mutual inter-

est in the performance of their respective mandates.

To summarise, the ECB permanent representative who sits on the IMF
Executive Board can represent the views of the Eurosystem on issues
dealing with the single monetary policy; and the IMF Executive Director,
whose constituency includes the euro Member State holding the Presi-
dency of the Eurogroup, can represent the views of the eurozone on topics
that are within the competence of the Eurogroup, such as exchange rate
policy or budgetary policies in the context of the Stability and Growth
Pact (Vienna European Council, Annex II of the Presidency Conclusions,
11–12 December 1998 in European Commission 1999b: 155).

Thus, whenever Germany, France or the Netherlands holds the
Eurogroup Presidency, the IMF Executive Director from Germany,
France or the Netherlands represents the views of the eurozone; whenever
Italy, Portugal or Greece holds the Eurogroup Presidency, the IMF Exec-
utive Director from Italy represents the views of the eurozone; whenever
Belgium, Austria or Luxembourg holds the Eurogroup Presidency, the
IMF Executive Director from Belgium represents the views of the euro-
zone. Since Ireland holds a seat as Alternate Executive Director, with
Canada as Executive Director, the IMF Alternate Executive Director
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from Ireland would represent the views of the eurozone in the event that
Ireland holds the Eurogroup Presidency. Whenever Finland or Spain
holds the Eurogroup Presidency and has not been elected as either an IMF
Executive Director or Alternate Director, the IMF representative speak-
ing on behalf of the Eurogroup would be from a non-eurozone country.
This is possible since an IMF Executive Director from Denmark, Sweden
or Norway could represent the constituency that includes Finland. Sim-
ilarly, an IMF Executive Director from Mexico or Venezuela could repre-
sent the constituency that includes Spain, (see Lelart 2000 for details).

International Monetary and Financial Committee (IMFC)

As a permanent committee of the IMF since spring 2000, the International
Monetary and Financial Committee’s responsibilities are to advise and
report to the Board of Governors (the highest decision making body of the
IMF) on issues regarding the management and adaptation of the inter-
national monetary system, including sudden disturbances that may
threaten the international monetary system, and on proposals to amend
the IMF Articles of Agreement. To this end, the IMFC, whose predeces-
sor was called the Interim Committee, meets twice a year at the level of
Finance Ministers, with the participation of the Central Bank governors as
Alternates, from the same 24 countries composing the IMF Executive Dir-
ectors, who represent the ‘constituencies’ (country groups). Again, the
President of the ECB attends those meetings as an observer, along with a
representative from the European Commission. The relevant Minister of
Finance sitting on the Committee representing the constituency that
includes the country holding the Eurogroup Presidency, may speak on
behalf of the Eurogroup. For instance, at the fourth meeting of the IMFC
held in November 2001, the Belgian Minister of Finance, who held the
rotating Presidency of the Eurogroup/Ecofin, could speak on behalf of his
IMF constituency, which comprised Austria, Belarus, Belgium, the Czech
Republic, Hungary, Kazakhstan, Luxembourg, the Slovak Republic,
Slovenia and Turkey, as well as for the 12 EU Member States composing
the eurozone.

Group of Ten (G-10)

The Group of Ten (G-10), comprising Belgium, Canada, France,
Germany, Italy, Japan, the Netherlands, Sweden, Switzerland, the United
Kingdom and the United States, is an informal international body estab-
lished in the early 1960s to discuss issues related to IMF policy matters in
the context of the General Arrangements to Borrow (GAB). Under the
terms of the GAB, these countries are prepared to grant the IMF refinanc-
ing aid to supplement IMF resources. Whenever the G-10 countries meet,
each country is represented by its Minister of Finance and its Central
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Bank Governor. The President of the ECB also attends those meetings as
an observer.

OECD

The Organisation for Economic Cooperation and Development (OECD),
comprising 30 states that include all of the EU Member States, is a formal
intergovernmental institution that deals with issues relating to cooperation
in the field of microeconomic, macroeconomic and monetary policies.
Thus, the OECD touches upon some of the basic tasks entrusted to the
Eurosystem. There exists an agreement between the OECD and the ECB
for allowing the ECB to participate as a separate member of the European
Community delegation in the work of the relevant OECD committees and
working groups, alongside the European Commission.

Group of Seven (G-7) ministers and governors and other
such bodies

Since 1987, the G-7 Finance Ministers’ and Governors’ Group from the
United States, Japan, Germany, France, the United Kingdom, Italy and
Canada, has been an effective forum for informal and substantive discus-
sions of important international economic issues, leading to greater
coordination among policy makers in the field of monetary, financial and
economic policies. The G-7 Finance Ministers’ and Governors’ Group
meets four times a year. Two meetings are held in the host country, which
rotates each calendar year; two other meetings are held in Washington in
conjunction with the regular spring and fall meetings of the International
Monetary Fund and the World Bank.

Since the creation of the eurozone in 1999, the G-7 Finance Ministers’
and Governors’ Group also includes the Minister of Finance representing
the Eurogroup and the President of the ECB. The President of the ECB
participates in the discussions that relate to the world economy, multilat-
eral surveillance of the G-7 economies, and exchange rate policy. In order
to limit the number of participants in the G-7 Group to a minimum, it was
agreed – at the behest of the non-European members (the US, Canada
and Japan) – that the Governors of the National Central Banks of France,
Germany and Italy would not participate in the G-7 meetings devoted to
those above-mentioned issues, but would attend – along with the President
of the ECB – G-7 meetings devoted to all other issues concerning the
international financial system, such as prudential supervision or ways to
combat the financing of terrorism (Council [of the European Union]
1999).

The six-month rotating Presidency of the Eurogroup is held by the
Finance Minister of the Member State holding the Presidency of the
Ecofin Council. The President of the Eurogroup, who may at times be
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someone other than the Finance Minister from Germany, France or Italy,
attends the G-7 meeting along with, on some occasions, the European
Commission member responsible for economic and monetary affairs.
When the Ecofin Presidency is held by the UK, Sweden or Denmark, the
Eurogroup Presidency is held by the Minister of Finance from the euro
Member State next in line to hold the Presidency of the Ecofin Council. In
all instances, in the context of G-7 meetings, the six-month rotating Presi-
dency of the Eurogroup is assisted on a rotating basis by the Finance
Minister from one of the three eurozone permanent Member States of the
G-7. For the period July–December 1999, when Finland held the EU
presidency, the Finnish Finance Minister held the Presidency of the Ecofin
Council as well as the Presidency of the Eurogroup. Therefore, at the
meetings of the G-7, the eurozone ministerial representation was com-
posed of the Finnish and German Finance Ministers. Similarly, for the
period January–June 2000, when Portugal held the Presidency of the
Eurogroup, it was composed of the Portuguese and French Finance
Ministers. When the Belgian Finance Minister held the Presidency of the
Eurogroup for the entire year of 2001 (since the Swedish Finance Minister
held the Ecofin Presidency during the first semester of 2001, followed by
the Belgian Presidency during the second semester), he was assisted by the
Italian Finance Minister. The eurozone ministerial representation at the
G-7 was therefore a Belgo-Italian tandem. For the first semester of 2002,
the Presidency of the Eurogroup was held by the Spanish Finance
Minister. Therefore, the eurozone ministerial representation at the 
G-7 meetings was composed of the Spanish and German Finance 
Ministers.

G-20

With the increasing globalisation of the international economy and finan-
cial system, the lack of emerging-market representation in the G-7 posed a
problem to this informal forum for addressing certain questions dealing
with the coordination and cooperation of policies in the area of the inter-
national economy and financial system. The establishment of the G-20 was
designed to fulfil this need for representation from emerging markets. In
September 1999, on the initiative of the G-7 Finance Ministers, the G-20
forum was established to study and review policy issues between the
industrialised countries and emerging markets with a view to promote
international financial stability. The G-20’s task is to improve the dialogue
between the industrialised countries and the emerging market economies
in areas related to the international monetary and financial system and
within the framework of the Bretton Woods institutional framework. The
policy issues and recommendations raised by the G-20 are then considered
by the decision-making bodies of the IMF and the World Bank, such as
the IMFC and the Joint Development Committee of the IMF and the
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World Bank. For instance, at the second G-20 meeting held in Montreal in
October 2000, the Ministers and Governors discussed ways to reduce the
frequency and severity of financial crises by choosing the appropriate
exchange rate arrangement, by implementing prudent liability manage-
ment in the private and public sectors, and by encouraging private sector
involvement in crisis prevention and resolution – all issues that are under
discussion at the IMF/World Bank. In the aftermath of the 11 September
terrorist attacks in the US, the G-20 meeting of Ministers and Governors,
held in Ottawa in November 2001, discussed an action plan to stop the
financing of terrorism.

The G-20 countries represent two-thirds of the world population and 90
per cent of the global gross domestic product. The G-20 meets once a year
at the level of the Finance Ministers and Central Bank Governors from
the G-7 countries plus Argentina, Australia, Brazil, China, India, Indone-
sia, Mexico, Russia, Saudi Arabia, South Africa, South Korea, Turkey,
and representatives from the Bretton Woods Institutions (IMF–World
Bank). Both the President of the ECB and the Minister of Finance holding
the EU presidency participate in this new forum. The Managing Director
of the IMF and the President of the World Bank, as well as the Chairper-
sons of the International Monetary and Financial Committee and the Joint
Development Committee of the IMF and the World Bank participate fully
in the discussions.

Financial Stability Forum

In the wake of the Asian and Russian financial crises of 1997–98, and the
risk to the banking sector posed in 1998 by the high losses of a large
American hedge fund (LTCM) as a result of a large increase in interest
rates on emerging-market bonds, the G-7 Finance Ministers and Central
Bank Governors established in early 1999 – following the recommenda-
tion of the ‘Tietmeyer Report’, named after the then-President of the
Deutsche Bundesbank – the Financial Stability Forum (FSF) to address
specific issues directly related to matters of financial market stability. This
forum is composed of the deputy Finance Ministers, deputy Central Bank
Governors and country financial regulators and supervisors of the G-7
countries, as well as the representatives of the central banks of four non-
G-7 countries that represent important financial centres (the Netherlands,
Singapore, Australia and Hong Kong) and representatives of international
organisations and bodies that deal with financial market stability, i.e. the
Bank for International Settlements, the IMF, the World Bank, the Basel
Committee on Banking Supervision, the Committee of the G-10 Central
Banks on the Global Financial System, the International Organisation of
Securities Commissions (IOSCO), the International Association of Insur-
ance Supervisors (IAIS) and the OECD.

