Vysoka skola ekonomicka v Praze
Fakulta Narodohospoddaska

Obor: Ekonomie

Nazev bakaldske prace:

Second (monetary) pillar of the European Central Bak’s
monetary policy — history of its genesis, charactestics and

its relevance to the ECB’ s monetary policy

Vypracovala: Katarina Duvava
Vedouci bakal&ské prace: Ing. Miroslav Kolar, M.A.

Datum odevzdani prace: 3 .1. 2008



Index

1o o[8[ i o] o PP PP PP 2
1. History of genesis of the monetary pillar. ... 4
1.1. The situation of eXtremMe UNCEITAINTY ... . eeeeeiieeeiiiiiiiiiiiira e e e eeaeaeeeeeeans 4
1.2. A strategy Was NEEUEM............uuuuummmmmmme e e eeeeeeeeeeeeeetr s e e e e e enaaeaeaaeeeaaeeeeees 5
1.2.1.  The choiCe Of @ Strat@gy ........uuuureeeeeeeeiiiiiiiiiiiees e e e e e eeeeeeeeeeeeeesrenenneeennene 5
1.2.2. The introducing of the monetary policy gggtof the ECB ... 8
1.2.3. The main elements of the monetary policgtegy of the ECB........................ 9
2. Characteristics of monetary pillar .........coooeuumeiiiiiiii 13
2.1. M3 - monetary aggregate compatible with psiadility.............cccooeeeiiiiinnnnnnn. 13
2.2.  The reference value — representative of theetaoy pillar................cccoeviiiiiiinnins 16
2.3. How the monetary pillar WOrKS...........cocemmoiiiiieiiiiie e 19
3. The relevance of the monetary PIllar..... o ceeeeeeeeieeiiiii e eerreee e e 20
3.1 The lack of tranSapPrenCy......c.oove i e e s e e e e e e eaeans 20
3.2 Monetary policy decision in contragth the monetary pillar.......................... 24.
(@] 3 Tod 11810 o H PP 32
Y 0] o 1= T [t S 34
Alternative monetary policy strategies and the seasvhy the ECB did not go the
CONVENTIONAI WAY ..o iiiiiiiiiiiiiiiiiiii e ettt s e e s e e e e e e e e e e aaaeaeeeeeeeeeeeeeesnsnnnnnns 34
VLo gLy =T VA =0 =3 1] o IR 34
] E= Vi o] g I = U o =1 [ Vo P PPUPPRRRS 34
EXchange rate targeting ... ... oo 35
Y o] o 1= T [ SRS 36
The medium-term orientation of the two pillars 8O ... 36

R I BN CES . .. e e e e 0034
LISt Of CAITS ... oo e e e e e e e e 39

YA o 1Y 1 =1 P ()|



Introduction

The European Central Bank (ECB) has been in operaince January 1999, when the euro
area was created. In January 1999 the Governingcllaef the ECB introduced its monetary
policy strategy which was to conduct the monetanycy in the Monetary Union. To conduct
monetary policy means also to conduct lives ofionk Monetary Union inhabitants.

Therefore, it was needed to consider every singt#, fnot to omit anything, to gain the

credibility right from the beginning and not to neany mistake.

The Monetary Union itself was a big challenge, kiigtorical phenomenon which touched
every single life. Having this responsibility, thenetary policy strategy chosen by the ECB,
introduced as a “two-pillar approach”, was rathdéfedent from the standard and thus
triggered a debate. The Governing Council of th&FE€specially the first chief economist of
the ECB, Otmar Issing, did not want to go the comomal way as those starting conditions

were everything but conventional.

The Czech Republic joined the European Union in4280d it is a matter of time when it
joins also the Monetary Union. Then there will fieeted also lives of us — inhabitants of the
Czech Republic. This was the main reason why | fedasen this topic, to get familiar with
the monetary policy which was created in such aredainty and which will — sooner or later

— also part of our lives.

This bachelor paper is dedicated to this uncomneeat monetary policy strategy, trying to

make clear why and in what aspects this monetaigypstrategy is out of way.

Section one is describing the circumstances undhechathis strategy was created, trying to
show that the decision was not made easy, as wath ahow how big will it was given to

make it work. This section includes the componentsie monetary policy strategy as well as
its introduction to the public. This section is dised on general information whereas the
second part focuses mainly on the monetary pilldre-topic of this bachelor paper. In section
two it is explained how the monetary pillar wasategel. The main components of this pillar:
the monetary aggregate M3 and announcement ofefieeence value, its derivation and all

the factors that were taken into considerationalynit describes how it should work.

After these rather descriptive parts there is di@edhree which is trying to evaluate the
relevance of this monetary pillar for the real fuocing of the ECB monetary policy. The

theoretical points discussing how this monetaryapishould work is far away from the
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reality. And this part using many charts to dem@istand support this view is trying to

clarify the main role of the monetary pillar in tB€B two-pillar approach.

This paper as a whole is intended to make a bxiefirsion to the creating of monetary policy
strategy in the conditions where nothing could hiaeen taken for granted where deliberation
was the leader of the Governing Council. It triesdiscuss, however, if this was a right
decision, to choose as a strategy the two-pillppr@gch, and to discuss the merit of the

unconventional part of this strategy — the meritnainetary pillar for the goal set by the ECB.



1. History of genesis of the monetary pillar

Otmar Issing was the first chief economist of the European 2émank (ECB) which has
been in operation since June 1998. It means thatsenen months were left to start monetary
policy for the euro area by a brand new institutionly seven months were left for the ECB
to get its face in the eyes of the public. To gam credibility in those eyes means to take the
right decisions from the very beginning. And ak tlecisions, which were so important for

the future of the ECB, were taken under the coowlitiof extreme uncertainty.

