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Monetary policy implementation has been evolving quite fast in the last 
decades. At the beginning it was implemented by controlling the volume of   
bank reserves at the Central Bank through open market operations. Later, in 
some countries (without reserve requirements), by controlling the volume 
of settlement balances at the central Bank through open market operations. 
Later on there was a move to control prices instead of quantities (reserves 
or settlement balances) by setting a rate to each refinancing open market or 
operation. Today monetary policy is increasingly implemented through the 
announcement of different monetary stances. Financial markets are more 
and more efficient at discounting probable future events, therefore, Central 
Banks by merely signalling a monetary stance or bias or by signalling the 
intention to change the prevailing level of short term interest rates in the 
future are able to move the markets accordingly. 
 
This is why the issue of communicating to the markets and the credibility 
of the monetary authority that announces such an intention or the person 
that represents such an institution becomes very important. Only if markets 
believe it to be credible, they will react accordingly. 
 
In this sense, today there is not any doubt about the fact that the credibility 
of the Fed is larger than the credibility of the ECB. Why? 
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First of all, because the Fed is a much older institution than the ECB and 
credibility takes time to build up. 
 
Secondly, because the Fed has enjoyed a much more favourable economic 
environment than the ECB. All along the nineties both the Fed and the 
markets have characterised the present long expansion as the result of 
structural changes in the production and distribution of goods and services 
as well as in the organisation of how companies work. These changes have 
been possible due to the development of new technologies of information 
and communication. The resulting continuous increase in productivity 
together with an anticyclical fiscal policy oriented to public debt reduction 
have made it much easier for Greenspan to implement its monetary policy 
given that both productivity and fiscal policy were also creating a low 
inflation environment. 
 
Thirdly, in this favourable environment Greenspan has followed a strategy 
of accommodating to the markets expectations believing that they do 
anticipate correctly changes in the economy. When the market forward 
yield curve was anticipating a recession as in 1998, Greenspan reacted very 
rapidly reducing interest rates, only to increase them later on when the 
danger of a financial systemic risk was over. The same line has followed 
now when forward market rates were anticipating a “hard landing”, 
Greenspan did react very fast by reducing rates by one percentage point. 
 
The market analysts are very happy with this kind of complicity between 
the Fed and the markets, knowing that Greenspan takes very seriously the 
implicit rates of the market yield curve as a key indicator of monetary 
policy and an anticipatory signal of the economic cycle. 
 
Such a complicity between the markets and Fed has probably been the 
basis of the Fed’s present high credibility and, therefore, of the 
effectiveness of its monetary policy. For instance, Before the Fed recent big 
cut in rates, markets expected a “medium to hard landing”. After the cut, 
they believe in a quick recovery towards the end of 2001.  
 
The Fed’s high level of credibility affects negatively the ECB’s one given 
that credibility is a relative term and both central banks are the two key 
benchmarks in world central banking. 
 
The present situation is a clear example of this differential treatment to 
both central banks by the financial markets. The ECB has not made any 
major mistake since it started operating and now, after six consecutive 
increases since November 1999, raising the refinancing rate by 2 
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percentage points, inflation continues to be above the top range target and 
the Euro remains weak. 
 
The markets are now pressing the ECB to cut down rates in order to adapt 
to the level anticipated by the forward yield curve of the Euro. As the ECB 
is not doing so, the markets are again punishing the Euro versus the dollar, 
They think that the later the cut the worse it will be for the economy of the 
Eurogroup and for the Euro. The ECB continues to maintain a neutral 
stance in spite of these pressures. 
 
Therefore, markets are clearly biased in favour of the Fed’s style of 
implementing monetary policy and against the ECB’s. While the Fed  
increases and decreases rates frequently and vigorously adapting to market 
monetary expectations, the ECB, after its “original sin” of reducing the 
repo rate to 2,5% in 1999, is  following the continental European central 
banking tradition, that is, being much more prudent and following a policy 
of “wait and see” because it is not convinced that the market is giving the 
right signals. 
 
My personal view is that the ECB is totally right not to cut rates yet 
because the impact of the probably temporary U.S. landing is not affecting 
the Eurogroup much yet (both are quite closed economies) and because 
there are some uncertainties about the price of oil in the next months, about 
unit labour costs in the second half of 2001 and about the impact on 
inflation of the recent tax cuts and the more expansionary fiscal policies of 
some members of the Eurogroup. 
 
Moreover, the ECB has a major challenge at the end of the year with the 
introduction of the Euro and the physical disappearance of the national 
currencies. A very weak Euro at the end of the year could increase the 
number of Europeans rejecting the new currency and could jeopardise its 
timely introduction as the single currency. Finally, the historical experience 
shows that every time a new currency was introduced inflation rates shoot 
up in the short term.  
 
That is, the ECB present policy seems appropriate. If deceleration 
continues the upside risks of price stability will gad and eventually, interest 
rate reductions will be possible. Therefore, there are many reasons at the 
present moment for the ECB to act in a prudent way and not to 
accommodate the present market expectations. 
 
But the ECB is facing a dilemma. If it does not reduce interest rates, the 
markets will keep the Euro weak. If it does, inflation expectations might 



 4 

build up. If, on the contrary, it raises rates, the markets will discount a 
further deceleration of growth which it will affect even more  the exchange 
rate of the Euro. 
 
What to do? Should the ECB follow the market expectations as the Fed has 
been doing?  
 
I am not sure that a complete change in the ECB style and to follow more 
closely the ups and downs of the market expectations will be enough to 
gain, in the short term, the full credibility of the markets. As a matter of 
fact, market short term rates are now adapting up to ECB rates.  
 
But, in any case, if the ECB wants to be more effective in its monetary 
policy implementation, it should be more predictable in its strategy, that is, 
its intermediate targets and how it wants to achieve them must be clear and 
predictable, keeping only a certain dose of ambiguity in its tactics in the 
very short run. This optimal mixture is what the Fed, under Greenspan, has 
managed to achieve. 
 
 
 
 


