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FOREWORD

The P.J. Hoenmans Program on Economic Policy Issues in Germany,
Europe and Transatlantic Relations of the American Ingtitute for Contemporary
German Studies hosted a conference on May 28, 1998, to discuss Europe’ s new
monetary institution, the European Central Bank (ECB). This conference was
convened shortly after the historic first weekend in May during which eleven of
the European Union's fifteen member states were selected to participate in
monetary union from its commencement in 1999. The conference sought to
examine the democratic accountability and decentralized structure of the new
institution, and to invite comparison of that new ingtitution with Germany’s
Bundesbank and America's Federal Reserve System.

At thetime of the conference, the ECB was the subject of some controversy.
Over the historic first weekend in May, arow had erupted over the selection of
the president of the new central bank, as French officials attempted to split the
eight-year term of office in order to permit a Frenchman to succeed the first
president, Wim Duisenberg, after four yearstime. Although the controversy was
resolved, its outbreak caused some to question the ECB’s independence from
political influence. 1n addition to the controversy over the presidency, hearings
before the European Parliament of the six candidates sel ected to occupy the seats
on the ECB’'s Executive Board focused attention on the democratic
accountability and transparency of the institution. The candidates, including
President-elect Duisenberg, saw little reason to publish minutes or summaries of
meetings at which monetary policy decisions would be made.

This report contains the four papers that were presented at the AICGS
conference. Christa Randzio-Plath, amember of the European Parliament from
Germany who has been aleader in the Parliament’ s discussion about the ECB,
provided insights into the debate over democratic accountability. In particular,
Mrs. Randzio-Plath commented on the hearings that the Parliament had
conducted with the candidates for the ECB’s Executive Board, and on the key
rolesthat opennessand transparency of policy actionswould play in establishing
public accountability for the new institution.

Susanne Lohmann assessed Europe’ s new monetary authority from an
ingtitutional perspective. Professor Lohmann’ soffered apess mistic outl ook for
the euro experiment, based upon the view that the formal design of the ECB
would not permitit theflexibility necessary toreact appropriately inademocratic
Society.

Adam Posen discussed the role that monetary targeting had played in
Bundesbank policymaking andthelessonsthat could bedrawnfromthisstrategy
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for the ECB. In Posen’s view, the Bundesbank had pursued a masguerade,
using an announced strategy of monetary targeting to pursueitsactual strategy
of inflationtargeting. Thetransparency of ECB policy would beassured, Posen
asserted, only if the ECB did not follow in the Bundesbank’ sfootsteps.

Ellen Meade and Nathan Sheets|ooked at the historical experience of the
U.S. central bank and what implications the Fed’s history might have for
Europe’s new ingtitution. Decisionmaking authority in the Federal Reserve
System is much more centralized than in the ECB system, and the
decentralization in the new European arrangements raised questions about
regiond interestsand their impact on voting patterns.

A final presentation, by Garry Schinasi, chief of the Capital Markets and
Financia Studies Division in the Research Department at the International
Monetary Fund (IMF), addressed some operational aspectsof theintroduction
of theeuro. Schinasi examined theroleof the systemto processand settleeuro
payments(knownasthe TARGET system) and questioned theefficiency of this
system, with somefocusonwhether TARGET would poseanimpediment tothe
rapid development of anintegrated money marketineuro. Inaddition, Schinas
presented his views on the potential for a deep and highly liquid market for
European bondsto emerge, similar towhat existsfor U.S. securities. Although
Schinasi’ sremarksarenot included in thisconferencereport, theIMF volume
Inter national Capital Marketspublishedin September 1998 di scussesmany of
theseissues.

AICGSisgrateful toMohil Oil for itssupport of the P.J. HoenmansProgram
on Economic Policy Issuesin Germany, Europeand Transatlantic Relations.

