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STABILITY ORIENTED EURO-CENTRAL BANKING:
STRESS THE MONEY LINK

Dietrich Schonwitz

Abstract

Stability oriented Euro-central banking means to focus on an appropriate development of con-
sumer prices referring to the Euro Area in a single monetary policy approach and considering but not
targeting asset prices or exchange rates. For the Euro Area recent empirical research confirmed that
medium-term to longer-term movements in monetary growth and inflation have been highly correlated.

Modern central banking requires a comprehensive approach with first, a privileged posi-
tion of the money link to identify medium-term to long-term risks for price stability and to support
pre-emptive actions of monetary policy. Second, it also requires an additional economic analysis to
reveal more short-term risks for price stability. The two pillar strategy of the ECB comprises these
two aspects by using an analysis of economic dynamics and shocks as one pillar and the analysis
of monetary trends as second pillar. Third, and this is the lesson from the discussion about mone-
tary targeting versus inflation targeting, modern central banking has to integrate and emphasize
methods of inflation forecast.

But the conduct of monetary policy should not be based too mechanically on forecasts
because such a reaction-rule can not describe the policy action to be taken in every situation in an
ever changing complex economy and therefore use of it as an automatic prescription would not
contribute to credibility.

Key words: monetary policy, asset prices, monetary targeting, inflation targeting, ex-
change rate targeting.

1. Price stability as high ranking target for the Euro

In a lecture delivered at Cambridge University in November 1992 on the value of mone-
tary stability in the world of today Hans Tietmeyer, former president of the Deutsche Bundesbank,
referred to Nikolaus Kopernikus who recorded an interesting experience as early as 1529: “He had
observed that in countries with good money the arts and business flourish, and there is wealth eve-
rywhere, while laziness, idleness and indifference prevail in countries where bad money is in cir-
culation” (Tietmeyer, 1996). There is good reason to believe that this statement, nearly five hun-
dred years later still holds true.

In literature the following positive economic consequences of price stability for economic
welfare are broadly accepted and empirically proved (Motley, 2002 and Rodriguez-Palanzuela,
Camba-Mendez, Garcia, 2003):

¢ improving the transparency of relative prices and thereby helping the market via price
functions — especially the information function — to guide resources to where they can be used
most productively and efficiently;

¢ reducing inflation risk premium in interest rates, uncertainty of economic prospects
and thereby increasing the incentives for firms to invest;

¢ avoiding unnecessary hedging activities for example by stockpiling real goods since
they may retain their value better in inflationary circumstances than financial assets which is not
an efficient investment decision and therefore hinders economic growth;

¢ supporting the acceptance of currency, increasing the benefits of holding cash or over-
night deposits and thereby avoiding transaction costs of transforming M; currency to near money
assets, as for example time deposits or debt securities vice versa.

© Dietrich Schénwitz, 2006



Banks and Bank Systems / Volume 1, Issue 1, 2006 27

In addition it is very important to recognize, that price stability is not only a high ranking
economic target but also a social target in developed market economies. Such social but basically
market oriented economies try to establish social balance and effective social protection of the
members of society. The countries of the European Union (EU) belong more or less to this type of
economic systems. To achieve social targets, these societies rely not only on welfare state mecha-
nisms of social security but also — according to the principle of subsidiarity — on self precaution
and self protection of the people.

Inflationary processes endanger the mentioned essential principles of socially balanced
economies (Schonwitz, 2004):

¢ The money for state or privately financed social protection does not come out of the
blue. Only efficiently organized and working economies can guarantee sustainable social security
mechanisms. Therefore the contribution to economic efficiency and growth by price stability is a
social benefit.

¢ Through inflationary processes the buying power of money is eroded and as a conse-
quence the motivation for self precaution is endangered. In a long-term life cycle oriented view
even moderate inflation rates reduce considerably the value of money saved e.g. for old age pur-
poses. For example in the half century of existence of the Deutsche Mark in Germany this as “sta-
ble” acknowledged currency lost about two thirds of its buying power.