1.1. The situation of extreme uncertainty

All the central banks face to some level of undetya But what faced ECB was mainly
caused by the transition to Stage Three of EMU. Sihgation, where there was a terrible
need to adopt the right strategy for the monetalicy of the euro area, and where nothing
could be taken for granted, Otmar Issing describesdway: ‘Never have | felt the impact of
uncertainty so acutely as in the weeks that pretechel followed the introduction of the euro

and the birth of the single monetary policylssing 1999, 1)

First, being successful in conducting monetarygyoeans to have qualitative as well as
guantitative information about lags and magnitudieshose days it was difficult to identify
the nature as well as the possible persistencetehpal shocks as there was an uncertainty
about the state of economy caused by the lackeoflttta at the beginning of January 1999.
Monetary Union created a brand new economic area,which no comprehensive and
harmonized data were collected in the past.

Second, there was a question of a right choice adats which would be appropriate for the
assessment of the current state of the functioafripe economy and a question of the link
between them. And there was also a question ofilisgabmong those countries which
underwent a preparation — structural changes ®EMU membership.

! Issing was born in Wiirzburg, Germany in 1936. Befoecoming a central banker, he spent more than 30
years in academia doing various researches. In,1#8Became a member of wise men advising the goet

— expert for the assessment of the economic trelimd4.990, he became a member of the board of the
Bundesbank.

Otmar Issing was a chief economist of the ECB i@8L9 2006. After retirement from this function, decepted

a position in Goldman Sachs, the U.S. private itnaest bank as an international advisor.



Last but not least was the question of the imp&ehanetary policy provided by the ECB.
How will private agents such as investors, markietsiseholds react to the disappearance of
their national currency? This hinged on the abitifythe ECB to master the situation but in
these conditions any conducting of macroeconomalyaes or forecasts might have been

complicated.

All this elements contributed to the uncertain afilon in which the monetary policy of the
ECB was to be born. Probably this uncertainty cdubkat the Executive Board of the ECB
led by Otmar Issing chose as a strategy of the taoneolicy a very unusual and in the eyes

of the public very controversial approach.

1.2. A strategy was needed

In the situation described above, it was highly am@nt to maintain the credibility of the
ECB for achieving its main target — price stabibty it was a new institution lacking a good
reputation of its own. There was a chance to tertsie credibility from the previous central
banks, that were components of the Euro systeitinetmew one, but it was not a question of

simple promise to do their best to maintain priedity.

Credibility of the monetary policy is closely accpamied by its discretion as well as by

clarity in communication.

A strategy, that could be able to maintain famdugd Cs of central banking: credibility,
consistency and continuity, was needed.

1.2.1. The choice of a strategy

The question was what kind of strategy. The regmehich the monetary policy of the ECB
was to be adopted could be described at leastigaauaccording to all the above mentioned

factors.

When creating the strategy, the chief economistadtiesing knew that for every mistake
made would be paid a lot. To quote his wofds an academic, you can write a new paper if
the first one is badly received. As a central bankee misguided decision may have an

impact on millions of people(Issing, 2006, 2)



1.2.1.1. The process of adopting the right strategy

Those factors or worries were not the only roadblben implementing the
strategy. According to Goodhart, not only econoniicgieneral, also macro-
economic views and even Central Banking are subjedashion.

Monetarism became somewhat unfashionable and the steeam, neo-

keynesian approach, claimed that there was no méethonetary cross-

checking and that the monetary analysis by itsefaod for nothing and what
IS more, it is superfluous. Deviate from this stneautomatically meant to be
out of “in crowd”. (Goodhart, 2006)

Nevertheless, Issing was convinced that the customéation forecast and
economic analyses alone could not be sufficienisbias decision-making as
these have a time horizon usually one to two yaadsit is inevitable for such

a decision making not to ignore longer-term devedepts. (Issing, 2006).

Moreover, as it was already mentioned, the datesin around the start of
Monetary Union was more than unsatisfactory. Thienegion of the output
gap, which plays a central role in the “fashionébleo - keynesian approach,
is based exclusively on the reliability of data.

Relying on the data coming from different institunts varying widely would be
more than doubtful. It is obvious, that the relidyiof this approach stemmed
from the reliability on the inflation forecast.

The ECB came to the conclusion that relying ondgingle forecast would not
be wise, considering all the uncertainties as asliconsidering the fact that
this approach would not be able to involve the rimfation coming from the

monetary developments to identify risks to the ntamget over the medium- to

long-term.

On the other hand, he also knew that it would reotblvisable just simply to
emulate the Bundesbank’s monetary policy stratdggnanetary targeting
from several reasons: as a central banker in thel@bank, he experienced a

wild volatility of monetary aggregates. Also in #eodays it was difficult to

2 The alternative monetary policy strategies arartyedescribed in Appendix 1.



explain this to the public and even to persuadedbspite this the Bundesbank

should be stick to its monetary targeting.

It is easy now to imagine how difficult it would Ib@ explain such volatility to
the “Monetary Union public’ even when it was motean sure that the
Monetary Union money aggregate could experienceinailas volatility

considering the institutional and behavioural clenlinked to the transition to
Monetary Union. The risk that the ECB had to abanit® strategy soon after
its adopting would mean that this brand new insttu would lose the

credibility for years.

Furthermore, also the existence of non-monetaiyrinétion vital to decision-
making aimed at price stability contributed to faet, that monetary targeting

was excluded as an option.

All the above mentioned reasons of course do nplyithhe denying of the fact

that there is a long-run relation between price raodey.

Despite all the above mentioned objections agdivesinflation targeting, it is
definitely useful for central bank’s policy analysiBut according to Issing,
including the monetary analysis in the strategyiial to central bank’s the

decision-making process. (Issing, 2006)

1.2.1.2. The adoption of the right strategy

Having considered the uncertainty surrounding memyepolicy in general as
well as the uncertainty linked to the introductafreuro in particular, the ECB

chose a strategy that was prepared to face thegeeucircumstances.

Keeping on mind, that‘Inflation is always and everywhere a monetary
phenomenon in the sense that it is and can be pestonly by a more rapid
increase in the quantity of money than in outpét.steady rate of monetary
growth at a moderate level can provide a framewankier which a country
can have little inflation and much growth. It wilbt produce perfect stability;
it will not produce heaven on earth; but it can maln important contribution
to a stable economic society.(Friedman, 1970), there was not a question
whether to or not to include a monetary analysishie strategy but how to

create a comprehensive assessment of the riskeogpability.