The FSF has been given a mandate to identify the gaps in the inter-
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national financial system with respect to questions of financial stability and
to improve the coordination and the exchange of information among the
authorities responsible for financial stability in order to prevent systemic
risk. To that end, the FSF has focused on three areas: proper financial
supervision of offshore financial centres and highly leveraged institutions
(HLIs), such as the American hedge fund LTCM; the possible risks associ-
ated with excessive short-term external debt in emerging market
economies; and the promotion of internationally recognised standards and
codes that each country should apply in its financial markets. In particular,
the FSF evaluated the systemic risk emanating from offshore financial
centres that are not well supervised and that do not cooperate with the
EU. It also examined the destabilising influence of short-term capital flows
in emerging market economies, which were seen as contributing to the
Asian crisis of 1997. The FSF has identified 12 key standards and codes
that each country should apply to place the private financial institutions
and markets on a firm foundation so as to be more resistant to financial
crises. The IMF is left with the task of monitoring compliance with these
internationally recognised standards and codes. The ECB fully partici-
pates in the Financial Stability Forum that meets twice a year.

Central Banking Forums

The Bank for International Settlements (BIS) in Basel is an institution
established to foster cooperation between central banks. The main forum
of that international organisation consists of the meetings of the G-10
Governors, in which the President of the ECB and the Governors of five
euro area NCBs (Belgium, France, Germany, Italy and the Netherlands),
as well as the Governors of the national central banks of the United
States, the United Kingdom, Japan, Canada, Sweden and Switzerland
participate. This Group regularly monitors monetary and economic devel-
opments in international capital markets and provides guidance to the
following committees set up under the BIS and on which sits an ECB
representative: the Basel Committee on Banking Supervision, the Com-
mittee on the Global Financial System, the Committee on Payment and
Settlement System, and the Committee on Gold and Foreign Exchange.

BANKING PRUDENTIAL SUPERVISION AND
FINANCIAL STABILITY

When the single currency was launched at the beginning of 1999, the basic
features of the prudential supervisory framework of credit institutions
remained as they were prior to the creation of the single currency area, i.e.
prudential supervision remained a competence of the national authorities,
with either the national central bank or a non-central bank body or, in
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some cases, both together responsible for such supervision. In five
Member States of the European Union, a non-central bank body has the
primary responsibility for prudential supervision of credit institutions, the
so-called ‘separation principle’ between monetary and prudential supervi-
sory functions (the United Kingdom, Belgium, Luxembourg, Sweden and
Denmark); in another six Member States, the National Central Bank has
the primary responsibility for prudential supervision (Italy, Spain, the
Netherlands, Greece, Portugal and Ireland); and in four Member States,
the responsibility is shared between a non-central bank body and the
National Central Bank (France, Germany, Austria and Finland). More-
over, the principles of ‘home country’ prudential supervision of EU cross-
border credit institutions and of ‘bilateral and multilateral’ cooperation
between prudential supervisors have remained in effect.

In France, the Commission bancaire, a six-member board, which
includes the Head of the Treasury and which is chaired by the Governor
of the Banque de France, is responsible for supervision of credit institu-
tions established in metropolitan France, its Départements and Territoires
d’Outre mer, and Monaco, as well as of branches of French credit institu-
tions established in other EU countries. The Commission bancaire super-
vises compliance of credit institutions, including investment firms, with the
prudential regulations. The inspections and on-site examinations are
carried out by the Banque de France on behalf of the Commission ban-
caire. The Governor of the Banque de France also chairs the Comité des
Etablissements de Crédit et des Entreprises d’Investissement (CECEI),
which has the authority to grant and withdraw banking licences and to rule
on bank mergers. Although the Commission bancaire is an autonomous
public institution, it is clear that the Banque de France is directly involved
in banking supervision.

With the growing role of financial conglomerates, resulting in the fusion
of the banking, insurance and securities sectors, Germany established as of
May 2002 a cross-sector supervisory authority, the Federal Agency for
Financial Services Supervision (BAFin), which is responsible for supervis-
ing all credit institutions and financial services institutions. This new
federal agency combines the former Federal Banking Supervisory Office
(Bundesaufsichtsamt für das Kreditwesen), the Federal Supervisory
Office for Insurance Enterprises, and the Federal Supervisory Office for
Securities Trading into one integrated supervisory agency, which is,
inter alia, responsible for banking supervision and which is authorised
to issue licences and prudential banking regulations. This agency is
accountable to the Ministry of Finance. The Federal Agency for Financial
Services Supervision and the Bundesbank collaborate in supervising all
credit institutions and financial services institutions. Although the Federal
Agency is responsible for issuing prudential regulations and taking
measures to implement them, the Bundesbank plays an important role
in the supervision of all the financial institutions by evaluating their

176 Economic policy coordination in the eurozone



annual financial statements and assessing the adequacy of the institutions’
capital, liquidity and risk management procedures. The observations of
the Bundesbank are taken into consideration in the prudential surveil-
lance of financial institutions by the Federal Agency (see Deutsche Bun-
desbank 2000, 2002: 163). Table 4.4 summarises the banking supervisory
structure in the Member States of the European Union and in the United
States.

The ‘Treaty’s’ Article 105.2, which came into force with the creation of
the eurozone, does not regard banking prudential supervision as a func-
tion of the ESCB but as a national responsibility, with the responsibility
resting with the national central bank, with some other national body, or
with a combination of both. However, given the close links between mone-
tary policy, which is no longer within the jurisdiction of a eurozone
national central bank, and the micro- and macro-prudential supervisory
functions, Article 105.5 also ensures effective interaction between the
Eurosystem and the national supervisory authorities:

The ESCB [and thus, the Eurosystem] shall contribute to the smooth
conduct of policies pursued by the competent authorities relating to
the prudential supervision of credit institutions [micro] and the
stability of the financial system [macro].

To that end, the ESCB set up a Banking Supervision Committee to
provide the necessary cooperation between the Eurosystem/ESCB and
national banking supervisors on matters related to prudential supervision
and systemic stability. Moreover, Article 105.4 of the ‘Treaty’ gives the
ECB a consultative role whenever national authorities legislate in the field
of prudential supervision and the stability of the financial system. (This
article applies to all EU countries with the exception of the UK.)

In the context of prudential supervision of credit institutions and the
stability of the financial system, the issues of ‘micro-prudential supervi-
sion’ and of ‘macro-prudential supervision’ are usually raised. To deal with
micro-prudential supervision, which focuses on the safety and soundness
of individual credit institutions and which raises the ‘solvency’ issue, the
EU Second Banking Coordination Directive (see below) provided signific-
ant harmonisation of national banking regulations and mandatory bilateral
cooperation between the supervisory authorities of the Member States.
Macro-prudential supervision deals with the response of the supervisory
authorities to the unexpected ‘failure’ of a credit institution, as a result of
either a solvency or liquidity problem, and its impact on the banking
system as a whole – the so-called systemic risk. Macro-prudential supervi-
sion ultimately leads to the question of the role of the central bank as a
‘lender of last resort’, which is neither raised explicitly in the Community
banking regulations nor assigned in the Maastricht Treaty or ESCB
Statute as one of the functions of Eurosystem.
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Table 4.4 Bank supervisory structure in EU countries and the US

Country Supervisory agency (agencies)

Belgium Commission bancaire et financière (Banking and Finance
Commission)a

Denmark Finanstilsynet (Finance Inspectorate, Ministry of 
Industry)

Germany Bundesaufsichtsamt für das Kreditwesen (Federal
Banking Supervisory Office)/Deutsche Bundesbank (Sb)
As of 1 May 2002: Federal Agency for Financial Services
Supervision/Deutsche Bundesbank (Sb)

Greece Bank of Greece
Spain Banco de España
France Commission bancaire/Banque de France (Cc)
Ireland Central Bank of Ireland
Italy Banca d’Italia
Luxembourg Commission de Surveillance du Secteur Financier
Netherlands De Nederlandsche Bankd

Austria Bundesfinanzministerium (Federal Ministry of
Finance)/Oesterreichische Nationalbank

Portugal Banco de Portugale

Finland Rahoitustarkastus (Financial Supervision Authority),
chaired by a member of the Suomen Pankki

Sweden Finansinspektionen (Financial Supervisory Authority)
United Kingdom Financial Service Authority
United Statesf

Bank holding companies FR
(incl. Financial services holding companies)

National Banks OCC
State Banks

Members FR/state governments
Non-members FDIC/state governments

Savings banks OTS/FDIC/FR
Savings and loan associations OTS
Edge Act and agreement corporations FR
Foreign banks

Branches & agencies
State licensed FR/FDIC
Federally licensed OCC/FR/FDIC

Representative offices FR

Sources: European Parliament (1998, adapted from Table 9, Annex III); Deutsche Bundes-
bank (2002: 163); European Central Bank (2001d).

Notes:
a In 2001, Belgium proposed integrating the Banking and Finance Commission (Ministry of

Finance) into the National Bank of Belgium.
b S�Separated regime, with each body self financed. In Germany, as of 1 May 2002, the

Federal Banking Supervisory Office is merged with the Federal Supervisory Office for
Insurance Enterprises and the Federal Supervisory Office for Securities Trading to form a
new cross-sector supervisory authority known as the Federal Agency for Financial Ser-
vices Supervision.

c C�Combined regime, since the Governor of the Banque de France chairs the Commis-
sion bancaire and the Banque de France provides the staff and budget.