Ellen E. Meade Carl Lankowski
Director, EMU Studies Research Director
P.J. Hoenmans Economic StudiesProgram

February 1999
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THEDEMOCRATICACCOUNTABILITY OF
THE EUROPEAN CENTRAL BANK:
CHALLENGESFORTHEECBAND THE EUROPEAN
DEMOCRATICSYSTEM
ChristaRandzio-Plath

INTRODUCTION

Itisnow beyond doubt that the single European currency, theeuro, will
comeinto existenceon theplanned date of January 1, 1999: that is, inthirty-
twoweeks. Thiswill possibly comeassomething of ashock to quitealarge
number of pundits and politicians on both sides of the Atlantic, who were
predicting until very recently that it couldn’t be done. They badly
underestimated thewill to succeed that existed inthe European Union (EU) and
inthebody that representsthe peopleof the Union, the European Parliament
(EP).

All thema or decisionsneeded to establish monetary union havenow been
made. Eleven of the EU’ sfifteen member stateshavefully met theeconomic
andingitutiond criteriafor participationinthesinglecurrency, andtheseeleven
countrieswill formthe*first wave’ toadopt theeuronext year. Theconversion
ratesat whichtheir national currencieswill be“irrevocably fixed” havebeen
determined. TheEuropean System of Central Banks(ESCB), which consists
of theEuropean Central Bank (ECB) andthenational central banks, isaready
comingintoexistence. Itisasoworthnotingthat Denmark, Sweden andthe
United Kingdom, whichwill remain outs dethesinglecurrency areafor thetime
being, neverthel essal sofully met theinflation, interest-rateand fiscal tests, and
that Greecewill meet themintwoor threeyears.

Attention has now shifted away from the issues of “when” and “with
whom,” to questionsabout theway inwhichtheeuroitsalf will develop. Let
meturnfirst tothequestion of today, onthefuture ECB, and to thequestion of
whether theeurowill be* strong” or “weak.” 1nsomeEuropean countries, such
asmy own, there certainly have been fearsthat asingle currency including
countrieswith records of high inflation and high budget deficits (the most
frequently-mentioned exampleisltaly) might belessstablethanisdesrable: that
theeuro, to beblunt, would not be* asgood astheDM..”
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But those voicing such fears have not, | believe, taken account of the
formidabl e battery of mechanismsthat have been put in placeto ensurethe
euro’ s stability. The euro will have at least three lines of defense against
inflationary attack. Firgt, therequirement that member statesavoid“ excessive
budget deficits’ isnot merely acriterionfor joining thesinglecurrency, buta
continuing obligation. It hasbeen reinforced by the Stability and Growth Pect,
whicheffectively requiresal participantsto maintain ba anced budgetsover the
economiccycle. Nonationd budget deficit will ever,innormal circumstances,
beallowedto riseabovethree percent of GDP.

Second, theMaastricht Treaty containsthree”goldenrules’ governingthe
way in which any national budget deficit can befinanced. Theseare: (1) a
prohibitiononthe”monetary financing” of deficits—profligategovernmentswill
nolonger beabletoreducether debts, and cheat thosewholend them money,
by inflatingther currencies; (2) no* privileged access’ tofinancid inditutions—
such governmentswill nolonger beabletoforcetheir citizenstolend them
money at lower than market rates of interest; and (3) no “bail out”—a
government that getsintofinancial troublewill not beabletorely onthe EU or
itsmember statesto come up with arescue package.

Finaly, and perhapsmost important, full responsibility for the monetary
policy of theeuroareawill resdewiththe ESCB, withthe ECB itsdf at thecore.

TheMaastricht Treaty created the ESCB. From January 1, 1999, when
the European Monetary Union (EMU) islaunched, theECB will decideasingle
monetary policy onbehaf of al thecountriesparticipating inmonetary union.
TheECB isthefird federa monetary authority in Europeanhistory andwill have
unprecedented powers. Theindependenceof theECB isvery far-reaching as
it can only be atered by the means of aunanimous decision of the member
states. The unprecedentedly high degree of independence calls for a
correspondingly highlevel of democratic accountability, asred independence
requires legitimacy and transparency in order to be credible and lastingly
accepted. Thisisespecially truefor the ECB asanew institution.