Firstly, coming to the conclusion that inflationshaltimately a monetary
nature, the ECB assigned the money a prominentwbkn formulating the
monetary policy decisions aiming at the main targétis prominence of
money was labelled as the first pillar of the ECBi@netary policy strategy.

Secondly, recognising the important information gmmfrom non-monetary
factors relevant for the monetary policy decisiotie ECB also announced,
that in addition to the thorough analysis of monetéevelopments, there will
be also a broadly based assessment concentratitfteomide range of other

economic indicators. This assessment was labefl¢ldeasecond pillar.

Finally, the ECB adopted a credible, consistent emgtinuous strategy — at
least they believed so - framework based on theptars for structuring and
analysing all the data relevant for decision makihgt combines both

economic and monetary analysis in order to achileegrice stability.

1.2.2. The introducing of the monetary policy strategy othe ECB

The main elements of this strategy were introduoetthe public at the press conference held
on 13 October 1998 by the president of the ECB @NillF. Duisenberg who communicated
the adoption of “A stability-oriented monetarylipg strategy for the ESCB”.

As Issing mentioned in his text, initially, thererg identified three pillars of the strategy (the
third one was regarded as a quantitative definitbprice stability). The much debated term
two-pillar approach of the monetary policy as wewrit today has its roots at this conference
(in spite of the fact that this term was officialigopted by the ECB in January 1999), where a
journalist asked the president about monetary pdicategy regarding dual pillars of the

strategy. His question was a sign of good commtioic®f the ECB. (Issing, 2006)
The term of dual-pillars strategy was officiallyogded by the ECB in January 1999.

The first decision Otmar Issing as a chief econbimsl to make to fulfil the ECB’s mandate
was to create an all — encompassing monetary pstieyegy where no relevant information
could be overlooked and simultaneously all the rimfation is arranged so as to be able to
identify all the possible risks to price stabildg time and in consistent manner. (See Chart 1)



1.2.3. The main elements of the monetary policy strategyfahe ECB

As this deliberation was guided through transpayeaiiout the strategy, the article published
by the ECB in the first Monthly Bulletin (ECB, 19P6xplains the adopted strategy in detail.
This strategy consists of the three main elemeptantitative definition of the main target of

the monetary policy - the price stability and th® tpillars of the strategy which are used to

achieve this target.

1.2.3.1. Quantitative definition of price stability

The term price stability as the primary objectifélee ECB’Ss monetary policy
does not give a precise definition what is meanthiay price stability. In order
to clarify that, the Governing Council of the ECBnaunced in the ECB
Monthly Bulletin in 1999 the following definitionrfown as the quantitative
definition of price stability:

“Price stability shall be defined as a year-on-year increase inHaemonised
Index of Consumer Prices (HICP) for the euro aréébelow 2%: “ (ECB,
1999, 46)

3 The HICP for the Euro area was compiled in 199%hyopean Commission (Eurostat) in close cooperation

with its main users: European Monetary Institut™(Eand later the ECB3.

In fact, the HICP is a set of several indices dakewdl on the basis of harmonisation: The Monetamiob) Index
of Consumer Prices (MUICP), which aggregate indioéghe eurozone countries, The European Index of
Consumer Prices (EICP), that is for eurozone ciesaind the other EU countries and the nationaRsI@hich

is for each of the member state, as it is describbedshort guide published by Eurostat. (Euro@94)

The harmonisation of HICPs is based on severalefjues and EC Regulations and consists of selected
calculation. It is a calculation of consumer spagdiwhich is reached by the combination of certrdlection

(via e-mail, mail, internet...) and visits to locatailers, quality adjustment — because it is inguttrto recognise
how the price rose according to the higher qualitgjghting of the goods and services basket — thePH
respect the fact, that the distribution and natidirgoods andservices is different within the countries and tfus

is based on the prices which are representatieadh country, this means, that there is no unif@unobasket”

The MUICP is calculated as a weighted average ®fetirozone countries whereby more than millionrafep

observations is made every month when calculatiegHtiCP. (Eurostat, 2004)



Due to the above mentioned definition the pricéistg is to be maintained

over the medium terfn

This quantitative definition of price stability wasnounced by the Governing

Council for several reasons.

Firstly, it can help to make the policy more trasngmt as the main goal of the

strategy is clearly defined.

Secondly, the clear definition of the goal providesmeasurable yardstick
against which the ECB can face questions when tloegpdeviate from the

definition.

Finally, the definition provides a guidance whemiong expectations.

1.2.3.2. First pillar’ — an assessment of the outlook for price developmts

The first pillar — the economic analysis makes stirat the interplay between
supply and demand is taken into consideration wdhatuating the risks and
shocks to price stability. For the decisions magehe® monetary policy it is
very important to know, whether the shocks comimg om demand or
supply side, from domestic or external source wéretiney are of permanent or

temporal character.

The economic and financial variables included this analysis: developments
in overall output, aggregate demand and its commsnéxpenditures, net

export, savings), broad range of various price caidirs, developments in

* For the reasons of medium term orientation off"s monetary policy strategy, see Appendix 2.

® In 1999 money were given a prominent role, thathy the monetary pillar used to be the first ohthe

two-pillars strategy. At the ECB’ press confereaneéMay 8, 2003, Duisenberg with Issing confirmeel th
two—pillars strategy, by reducing the prominencenoiney, because, according to the Issing’s presamtahe
monetary phenomena were not fully captured in cotioeal forecasting models (Issing, 2003). Thet firidlar
became the second and was also relabeled “monataalysis”. The broadly based assessment was also
relabeled “economic analysis”. Discussing the mamnetnalysis as the second one was taken as a ofiean

cross-checking the economic analysis. More desditait these changes can be read in the further text
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exchange rate, the global economy, financial markegtock prices as well as

development of unit labour cost, wages or fiscdicgastatistics.