Harmonisation of EU banking supervisory regulations

The EU Second Banking Coordination Directive (89/646/EEC), which
came into force on 1 January 1993, and the technical Community legisla-
tion dealing with the capital and solvency ratios of banks, described below,
constituted one of the cornerstones in the development of common super-
visory approaches towards credit institutions by various national banking
supervisory offices.8 The Directive introduced the concept of a single
banking authorisation by which any credit institution duly authorised in its
Member State of origin may establish a branch or provide services in any
other Member State without having to seek additional authorisation.9 This
single banking licence, which implied mutual recognition between
Member States of the authorisation granted to a credit institution, was
based on the harmonisation of the conditions for such authorisation and of
the requirements regarding prudential supervision. The level of harmoni-
sation attained with this Community banking legislation allowed the prin-
ciple of ‘home country’ prudential supervision to be applied. This means
that the Member State that issues the single banking licence is primarily
responsible for the prudential supervision of that credit institution
throughout the Community.

The Second Banking Coordination Directive harmonised the following
key provisions of the banking sector:

• the minimum capital required for obtaining the authorisation to estab-
lish a new institution (in general ECU [euro] 5 million);

• the ‘own funds’ of the bank (see below) must not fall below the
amount of initial capital required in the case of new institutions, or
below the highest level of ‘own funds’ reached after the date 22
December 1989 (date of notification of the Directive) in the case of
existing institutions;
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d A Council of Financial Supervisors was set up in July 1999 to provide enhanced coopera-
tion between the agencies that supervise banks (De Nederlandsche Bank), securities firms
and insurance companies.

e A National Council of Financial Supervisors was set up in September 2000 to provide
enhanced cooperation between the sectoral supervisory authorities: the Banco de Portu-
gal, the Securities Exchange Commission and the Portuguese Insurance Institute.

f FR �Board of Governors of the Federal Reserve System;
OCC�Office of the Comptroller of the Currency, a bureau established in 1863 within the
US Treasury Department, supervises national banks (banks with a federal charter) and
federally licensed branches and agencies of foreign banks in the US. State banks may
choose to be either ‘members’ or ‘non-members’ of the Federal Reserve System. Edge Act
corporations are chartered by the Federal Reserve, and agreement corporations are char-
tered by the states, to provide all segments of the US economy with a means of financing
international trade;
FDIC �Federal Deposit Insurance Corporation, an autonomous agency which insures
deposits up to $100,000;
OTS �Office of Thrift Supervision



• the monitoring of the suitability of the principal shareholders;
• the limitation on holdings in the non-banking sector;
• the need for sound administrative and accounting procedures and ade-

quate internal control mechanisms.

The harmonisation of the monitoring of the credit institutions’ solvency
was achieved by two additional Directives that were adopted at about the
same time as the Second Banking Coordination Directive and that were
largely based on the results of the work carried out by the Basel Commit-
tee on Banking Supervision.10

• The Own Funds Directive (89/299/EEC), effective as of 1 January
1993, sets minimum common basic rules for the own funds of all credit
institutions authorised to do business in the Community. The Direc-
tive determines the items that may be taken into account in calculating
the own funds of a credit institution, to be used as the base (numera-
tor) for computing the solvency ratios (ratio of own funds to assets).
The core capital (original own funds) consists of the highest quality
items (equity capital and disclosed reserves); supplementary capital
(additional own funds) consists of such items as revaluation reserves
and securities of indeterminate duration, subordinated loan capital.
The supplementary capital included in the original own funds may not
exceed 100 per cent of core capital.

• The Solvency Ratio Directive (89/647/EEC), effective as of 1 January
1991, contributes to the harmonisation of prudential supervision so as
to maintain banking stability and fixes at 8 per cent the ratio of a
credit institution’s own funds to its assets and off-balance-sheet items,
weighted (from 0 to 100 per cent) according to the level of risk
involved.

• The Directive on the Monitoring and Control of Large Exposures of
Credit Institutions (92/121/EEC), effective as of the beginning of 1994,
further harmonised essential banking supervisory rules in the EU.
Credit institutions were obliged to report all large exposures to the
competent supervisory authorities. A large exposure to a client or
group of connected clients is defined as one whose value is equal to, or
exceeds, 10 per cent of the lending institution’s own funds. Moreover,
a credit institution may not incur an exposure to a client or group of
connected clients where the value of the exposure exceeds 25 per cent
of own funds.

Since 1993, additional Community legislation (Council Directives) on the
harmonisation of banking supervision has been adopted in light of the
ongoing work in this area at the international level. The standards adopted
by the Basel Committee on Banking Supervision, with the 1996 Market
Risk Amendment introduced in the Capital Accord of 1988 to tackle new
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forms of prudential risk in banking, were incorporated into Community
banking directives. Whereas common standards had been already estab-
lished for the supervision and monitoring of credit risks in the Solvency
Ratio Directive of 1989, it was necessary to develop common standards for
market risks incurred by banks and to provide a complementary frame-
work for the supervision of the risk incurred by banks with respect to
counter-party/settlement risks and foreign-exchange risks. The EC Capital
Adequacy Directive (93/6/EEC) was therefore adopted to translate at the
European level the new and evolving international standards to be applied
for measuring the capital adequacy of banks. In 1998, an amendment to
the EC Capital Adequacy Directive allowed credit institutions to use
internal risk management models to determine the prudential capital
requirements for market risk, in accordance with guidelines set by the
Basel Committee.

The European Commission, in collaboration with EU national banking
regulators/supervisors and the ECB, is reviewing the present EU rules on
bank capital requirements, in parallel with the work done in the Basel
Committee on Banking Supervision (BCBS), known as Basel 2. This
review is expected to result in an overhaul of the European Union’s bank
capital framework, which will provide a refined treatment of credit risk
and will introduce new risk categories, such as operational risk from
system failures and fraud and reputational risks. Unlike the rules set by
the BCBS, the EU banking regulatory framework is legally binding on all
EU credit institutions. The Commission plans to have a proposal for an
EU Directive on capital requirements as an integral part of the banking
supervision framework by the end of 2003. The Commission’s legislative
proposals will then have to be approved by the Ecofin Council and the
European Parliament, with the Directive translated into national laws for
implementation in each Member State by the end of 2006.

Bilateral and multilateral cooperation of supervisory
authorities

While the supervisory authorities of the Member State that issues the
banking licence (country of origin) are primarily responsible for the
overall supervision of a credit institution, including its cross-border opera-
tions, the Second Banking Coordination Directive strengthens and extends
the First Banking Coordinating Directive of 1977 with respect to the prin-
ciple of bilateral cooperation between the supervisory authorities in the
country of origin and those in the host country:

The competent authorities of the Member States concerned shall col-
laborate closely in order to supervise the activities of credit institutions
operating, in particular by having established branches there, in one or
more Member States other than that in which their head offices are sit-
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uated. They shall supply one another with all information concerning
the management and ownership of such credit institutions that is likely
to facilitate their supervision and the examination of the conditions for
their authorisation, and all information likely to facilitate the monitor-
ing of such institutions, in particular with regard to liquidity, solvency,
deposit guarantees, the limiting of large exposures, administrative and
accounting procedures and internal control mechanisms.

(Article 14.1 of the Second Banking Coordination Directive
89/646/EEC)

To implement this principle, the Member States began to negotiate bilat-
eral ‘Memoranda of Understanding’ to supervise credit institutions that
have cross-border activities. By the end of 1997, 78 bilateral Memoranda
of Understanding had been signed between the banking supervisory
authorities of the European Economic Area (EEA), which includes the 15
EU Member States plus Liechtenstein, Norway and Iceland. These Memo-
randa of Understanding regulate in detail the nature of the bilateral coop-
eration between the banking supervisory authorities, with particular
reference to the reciprocal information and consultation obligations.

At a multilateral level, the Banking Supervision Committee of the
ESCB, which is composed of representatives of all EU national central
banks and national supervisory authorities as well as representatives of the
ECB, is the key instrument established to promote multilateral coopera-
tion at the EU level with respect to prudential supervision and financial
stability. The Eurosystem may provide supervisory authorities with confi-
dential information on individual credit institutions obtained from its
activities in the fields of monetary policy, foreign exchange policy and
payment systems. Conversely, the national supervisory authorities may
provide the Eurosystem with supervisory information on individual
institutions, such as compliance with minimum reserves. The so-called
‘Post-BCCI Directive’ (95/26/EC), adopted in 1995 after the collapse of
multinational bank BCCI in the early 1990s, enlarged the list of institu-
tions with which the supervisory authorities could share confidential
information of credit institutions, and required external auditors of credit
institutions to inform the supervisory authorities of any and all irregulari-
ties observed in the performance of their tasks. Additionally, according to
that Directive, a credit institution may no longer have its registered office
and head office in two different Member States, as was the case with
BCCI. That situation left a gap in the prudential supervision of BCCI
since the authorities could not agree on the ‘home country’ of that bank.

Macro financial stability and crisis management

The stability of the banking system can be compromised by an unexpected
‘liquidity’ or ‘solvency’ crisis of a major credit institution, which can spread
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to other participants in the banking sector. An isolated crisis can quickly
evolve into a ‘systemic’ crisis for the entire eurozone. The current situation
in the eurozone does not explicitly allow the ECB to provide liquidity
support to individual banks. Within the Eurosystem, the principle regard-
ing the provision of emergency liquidity to individual financial institutions
is that the competent national central bank would be responsible for pro-
viding such assistance to those institutions operating within its jurisdiction.
However, the ECB would have to assess these operations in the context of
its monetary policy with a view to maintaining price stability.

In the eurozone, there is no explicit central provider or coordinator of
emergency liquidity in the event of a serious problem with a credit institu-
tion and the Eurosystem cannot officially play the role of ‘lender of last
resort’ as is de facto the case of most central banks, such as the Federal
Reserve System. However, the ECB Governing Council may decide to
provide such liquidity, which it could legally do by way of collateralised
credit, under the terms of the ‘structural’ open market operations, in the
event of a liquidity problem resulting from a gridlock in the payment
system or from a bank failure with systemic consequences in the eurozone.
In case the eligible collateral from the bank proves insufficient, the
Eurosystem could agree to accept ‘ineligible paper’ as collateral.