INDEPENDENCE OF CENTRAL BANKSIN EUROPE
Theindependenceof central banksisarelatively recent developmentin
Europe. Itisnot andement inthetradition of European congtitutiona history,
which has been marked by the principle of the division of powersin the
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framework of the philosophy of M ontesquieu and asapart of thecheck and
balance powersinthe United States. 1n Europe, thefirstindependent central
bank system was established in Germany after the First World War at the
initiativeof the Allies, but wasstripped of itsindependenceon theadvent of the
Third Reich. After the Second World War, the U.S. insisted on afederal
independent central bank systeminthe Federal Republic of Germany. The
independenceof thecentral bank cameupfor debatein Europeat thebeginning
of the 1970s with the Werner Plan, and the concept of an independent
European central bank aroseand wasincorporated intothe DelorsReport and
theMaastricht Treaty.

I nthe nineteenth century, when centra bankswere set up modeled onthe
Bank of England (governed by the British Bank Charter Act of 1844), strict
ruleswerelaid downto limit thediscretion of thecentral bank withregardto
theissuing of banknotes. Initidly, centrd bankswereprivately owned, but | ater
they were nationalized and became subj ect to political control and political
instructions. Thisinaugurated aperiod of reduced independencefor centra
banks, but as it came to be recognized that low inflation could best be
guaranteed by independent central banks, ruleswerealteredinthe 1880sand
1890swith the purpose of rendering central banks moreindependent again.
Thus, thegtatutesof the European banksof issuemark ahigh pointinthehistory
of theindependenceof central banks.

In comparison with virtualy all the other European banks of issue,
Germany’s Bundesbank enjoys the most independence, as it “shall be
independent of instructionsfrom the Federal Government inexercisingthe
powersassignedtoit by thisAct.” Since1957, theBundesbank hasrepeatedly
demonstrated this independence. It is not accountable to the Bundestag.
Centra and eastern European states, aswell as Sweden, Norway and Finland,
while guaranteeing the independence of the central bank, involve their
parliamentsinmonetary policy.

Legd convergencewithregardtoindependence—ingtitutiond (intermsof
staffing), operational and financia—of national banksof issueintheEU and
other European countriestoo hasreached an advanced stage. Thelegidative
processwill haveto becompletedin 1998. All EU centra banksalready have
aduty to pursuetheobjectiveof monetary stability, andtheir independencehas
either been secured or will beguaranteed by | egid ation beforetheend of 1998.
Trangparency and compul sory reporting areprovidedfor by somecentra bank
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legidation or satutes. Monetary did oguewith nationd parliamentsisprovided
forinFrance, Greece, Spain, Ireland, Sweden, Finland, Italy, L uxembourg,
Portugal, and the United Kingdom. Inaddition, in Spain, the budget of the
central bank must be submitted to Parliament for approval. Thus, ascentral
bankshavebecomeincreasingly independent of political ingtructionsfromthe
executive, the trend towards | egitimation by means of the transparency of
monetary decisionsthrough monetary dia ogue with parliaments has been
accentuated.

The ESCB will havetwo key features. First, inthewordsof the Treaty
itsdf, “[ T]heprimary objectiveof theESCB shdl betomaintain pricestability.”
Eventhoughitwill dsoberequiredto” support thegenera economicpolicies
intheCommunity,” the Treaty makesit clear that thismust be* without prejudice
to the objective of price stability.” Second, in order to pursueits primary
objective, the ECB and the participating national central bankswill enjoy
“independence.” Thismeans, againinthewordsof the Tregty, that “ neither the
ECB, nor anational central bank, nor any member of their decisionmaking
bodiesshall seek or takeinstructionsfrom Community institutionsor bodies,
from any government of amember stateor fromany other body.” Atthesame
time, toreinforcethepoint symmetricaly, “ Community ingtitutionsand bodies
andthegovernmentsof themember statesundertaketo respect thisprinciple
and not to seek toinfluencethemembersof the decisionmaking bodiesof the
ECB or of thenational central banksinthe performanceof theirtasks.” The
Treaty dsolaysdownthat the ECB shdl beindependent not only initsactions,
but dsofinancidly, organizationdly, andintermsof staffing.

Thesebasic provisionsof the Treaty will result in acentral bank which
enjoysgreater independence—that is, greater protectionfrominterferenceby
politicians—thanany central bank inany political systeminhistory. Eventhe
position of the Bundesbank, widely considered themode for the ECB, hashad
tobemodifiedinorder to comply with theindependencerequirementsof the
Tresety.