This analysis enables to focus on the effect onepdevelopments coming
from the cost pressures; it is also useful wheessisg the dynamics of real

activity.

1.2.3.3. Second (monetary) pillar — a prominent le of money

A very brief description of this pillar says thdtet monetary analysis pillar
comprises all the information from various monetand credit aggregates,
exploiting the long-run link between money and gsiclt serves to figure out
the risks to price stability as a means of crosskimg over the medium to

long term.

As it was already mentioned, the ECB needed amramlbmpassing strategy, where no
relevant information could be overlooked and siam#tously all the relevant data were

arranged in the consistent manner.

The cross-check as it can be seen from the Chaetdlv is that tool that ensures that all the

information is arranged in the required way.

This two pillar approach constitutes a framework ¢ooss-checking indications from the
shorter-term economic analysis to the longer-teranatary analysis which guarantees that
the decision making will avoid the over-relianceasingle factor or forecast thanks to what
the monetary policy strategy aims at adopting ausbbmonetary policy in an uncertain

environment.
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Chart 1: The stability-oriented monetary policy strategy of the ECB

xl

Source: ECB, 2004

The ECB decided for its own diversified approacahtfie world, there was not any strategy
combining both monetary and non-monetary elementsa consistent forecast of inflation)
which is neither monetary targeting nor inflati@ngeting or even a mixture of these two. It is
a brand new strategy designed as an answer tonigeieu situation which the ECB was
confronted with.

As this bachelor paper is concentrated on the naoyetnalysis, all the following pages are
going to be dedicated to the features and functgrof this pillar as well as to the

controversial points of view regarding its merithe price stability.
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2. Characteristics of monetary pillar

The Governing Council of the ECB gave the moneyr@mmnent role in the Eurozone’s
monetary policy strategy having considered that etemy data are collected in a timely
manner and in more consistent way that any otldecamors. Especially this fact gives money
and its development an ability to constitute a retand reliable “nominal anchor” for

monetary policy aiming at its main target — pritabdity.

Indeed, the monetary policy decision making baset anly on standard economic and
financial forecasts but also based on the monehlea to see beyond those shocks that have
just a transient character and impact on priceilgtabnd not to yield the temptation to take
an activist course, because as Friedman saysest miot pay off to be too activist in the world

full of uncertainty. (Friedman, 1970)

Thus, the main challenge of the monetary pillaioisee through short-term disturbances, in
order to extract those which could have a longentampact on the price stability in the

future.

The monetary policy strategy of the ECB recognibestask by assigning a prominent role to
money, having announced a benchmark for the assessshthe monetary development - a
guantitative reference value for the growth of thenetary aggregate M3. The reference
value constantly reminds that besides the respgridireconomic developments, the rate of

money growth must be always consistent with theepstability objective.

2.1. M3 - monetary aggregate compatible with price stality

In the line with international practice, the ECRmdified narrow (M1), intermediate (M2) and

broad money (M3) aggregate. (See Chart 2)

The decision to identify M3 as the key indicatoedidor setting the reference value was
based on its favourable empirical properties, ngnsbility and ability to indicate the price

level as it is clearly explained in ECB Monthly Batin.

13



Chart 2 : Definitions of euro area monetary aggregtes

xl

Source: ECB, 1999b

An answer for the question why it was M3 chosen tlentify the reference value and not any other

monetary aggregate and what the above mentioned faurable properties were can be easily found in the

Chart 3.

Chart 3: Monetary aggregates for the euro area

xl

Source: ECB, 1999b

In the period of 1987 — 1993, there was a rathpidrgrowth rate in comparison with M2.
This was caused by growing volume of MMF shareséuand money market papers (ECB,
1999b), which is with its 7% a reasonably big comgrd of M3. (See Chart 4) These
components have high potential to lead to instizdslin money demand, thus M3 can show a

stable relationship with the price level.
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Since 1990 the growth of broad monetary aggregkteresl down (bringing the future

inflation reduction in euro area) and since the @nti996 it keeps a stabilised rate between
3,5 - 5%.

Moreover, the chart also illustrates that the mosets in aggregate M1 are rather volatile,
sensitive to changes in interest rates — whateésabithose reason why this indicator could not

be used when identifying the reference value.

Chart 4: Percentage shares of the components of M3.

xl

Source: ECB, 1999b

Another important indicator for assessing the bahawover long periods is their velocity of
circulatiorf. As it can be seen from the Chart 5, the veloaity!3 slowed down in the period

of 1993 and immediately increased sharply in theogeof 1994 — 1995. This was caused

® The income velocity of M3 is defined as followsiminal GDP/nominal M3 (ECB, 1999)
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mainly by changes in the fiscal policies acrossate countries — changes as well as by the
exchange rate crisis (ECB, 1999b).

In spite of these persistent volatilities in theipe of mid-1990s, the econometric analysis
concentrating on monetary aggregates in euro agaost M3 as the holder of long-run
stability of money demand in euro area. Furthermaceording to these analyses the M1 does

not appear to have any long-run stability. (ECB®

Chart 5:M3 velocity trends for the euro area

xl

I

Source: ECB, 1999b

2.2. The reference value — representative of the monetapillar

The reference value for broad monetary growth ggihed to help the Governing Council to
evaluate the behaviour of M3 in such a way thatiit guide them when making decisions

aimed at price stability.

In order to fulfil this task there are two featuesssential for the derivation of the reference

value.

Firstly, the monetary aggregate used for definimg teference value should prove a stable
relationship with price level (chapter 2.1. wasidatéd to this relationship) as the derivation
of the reference value should be consistent wittestability.
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Secondly, the monetary aggregate should contairornmdtion about future price
developments as there is an assumption that |lateyeéations of the monetary aggregate from

the reference value should indicate risks to stedility.

The derivation of the reference value is based ediam-term orientation which is more
stable than the short-term one, thus the monetggyegate for which the reference value was
designated (M3) does not need to be controllabtbershort run what means that the concept
of the reference value is not obliged to correctiaens of M3 from the reference value over
the short-term. (See Appendix 3)

2.2.1 The derivation of the reference value

In a view of the medium-term orientation and acoaydto the quantitative price stability
definition, the reference value was derived onlihasis of assumptions about medium term
developments in all of the parts included in thdl Wreown quantity equation which says that
the change in money is identical with the changeaminal transactions (approximated by

the changes in inflation).