¢ Inflation concerns those members of society first who need in a social market econ-
omy state support at first: the so called “minor saver” who has only his savings account with not
high enough interest rates to compensate inflationary effects, who has not the wealth for investing
in real goods and who cannot afford professional advisers for portfolio optimizing. In this context
inflationary processes cause social injustice.

¢ Inflation triggers off distribution conflicts plus social imbalance and not social balance
of society because groups with influence, with power on the markets, try to hold their share by de-
manding higher wages or higher prices in case of inflationary expectations. In economic textbooks
such dynamic spiral effects are discussed as supply side reasons of inflation (Issing, 2003).

Considering all these economic and social arguments it is clearly justified to judge price
stability as a very high ranking not only economic but also social target for politicians as well as
central bankers which is connected very closely to other high ranking targets such as economic
growth and employment. It is absolutely not only a “technical” target.

2. Definition of price stability and the problem of asset prices

The European Central Bank (ECB) has to conduct a so called “single” monetary policy
which means, that the achievement of price stability refers to the Euro Area comprising the mem-
ber states of the EU that have adopted the Euro and not to specific countries of the area.

Therefore the ECB in its definition of price stability uses the Harmonized Index of Con-
sumer Prices (HICP) for the Euro Area and sets the target that “... it aims to maintain inflation
rates below but close to 2% over the medium-term” (ECB, 2004c). The ECB’s definition has two
dimensions: time and quantity. Medium-term considers not only the time-horizon over which the
ECB will try to achieve or re-establish price stability but also that single fluctuations of prices are
not necessarily inflation because inflation is always a lasting event. This time horizon is not ex-
actly numerically fixed because the range of inflation depends on the economic circumstances, the
type of shocks disturbing price stability and the possibility of second round effects in the wake of
an initial inflationary impulse. Anyway: very often “medium-term” means up to two years. In con-
text with the quantitative dimension Paul de Grauwe (2000) mentioned that Milton Friedman for-
mulated in the 1950s the view that the optimal rate of inflation is zero because of maximizing the
total utility of holding money by avoiding decreases of buying power. From a pure theoretical
point of view this is true. But in practice of monetary policy — not only of the ECB — thinking
about an appropriate quantitative definition, the possibility of deflationary developments, price
movements and measurement problems must be considered.
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Therefore “close to 2% means that there is “...a sufficient safety margin to guard against
the risks of deflation” (ECB, 2003). Such a safety margin is especially important for countries with
inflation rates below the average of the Euro Area, as in the last years for example Germany. In
addition the ECB is realistic and willing to tolerate rates up to “close to 2% because — as empiri-
cal research shows — non-inflationary price increases are always possible: quality improvements
for example may justify higher prices, shifts of demand and supply on markets can cause “breath-
ing” of relative prices plus inflation differentials within the Euro Area and measurement errors
may be responsible for an increase of the HICP. A restrictive monetary policy to stop such struc-
tural price increases could easily lead to a too tight money supply in relation to possible growth.

As far as indicators are specified the ECB and other central banks concentrate on consumer
prices. This means that asset prices such as house or financial asset prices are not focus of pre-
emptive actions of monetary policy. The question whether central banks should declare the stabilisa-
tion of asset prices as target has recently been discussed lively in context with so called bubbles
which could threaten financial stability (Meltzer, 2003). In any case control of monetary expansion is
an important contribution to prevent asset price bubbles. For example studies confirm a relation be-
tween growth of liquidity respectively loans and stock valuations (ECB, 2005). Therefore a stability
oriented monetary policy contributes to an “orderly” development of asset valuations.

Of course a central bank has to consider the impact of asset prices on demand, supply and
other prices and therefore to analyse their development — and might even signal concerns about
unexpected asset price developments. Asset market prices can have consequences for consumption
demand, investments and credit conditions. E.g. when stock prices increase the economic actors
become wealthier: “Higher wealth ... encourages people to spend more because they feel richer”
(Calvery, 2003). This may endanger price stability. Or: A bursting of a bubble will lead to a de-
valuation in the net worth of assets, thereby influence the credibility of borrowers and may cause a
tightening in credit conditions as reaction of financial intermediaries (credit crunch). This can en-
danger the effectiveness of monetary policy and financial market stability. An additional aspect for
the importance of asset price developments for central banks is their suitability as source of infor-
mation about inflation expectations. For example the yield spread between conventional bonds and
inflation-linked bonds is an indicator of inflation expectations for the Euro Area, because it pro-
vides information of the level of expected inflation at which “...an investor would be indifferent as
to which of the two types of bond to hold” (ECB, 2004a).