Itisa soimportant to notethat thisindependenceislegaly protectedina
way that doesnot apply to eventhemost independent national central bank.
Thegtatuteof anationa central bank theoretically can bechanged either by the
simple passage of legidation or, at the most, by a change in the national
constitutionthrough prescribed procedures. Tochangethestatuteof theECB
inany way, however, it would be necessary to changethe M aastricht Treaty
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itsalf, requiring theunanimousdecision of al fifteen EU member states(soon,
perhaps, to betwenty or twenty-five after theenlargement of the EU), andthe
approval of any changeby referendumin severa of thesestates. Giventhat
thereisademonstrabl e correl ation between the degree of independence of
national central banksandtheir recordin preservingthevaueof thecurrency,
the eurothus standsagood chance of being avery stablecurrency.

Suchadegreeof independence, however, raisescertain political questions.
First, itisimportant to be clear why independent central bankshaveagood
recordinmaintaining pricestability. Central bank independencelimitsshort-
run political influences on policy and thus achieves amonetary policy that
correspondshbetter to the preferencesof thedemocratic mgority. Thepurpose
of central bank independence, therefore, istofavor thelong-termrather than
theshort-term. Second, inorder to carry out itstask of maintainingthevalue
of theeuro, theECB will haveat itsdisposal anumber of monetary instruments,
inparticular thepower to determineshort-terminterest rates. And, useof these
instrumentswill inevitably have consequencesfor real economicaggregates
such aseconomic growth, investment and employment. Thereistherisk that
acentral bank may seek to enhanceitsown reputation by breaking recordsfor
pricestability, evenif that entailshigh unemployment.

European monetary union hasfocused attentiononaproblemwhichhasnot
yet been entirely resolved anywhere. That is, how to reconciletheneedfor
central bank independencein order to control inflationwiththerequirementin
a democracy that major choices of economic direction should be taken
politicaly.

Insum, reconciling central bank independence with the requirementsof
democracy isnot turning out to be an easy matter and both sides, the ECB as
well asthe EP, still havetolearn. But both sidesal so need transparency of
monetary decissonmaking. The EP needs it because democracy and
transparency belong together. The ECB needstransparency in order to get
credibility and confidence. Itisfor thisreason that the EP has been paying
specid attention to that aspect of the ESCB whichisthereversesideof the
independencecoin: accountability for decisonsand actions.
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ACCOUNTABILITY

Theindependence of the ECB and itsdemocratic accountability aretwo
sides of the same coin. The Maastricht Treaty and the Statute of the ECB
providefor amonetary dialoguewiththeEP. Evidently, evenat thetimeof the
conclusionof the Treaty, thegovernmentsand central bank presidentsassumed
that thehigh degreeof credibility and trustworthinessof thefutureECB would
beunderpinned by ahigh degreeof trangparency of monetary policy decisions.
For dl indtitutionsfunctioning withinademocracy, thefundamentd principlehas
to bethat decis onstaken must betransparent and accountable. Itiscrucid that
theindependenceof thefutureECB will meet with publicacceptance. TheECB
must enjoy ahigh degreeof legitimacy.

TheEP possessescompetenceinmonetary affairs. Theapprova of theEP
isrequired for theamendment of specific articlesof theESCB Statuteand for
specific tasks with regard to the supervision of credit issuance (assent
procedure, Article 189b). Thecooperation procedure (Article189c) applies
todetailed rulesfor the Stability and Growth Pact, theprohibition of privileged
access by centra government bodies to credit facilities, as well as the
prohibitionof liability for commitmentsof publicauthoritiesor for public debt.
Theconsultation procedure appliesto awiderangeof aspectsconcerningthe
trangtiontotheeuro. Parliament’ sopinionmust beobtained beforealegidative
proposa fromthe Commissionisadopted by theCouncil. But, itistheCouncil
that takesthefinal decision. The EPhadto beconsulted, for example, for the
appointment of the president of the ECB and the membersof its Executive
Board. 1twill alsobeconsulted whenthefixed exchangerate betweentheeuro
andtheother currencieswill beset. Findly, theMaastricht Treaty providesfor
some instances where the EP has to be informed. One example is the
submission of theECB’ sannual report and genera debateswith or hearingsof
thepresident of theECB. The ECB hasthereforetheduty toreport tothe EP.

