
 gdeladehesa 18 Nov 2003 10:12 1/1 

  

     THE ECB’S MONETARY POLICY STRATEGY REVIEW 

 

Second Quarter Briefing Paper for the Economic and Monetary Committee, May 20th 2003                                                                                                     

Guillermo de la Dehesa, Chairman of the CEPR and the OBCE 

 

  The ECB has undertaken recently a thorough evaluation of its monetary policy 
strategy, after four years of practice, since the 13 of October 1998, when it was first announced. 
The initial strategy had three main elements: a quantitative definition of price stability, a 
prominent role for money in the assessment of risks to price stability and a broadly based 
assessment of the outlook for price developments. The strategy was based on a two pillar 
strategy, in which, the monetary pillar, that is, the money growth based on the three month 
moving average rate of growth of M3, was expected to play a prominent role and all the 
economic and financial indicators, which affect price developments, a secondary role. 

 The recent review tries to address that part of its strategy, which, almost four 
years of experience, has proved to be not adequate enough for a proper conduct of monetary 
policy. These issues were, recurrently and openly, pointed out by many academics and 
monetary experts both from the Euro Area and from the United States, from the very beginning. 
In any case, it is necessary to recognize that the Governing Council of the ECB was 
conscientious of these problems and had recognized their inconsistencies in some of its regular 
statements and it has acknowledged them in practice, given its real behaviour in the conduct of 
monetary policy. Now, finally, as David Walton and Kevin Daly (2003) have rightly expressed in 
a somehow visionary report published in advance to the ECB review “the ECB is aligning words 
with actions”. Therefore, it has to be said to the ECB credit that its review is a good and 
politically correct step in the right direction. 

 The actual proof is that ECB has been conducting its monetary policy in a way 
that did not fit totally with its initial strategy. For instance, it has been more accommodating than 
expected when inflation was slightly above the 2% target. It has recognized in practice that it 
was not desirable to let the HICP to fall below 1%. It has also actually acknowledged that M3 
growth was not the right guide to interest rate decisions, at least in the short and medium run. In 
that sense, the changes in its strategy introduced now do not represent much o a change in 
practice given that they were included without saying in its conduct of monetary policy. 

 The first change in the monetary strategy review is that the monetary pillar loses 
its prominent role, at least in practice although not in name. From now on interest rate decisions 
will be based mainly on the economic analysis conducted under the second pillar to identify 
short to medium run risks to price stability. The monetary pillar is only retained in order to 
recognize that money and credit growth are useful indicators in judging medium to long-term 
trends in price increases. Therefore, the first pillar will now be used mainly as a cross-check of 
the results coming out from the economic analysis and, apparently, will not even be used as a 
tool to assess asset price inflation, which was the only reason given, lately, for retaining it. 

 This is an important step, even more so knowing the difficulties of fully 
eliminating the “inherited” monetary pillar. I explained in a previous briefing paper: “Is M3 a 
useful tool to assess price stability?” (Third quarter 2001) how the link between money growth 
and inflation had become increasingly imprecise and the combination of low inflation and 
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financial deregulation had eroded the stability of monetary targets, making progressively difficult 
for central banks to use money growth as a target. This is the reason why the Bundesbank, 
although being able to keep inflation under control for decades, according to later evidence, it 
missed its monetary targets quite often and this is also the reason why, for a while, the ECB 
was missing its HICP target of 2% while keeping its money growth target within its reference 
value of 4.5%. There are clear arguments that explain these paradoxical outcomes. 

 On the one side, M3 was not well measured. Several research pieces showed 
that even using the same model of estimation of a stable function of the demand for M3 (that is, 
using an error correction model, ECM) published by the ECB, it was found that the money 
growth target for M3 compatible with an stable function of money demand was higher than 4.5%, 
given that higher potential growth and lower velocity of money increase the M3 compatible 
reference value. This is the reason why the ECB had to revise the statistics of M3 in May of 
2001.  

 On the other side, there is also evidence that even in a situation of stable money 
demand function does not imply that monetary targeting is advisable or that the money growth 
indicator is a good predictor of future inflation. There is no systematic relationship between 
monthly variations of M3 and central bank money (defined as the sum of bank deposits with the 
ECB and bank notes in circulation), which the ECB tried to influence directly through its 
refinancing operations. Moreover, there is also evidence that the correlation between the stock 
of central bank money and M3 appeared to be very loose even for long periods of time. 
Therefore, manipulations of the stock of central bank money through refinancing operations will 
not help to bring M3 growth to its reference value, but rather, the ECB needed to use interest 
rates changes to influence money creation in the banking sector as well as real GDP and the 
portfolio preferences for liquid funds, which really determine money demand. 