This is a relationship between changes in monaggsowth (AM) on one side and changes in
developments in the price leveAR), real GDP AYR) and income velocity of circulation
(AV) on the other side as it is shown below (ECB,2Q28):

(AM) = (AYR) + (AP) - (AV).

The Governing Council of the ECB announced the feference value on December 1, 1998

which was set at an annual rate of 4, 5%.

How did they come to this result? The answer corfnesi the Tools and Application
published by the ECB:

As it was already said the derivation of the rafesevalue is based on:
» Definition of price stability:

“Price stability shall be defined as a year-on-yearease in the Harmonised Index of
Consumer Prices (HICP) for the euro area of bel#w 2 (ECB, 1999a)

» Potential output growth — the trend in real pon@DP growth was in 1998 set as

17



2 — 2, 5% per annum

* Trend in the velocity of circulation of M3 — thedli@e of M3 velocity in the range of

0, 5 - 1% per annum was a result of various complerey demand models.

Taken together all the upper bound limits they wiazdme to the result of 5, 5%. But because
the quantitative definition of price stability sajlselow 2%" and because the trend decline
lies rather under its upper bound, the first rafeeevalue was set at an annual growth rate of
4, 5%. (Klockers, Willeke, ECB, 2001)

This reference value was constant in the periotlo® — 2002 as there was no evidence of
changes in the included assumptions, thus no reflasarhanging it. During this period, the
Governing Council reviewed the trend in GDP as wslin the trend of velocity at the end of

each year.

In May 8, 2003 at Press seminar on the evaluatiothe ECB’s monetary policy held in

Frankfurt, the Governing Council announced, tharéhwon't be any other reviews of the
reference value on the annual basis as they cdirmekpected to change frequently. (ECB,
2003)

According to Issing, these reviews led also to usiuin, as there was a misconception that the
yearly reviews led to a yearly reference value assame kind of money development
indicator which it was not intended to be. It dowd mean that they will skip it, they will
monitor it and if there is any relevant changewiil of course have consequences for the

reference value. (Issing, ECB, 2003)

" This assumption was based on the behaviour of @[pBst decades as well as on the estimations made
various international organisations and ECB. Reigartb the past behaviour, in 1999, there was ndegxe
showing that the real GDP should deviate from trge.

18



2.3. How the monetary pillar works

The main idea of the mechanism of monetary pillarfectioning is to compare the reference
value, which was derived in order to be consisteith the price stability, with the actual

money growth represented by the money aggregate M3.

The monetary analysis includes discussion of coraptsnand counterparts of M3 in order to

determine the monetary impulses in the economy.

The Governing Council decided to analyse developsnenhM3 in relation to the reference
value on the basis of 3-months moving averageefwlelve monthly annualized growth rates

— this was to smooth out the rather volatile magnthictuations. (See
Chart 6)

Deviations of the actual monetary growth M3 fromne theference value, under normal
circumstances, mean an emergency to price stabilitgse differences are processed by the
ECB alongside other information and are not coeg@chechanistically, in other words, the
difference between the reference value and the tagngrowth do not induce any automatic
reaction. (ECB, 2000)

Chart 6: M3 growth and the reference value

xl

Source: ECB, 2001
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The monetary pillar of the ECB’s monetary policysv&aid to work in this way. If it really
works in this way, the question of its effectivenesd its relevance to the maintaining of the

price stability, if any, is going to be discussedhe following chapter.

3. The relevance of the monetary pillar

As it can be seen from the

Chart 7, the monetary policy of the ECB is reldinv&uccessful with respect to its main goal
— the pursuit of the price stability. The questi®mvhether this price stability is also a merit of
the monetary pillar and if, how much the monetatipcontributed to the price stability in

the euro area.

Chart 7: Headline and core inflation, euro area

xl

Source: ECB, 2006

The concept of monetary pillar was under a subfctintense debate from the very

beginning.

8 Begg et al. (2002), Svensson (2003)
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The opinions about the contribution of monetarylapilto price stability as well as its

interpretation were rather sceptical from many {soof view.
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3.1. The lack of transparency

The fact that the ECB at the start of its turn mekd credible monetary policy was already
mentioned on the page 5 of this paper. It was sacgd4o maintain those three famous Cs:

credibility, consistency and continuity.

However, and it is paradox, regarding the monepdtsir, on one hand the continuity of the
ECB’s monetary policy is the only C that was meimgd by the monetary policy on the other
hand it is just the continuity of the two-pillar@pach of the ECB monetary policy that is still

under the intense criticisn

Other Cs: credibility and consistency are questioridne monetary policy of the ECB as a
whole is definitely credible and consistent wittspect to the maintenance of the price
stability. The question is what role the monetaiifap plays in the monetary policy

framework and in what range the monetary pillar ¢d@gributed to the two Cs.

Above all, the ECB gave the money a prominent wdien inducing the monetary policy, but
has never explained satisfactorily its real comtitn to maintaining the price stability, what
has led to the doubts about the sense of the nryrtiar. In addition, it seems as if they left
the ambiguity on purpose, as if they wanted to heveugh room to interpret the monetary

pillar according to the current situation.

This opinion is strongly supported by the statemerECB Monthly Bulletin. On one hand,
the Governing Council announced the reference valuerder to get useful information
flowing from the monetary developments in crediatel coherent way (ECB, 1999) on the
other hand; they did not do enough to make the emnof the reference value more
transparent and thereby credible. This transparemeyd be higher if there was stated which
movements of the monetary growth are dangerousetpitice stability.