The lack of clarity of the response of the monetary authority in the
event of a financial stability crisis creates what the architects of the
Eurosystem call ‘constructive ambiguity’ for the private financial sector.
The underlying principle of the EU framework for crisis management with
systemic implications in the banking sector is that every crisis has unique
features and has to be managed in the light of the particular circumstances
(see Economic and Financial Committee 2001). These institutional prin-
ciples are similar to the ones existing in Germany, whereby the Bundes-
bank does not have either the explicit responsibility for the stability of the
German banking system, or the power to act as a lender of last resort. This
reflects the German view with respect to ‘moral hazard’, whereby the very
existence of a safety net may encourage imprudent behaviour on the part
of credit institutions and their clients. Although the Maastricht Treaty
does not grant the Eurosystem the explicit power to be the ‘lender of last
resort’, it allows the prudential supervision function to be transferred from
the national authorities to the Eurosystem, provided that the Commission,
the Ecofin Council, the ECB, and the European Parliament are all in
agreement (Article 105.6). In fact, the ECB is seeking a larger role for its
Banking Supervisory Committee in the prudential supervision of banks in
the EU. However, the German and British governments do not want to
see the ECB directly involved in banking supervision and would rather see
the creation of a ‘European Stability Forum’ to increase the coordination
between national regulators, finance ministries, and the Eurosystem.
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Banking consolidation in the EU

The consolidation of the banking sector taking place in each EU Member
State, together with the prospects of more cross-border mergers, has
raised for the supervisory authorities the question of the impact of bank
mergers on the stability of the financial system. While cross-border consol-
idation can reduce the probability of failure, it can increase the risk of a
bank failure spreading across Member States, should such a failure occur.
Cross-border reorganisation of financial institutions raises another issue
for the supervisory authorities. As financial institutions reorganise them-
selves on a cross-border basis, their nationality may become less clear,
raising the question of which supervisory authorities should assume
responsibility in the event of a solvency crisis.

Despite the adoption of Community legislation in the late 1980s/early
1990s to create a single market in the banking sector, the combined
market share of cross-border branches and subsidiaries established by
credit institutions domiciled in the 15 EU Member States plus Liechten-
stein, Norway and Iceland – known as the European Economic Area
(EEA) – was, at the end of 1997, below 10 per cent in terms of banking
assets in all eurozone countries, with the exception of Belgium, Ireland
and Luxembourg (see Table 4.5). Since 1990, there have been two tend-
encies in the EEA banking sector: first, a gradual increase of the number
of cross-border institutions, and second, a strong domestic consolidation
(mergers or acquisitions) within each national banking sector.

The first tendency reflects an increase in the establishment of branches
of banks domiciled in other EEA countries. It is partly the result of the
implementation of the single market measures that simplified the proce-
dures for opening up cross-border branches with the single ‘passport’
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Table 4.5 Market share of branches and subsidiaries of foreign credit institutions
as a percentage of the total assets of domestic credit institutions, end-
1997

Eurozone Member State From EEA countries
Branches Subsidiaries

Belgium 9.0 19.2
Germany 0.9 1.4
Spain 4.8 3.4
France 2.5 –
Ireland 17.7 27.8
Italy 3.6 1.7
Luxembourg 19.4 71.1
the Netherlands 2.3 3.0
Austria 0.7 1.6
Portugal 2.5 6.8
Finland 7.1 0

Source: European Central Bank, Monthly Bulletin, April 1999: 48.



introduced in the Second Banking Coordination Directive. The second
tendency is the result of both a defensive and an offensive strategy on the
part of banks in response, on the one hand, to the anticipated increase in
competition coming from the creation of the European single financial
market with a single currency, and, on the other hand, to the anticipated
acquisition threats coming from the large banks in the US, such as Citi-
group and J. P. Morgan Chase & Co, and in Japan, such as MTFG (Mit-
subishi Tokyo Financial Group), Mizuho Holdings (formed from an
alliance of Dai-Ichi Kangyo Bank, Fuji Bank and Industrial Bank of
Japan), UFJ and SMBC. The net result of these two tendencies in the
banking sector is that the concentration at the national level has either
remained the same or increased since the early 1990s (see Table 4.6). This
table also shows that the national concentration levels in the banking
sector differ significantly over the eurozone Member States. The five
largest banks represent over 75 per cent of total bank assets in Finland, the
Netherlands and Portugal; between 40 per cent and 60 per cent in Austria,
Belgium, France, Ireland and Spain; and below 25 per cent in Germany
and Italy.

While most bank mergers/acquisitions in Europe have involved
small banks, an increasing proportion of the most recent domestic bank
mergers has involved two larger institutions (see Box 4.1). Cost savings in
the back office and functional diversification between private banking,
fund management and bancassurance are the main factors explaining
these mergers between large banks. Although some high-profile EU cross-
border bank mergers or acquisitions have recently made the headlines,
these relatively few large cross-border mergers and acquisitions in the
banking sector have primarily involved Belgian–Dutch and Scandinavian
institutions seeking to expand out of their mature and relatively small
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Table 4.6 Concentration at the national level: assets of the five largest credit
institutions as a percentage of the total assets of domestic credit
institutions

Member State 1985 1990 1995 1997

Belgium 48.0 48.0 54.0 57.0
Germany – 13.9 16.7 16.7
Spain 38.1 34.9 45.6 43.6
France 46.0 42.5 41.2 40.3
Ireland 47.5 44.2 44.4 40.7
Italy 20.9 19.1 26.1 24.6
Luxembourg – – 21.2 22.4
Netherlands 69.3 73.4 76.1 79.4
Austria 35.9 34.6 39.2 48.3
Portugal 61.0 58.0 74.0 76.0
Finland 51.7 53.5 68.6 77.8

Source: European Central Bank, Monthly Bulletin, April 1999: 46.



domestic markets. Cultural as well as legal and regulatory hurdles can
explain the limited number of important cross-border mergers/
acquisitions. Included in the first set of hurdles are the national govern-
ments’ opposition to foreign takeovers, so as to create or maintain
‘national champions’ (see the example of Portugal in Box 4.1), and the
identification of national customers with their national banks, making it
difficult for a foreign bank to enter the national market. Included in the
second set of hurdles are the national labour laws that may preclude
layoffs in the reorganisation of the financial institution, and the new
accounting and reporting requirements, all limiting the cost savings in
cross-border mergers.
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Box 4.1 Examples of recent domestic and cross-border mergers or
acquisitions (or proposals) in the eurozone banking sector

In Italy
Banca Ambroveneto merged with Cariplo (1998), the Milan savings
bank, which together with Banca Commerciale Italiana and Banco
Ambrosiano Veneto (1999), now form Banca IntesaBci, Italy’s
largest banking group (total assets: C266 billion).

San Paolo, the Turin commercial bank, combined with IMI, the
Rome financial group, to form San Paolo-IMI, which plans to buy a
controlling share of Banco de Napoli from INA, the insurer acquired
by Assicurazioni Generali, Italy’s largest insurer that was unsuccess-
ful in acquiring French insurer AGF (total assets of San Paolo-IMI:
C140 billion).

Credito Italiano acquired control of the Bologna-based Rolo bank
and subsequently merged with three of the largest north Italian
savings banks (Unicredito) to form the UniCredito Italiano (1998)
banking group (total assets: C150 billion).

UniCredito Italiano, after forming an alliance with Banca
Nazionale del Lavoro, in which Banco Bilbao Viscaya Argentaria,
Spain’s second largest bank, has a 10 per cent stake, failed in its
attempt to get BBVA to transfer its 10 per cent holding in BNL
in exchange for a stake in the Milan bank of between 3.5 and
4 per cent. UniCredito Italiano tried to acquire control of BNL. Uni-
Credito Italiano acquired Pioneer, the Boston-based mutual funds
group.

In late 2001, Banca Monte dei Paschi di Siena, Italy’s fifth largest
bank tries to merge with Banca Nazionale del Lavoro, the sixth
largest bank.
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In Spain
Banco Santander, the largest bank, absorbed Banco Central His-
panoamericano, the third largest bank to become Banco Santander
Central Hispano (BSCH) (1999) (total assets: C236 billion).

Banco Bilbao Vizcaya (BBV), Spain’s second largest bank,
merged with Argentaria, Spain’s third largest bank, to become
BBVA (2000), which is Spain’s second largest bank (total assets:
C202 billion).

BBVA and Telefonica, Spain’s largest telecommunications group,
have bought First-e, a Dublin-based bank, to develop a European
online bank.

In Portugal
Banco Comercial Português acquired the Mello banking and insur-
ance group, and Banco Português do Atlantico (1995).

Banco Comercial Português, Portugal’s second largest bank,
launched a hostile takeover (1999) for the Champalimaud financial
group (composed of four banks and an insurer), after the Portuguese
government blocked the friendly bid by Banco Santander Central
Hispano, Spain’s largest bank, for Champalimaud; the European
Commission launched legal procedures against Portugal’s violation
of European single market regulations, after which Portugal lifted its
veto on the BSHC bid for Champalimaud. As Banco Comercial Por-
tuguês dropped its hostile bid for Champalimaud, but maintained its
offer for Banco Pinto e Sotto Mayor, the biggest bank in the Cham-
palimaud group, Champalimaud is divided between BSCH and state-
owned Caixa Geral de Depôsitos, Portugal’s biggest bank, resulting
in BSCH having 11 per cent of the Portuguese banking market. With
BCP’s acquisition of BPSM, BCP became Portugal’s largest financial
group.

Banco Espirito Santo and Banco Português de Investimento
merged to create a group known as BES.BPI with a market share of
25 per cent of Portugal’s retail banking.

In France
The Caisse des Dépôts et Consignations (CDC), a state institution,
and the Groupe Caisse d’Epargne, a mutual savings bank, launched
in 2001 a partnership by pooling some of their assets, to the amount
of C8.3 billion, to create a joint subsidiary, Eulia.

HSBC Holdings of the UK, the world’s second largest bank
behind Citigroup of the US, acquired (in 2000), in a friendly bid, the
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Crédit Commercial de France, France’s fourth largest bank. The deal
is the most significant cross-border acquisition of a European bank
and comes after ING’s failed bid to buy CCF.

The Banque Nationale de Paris bid (1999) for Paribas and 
Société Générale, but failed to acquire the latter, which originally
wanted to merge with Paribas (total assets of BNP and Paribas C574
billion).

Crédit Agricole, France’s largest bank, planned in late 2001 to
take over Crédit Lyonnais, France’s third-biggest bank.