The problem for central banks in context with asset price stabilisation as target results
from the uncertainty with regard to identifying speculative bubbles and an assessment of the fun-
damental value of asset prices and, too, from doubts that central banks can use their monetary tools
to efficiently avoid bubbles. For these reasons, at least to date, “... central banks around the world
agree that they must not target asset prices” (Issing, 2004b). But asset prices and their influence on
price and financial market stability will remain a priority task on the research agenda of central
banks (Bean, 2004).

The ECB’s approach is qualified for progress in such research because it includes in a two
pillar approach not only a monetary analysis but also an economic analysis giving scope for the
exploration of asset price developments and their impact on price stability (Remsperger, Do-
manski, 2003). In this context the ECB discussed a cautious policy of “leaning against the wind”
of an incoming bubble as option: “The central bank would adopt a somewhat tighter policy stance
in the face of an inflationary asset market than it would otherwise allow if confronted with a simi-
lar macroeconomic outlook under more normal market conditions.” But in its conclusion the ECB
warns: “...such an approach might be perceived as dictating a rather mechanistic reaction to asset
price developments ... a prudent policy response to a suspected asset price misalignment is
unlikely to take the form of a simple reaction rule expanded by an asset price index” (ECB, 2005).

So there is continuing scepticism in context with the handling of asset prices, which is
also a matter of feasibility of targets as an essential precondition for reputation and credibility of a
central bank.
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3. The money link: some new empirical evidence

In its concept of monetary policy the ECB uses a reference value for monetary growth of
M;. The broad money stock definition Mj includes not only currency in circulation at non banks
but also deposits, repurchase agreements, money market find shares and debt securities held by the
money holding sector in the Euro Area. It represents the buying power of non banks.

In the last years there was some discussion about the link between money stock and
prices. Recent empirical research confirmed this link in a longer term view very impressively.
Manfred J.M. Neumann and Claus Greiber (2004) did this for the Euro Area from the 80’s until
2004 and Walter G. Dewald (2003) in a long-term cross-country study for 13 industrial nations
from 1880 to 2001. Dewald concludes that cross-country average wide money stock growth trends
“... closely correspond with cross-country average inflation and nominal GDP growth trends in
both amplitude and frequency ... Such evidence tends to confirm Milton Friedman’s dictum, that
inflation is always and everywhere a monetary phenomenon.” Referring to a diagram showing
these trends he states: “The aphorism that ‘a picture is worth a 1000 words’ may understate the
message of this chart.” The same is true for the results of Neumann and Greiber. They state that
money exhibits a clear and stable relation with inflation and therefore can serve as an important
indicator for assessing price developments in the Euro Area.

A similar study of the ECB on its monetary analysis emphasizes the distinction between
short-term and longer-term influences and comes to the conclusion “... that medium to longer-term
movements in monetary growth and inflation have been highly correlated ...” (ECB, 2004b) in the
Euro Area (Figure 1). But it provides evidence that there is no close relationship between monetary
developments and inflation in the short run. Therefore monetary analysis in the Euro Area is valid for
the identification of medium- to longer-term risks for price stability. Figure 1 also shows that there is
a difference between the highest point of the Ms-curve and the HICP-curve of about 1.5 years. The
same is true for the lowest points of both curves. Because of such time-lags between money stock
movements and price movements an increase of the money stock of today is the inflation potential of
the medium-term future if the components of M; represent the buying power of non banks properly
and if there is no portfolio shift from longer-term financial assets towards near money assets of Mj
because of for example uncertain expectations or very low interest rates.
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The longer-term components of inflation and M; growth (defined as cycles with length of about 8
years) were derived as residual using the difference between the observed series and the sum of the cyclical
and the short-term components (band-pass filter).