Instead of such a clear statement, they left agtbole” from the exact attitude by setting the
condition for the functioning of the monetary pilldHowever, the concept of a reference

value does not entail a commitment on the parthef Eurosystem to correct deviations of

9 “The reduction of the prominence of monetary aggtes is in the right direction, but it would bettbr to

combine the two pillars to one and explicitly adfekible inflation targeting.” (Svensson, 2003, 1)

22



monetary growth from the reference value over thertsterm. Interest rates will not be
changed mechanistically in response to such dewiatin an attempt to return monetary
growth to the reference valtie(ECB, 1999, 48)

This statement itself contributes to big ambiguégarding the clarity of the monetary pillar.
As it will be described in the following text, th@overning Council strictly abides by the
statement above when making monetary policy dawssidhe interest rates were never
changed mechanistically as a response to the erntdd48 above the reference value; on the
contrary, they were set exactly in the oppositedaion of the monetary growth. (Sekeart §

Chart 8: M3 growth and ECB interest rates
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What is then the main idea of the monetary pill#?at role does it play when providing the
monetary policy decisions? Does it make senseithifie period of increasing money growth
(in fact, this occurs almost since the beginningufo area) the interest rates are lowered by
the monetary policy decisions made by the Gover@ngncil? What transparency here can
be discussed?

Another point, in the period of the last eight years, since the beging of the ECB’s monetary policy

the monetary growth represented by M3 aggregate ereded the reference value by rather big margins
(SeeChyba! Nenalezen zdroj odkay, but despite this M3 growth and especially its deations from the
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reference value, this did not have any considerableffect on the inflation in euro area. (See

xl

Source: own construction from the ECB data

Chart 10Chyba! Nenalezen zdroj odkas. )

This is little bit unexpected and controversialneéamt in the monetary policy decisions when
the deviation of the M3 from the reference valusagl to contain information about possible
risks to the price stability. As it can be seemfrtheChart 10 even the extremely excessive
growth of M3 in the period of 2001 — 2003 did netvh any particular impact to the price
stability.

If it contained information about possible riskgnce stability, why the inflation remained
almost constant even in the period of 2001 — 20@8n there were rather violent upward
deviations of M3 from the reference value? Is itdffective monetary policy decision? If so,
why then the interest rates set by the ECB wenthe) opposite direction? (Seéghyba!

Nenalezen zdroj odka.)*

19 The monetary policy of the ECB is conducted vamsmission mechanism, by which the economy is
influenced generally and price level particulaiije ECB, having the monopoly power over issuing eyoran
fully decide about interest rates of funds thatE@B provide to the banking system. These inteedss affect
the money market interest rates directly and ledimd deposit rates which are set by banks to tluistomers
indirectly. (ECB, 1999)
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Chart 9: M3 growth

xl

Source: own construction from the ECB data

Generally when there are risks to price stabitlg, ECB raises the interest rates in order toiot$tre amount

of money and vice versa.
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Chart 10: Euro area inflation, growth in the moneystock and the reference value of ECB

xl

Source: Rich, 2007

The criticism from both academic and non-academoagd was not cut dead by the ECB. In
2003 the monetary policy of the ECB underwent amerimal revision which, to
disappointment to those who hoped for more tramspanonetary policy regime, led to the

confirmation of the two-pillar strategy includingrae more “clarification”.

These changes were published at the press semifaankfurt in 2003 and it is a question if
this was really clarification, because after thesentation led by Otmar Issing there were
raised some question that really did not prove ttet ECB was successful in the

communication of this clarificatioh.

However, the ECB monetary policy continued in iiitcoversial two-pillar approach and at
the conference “The ECB and Its Watchers VII” hetd 3¢ June 2005; Otmar Issing again
confirmed the importance of the monetary pillar tbe ECB monetary policy decisions:
“...we rely and we will continue to rely — on the ratary pillar of our strategy.”(Issing,
2005)

1 ..what does ,close to 2%"“ mean in the definition dte stability? Is it a little bit less than 2%, average,
in the medium term or is it a pure inflation targewv?”(ECB, 2003, 1)
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How can the Governing Council claim that the presesf monetary pillar is inevitable when
making monetary policy decisions in the situatioh relatively stable inflation rate
accompanied by rather considerable fluctuationsyamey growth, when there is no evident
stable relationship between monetary growth anddtesof inflation?

3.2. Monetary policy decision in contrast with the monedary pillar

Let “s have a look at the time period in which ¢hesere first considerable deviations of M3
from the reference value. It was the period of 26@003. The ambiguity can be easily read
from the Table 1 and Chart 9, where lowered interases on the main refinancing

operation¥ were accompanied by the rise in M3 growth.

Table 1: The Key ECB interest rates

. . . : Marginal
Deposit | Main refinancing .
DEUE L) facility operations I?gg'”nyg

Variable rate
with effect from Level tenders Minimim Level
bid rate Level

2001 | 11 May 3,5 4,5 55
31 Aug 3,25 4,25 5,25
18 Sep 2,75 3,75 4,75
9 Nov 2,25 3,25 4,25
2002 6 Dec 1,75 2,75 3,75
2003 7 Mar 15 2,5 3,5

Source: own construction from the ECB data

The monetary pillar thus seems to be confusing deeas not react to the growth rate of M3,

which is permanently higher than the referenceezalu

At the times of creating the monetary policy foe #uro area, it was said that the two pillars

will have approximately the same weight when euatigapossible risks to the price stability.

The fact that it is not clear what weight is giventhe both pillars and which prevail when

making the monetary policy decisions contributetheofurther confusion.

12 MRO provide the bulk of liquidity to the bankingssem.
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However, according to the growth rate of M3, thenetary policy decision taken by the ECB
(see Chart 11) clearly show that the Governing Cibunade little account of the monetary
pillar when making monetary policy decisions. leses as if they followed the economic

analysis only.

Not only have the charts above confirmed this wattt At the # ECB Central Banking
Conference held in Frankfurt am Main in NovembeO@&O0there were presented similar
opinions?.