Investment bank Banque Indosuez sold (1996) to Crédit Agricole,
which renamed it Crédit Agricole Indosuez.

Société Générale purchased Crédit du Nord, owned by Paribas, in
1998.

In Germany
Vereinsbank and Hypo-Bank merge to create Bayerische
HypoVereinsbank, Germany’s second largest bank, which changed
its name to HVB in 2001; in 2000, HypoVereinsbank acquired Bank
of Austria; Munich Re, the world’s largest reinsurer, acquired 26 per
cent of HVB in 2001, exerting a strong influence on the bank, in line
with the European trend to create bancassurance in the banking
sector.

Deutsche Bank, Germany’s largest bank, which acquired Bankers’
Trust (1999) (US) initially proposed to merge its retail banking with
the retail business of Dresdner Bank, Germany’s third largest bank
(the four largest German banks control only 25 per cent of the retail
market, since much of the retail banking is in the hands of 13 lander
banks and 578 savings banks); the Banque Nationale de Paris’ inter-
est in Dresdner Bank suspended temporarily the Deutsche–Dresd-
ner merger proposal; then Dresdner Bank and Bayerische
HypoVereinsbank announced a possible merger, but in early March
2000 Deutsche Bank and Dresdner Bank agreed to merge to form
one of the world’s largest banks; however, in April 2000 a dispute
over the future of Dresdner Kleinwort Benson, the London-based
investment banking arm of Germany’s Dresdner Bank led to a col-
lapse of that merger agreement; in October 2000, Deutsche Bank
announced that it will purchase the retail, private banking, corporate
banking and asset management arms of Banque Worms (France)
from Axa, the French financial services group.

In July 2000, Commerzbank, Germany’s fourth largest bank,
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engaged in merger talks with Dresdner Bank; as these talks
foundered, Commerzbank announced in August 2000 that, instead of
seeking a cross-border merger partner, it will seek cross-sharehold-
ings with its cooperation partners: Crédit Lyonnais (France); BSCH
(Spain); Banca Intesea, Mediobanca and insurer Generali (Italy),
and Erste Bank (Austria); in 2001, Dresdner is finally acquired in a
C24 billion takeover by Munich-based insurer Allianz, creating a
bancassurance.

In February 2001, GZ Bank and DG Bank announced a merger
worth C6 billion.

In October 2001, Bayerische Landesbank, Germany’s second
largest public sector bank, signed a partnership agreement with
Caisse des Dépôts et Consignations (CDC) and Groupe Caisse d’É-
pargne of France.

In the Netherlands
NMB Postbank and the insurer Nationale-Nederlanden merged to
create ING.

ING bought Banque Bruxelles Lambert (1998), Belgium’s third
largest bank.

ING acquired BHF-Bank of Germany (1999) (total assets: C440
billion).

ING set up internet banking branches in France and Spain; ING
took a 49 per cent participation in Allgemeine Deutsche Direktbank
with a view to taking full control in the future.

ABN-Amro acquired (1999) Banca di Roma (Italian) over rival
Italian bidder San Paolo-IMI whose bid was deemed hostile, and
therefore blocked by Italy’s central bank.

In Belgium
Fortis, a Belgo-Dutch financial group formed in 1990, acquired
(1999) Générale de Banque, over rival bidder ABN Amro (Dutch).
This cleared the way for Fortis to integrate Générale’s operations
with those of ASLK-CGER, a Belgian bank that Générale de
Banque had previously acquired.

Bacob Bank acquired Paribas Banque Belgium, renaming itself
Artesia.

Kredietbank, a retail and corporate bank, merged with CERA
Bank, a rural coop bank, and with ABB, the insurance group, to
create a new bancassurance giant called KBC.

Crédit Local de Belgique merged (1996) with Crédit Communal



CONCLUDING REMARKS

During the late 1980s and the early 1990s when the Member States of the
European Community and the Community institutions were preoccupied
with negotiating the framework for the creation of a single currency area
with a single central bank, it was clear that the future European Central
Bank would have to ‘look like’ and ‘act like’ the Bundesbank. Under those
conditions, the German people were willing to give up their beloved
Deutsche mark and Bundesbank as the price to pay to continue the long
and sometimes difficult post-war process towards further European eco-
nomic and political integration that would forever anchor Germany in a
Europe at peace with itself, composed of nation states that could eventu-
ally become the United States of Europe. Post-war Germany was commit-
ted to form ‘an ever closer union’ with its European neighbours so as to
create a ‘destiny henceforward shared’, which would substitute for age-old
rivalries and bloody conflicts between the nations of Europe.

The framework for the European Central Bank outlined in the Maas-
tricht Treaty and its Protocol convinced the Germans, and more import-
antly the Bundesbank, that the future European Central Bank would
indeed look like the Bundesbank in all its essential elements: a primary
statutory objective of price stability and independence from all national
governments and Community bodies in the execution of its monetary
policy to achieve and maintain its primary objective. The ECB, like the
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de Belgique to create Dexia (total assets : C204 billion), which pur-
chased Artesia in 2001 for C3.2 billion.

In Nordic countries
Merita (Finland) merged in 1998 ($10.7 billion) with Nordbanken
(Sweden) to form MeritaNordbanken.

MeritaNordbanken acquired, for $4.5 billion Unidanmark,
Denmark’s second largest banking group; it also acquired, for $2.9
billion Christiania Bank, Norways’ second largest bank, giving Meri-
taNordbanken 40 per cent of the Finnish banking market, 25 per
cent in Denmark and 20 per cent in Sweden. The new group is
named Nordea and becomes the largest Nordic bank.

In Greece
Alpha Bank and National Bank of Greece, Greece’s two leading
banking groups decided in late 2001 to merge, but in a dispute over
senior management appointments, this C10 billion merger is scuttled
in early 2002.



Bundesbank, would be accountable, and only within the narrow terms of
its mandate, directly to the people of Europe and to no one else. Its Exec-
utive Board would be comparable to the Bundesbank’s Directorate; the
National Central Bank Governors, who would sit on the ECB’s Governing
Council and who would have to be entirely independent from their
national governments and parliaments, would be comparable to the Presi-
dents of the Land Central Banks sitting on the pre-euro Bundesbank’s
Central Bank Council. The icing on the cake would be the request from
the German government to have the ECB headquartered in Frankfurt to
guarantee a ‘Bundesbank culture’, and in return, as a gesture to Europe,
the German government would decline to propose its candidate for the
position of the first ECB President, although the first ECB chief econo-
mist, an important and influential position on the Governing Council,
would come from the Bundesbank.

Some in Europe, such as the French government and the then-President
of the European Commission, Jacques Delors, would have preferred a
European Central Bank designed more along the lines of the Fed: a
limited statutory independence, no single primary objective, and account-
able to the European Parliament, which would involve more than just
periodically reporting to it. The European Parliament, and even perhaps
national parliaments, along with the European Commission and the Ecofin
Council, should be ultimately able to change or influence the ECB, if
required. More importantly, a eurozone ‘economic government’ would be
set up to act as a counterweight to the ECB. All of that was not to be. The
German people and the Bundesbank would never accept such a frame-
work for the new European Central Bank. That was clearly demonstrated
by the German reaction to the remarks of President Mitterrand of France
in 1992, when in a last-ditch effort to convince French voters to vote in
favour of the Maastricht Treaty, interpreted certain provisions of the
Treaty by claiming that the ‘politicians’ would ultimately have the last
word on the policies of the European Central Bank.

The long transition period between the entry into force of the Maas-
tricht Treaty in late 1993 and the establishment of the European Central
Bank in mid-1998 would be an opportunity for the Bundesbank to
prepare, in cooperation with all the other EU national central banks, the
groundwork for a final decision on the monetary policy strategy to be fol-
lowed by the ECB. It is here that the ECB seems to deviate slightly from
the Bundesbank model. The ECB monetary policy strategy based on two
pillars – one of which uses a reference value, not on a target value, of a
broad monetary aggregate, while the other uses a wide range of economic
and financial indicators to assess future price developments – looks like a
monetary policy strategy that is close to the Fed’s, notwithstanding the fact
that the Fed has two policy objectives of maintaining a low rate of inflation
and stabilising aggregate demand growth around the potential growth rate
of output. Although it refuses to release the votes of the Governing
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Council meetings, the ECB is a very communicative institution compared
with the pre-euro Bundesbank. For the most part, the communication
attempts to place its monetary policy decisions in the context of its two-
pillar based monetary policy strategy, which the public perceives as com-
plicated. The numerous appearances of Executive Board members before
a European Parliamentary committee and the monthly publication of its
‘Editorial’ explaining in detail the basis for the monetary policy decision
are just two examples that set it apart from the pre-euro Bundesbank.

The ECB does not have a good press. Yet its performance judged over
its first three years – a short period of time to pass judgement on a central
bank – is as good as, if not better than, the much praised Fed. The average
annual inflation rates over the years 1999–2001 were 1.97 per cent and 2.8
per cent for the eurozone and the US, respectively (see Table 3.5). And
the Fed, for all its claimed flexibility to ‘fine tune’ the economy owing to
its dual objective of maintaining price stability and a sustainable growth of
output, was unable to prevent the US recession that began in March 2001
and ended in December 2001. It probably reduced the recession’s ampli-
tude and duration by aggressively reducing the target federal funds rate by
4.75 percentage points over a 12-month period. The ECB critics do not so
much find fault with the ECB’s performance in terms of its stated object-
ives, but rather criticise its monetary policy strategy, which the market has
difficulties understanding and so therefore the market has difficulty pre-
dicting the next move of the ECB. In order to overcome this shortcoming,
the ECB either will have to define, as part of its monetary policy strategy,
a target zone for a reliable eurozone monetary aggregate and thus behave
more like the pre-euro Bundesbank, or will have to guide the markets
more carefully before changing its key interest rates and thus behave more
like the Fed. Finally, the ‘question-and-answer’ period with the press (the
‘Frankfurt follies’) that immediately follows the Governing Council’s
monthly monetary policy meeting could be discontinued without any loss,
and possibly a gain, to the reputation of the ECB. There are more produc-
tive ways for a central bank to communicate information. In that regard,
the ECB should learn from both the pre-euro Bundesbank and the Fed.
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Appendix

Table of equivalencies between the previous numbering and the new num-
bering in the ‘Treaty establishing the European Community’, following the
coming into force on 1 May 1999 of the Treaty of Amsterdam (1997).