Fig. 1. Development of longer-term components of inflation and money stock Ms in the Euro Area (in percent)

Even in a global view — so the results of another study of the ECB “... overall there is a posi-
tive correlation between global inflation and global monetary growth since 1986 ...” (ECB, 2004d) —
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the relation becoming less clear from mid 1995 onwards. But it must be considered, that uncertainties
in the world, especially since September 11" 2001 attacks, caused disturbances in the relation of
some macroeconomic variables, and hence a — maybe transitory — higher liquidity preference.

All these studies reveal, that a tribute to Friedman and his money link based view of infla-
tion is justified in context with deriving an appropriate policy strategy of monetary targets or refer-
ence values.

4. Monetary reference values — no contradiction to inflation targets

Therefore the discussion about “monetary targeting” versus “inflation targeting” some-
times seems to be a bit exaggerated and the opponents now and then stress differences which are
not so remarkable — especially when the reality of monetary policy decision making is considered.
If inflation targeting means to keep inflation stable over the medium-term, so that the actual infla-
tion rate moves at the level of the inflation target in former time even the Deutsche Bundesbank,
following explicitly monetary targeting, had inflation targets by using an “unavoidable inflation
rate” as one component for the derivation of its monetary target band width. And the in one pillar
of its concept still monetary oriented ECB, with its definition of price stability “below 2%, but in
the medium-term close to 2%”, has an inflation target, too. The difference between the two views
is the degree of dependence on inflation forecasts.

Otmar Issing (2004a), Chief Economist of the ECB, made this quite clear: “We have a
quantitative definition for our primary objective ... so we are in that sense an inflation targeter. If
you think inflation targeting means a strategy where you aim for low inflation, then we are an in-
flation targeter! The real point at issue is that according to a different meaning of ‘inflation target-
ing’, interest rate decisions should be made more or less mechanically on the basis of forecasts.
We are certainly not an inflation targeter in that sense.” Considering the complexity of economic
developments and the fallibility of forecasts a non-model based analysis is also required, which
“... in some sense suggests that central banks cannot be simply replaced by computers running
model simulations” (Issing, 2004c) and which illustrates the range of uncertainties around any
forecast and informs about the risks of forecast based judgements.

Following Kenneth N. Kuttner (2004) from a theoretical point of view at present no cen-
tral bank qualifies as a bona fide inflation targeter if the membership in the club is restricted to
central banks using a strict mechanistic interpretation of a reaction function including inflation
forecasts. And: having some desired numerical rate of inflation, putting emphasis on price stability
as principal goal of monetary policy and performing transparency with regard to monetary policy
formulation, nearly all major central banks qualify as inflation targeters. Alan Greenspan (2004)
comes to a similar conclusion. In his opinion the practice of monetary policy by inflation targeting
central banks at present closely resembles those central banks, such as the ECB, that have not cho-
sen to adapt that paradigm until now.

And even for the role of money stock there has to be some similarity between self-
proclaimed inflation targeters and other central banks. Thinking about the decision-making behaviour
it would be a very big surprise if in an explicitly inflation targeting central bank like the Bank of Eng-
land the discussion differed much from the discussions inside the ECB Governing Council and
money stock growth is not taken into account, as a key variable by the insiders (Neumann, 2003).

Considering this, it is not astonishing that a cross-country study of 20 industrial, moder-
ate-inflation economies promoted by the International Monetary Fund (IMF) argues, that there are
on average no “discernible benefits” from self-proclaimed inflation targeting monetary policy in
comparison with the performance of other central banks. This is in accordance with an empirical
result from 1994 to 2002 for 7 self-proclaimed inflation targeters and 11 other central banks, con-
cluding that “... it is hard to find much difference in inflation performance between inflation tar-
geting and non targeting countries” (Gramlich, 2004).