Thus, theMaastricht Treaty and the Statute of the ECB givethe ECB not
only rightsbut also obligations. So, therearethe rudimentsof democratic
accountability along thelines of that which existsin the United States, for
example. Theconcept of accountability raisesanumber of separateissues. Full
communication by the ECB will beabsol utely essential. If accountability isto
bereal, it must be possibleto establishamonetary dialogue onthequestions
of why and how the ECB ismakingitsdecisions.
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Askingfor transparency isanew thingin Europe, ascentra bankerswere
used to making their decis onsbehind cl osed doorsand to deciding whether and
how they wanted to explain their decisions. The ESCB and the ECB will
conduct a single monetary policy for all the member states taking part in
European monetary union. TheECB isthefirst federal monetary authority in
Europeanhistory. Democraticaccountability must Smilarly beexercised at the
Europeanlevel. TheEP, democraticaly dected by thepeopleof Europe, isthe
gopropriateingitutionto hold the ECB toaccount. TheECB will beconducting
aEurope-widemonetary policy, and the EPrepresentsthe peopleof Europe
asawhole. The presidentsof the national central banks, however, should
explainthesinglemonetary policy tothenationa parliaments.

PRICESTABILITY ANDTHERIGHT POLICY MIX

Theprimary objectiveof theECB isto maintain pricestability. However,
the ECB has other dutiesto fulfill. The Maastricht Treaty recognizesthe
capacity of monetary policy to support the general economic policiesof the
Community and to contribute to the achievement of the objectives of the
Community without prejudiceto theobjectiveof pricestability. Withasingle
monetary policy, Europemust gain amoreappropriate and better balanced
policy mix which is badly needed to stimulate investment, growth and
employment.

Oneissuewhich hasgivenrisetomuchdiscussionisthe precisedefinition
of “pricestability,” and how itistobemonitored. The Treaty itsalf containsno
definition. Ingpplyingtheconvergencecriteriafor membershipintheEMU, the
Treaty doesstatein Article 109j1 that ahigh degreeof pricestability would be
gpparent “fromarateof inflationwhichisclosetothat of, at most, thethreebest
performing member statesintermsof pricestability.” “Closeto” isdefined as
beingwithin 1.5 percentage points. Thebest-performing countriesachieved
1.2 percentinflationintheFebruary 1997 to January 1998 reference period,
withall countriesexcept Greecenot only comfortably below thereference
figureof 2.7 percent, but also below 2 percent. These Treaty requirements,
however, are not much help in reaching long-term definitions. They were
primarily designedto ensurenomina convergencebetween EU member states
andwould havebeenfulfilled equaly wdll if theinflationrateshad been between
11.2 and 12.7 percent.
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A clear definition of pricestability isneverthelessneeded. For thepurpose
of holding the ECB accountablefor itsactions, specific numerical inflation
targetsarerequired. Itisclear that thetask of defining pricestability will now
fal totheECB accordingto Article12 of itsStatute. TheEP callsonthefuture
ECB tomakeclear thedefinitionsand itsuseof operational targetstoreachthe
pricestability target.

Inpreparationfor theratification of appointmentstothe ECB’ sExecutive
Board, theEP sent aquestionnaireto all six candidates. Thisquestionnaire
formed the basisfor our detailed examination of the candidateswhen they
appeared before Parliament’ sEconomicand Monetary CommitteeonMay 7-
8,1998. Oneof our key questionswas: “Whichdefinition of pricestability and
which monetary concepts, targets and instruments do you favor for the
monetary policy of the future ECB?’ The reply of the nominated ECB
president, Wim Duisenberg, was essentially that of al the candidates:
“Concerning thedefinition of pricestability, thereisabroad consensusamong
central banksthat thiscan becharacterized asarate of changeof theconsumer
pricelevel comprisedinarange between zero and two percent. Sucharange
enablesusto takeinto account the, on balance positive, measurement errors
and the changes over time in consumption habits that affect the basket of
representativegoodsonthe basisof whichtheindex ismeasured.”