Previous numbering New numbering*

Article 2 Article 2
Article 3a Article 4
Title VI Title VII
Chapter 1 Chapter 1
Article 102a Article 98
Article 103 Article 99
Article 103a Article 100
Article 104 Article 101
Article 104a Article 102
Article 104b Article 103
Article 104c Article 104
Chapter 2 Chapter 2
Article 105 Article 105
Article 105a Article 106
Article 106 Article 107
Article 107 Article 108
Article 108 Article 109
Article 108a Article 110
Article 109 Article 111
Chapter 3 Chapter 3
Article 109a Article 112
Article 109b Article 113
Article 109c Article 114
Article 109d Article 115
Chapter 4 Chapter 4
Article 109e Article 116
Article 109f Article 117
Article 109g Article 118
Article 109h Article 119
Article 109i Article 120
Article 109j Article 121

continued



Previous numbering New numbering*

Article 109k Article 122
Article 109l Article 123
Article 109m Article 124
Title VIa Title VIII
Article 109n Article 125
Article 109o Article 126
Article 109p Article 127
Article 109q Article 128
Article 109r Article 129
Article 109s Article 130
Protocol (TEU) no. 3 Protocol no. 18
Protocol (TEU) no. 5 Protocol no. 20
Protocol (TEU) no. 6 Protocol no. 21
Protocol (TEU) no. 11 Protocol no. 25

*All citations in this text use the ‘new numbering’.
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Notes

1 Historical background and basic institutional features

1 Resolution of the Council and of the Representatives of the Governments of
the Member States of 22 March 1971:

. . . express their political will to establish an economic and monetary
union, during the coming decade, in accordance with a plan by stages
beginning on 1 January 1971. The steps to be taken must be such that, at
the conclusion of this process, the Community will:
. . .
Form a single currency area within the international system, characterized
by the total and irreversible convertibility of currencies, the elimination of
margins of fluctuation of exchange rates, the irrevocable locking of pari-
ties – all of which are essential preconditions for the creation of a single
currency – and including a Community organisation of the Central
Banks; . . .

(Monetary Committee 1974)

Resolution of the Heads of State or Government on 19–21 October 1972:

. . .The Heads of State and Government reaffirm the resolve of the
Member States of the enlarged Community [the original six Member
States plus the United Kingdom, Ireland and Denmark] to move irrevoca-
bly the Economic and Monetary Union, by confirming all the details of the
Acts passed by the Council and by the Member States representatives on
22 March 1971 and 21 March 1972 [authorizing the central banks of the
Member States to reduce the margins of fluctuation between any two cur-
rencies of the Member States]. The required decisions will have to be
taken during 1973 to allow transition to the second stage of the Economic
and Monetary Union on 1 January 1974 and in view of its complete real-
ization by 31 December 1980 at the latest.

(Monetary Committee 1974)

2 With the coming into force of the Treaty of Amsterdam (1997) on 1 May 1999,
the articles of the Treaty on European Union (1992) and of the Treaty estab-
lishing the European Community (1957) have been re-numbered. The corre-
spondence between the original numbers and the new numbers, which are
cited in this text, is given in the Appendix.

3 For the initial appointments of the Executive Board members, the requirement
of consulting the ‘Governing Council’ is replaced by the requirement of



consulting the members of the ‘European Monetary Institute’, which was the
precursor of the European Central Bank during the period 1994–98 leading up
to the launch of the single currency.

4 In practice, the President of the ECB has indicated that, at the meetings of the
Governing Council, the monetary policy decision is taken by achieving a broad
consensus in a ‘collegial’ manner. Thus, a formal vote is not necessary.
However, a consensus, according to Duisenberg, ‘does not indicate in all cases
that, if there had been a vote, it would have been unanimous’ (Duisenberg
1999b, c; Financial Times, June 8, 1999: 3; Barber 1999). Nayeri (2002) reports
that Duisenberg usually defines a broad consensus as requiring at least 14
members (from a total of 18) to agree to a monetary policy decision.

5 In Denmark, the government decided to hold a referendum on 28 September
2000 on whether it should abrogate its 1992 decision to retain its national cur-
rency. In this latest referendum, the people of Denmark rejected joining the
eurozone by a 53 per cent majority. This result does not exclude the possibility
of another referendum at some future date. In fact, with the successful
changeover to the euro banknotes and coins in the eurozone at the beginning
of 2002, combined with the election of a new centre-right Danish government
in late 2001, the new government has indicated that another referendum on the
euro may take place in early 2003. With a majority voting in favour of the euro,
Denmark could join the eurozone soon thereafter, since the Danish krone has
participated in ERM II since 1999 and its national central bank already satis-
fies the independence requirements of the ‘Treaty’.

In March 2000, the Swedish ruling party of Social-Democrats took a ‘yes, but
later’ stance on joining the eurozone, with a then-expected national referen-
dum on the question slated for Autumn 2002, followed by a decision of the
Swedish Parliament, which would have put the expected entry date of Sweden
into the eurozone in early 2004. The Danish ‘no’ vote in 2000 delayed that
timetable. A referendum is now expected in March 2003, after the general
election in September 2002. According to that new timetable, Sweden could
thus participate in ERM II as of June 2003 and join the eurozone in January
2005 (see Leonard 2002: 12).

The British Labour government decided in 1997 that the question of British
entry into the single currency area would not be considered before the next
elections, which were held on 7 June 2001. In the meantime, the government
policy is to ‘plan and prepare’ in order that the UK may have a genuine option
to join the eurozone, if that is what the government, Parliament and the people
in due course decide. In February 1999, HM Treasury published its first
Outline of the National Changeover Plan. The Second Outline of the National
Changeover Plan was published in March 2000. Provided that ‘five economic
tests’ are met, the government will decide to launch the process to join the
single currency area, a process that would include a non-binding referendum
on the question within four months of the decision that the UK had met the
economic tests. In total, the length of the period between a positive referen-
dum and the introduction of euro notes and coins in the UK is estimated to be
24–30 months, but the changeover plan does not specify the length of the
period between a positive referendum result and entry into the third stage of
EMU, when sterling would be irrevocably fixed against the euro. Before the
UK could join, as is the case for all Member State applications for eurozone
membership, the European Commission and the ECB would need to report to
the Ecofin Council on whether the UK economy had achieved a high degree of
sustainable convergence with the euro area, including a stable exchange rate
against the euro within the exchange rate regime known as ERM II for a two-
year period prior to the evaluation period. It is expected, as promised by the
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Labour government, that the Chancellor of the Exchequer will have completed
his analysis of the five economic tests by Autumn 2002, at the earliest, or by
June 2003 at the latest. Most observers believe that this scenario suggests that
Britain’s entry into the eurozone would not be before late 2005 or early 2006.
The Treasury’s five economic questions, as defined by the ruling Labour
government, that need a positive answer in order to launch a referendum for
joining the eurozone are (see HM Treasury 2001):

1 Are business cycles and economic structures compatible so that the UK
and the eurozone could live comfortably with euro interest rates on a
permanent basis?

2 If problems emerge is there sufficient flexibility to deal with them?
3 Would joining the single currency create better conditions for firms

making long-term decisions to invest in Britain?
4 What impact would entry into the single currency have on the competit-

ive position of the UK’s financial industry, particularly the City’s whole-
sale market?

5 Would joining the single currency promote higher growth, stability and a
lasting increase in jobs?

6 The ECB has subsequently requested (in November 1998), and received
authorisation from the Ecofin Council (Regulation 2000/1009/EC of 8 May
2000), to increase, if necessary, the capital base of the ECB up to C10 billion.

7 In accordance with the transitional provisions of the EMU in the ‘Treaty’, the
three ‘out’ NCBs (Bank of England, Danmarks Nationalbank, and Sveriges
Riksbank) also made a minimal contribution to the ECB’s capital by the
amount of 5 per cent of their subscribed capital share. The net return gener-
ated on this capital represents their contribution to the operational costs that
have arisen from their participation in some activities of the ECB. However,
the ‘out’ NCBs are not entitled to receive any share of the distributable profits
of the ECB.

8 However, during the interim period of 1999–2001, the pooled seigniorage
income derived from the aggregate deposit liabilities of the euro NCBs to
credit institutions was calculated by using the so-called indirect method, i.e. by
multiplying a defined liability base by a specified reference interest rate. The
liability base was defined as all deposit liabilities of euro NCBs to credit institu-
tions, which included current accounts, the deposit facility, fixed-term deposits,
deposits related to margin calls, liquidity absorbing repurchase agreements and
liabilities of euro NCBs arising from the issuance of debt certificates by the
ECB. The reference interest rate used was the latest available two-week repo
rate and was applied on a daily basis to the liability base. This indirect method
was used during the first three years of operation of the Eurosystem because,
in the judgement of the ECB Governing Council, the balance sheet structures
of the eurozone National Central Banks were too heterogeneous to calculate
directly meaningful seigniorage income figures.

9 On 1 January 1999, the total value of the banknotes in circulation from the
then 11 eurozone NCBs amounted to C342 billion (European Central Bank,
Annual Report 1999); the total value of the Deutsche mark denominated bank-
notes in circulation amounted to C131 billion (Deustche Bundesbank, Annual
Report 1999); the total value of the French franc denominated banknotes in
circulation amounted to C42 billion (Banque de France, Rapport annuel –
Exercice 1999).

10 On 1 January 1999, the opening date of the financial statement of the Eurosys-
tem composed of the original 11 participating NCBs and the ECB, the reserve
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assets amounted to C329.4 billion, composed of gold (C99.6 billion), Special
Drawing Rights (C5.1 billion), reserve position in the IMF (C23.4 billion) and
foreign exchange (C199.8 billion). The foreign exchange figure refers to non-
euro area currencies, since euro-area currency-denominated foreign exchange
positions held on 31 December 1998 were transformed automatically into
domestic positions through the transition to Stage Three. For example,
Deutsche mark denominated assets held by the Banque de France were auto-
matically transferred as ‘domestic’ assets in the accounts of the Eurosystem.
According to the harmonised accounting rules of the Eurosystem, the initial
gold and foreign exchange holdings were valued at market rates and prices
prevailing on 31 December 1998. Foreign currency reserves and gold are reval-
ued at the end of each quarter, using the market exchange rates and prices pre-
vailing at the end of the quarter (for current data, see any issue of the
European Central Bank, Monthly Bulletin, Table 8.7.2).