So it seems to be an acceptable conclusion to reduce the dispute to a discussion on appro-
priate communication devices of monetary policy and to the question: What is the best recipe for
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external communication of the central bank, for communication with the public in order to bring or
keep inflation expectations down? The answer to this question might differ from central bank to
central bank. Certainly central banking is management of expectations, too. But Greenspan (2004)
states, that it is not clear, ““... whether the mere announcement that a central bank intends to en-
gage in inflation targeting increases the credibility of the central bank’s inclination to maintain
price stability and hence, assist in the anchoring of inflation expectations.” Yet, recent empirical
research indicates some evidence, that adopting a more intermediate focus on the inflation rate as
objective supported by forecasts plays a role in anchoring long-run inflation expectations (Levin,
Natalucci, Piger, 2004).

Rachel Lomax (2005), Deputy Governor of the Bank of England responsible for monetary
policy, mentions a second role of inflation targeting and forecasts in the monetary policy process,
which is relevant for the improvement of internal communication: it helps the central bank to set
monetary policy by organising, informing and focusing its discussions in the working groups and
decision making bodies: “It is hard to say precisely how important forecasts are in driving policy
decisions, but there is some evidence that the rethink of key issues during the forecast round has
been a source of policy ‘surprises’.” Or, as Lorenzo Bini Smaghi, Member of the ECB’s Executive
Board, stated: Forecasts are a basis for the discussion, but not the only one. They are important
because they concentrate the analysis.

However, these communication oriented arguments and more reliance on forecasts in cen-
tral banking are not a contradiction to monetary targets or reference values. To believe that accord-
ing to Friedman’s famous dictum inflation is a monetary phenomenon and acceptance of price
stability as dominant objective implies that central banks should not give up target or reference
growth rates of money which they believe will over time result in promoting price stability: “...
one should always stress the role of money. ... The money link has to be communicated to the
public.” And — with reference to the discussion about the ECB’s concept and the request to aban-
don the stipulation of publicly announced monetary reference values — “... one shouldn’t change
concepts or models too quickly as you can damage credibility for nothing” (Neumann, 2003).

In this context two strategic arguments are important: First, a central bank paying atten-
tion in public to the money stock may be able to withstand political pressure to conduct an activist
monetary policy endangering price stability more easily because the internal decision process and
communication with the public emphasizes the (medium-term) consequences of today’s monetary
policy stance for buying power and thereby for future price stability. This and the following sec-
ond argument are due to the time-lag between monetary developments and price movements. Sec-
ond, the existence of a monetary reference value enables the central bank to take pre-emptive ac-
tions, when a central bank without such a “pillar” would have no such excuse (Goodhart, 2005).

5. No Euro exchange rate targeting and more oral interventions

In accordance with Article 4 of the EU-treaty the ECB’s stance to the development of ex-
change rates — especially to the USD/EUR exchange rate — is obliged to internal price stability.
Therefore the ECB has instruments for flexible actual interventions selling or purchasing foreign
exchange (fine tuning). Such stability-oriented interventions are based on foreign reserves held by
the ECB and may be conducted in currencies outside the EU or in the framework of the intra EU
“Exchange Rate and Intervention Mechanism II (ERM II)”. With exception of ERM II as prepara-
tion of EU-countries — so called “pre-ins” — to join the Euro Area by allowing exchange rate fluc-
tuations of the national currency against the Euro in a band width of + 15% the ECB is not con-
fronted with officially defined exchange rate goals and objectives. And the ECB can object against
ERM IlI-interventions if price stability in the Euro Area is endangered.

Of course the Governing Council of the ECB has estimations on exchange rate develop-
ments conducive to price stability in Euroland. It is theoretically accepted that in the long-term the
real economic fundamentals of the economies and expectations on future stability and credibility
are decisive for exchange rate developments. It was also accepted, that monetary policy actions
can have significant influence on the exchange rates working via the so called portfolio balance
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channel, altering the relative supply of domestic and foreign financial assets and thereby causing a
change in the relative value of the currencies involved (Fratzscher, 2004). But in the past two dec-
ades the circumstances on international money markets have changed dramatically and the portfo-
lio balance channel seems to have become less relevant over time due to the rapid increase of fre-
quency and amount of foreign market exchange transactions. For example for Germany cross-
border financial transactions have risen from just over 100% of GDP in 1990-1994 to nearly 500%
in 2000-2003 (Knight, 2005).