Thisdefinition isareasonable starting point for the development of an
accountability procedure. Thestarting point would bethe specificinflation
targets, together withinflationforecasts, eva uationsof inflationtrends, and
intermediatemoney supply targets, aswell astheunderlying forecastsfor GDP
growth. Then, if ratesof inflationareparticularly highor low, theEPshould call
for aspecificexplanationfromthe ECB. Parliamentandthe ECB, it seems, are
agreedthat therewill haveto bebothinflationtargetsandintermediatetargets.
Mr. Duisenbergtold the Committeehearing that hewasnot infavor “ of putting
all theeggsinto onebasket” and believedina“ mixed targeting strategy.”

ECONOMICANDMONETARY DIALOGUE
The Bank is also required, under the Treaty, to support the general
economic policiesinthe Community. Theproceduresby whichthesegenera

policiescomeinto existencearestill under development. Key elementsarethe
annual economic report by the Commission, onwhich Parliament holdsan
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annua debate, and the proceduresfor determining thebroad guidelinesof the
economic policiesof themember statesand of the Community under Article
103 of the Treaty, in which Parliament participates. The EPthereforehopes
that the ECB’ sannual reportswill contain appraisalsof theextent towhich
monetary policy hasinfact supported thesegeneral economic policies. The
ECB president will beinvited to participatenot only in Parliament’ sdebate of
the ECB annual report, but also in the debate of the Commission’ sannual
economicreport. Theincoming president, Wim Duisenberg, hasgivenusto
understand that hewill bewillingto do so.

Oncepricedtability hasbeen achieved and canbemaintained, the ECB has
totakeinto account the need to support theeconomic policiesof theEU and,
pursuant to Article 105 of theMaastricht Treaty, to support thegoal sof the
Community of Articles2 and 3 concerning economicgrowthandahighlevel
of employment. These provisions haveto be explored further. Certainly,
controllinginflation fostersgrowth and employment. But thereisnot only the
risk of overshooting theinflation target but also that of undershootingit. This
will haveanegativeimpact on growth and employment.

ECB decisions will typicaly entail two dimensions: first, atechnica
dimens on, concerning theforecast of futureinflation and theassessment of the
current and futurestate of economic activity; and second, apolitical dimension,
concerning theappropriate policy responseto shockswhen atradeoff between
aternativegoalsisrequired. Accountability should beexercised over both
dimensions. Thisrequireshaving accessto central bank information, toits
forecasts, andtoitsassessment of the current economic situation. Otherwise,
it will be much more difficult to hold the ECB accountable if we cannot
understand themotivation behinditspolicy decisions.

ACCOUNTABILITY MEANS: REPORTINGTOTHEEP

Theestablishment of the ECB isattended by many uncertainties. I1twill be
inthe ECB’ sowninterestsif itsdecisonsonmonetary policy and thethinking
behind them are announced publicly, because its independence will be
enhancedinthesamemeasureasit succeedsin pursuing aconvincing monetary
policy. It must be possibleto establish why and how the ECB istaking its
decisons. Inadditiontothepresentation of the ECB annud report foreseenin
Article 109b3, quarterly meetings on recent monetary and economic
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devel opmentswiththepresident and/or other membersof the ExecutiveBoard
shouldtakeplace. Inthisway, greater certainty could beattained concerning
monetary policy under EMU thanwould bepossiblejust by publishing reports,
asthe substance of thereportswould be determined solely by the ECB.