11 With the integration of the Deutsche Bundesbank in the European System of
Central Banks in June 1998, this requirement had to be changed to ‘not less
than five years’ to be in line with the provisions of the Maastricht Treaty.

12 It is sometimes said that, in Europe, the reverse is true: the European Central
Bank is a central bank without a sovereign nation. This statement is not
entirely correct. Although the eurozone is composed of 12 sovereign nations,
the sovereignty of each nation is partly transferred to the eurozone level since
most EU laws, which supersede national laws, are adopted by a qualified
majority in the EU Council of Ministers and, depending on the legislative area,
by a majority of the members of the European Parliament.

13 The Comptroller of the Currency was, and still is today, at the time of writing,
a member of the Executive branch of government responsible for the supervi-
sion of private banks with a national charter.

14 Thus, the Federal Reserve Banks of Richmond, Atlanta, St Louis, Minneapo-
lis, Kansas City, Dallas and San Francisco were excluded from this Committee.

15 If the appointment of a member is to complete the unfinished 14-year term of
another member who died or resigned before the end of his/her term, the
member may be reappointed for only one full 14-year term. For example, the
current Chairman, Alan Greenspan, was appointed in August 1987 to com-
plete an unfinished term expiring at the end of January 1992 of a previous
Governor, and was reappointed in 1992 for a full 14 year term expiring at the
end of January 2006. His mandate as the Chairman expires in June 2004.

16 The allocation formula among the Federal Reserve Banks of US Government
and Federal Agency Securities held in the SOMA account stemming from the
open market operations executed exclusively by the Federal Reserve Bank of
New York is subject to a number of exceptions (see Federal Reserve Bank of
New York 1999: 50–53). We simply note here that the allocation formula does
not use the criterion of the relative size of each Reserve Bank, as measured by
the total paid-in capital contributed to each Reserve Bank by its member
banks.

2 Objectives, independence, transparency and accountability

1 Article 3 of the Bundesbank Act of 26 July 1957, with its amendments up to
and including the Fifth Act of 8 July 1994, states:

The Deutsche Bundesbank shall regulate the amount of money in circula-
tion and of credit supplied to the economy, using monetary powers con-
ferred on it by this Act, with the aim of safeguarding the currency and shall
arrange for the execution of domestic and international payments.
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(From Deutsche Bundesbank 1995 [emphasis added])

2 Usually, ‘price stability’ is operationally defined as a low rate of inflation (less
than 2 or 3 per cent per year) as measured by the Consumer Price Index, which
allows for the possible upward bias in the measurement of the rate of inflation.
Under this definition of ‘price stability’, the central bank usually allows a ‘base
drift’, which means that any short-run deviation from its definition of ‘price
stability’ is not offset by a lower (or higher) rate of inflation in subsequent
periods. In other words, the central bank will not attempt to offset any short-
term deviation from ‘price stability’ caused by one-time, random shocks.

3 The Maastricht Treaty stipulates that the primary objective of the ECB and all
EU national central banks (with the exception of the Bank of England by
virtue of Protocol no. 25 of the ‘Treaty’) is to maintain price stability:

The primary objective of the ESCB shall be to maintain price stability . . .
(Article 105.1 of the ‘Treaty’ and Article 2 of the ‘Statute’)

Article 105.2 stipulates that ‘The basic tasks to be carried out through the
ESCB [Eurosystem] shall be to define [emphasis added by author] and imple-
ment the monetary policy of the Community [eurozone] . . .’

4 For more details, see Hetzel (1985) and Fisher (1934).
5 The Employment Act of February 20, 1946 states in Section 2: ‘The Congress

hereby declares that it is the continuing policy and responsibility of the Federal
Government to use all practicable means . . . to promote maximum employ-
ment, production, and purchasing power.’

6 There have been recent Congressional attempts to legislate price stability as
the primary objective of the Federal Reserve System. In 1989, 1991 and 1993
Representative Steven Neal, a Democrat from North Carolina, introduced leg-
islation directing the Federal Reserve to adopt and pursue monetary policies
leading to, and then maintaining, zero inflation. Zero inflation was defined to
be identical to Greenspan’s definition of price stability. In 1995, 1997 and 1999,
Senator Connie Mack, a Republican from Florida, and Representative James
Saxton, a Republican from New Jersey, introduced legislation (the
Mack–Saxton Bill) to adopt price stability as the primary objective of the Fed
and to direct the Fed to define price stability numerically. All of these Con-
gressional initiatives remained in committee.

7 There was one minor exception to this rule. Article 13.2 of the Bundesbank
Act of 1957 gave the German government the right to defer a decision of the
Bundesbank’s Central Bank Council for up to two weeks, a privilege that had
never been used by the German government.

8 Under the Full Employment and Balanced Growth Act (Humphrey–Hawkins
Act) of 1978, the Federal Open Market Committee was required, until mid-
2000, to set yearly target growth rates of monetary aggregates and to explain to
Congress any deviations of the monetary aggregates from the announced
targets. Title 12, Section 225a, of the US Code pursuant to the Full Employ-
ment and Balanced Growth Act of 1978 stipulates:

• The Board of Governors of the Federal Reserve System and the
Federal Open Market Committee shall maintain long run growth of
the monetary and credit aggregates commensurate with the economy’s
long run potential to increase production, so as to promote effectively
the goals of maximum employment, stable prices, and moderate long-
term interest rates.

• In furtherance of the purposes of the Full Employment and Balanced
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Growth Act of 1978, the Board of Governors of the Federal Reserve
System shall transmit to the Congress, not later than February 20 and
July 20 of each year, . . . the objectives and plans of the Board of Gov-
ernors and the Federal Open Market Committee with respect to the
ranges of growth or diminution of the monetary and credit aggregates
for the calendar year during which the report is transmitted . . . [and]
the Board of Governors shall include an explanation of the reasons for
any revisions to or deviations from [the announced target rates of the
previous year].

With the coming into force of the Federal Reports Elimination and Sunset Act
(1995) in mid-2000, and the resulting amendments to the Federal Reserve Act
of 27 December 2000, the content of the twice-yearly ‘Monetary Policy Report
to Congress’ has been modified. The Federal Open Market Committee is no
longer required to set – and no longer sets – monetary target ranges. In fact, as
explained below, since the late 1980s little attention had been put on these
target ranges either as a guide to monetary policy or in the context of Congres-
sional oversight of the Federal Reserve System.

9 Although the discussion takes place in the Ecofin Council, the voting rights of
the Ministers from Member States outside the eurozone are suspended.

10 Article 6.1 of the Bundesbank Act of 1957, which provided for the Central
Bank Council’s competence to determine the monetary policy of the Bank,
states:

The Central Bank Council determines the monetary policy of the Bank . . .

11 Article 15, Bundesbank Act of 1957: ‘In order to influence the amount of
money in circulation and of credit granted, the Deutsche Bundesbank sets the
interest and discount rates to be used in its transactions and defines the prin-
ciples governing its lending and open market operations.’

Article 16, Bundesbank Act of 1957: ‘(1) In order to influence the amount of
money in circulation and of credit granted, the Deutsche Bundesbank may
require credit institutions to hold certain percentages of the liabilities in
respect of sight deposits, time deposits and savings deposits, and of their liabili-
ties in respect of short and medium-term borrowed funds . . .’

12 The initial terms of office of the members of the ECB Executive Board have
various durations to introduce continuity of the Board when the posts change
hands (see Article 50 of the ‘Statute’).

13 A casual empirical observation of the comparative rates of inflation between
Germany, with its independent pre-euro Bundesbank, which had a single
primary objective of price stability, and the US, with its less independent
Federal Reserve System, which has no single primary objective, would seem to
confirm this relationship over the period 1975 to 1998: Germany with an
average annual inflation rate of 3.12 per cent and the US with an average
annual inflation rate of 4.78 per cent (see Table 3.7). Of course, the German
inflation outcome was not necessarily ‘caused’ by the independent pre-euro
Bundesbank – it may just be the result of a different inflation culture in the two
countries, stemming from different historical experiences with the con-
sequences of inflation (see Hayo 1998).

14 Federal Reserve Act, Section 10, par. 10, as added by the Banking Act of 23
August 1935

15 However, whenever the Board of Governors decided to approve the request of
a district Federal Reserve Bank to change its discount rate, the Board released
an immediate statement. This policy still applies today.
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16 At regularly scheduled meetings, the press release is issued at 2:15pm, Eastern
time.

17 Article 113.3 of the ‘Treaty’ stipulates: ‘The ECB shall address an annual
report on the activities of the ESCB and on the monetary policy of both the
previous and current year to the European Parliament, the Council and the
Commission, and also to the European Council. The President of the ECB
shall present this report to the Council and to the European Parliament, which
may hold a general debate on that basis. The President of the ECB and the
other members of the Executive Board may, at the request of the European
Parliament or on their own initiative, be heard by the competent Committees
of the European Parliament.’

18 Article 15.1 of the ‘Statute’ stipulates: ‘The ECB shall draw up and publish
reports on the activities of the ESCB at least quarterly.’

3 Monetary policy: strategy, instruments and actions

1 The annual rate measures the rate of the price index change between the
current month and the same month of the previous year. This measure is less
responsive to recent changes in the price levels than the month-on-month rate
of change. However, the year-on-year measure can be influenced by one-off
effects in either end month.

2 This time period is the ECB’s unofficial definition of the ‘medium term’, the
period of time that may be required for the inflation rate to return to the
ECB’s definition of price stability following a one-off price shock (see Duisen-
berg 2001a: 3).