 This is the reason why the two pillars were standing next to each other with little 
apparent connection and the ECB was relating to one or the other to justify interest rate 
changes. Such a strategy was leading to confusion making its communication policy difficult to 
understand and, therefore, less credible. The reason being that interest rate changes affect 
variables in both pillars, that is, not only M3 but also economic activity. It would made only 
sense if strong M3 growth was associated with above potential economic growth, which it was 
not the case in the Euro Area, where inflation was dominated by supply shocks such as higher 
oil prices, higher food prices or labour market rigidities. 

 Finally, after the 11 of September, when the demand for short term financial 
assets increased very fast as investors were looking for liquidity, the money supply increased 
very fast, but it was not a signal of future higher inflation but of a future probability of deflation.  

 Given this evidence, it seems very positive the decision by the ECB to 
downgrade and keep the monetary pillar only as an extra indicator once the economic analysis 
gives the basis for its interest rate decisions. 

 The second strategic decision by the ECB in the review is to accept that the initial 
definition of price stability as “price increases less than 2% over the medium term” was too 
imprecise and provides insufficient safeguard against the risks of deflation. From now on the 
ECB has made clear that it will aim at “maintaining inflation rates close to 2% over the medium 
term” underlining the “ECB commitment to provide a sufficient safety margin to guard against 
the risks of deflation”. It also addresses the issue of the “possible presence of a measurement 
bias in the HICP and the implications of inflation differentials within the Euro Area”. Since the 
ECB had previously indicated that 1% represented the floor, it is reasonable to believe that the 
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ceiling should be 2.5% to 3%, what leaves a higher margin of manoeuvre for the conduct of its 
monetary policy.   

 There are many arguments to support such a decision. It is right for the ECB to 
avoid not only the costs of inflation but also the costs of deflation, mainly after the experience 
suffered by the Japanese economy. 

 On the one side, the costs of high inflation are important. If it is anticipated, there 
are administrative costs of physically changing prices and wages (menu costs) If it is not 
anticipated there are even larger costs associated with misallocation of resources, with the 
distorsion in financial markets where long-term investment tends to deteriorate and, when 
inflation is very high, with the redistribution of income through transfers from the citizens who 
have very little knowledge to the ones who have better information and from depositors and 
creditors to debtors.  

 On the other side, deflation has also high costs. First, the measurement of 
inflation becomes much more difficult given that the quality improvements are not captured by 
consumer price indices. Second, real interest rates tend to rise without limit if inflation is 
negative favouring creditors at the expense of debtors, whose debt increases at a fast speed, 
and tend to produce, eventually a “liquidity trap”. Third, there is no possibility of adjustment to 
costs in case of shocks, given that the downward rigidity of wages becomes exacerbated, 
resulting in higher unemployment and less growth. Fourth, paradoxically, the countries with 
lower productivity growth will tend to have lower inflation rates than the ones with higher 
productivity growth, which should be more competitive. 

 Therefore, the decision by the ECB to target an optimal rate of inflation of “close 
to 2%” allows the ECB not to change the basic definition of price stability, in order to avoid any 
deterioration of its anti-inflationary credibility and, at the same time, to avoid as well the 
possibility of falling in a situation of deflation. This is coherent with the evidence provided by 
different recent empirical research that shows that the optimal rate of inflation lies somewhere 
between 1% and 3%.        

 Nevertheless, it would have been easier for the ECB to take, in this strategic 
review, two straight simple decisions to make the conduct of monetary policy more transparent 
and credible. The first one is to drop altogether the fist pillar and to concentrate, exclusively, on 
a more explicit inflation targeting.  The second one is to announce a midpoint inflation target of 
1,75% and a symmetric band or range around it up to percentage points wide, from 1% to 3%. 
As a matter of fact, the ECB has been behaving lately as if this was exactly the set up for its 
monetary policy. Maybe the ECB is right and it is better not to tide its hands too much, there are 
also arguments in favour of that option. Time will tell. Let us wait for the next review!  
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