Chart 11: The key ECB interest rates

xl

Source: own construction from the ECB data

13 “Finally, to evaluate the role of monetary pgl&nalysis in interest rate decisions, we distisguyetween
phases in which the signal from monetary analysis im line with that from economic analysis fromgé in
which it was not...Moreover, we try to assess therele@f clarity of the two respective signals overet and
link it to the policy decision. We conclude thathaugh, in general, there was a broad corresparbatween
the two analyses and it is therefore difficult ®s@ss their separate role, it appears that theoagormpillar

prevailed in influencing the decision when the ntanepillar gave a blurred signal.” (Fischer et2006, 35)
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The question is why there is the two-pillar apptoaten the second one obviously does not

serve as an emergency indicator?

The reason why the monetary pillar does not fildiltask is maybe in the derivation of its
main component: the reference value. This procassbken described in the section on page
16.

The main assumption there is that the relationbbigveen all those variables is more or less
constant, but actually, these variables changelaarée is no guarantee that the pattern valid in
the time of creating the reference value will bédvin the future.

The anonymous author dedicated to this topic inpgger published in Eurozone Weekly in
2006.

As it can be seen from the Chart 12, the velodity tendencies to decline over time what can
result in the M3 growth rate significantly diffetefrom the reference value without any

impact on the price stability.

Chart 12: Velocity of money supply
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Source: Hover Analytics, Eurozone Weekly

When considering this fact it rather another scaptpoint around the relevance of the
monetary pillar. Even the members of the ECB adhait the monetary analysis output could
be blurred (see 13).
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The importance of the monetary pillar was once dypaded at the already mentioned ECB
press conference in May 2003. This was the rigiph iecause after those big deviations of
M3 from the reference value in the period of mid26- mid 2003 when the monetary policy
decisions went absolutely the opposite directiontred monetary pillar's signal, it was
impossible to pretend that the money stock is tlstnmportant element to watch when

evaluating possible risks.

This time period, especially after the terroristaeks in USA in September 2001 when
investors fled into short term assets, what ndfumatreased the money stock clearly proves
that the relevance of information flowing from theoney stock is surrounded by noise.
Fortunately, the ECB policy makers recognised thist M3 growth does not imply inflation
and did not abide by the monetary pillar. Moreoaypve mentioned changing velocity of
money supply creates another noise around théilélyeof the monetary pillar.

There were various reactions of the public to thelwation of the ECB monetary policy

strategy in 2003.

Svensson in his paper published after this evaloatays that these steps of the ECB are in
the right direction but not enough and proposealtandon the outdated two-pillar strategy
and instead of it adopt a flexible inflation taiggt by incorporating the second pillar
(monetary pillar) to the first one. He totally scloed the monetary pillaflt would have been
better to throw the reference value on the garbalgeap of history where it
belongs.(Svensson, 2003, 4)

The monetary policy of the ECB as a whole can bscrleed as successful. The same
monetary policy, however, consists of two pillaEB should then take into consideration

both of them when making monetary policy decisions.

Nevertheless, the evolution up to know implies tiat ECB monetary policy decisions are

made on the basis of the economic analysis ratiaer @an the two-pillar approach.

Why then the ECB still insists on the two-pillarpapach when it is more than obvious that
the price stability achieved from the very begimnof the euro area up to now is mainly a
merit of the economic (first) pillar.

The relevance and usefulness of the monetary jdfathe monetary policy of the ECB from
my point of view is expressed @hyba! Nenalezen zdroj odka#.. This chart confronts the

developments of the price stability from the vepgimning of the euro area with respect to
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the M3 growth rate and thus shows that even irpéred of rather big deviations of M3 from
the reference value; these deviations did not bang considerable inflation and thus the
basic principle of the reference value usefulnessenied. The developments of M3 from the
reference value were not compatible with the psiedility at all.

Chart 13: M3 growth rate and its impact at the euro area prie level
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In simple words, the price stability has been agileregardless of the signals coming from
the monetary pillar and obviously the success ef rttonetary policy is not a merit of the

monetary pillar, thus the monetary pillar does wleiserve to be recognised as being
equivalent to the economic pillar just as it is night to say that the monetary policy strategy
is based on the two-pillar approach.
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Conclusion

The monetary policy of the ECB was created with best intentions, based mainly on
deliberation which was highly needed when consmdgmvhat a novel institution the ECB

was.

The choice of a strategy later known as the twlaspdpproach was demanding as there were
pressures in the form of uncertainty which surraththe beginning of the Monetary Union.
Otmar Issing, as the first chief ECB economist knety well that for any mistake made
there would be a high bill to pay. He, despite,tllisl not want to just adopt the monetary
policy of Bundesbank and to inherit the credibifity the ECB in this way. He knew enough
about the negatives of this Bundesbank’s monetaligypand thus knew that such a brand

new institution cannot afford any negatives.

Keeping on mind all these, in 1999, the Governirmg&il announced the monetary policy
strategy for the Monetary Union.

These days, eight years after this announcementz@B monetary policy can be described
as very successful. It has anchored the inflatypeapectations and thus prepared favourable

economic environment.

This monetary policy strategy works on the basitheftwo pillars, the price stability is to be

achieved through the cross check of informatiowiihg from both the pillars.

To gain the credibility means to work transparentipfortunately, in spite of the ECB”™ s
pursuit of the price stability, this monetary pglgtrategy cannot be described as transparent.
The principles on which the two-pillar approachbased are relatively good communicated

and clarified. In practice, clarification and commzation is far away from the principles.

The ECB when making the monetary policy decisionstantly relied or at least it seemed to
rely (what led to further doubts and confusion) tre economic pillar only, what
consequently, spread a debate about the positittreahonetary pillar.

This position and its relevance should me clarifiedorder to clear up doubts about the
successful monetary policy strategy. However, prisbable that there is nothing to be clear
up as the monetary analysis simply has no consitter&levance for the monetary policy
decision.
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Otmar Issing at the press conference held in Fraihkin Main in 2006 admitted that some
facts around monetary pillar’'s relevance for moneglicy decisions might shed the doubts

on its usefulness.

