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FED’s monetary strategy versus the ECB’s 
 
  Why are the Fed’s and ECB’s monetary strategies so 
divergent? Because their historical backgrounds, their deceleration 
processes, their productivities and their monetary conditions are all 
different. 
 
  First of all, their historical background is different. The US 
citizens and politicians have still a vivid memory of the Great Depression 
and its terrible consequences for the US economy and society. After the 
Great Depression public opinion at large wanted to avoid such a traumatic 
situation forever again, this is why the FED has among its targets growth 
and employment besides inflation. On the contrary, Germany suffered the 
Great Hyperinflation which destroyed the framerwork of production and 
exchange, made the middle class to disappear and brought Hitler and 
Nazism. Never again! Was the German out cry, and this was reflected  in 
the single statutory inflation target of the Bundesbank which has been 
clearly the model for the ECB. 
 
 Second, both economies are decelerating but for different reasons. 
The US economy has had an spectacular growth in the last five years due to 
the growth of investment and productivity. Growth has come from a 
positive supply shock. The Eurogroup economy has had a good period of 
growth and an exceptional one in 2000 due mainly to demand growth, both 
foreign and domestic. This is why consumer confidence in the Eurogroup is 
still strong and recovering and there is a budget deficit while industrial 
production is weak and falling. In the US, on the contrary, the supply keeps 
strong while the demand is falling due to low confidence and low levels of 
liquidity as a consequence of the fall in asset prices. 
 
 Part of the supply weakness of the Eurogroup is the result of the 
fragmentation of the single European market, the lack of flexibility of 
European markets and the slow pace of structural reforms. 
 
 The key differential factor between the two economies is the growth 
of productivity. Between 1995 and 2000 productivity in the US has 
increased at an average of 2.5% and in the Eurogroup at 1%. This explains 



not only the supply versus demand positive shocks but also the weakness of 
the Euro versus the dollar. 
 
 Third, as a result of productivity growth differences both economies 
have different growth potential levels. The US economy has grown at an 
annual average of 3.3% between 1975 and 2000, while the Eurogroup 
economy has grown at an annual average annual rate of 2.4%. The present 
annual potential growth of the US has increased to 3.5% or above while the 
Eurogroup growth potential is today below 2.5%. Therefore, if the 
Eurogroup grows as expected at 2.5% this year it will be growing above 
potential but if the US grows at 1.6% in 2001 its growth will be well below 
potential, therefore, inflation pressures will be much lower in the US then 
in the Eurozone,  and the FED is right to reduce rates drastically. 
 
 Fourth, monetary conditions are different as well. Although both 
have the same nominal interest rates, monetary conditions depend on real 
interest rates and the real exchange rates which are the ones that really 
affect real economic activity. If an index of monetary conditions is 
constructed for both economies, it is realised that, in the US, the recent 
strong interest rate cuts have been more than compensated by the fall in 
asset prices and the strength of the dollar. Therefore, monetary conditions 
in the US are today tighter than a year ago. On the contrary, in the 
Eurogroup they are today less restrictive than a year ago due to the 
weakness of the Euro and to fiscal policy becoming more expansionary. 
 
 These four reasons are sufficient to understand why the FED should 
continue reducing interest rates to support asset prices, investment and 
consumption of durables while at the same time, to reduce the cost of their 
higher household financial deficit. These factors are also the main reason 
why the ECB was right to maintain interest rates at present levels until 
there was a higher certitude that inflation expectations where reaching, in a 
few months, a break point and then were going to start going down. The 
ECB was accumulating credibility by not listening to financial markets 
expectations but to the Eurogroup own fundamentals.  
 

Unfortunately it has broken, a few days ago, such a trend by 
accepting a small cut of 25 pb. The ECB should have waited for another 
month or two when new data about the deceleration of the Eurogroup 
economy and the moderation of inflation rates would have justified a large 
cut of 50 bp or even more. 
 
 In my opinion such a decision has been an important mistake 
regarding credibility and, even more, regarding communication. 



   
 You cannot keep saying as recently as in the previous Governing 
Council and even after, as Mr Duisenberg and other members of the 
Council have done, that there is no need to reduce rates because inflation 
pressures are still important and the Eurogroup growth is not being affected 
by the US slowdown and will keep Eurozone growth at 2.5% in 2001,  and 
then decide completely the opposite. Markets do not mind surprises but do 
not like “cheating”. The latter creates more uncertainty and, therefore, a 
progressive lack of credibility. Markets like consistency in decision 
making.  
 

While Mr. Greenspan has surprised markets by doing, before they 
expected, something that he had been announcing as an expected expansive 
stance, Mr Duisenberg has changed the stance by surprise when he was 
previously announcing the opposite. 
 
 Morever, Mr. Duisenberg has justified the decision on two main 
grounds: First, by saying that M3  growth is back on target at 4.5%, but that 
this drop in M3 is due exclusively to an statistical error that has been 
solved (the growth was overvalued because it was difficult to differentiate 
between investment founds of residents and non residents). Therefore, he 
has justified the decision based on “the solution of an statistical error”. But 
besides this statistical error (and others that make M3 very little trust 
worthy) most economists know that M3 is changing all the time due to 
financial innovation and it is practically irrelevant to predict inflation in the 
short and medium term. In the meantime, inflation is going up in most of 
the Eurogroup countries. 

Second, by saying that wages have reacted to the inflation increases 
with more moderation than expected. This is true for France and probably 
Germany but it is not so for Italy, Spain and the Netherlands. Moreover, 
Dr. Issing indicated only ten days ago that “wage behaviour was still the 
main risk for price stability in the medium term”. 
 
 He could have justified the decision offering more coherent 
arguments such as the fact that HICP inflation projections indicate a clear  
deceleration in the second half of the year or that core inflation is not going 
to go beyond 2% in its slow increasing path. 
 
 Markets continue to have a great difficulty to understand the signals 
that Mr. Duisenberg sends and this affects the ECB credibility. Given the 
not ECB’s so convincing arguments, markets believe now that the ECB has 
succumbed to the pressures by the IMF, the OECD and some unfortunate 



statements of two Eurogroup Ministers of Finance, while before was not 
listening to the market pressures. 
 
 To sum up, credibility is an atribute that its is only being built 
slowly, and takes a long time to achieve it, but that it can be lost very 
quickly. The importance of credibility is that the lack of it makes monetary 
policy less effective. The ECB latest decision to cut rates by 25 bp and the 
way Mr Duisenberg has communicated it to the markets has undermined a 
period of growing credibility.  It is not a question of following what the 
markets expect, but a question of giving always a coherent justification of 
each move, based on clear and well communicated fundamentals. You can 
surprise the markets expectations, like Mr. Greenspan has done, but you 
cannot “cheat” the markets. In the case of Mr Greenspan he has announced 
an expansive stance and the FED Council has acted within it, but much 
earlier than expected. In the case of Mr Dusenberg he has announced a 
restrictive stance with great emphasis and then the ECB Council has done 
the opposite. This is a clear case of what economists call “dynamic 
inconsistency”, the markets asks for both “rules and consistency” and they 
seem to get back neither of the two. 
 
 Nevertheless, in my opinion the ECB has not committed any 
fundamental mistake in conducting monetary policy in the last two and a 
quarter years, in spite of a difficult and uncertain economic environment, 
but it could achieved much more credibility, and therefore more efficiency 
in its monetary policy, by playing a consistent game with the markets, with 
exceptional surprises, but not creating unnecessary ambiguity and a feeling 
of excessive discretionality. 
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