This may be the reason why the ECB is very careful and used actual interventions in con-
text with the USD/EUR exchange rate since the launch of the Euro only during two periods at the
end of 2000. This happened when at the initiative of the ECB the price stability endangering de-
preciation of the Euro, moving out of line with the fundamentals of the Euro Area, was addressed
in a concerted intervention of the ECB, the United States, Japan, the United Kingdom and Canada
in September and later again by the ECB in November 2000. The Bundesbank quitted doing actual
USD/DEM interventions already in the middle of the 90s.

In the same time oral exchange rate interventions happened with increased and remark-
able frequency. Oral interventions as part of the communication policy of the central bank are pub-
lic statements about the domestic exchange rate by relevant monetary policy makers. Marcel
Fratzscher (2004) identified such oral interventions for the Bundesbank and the ECB and found
that out of 97 oral USD/DEM-EUR interventions in the period of 1995-2003 an amount of 79 or
about 80% happened from 1999-2003. This may be related to the introduction of the Euro and
uncertainties about its “fair” price, but it may also be a sign for a variation of concept. Supported
by comparable results for the United States Fratzscher speaks of a regime shift from actual inter-
ventions towards the use of official communication or oral interventions and concludes ... that
oral interventions may constitute a largely autonomous policy tool ...” But such a behaviour could
be interpreted as a form of capitulation in a world of globalized exchange transactions, too, con-
sidering actual “... exchange rate interventions to be largely ineffective, especially when under-
taken unilaterally” (Posen, 2004).

Hence, the conclusion does not exclude the (concerted) use of actual interventions in fu-
ture — may be supported by a change in the monetary policy stance, e.g. by an additional interest
rate reduction because of an unwelcome increase of the exchange rate of domestic currency. Fol-
lowing Mark P. Taylor (2004), who holds a moderate optimistic view on the effectiveness of coor-
dinated actual signal-interventions, the success depends very much on the fact, whether other in-
vestors are encouraged to follow the signal of the central banks and thereby start a change of ten-
dency. In any case the still existing possibility of actual interventions and policy changes should be
supportive for the effectiveness of oral interventions.

But the “shift” is once again a proof of the importance of communication policy of central
banks to the markets and the public — in this context about the appropriate development of ex-
change rates and underlying fundamentals. Empirical results confirm that news about fundamen-
tals have a significant effect on the exchange rate in the Euro Area (Ehrmann, Fratzscher, 2004).
So responsible communication to the public by monetary authorities can open further prospects for
monetary policy in a globalized world.

6. Conclusion: anchoring role of monetary analysis

Modern central banking requires a comprehensive approach with firstly a privileged posi-
tion of the money link to identify medium-term to long-term risks for price stability and to support
pre-emptive actions of monetary policy. Second, it also requires an additional economic analysis to
reveal more short-term risks for price stability. The two pillar strategy of the ECB comprises these
two aspects by using an analysis of economic dynamics and shocks as one pillar and the analysis
of monetary trends as second pillar. Third, and this is the lesson from the discussion about mone-
tary targeting versus inflation targeting, modern central banking has to integrate and emphasize
methods of inflation forecast.
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But the conduct of monetary policy should not be based too mechanically on forecasts

because such a reaction-rule can not describe the policy action to be taken in every situation in an
ever changing complex economy and therefore use of it as an automatic prescription would not
contribute to credibility. In May 2004 the ECB made a step to a more visible role of projections by
the decision to publish staff projections of inflation quarterly and not only half-yearly. This was
judged as laudable step to improve transparency and does not necessarily imply that the market
participants get lazy because of too much information in advance or — as critics remarked — that
ECB monetary policy becomes increasingly short sighted by looking mainly on short-time price
movements (Leschke, Polleit, 2004). This could happen only by neglecting the anchoring role of
monetary analysis and its information about medium-term risks for price stability.
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