However, one of the main reasons why the monetaligr pvas build was not to forget the
importance of money in the world of low inflatiom meantime, the interest in money has
really increased, to support this statement, thegee number of contributions dedicated to

money*,

It would be then definitely short-sighted to folldBwensson’s words and to throw the main

idea of the monetary pillar on the heap of garb@&yensson, 2003). However, this leaves the

guestion of the separate monetary pillar’s releeasmen.

In my opinion, the monetary pillar cannot fulfisitask in the eyes of public as long as there is
be a lack of communicating the monetary pillar ingportance for the monetary policy
decision making.

To that time the Issing” s defence of the monepitgr will sound rather superfluotis

14 e.g. White, 2005

!5 The interpretation of information from the morstaillar sometimes has been anything but simpldeast
because of substantial portfolio shifts. But, ikisot to say that economic analysis on balano# Bdirger” or
even ,standing alone“ could have given complete @msistent guidance to the ECB for maintainingeri

stability...” (Issing, 2006)
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Appendix 1

Alternative monetary policy strategies and the reasns why the ECB did

not go the conventional way

There is a number of other monetary policy str&ggised by other national banks and which
were considered when creating the ECB monetarycyollhe fact, that this was a new
institution was the most probably reason for nohgahe conventional way, the way where it

is inevitable to rely on things happened in the,pakich the ECB did not have.

Monetary targeting

The principle of monetary targeting is that thetcarbank sets a specific interest rate, which
is compatible with price stability, according to ialin the central bank changes the official

interest rate in order to speed up or slow dowmitbeetary growth.

For effective use of this alternative, there are tenditions to be fulfilled, as it is described
in Bulletin of the ECB. Firstly, there has to bdfided a stable relationship between money
and the price level. Secondly, the monetary stbdukl be controllable also over short time
periods. (ECB, 2004)

The monetary targeting could not be the choiceabge according to the decision of the
Governing Council, it is important to take into aagat also other variables than money and,
in addition, there were some doubts about the ecapiproperties of money as there was a

transition to Monetary Union, all of this alreadypéained in Chapter 1.

Inflation targeting

The key principle of this alternative is the cehtrank’s forecast. As it is described in the
Revenda’s book, this approach works in three stagesfirst one is to set the inflation target
and the exception of its reaching, the second, dkena forecast based on a econometric and
the last one is to compare the predicted inflatiggrognosis and its deviations. The answer to
some deviations from this prognosis and from thgetais satisfied by mechanical reactions,
either increasing or decreasing the operativeasteate. (Revenda et al, 2004)

The Governing Council decided not to adopt solklg strategy because it was risky to rely
on a single forecast because the models availablendt comply with the brand new

conditions the euro area created.
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Exchange rate targeting

In this approach, there are two main conditiong tieve to be fulfilled in order to work
properly. The economy of such country that uses thonetary policy approach must be
relatively small and open so that the productiod aansumption of internationally traded
goods and services create a major part of econamhyhaus the changes in the exchange rate

have a big impact on the price level as the exohaate changes affect the prices of import.

As the European Union does not fulfil the two abawentioned conditions, this strategy was

refused at the very beginning.
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Appendix 2

The medium-term orientation of the two pillars strategy

This medium-term orientation gives the monetarygyodf the ECB enough room for flexible

response to various potential economic shocks franpoint of the time frame.

Generally, economy of any country is very oftemr@et of unpredictable shocks affecting the
price stability. The central bank’s monetary polean react to these shocks only with time
lags, that is why it cannot keep the inflation ocegain level all the time as well as to bring it
back to the desired level in a very short time. Tin@netary policy can work only in the
longer periods of time and also needs to view tharé when decision making.

All the shocks affecting the economy have a specifiture and as such it is inevitable to

choose the right monetary policy response witheetsip their nature.

There are shocks that have to be solved prompity ¢&mand shocks moving the output as
well as prices in the same direction). This promgsction will not only keep the price

stability but also stabilise the economy as a whole

On the other hand some shocks (e. g. cost-pushentiat move the prices and the output in
the opposite direction) do not require prompt aggjke reaction in order not to cause
volatility in employment, volatility in real actity and thus to maintain the stable price level

over the longer horizon.

Thus, the medium-term orientation not only giveswagh room for flexible reaction, it also

provides enough room for an appropriate monetaligypcesponses.
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Abstract

Monetary policy of the ECB was created under theddmns of extreme uncertainty. This

was probably one of those reasons, why Otmar Issitige mastermind of monetary pillar of

ECB’s monetary strategy decided not to go the autiveal way. His decision and the key
principle of the monetary pillar — to give the mgreeprominent role - faced and still face the
criticism.

Nevertheless, the monetary policy of the ECB waylite successfully more than eight years
after the implementation of the two pillars apptoac

Thanks to the stable price level, the ECB is tlégses one of the most credible institution in
the world.

If the credibility of the ECB is also a merit ofettmonetary pillar, how the monetary pillar

was created, how it works, its contribution to tréce stability in the Euro zone, and if

implementation of this pillar was a right decisierthis all is going to be discussed in this
bachelor paper.

Key words: monetary policy, price level, central bank, mamgiaggregate

JEL Classification: E520, E580, E310

Abstrakt

M¢énova politika Evropské centralni banky byla vyemea za velmi nejistych podminek. To
byl pravdpodobr jeden z hlavnichivodi, praz se Otmar Issing, mentorémoveého pilfe,
rozhodl pro netradni strategii mnoveé politiky pro nadchazejiciégmovou unii.

Jeho rozhodnuti a zaraveékladni princip rnového pilfe — prominentni role pén celi
neustale kritice.

Meénova politika ECB navzdory kritice splje stanoveny cil cenové stability uz vice nez osm
let a vzhledem k tomu je nyni jednou z riejgtyhodrgjSich instituci.

Zasluha minového pilfe v dosdhnuti zmémé dlouhodobé cenové stability je vSak téma
k diskuzi.

Historie nenového pilte, jeho fungovani, charakteristika a zejména releegro ninovou
politiku ECB je gedmeétem této bakai&ke prace.

Kli éova slova ménova politika, cenova hladina, centralni bankanovy agregat

JEL klasifikace: E520, E580, E310
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