3 The ECB argues that the unemployment rate for the eurozone, published by
Eurostat and calculated according to International Labour Office (ILO) defini-
tions is not a reliable measure of slackness in the labour market and that a high
rate of unemployment does not, by itself, indicate downward pressure on
wages since the bulk of the unemployment in the eurozone is of a structural
nature, which is related to specific labour market regulations and institutional
features governing individual labour markets. Thus, the ECB prefers to
examine the changes in unemployment rate rather than the underlying level of
the unemployment rate (European Central Bank, Monthly Bulletin, April
1999: 35; European Central Bank, Monthly Bulletin, May 2000: 57–74).

4 Since June 1997, the Bank of England targets a rate of inflation (RPIX � retail
price index excluding mortgage interest payments) of 2.5 per cent; the Sveriges
Riksbank targets a rate of inflation (UNDIX �CPI excluding interest expendi-
ture and direct effects of altered indirect taxes and subsidies) of 2 per cent with
a tolerance of �1 percentage point; the Bank of Canada’s monetary policy
aims at keeping the year-over-year rate of inflation at the 2 per cent midpoint
of a range defined with a floor of 1 per cent and a ceiling of 3 per cent. The
core rate of inflation is used as an operational guide. The core rate of inflation
includes 84 per cent of the CPI basket. It excludes fruits, vegetables, gasoline,
fuel oil, natural gas, intercity transportation, tobacco, mortgage interest and
indirect taxes (see Bank of Canada 2001).

5 In addition to the regular standard tender on 27 April 2001, the ECB con-
ducted an additional standard refinancing operation with a one-week maturity.
This additional operation was purely technical because of the low volume
financing demanded by the credit institutions during the previous two main
refinancing operations. The credit institutions were unwilling to bid for funds
in the expectation that the minimum bid rate would be reduced by the ECB at
the following weekly tender (see European Central Bank 2001a).

6 By virtue of Council Regulation 98/2531/EC of 23 November 1998, based on
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Article 19.2 of the ‘Statute’, the Governing Council of the ECB has the right to
set the minimum required reserve ratio, which may not exceed 10 per cent of
any relevant liabilities of the financial institutions, but may be 0 per cent.

7 However, as a transitional measure, between 4 and 21 January 1999 the inter-
est rate for the marginal lending facility was set at 3.25 per cent and the interest
rate for the deposit facility at 2.75 per cent. This last measure of a technical
nature, as explained above, was taken to guide the overnight market interest
rate in a narrow corridor of 50 basis points, so as to help the credit institutions
in the 11 eurozone Member States to adapt to the new environment (see Fig.
3.3).

8 The basic formula is sometimes called Fisher’s money exchange equation,
whereby the exogenous money supply times the income velocity of money is
equal to the product of the equilibrium level of real income and of the general
price level, or

M�V�P �Y

where M is the exogenous money supply, V is the income velocity of that
money, P is the general price level, and Y is real income. By taking the time
derivative of the log expression of the above equation, we obtain the result
that the money supply growth rate times the rate of change of the income
velocity of money is equal to the product of the growth rate of real income and
of the rate of change of the general price level. Consequently, for a constant
rate of change over time of income velocity of money and a constant rate of
change over time of real income (usually equal to the potential growth rate of
the economy), Fisher’s equation implies a well-defined relation between the
growth rate of money supply and the inflation rate, namely that, in long-run
equilibrium, the inflation rate is equal to the sum of the growth rate of the
money supply and the income velocity of that money, less the potential growth
rate of output.

9 This section draws heavily on the Meulendyke (1998).
10 The various definitions of money stock are as follows: M1 is currency plus

demand deposits; M2 is M1 plus time and savings deposits at commercial banks
other than large certificates of deposit (CDs); and M3 is M2 plus deposits at
non-bank thrift institutions.

11 The Federal Reserve Reform Act, Section 2A, 16 November 1977 requires that
the Board of Governors and the Federal Open Market Committee ‘maintain
long-run monetary and credit aggregates commensurate with the economy’s
long-run potential to increase production so as to promote effectively the goals
of maximum employment, stable prices, and moderate long-term interest
rates’. The Full Employment and Balanced Growth Act of 1978 requires the
President, the Congress, and the Federal Reserve to work together to achieve
those goals and, in particular, requires the Fed to set annual target ranges for
growth in monetary and credit aggregates, to report these targets to Congress
twice each year, and to explain deviations from the announced targets.

12 Edge Act and agreement corporations are special purpose banks limited to
internationally oriented business.

13 Required reserves must be held in the form of deposits with Federal Reserve
Banks or vault cash. Non-member institutions may maintain reserve balances
with a Federal Reserve Bank indirectly, on a pass-through basis, with certain
approved institutions. According to the Monetary Control Act of 1980, the
Board of Governors has the right to impose reserve requirements on transac-
tion deposits and on non-personal time deposits. However, the reserve require-
ments on non-personal time deposits with a maturity of 1.5 years or more and
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with a maturity of less than 1.5 years were eliminated by the Board of Gover-
nors in 1983 and 1991, respectively. Moreover, the first $4.9 million (1999
figure) of transaction deposits are not subject to any required reserves; the
balance of reservable liabilities up to $46.5 million (1999 figure) is subject to a
required reserve ratio of 3 per cent; reservable liabilities over that amount are
subject to a required reserve ratio of 10 per cent. To allow depository institu-
tions flexibility in meeting their reserve requirements, the Federal Reserve
requires these institutions to hold an average amount of reserves over a two-
week maintenance period rather than a specific amount on each day. Since
1982, the Federal Reserve has required depository institutions to maintain
their reserves against transaction deposits on a virtually contemporaneous
basis.

4 Economic policy coordination in the eurozone

1 Council Decision of 17 July 1969 (69/227/EEC), Council Decisions of 22 March
1971 (71/141/EEC) and (71/142/EEC), Council Decision of 18 February 1974
(74/120/EEC) and Council Decision of 12 March 1990 (90/141/EEC). All
Council Decisions are available in the Official Journal of the European
Communities (Luxembourg).

2 Article 2 of the ‘Treaty’ provides that:

The Community shall have as its task, by establishing a common market
and an economic and monetary union and by implementing common pol-
icies or activities referred to in [Article 4], to promote throughout the
Community a harmonious, balanced and sustainable development of eco-
nomic activities, a high level of employment and of social protection,
equality between men and women, sustainable and non-inflationary
growth, a high degree of competitiveness and convergence of economic
performance, a high level of protection and improvement of the quality of
the environment, the raising of the standard of living and quality of life,
and economic and social cohesion and solidarity among Member States.

Article 4, paragraph 1 stipulates:

For purposes set out in Article 2, the activities of the Member States and
the Community shall include, as provided in this Treaty and in accordance
with the timetable set out therein, the adoption of an economic policy
which is based on the close coordination of Member States’ economic pol-
icies, on the internal market and on the definition of common objectives,
and conducted in accordance with the principle of an open market
economy with free competition.

Article 4, paragraph 3 adds:

The activities of the Member States and the Community shall entail com-
pliance with the following guiding principles: stable prices, sound public
finances and monetary conditions and a sustainable balance of payments.

3 According to the ‘Community method’ of legislation, a ‘recommendation’ from
the Commission to the Ecofin Council is weaker than a ‘proposal’ since the
Ecofin Council can amend a Commission ‘recommendation’ by a qualified
majority whereas a Commission ‘proposal’ can only be amended by unanimity.

4 This figure is based on the German government’s 2004 target deficit of 1 per
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cent of GDP, but at the February Ecofin Council meeting of 2002, the German
government committed itself to a budget close to balance by 2004. On the
other hand, this figure is based on the French government’s 2004 target deficit
of 0.5 per cent of GDP, but at the June Ecofin Council meeting of 2002, the
new centre-right French government declared that this target was conditional
on France achieving a growth rate of at least 3 per cent per year over the
period 2003–04. Moreover, this figure is based on a balanced budget target for
Italy in 2004. In mid-2002, the Italian government was targeting a revised
deficit of 0.3 per cent of GDP for 2004.

5 The President of the ECB rejected demands by the European Parliament to
provide, in its monthly reports, economic developments in each of the euro-
zone countries, to avoid the type of economic and financial assessment that
may lead to the ‘regionalisation’ of monetary policy in the eurozone (Financial
Times, 27 October 1999: 1; Duisenberg 2001b).

6 There are 24 Executive Directors, with 182 IMF member states. Consequently,
an Executive Director may represent more than one member of the IMF. Only
the Executive Directors from the United States, Germany, Japan, France, the
United Kingdom, Saudi Arabia, Russia and China represent exclusively their
member state. All the other Executive Directors represent a ‘constituency’
composed of their own member state and other IMF member states. For
instance, the Executive Director from Canada represents (and votes for) not
only Canada but also the following IMF members: Antigua and Barbuda, the
Bahamas, Barbados, Belize, Dominica, Grenada, Ireland, Jamaica, St Kitts and
Nevis, St Lucia, and St Vincent and the Grenadines.

7 For the shared responsibilities between the Eurosystem and the eurozone
Member States, such as prudential supervision of banks and exchange rate pol-
icies, the views of the eurozone Member States would also be presented at the
IMF Executive Board by the IMF Executive Director representing the EU
Member State holding the Eurogroup Presidency.

8 Although, prior to that time, other Community legislation was adopted to har-
monise the supervision of credit institutions, this Directive was the most com-
prehensive. The First Banking Coordination Directive (77/780/EEC), adopted
on 12 December 1977 and implemented on 15 December 1979, was the first
attempt to get minimum Community standards set for regulating banks and
other credit institutions that take deposits and lend money.

9 Setting up a subsidiary in another Member State requires the authorisation
from the host Member State, but such authorisation should be granted under
the same terms as that of a domestic request to carry on the business of a credit
institution in a Member State’s national jurisdiction.

10 The Basel Committee on Banking Supervision is an informal group composed
of the banking supervisors – including central bank representatives – of the
Group of Ten countries (G-7, Benelux countries, Sweden, Switzerland and
Spain since 2001). The Committee was created in 1975 following the failure of
the German Bankhaus Herstatt, and is based in Basel at the Bank for Inter-
national Settlements (BIS). The Committee became better known through the
agreement on minimum capital adequacy rules for internationally active banks
(the Basel Capital Convergence Accord of 1988). The Basel Committee has no
legislative authority, but is an internationally recognised standard setter.
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