A continuing monetary did ogue betweentheEPand the ECB isneededin
order toavoid any misunderstanding whichmight havean adverseeffect onthe
marketsand speculation. Past experienceof adia ogue betweenthe EP, the
presidents of the European Monetary Institute (EMI) and national central
banks, and the Subcommitteeon Monetary Affairshasshownthat democratic
accountability isperfectly feasibleintheform of reportsand dialogue. The
M aastricht Treaty and the Statute of the ESCB and ECB stresstheimportance
of thisdia ogue, whichmay a any timebeinitiated at therequest of thepresident
of theECB or the EP. Four additiond did ogueseachyear withtheresponsible
committee would be sufficient and desirable. In addition, the EP hasthe
intention to invite the ECB president to take part in the general debate on
monetary and economic devel opmentsover thepreviousandthecurrent year,
onthebasisof theannua report of the ECB and the European Commission’s
(EC) annua economicreport aswell asthebroad economic guidelineswhich
are proposed by the Commission and later on decided by the Council of
Ministers. Thedia oguebetweenthe EPandthe ECB will concentrateonthe
definition of pricestability, thetargets, and themonetary instrumentsusedin
pursuing pricestability.

Wim Duisenberg, the president of thefuture ECB, takesthe problem of
openness and transparency serioudy. In the hearing, he underlined the
necessity for amonetary dialoguewith the EPand giving public evidencenot
only about thedefinitionsof pricestability and monetary goa sand decisions,
but al so the background underlying the decisions. Hecommitted himself to
report tothe EP at | east four timesper year and to comment on boththe EC
annual economic report and thebroad economic guidelines.

ACCOUNTABILITY MEANS: PUBLICATIONS
The ECB hasto publish annual reports. First, the EP urgesthe ECB to
includeinitsannual reportsadescription and an eval uation of recent inflation

trends. The ECB should explainitspast monetary policy decisonsinthelight
of thesetrendsand how they comply withtheestablished pricestability target.

10



Christa Randzio-Plath

Inaddition, the ECB should explainitsinflationforecastsand comparethem
withtheestablished pricestability target, aswell asdiscusstheforecastsfor redl
GDPgrowthuponwhichthepricestability targetisbased. Second, theannual
reportsshould giveinformation concerning theuse of intermediate monetary
targets. Third, theEPcdlsontheECB toincludeadescription of how the ECB
intendsto support thegenera economic policiesinthe Community withits
monetary policy, aswell asitsappraisa of theextent towhich monetary policy
hasinfact supported thesegeneral economicpolicies.

Thispublication requirement makesthe ECB democratically accountable.
Admittedly, thequarterly reportsdo not necessarily haveto bedebatedinthe
EP. A readingof Article15inconjunctionwith Article 12 showsthat reporting
isexpectedto cover monetary policy definitions, approaches, objectives, and
indruments.

ACCOUNTABILITY MEANS: PUBLICATIONOFMINUTES

TheEP callsfor theminutesof the ECB Council meetingsto be published
intheform of summaries. Theseshouldincludethedecisionsmadeandthe
reasoning behind them. Thesummariesshould aso explainhow thedecisons
arelinkedto and affect other policies. Theminutesshould be published at the
latest by theday after the ECB’ snext meeting, and full detailed minutesshould
bepublished at thelatest fiveyearsafter themeeting.

Inorder for themonetary decisionmaking processto bedescribed asopen,
itisnot enough that reportsshould bepublished. Monetary decisionsmust be
publicly announced and justified on the same day as they are made. An
important aspect of thisisthe publication of the ECB’ sminutesof decisions
madeat itsmeetings. TheU.S. Federal Reservehasadopted apracticewhich
reconcilesthe need for the bank to beindependent with theneed for openness
of decisionmaking. Never once hasthefact that minutesrecording decisions
are published caused any turbulence on the markets or concern among
investors. Nor hastheindependence of the Federal Reservebeencalledinto
questionether by themarketsor by thecha rman or other membersof theFed's
policymaking body.

Although publication of thevoting conduct of membersof therespective
central bank boardsin somecountriesisperfectly customary, for exampleinthe
United States, thisshould not berequired during thefirst phaseof thethird stage
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of EMU. Thenew supranational authority hasno precedent. True, it hasits
place in the tradition of European central banks and can draw on the
achievementsof thenationa centra banks. However, itwill bedifficult enough
toformulateandimplement auniformmonetary policy. ThisEuropeanization
process should not be disturbed by speculation about voting. The ECB’s
Executive Board and Governing Council must begiven every opportunity to
reach agreement.

ThefutureECB Board memberstakeadifferent view onthe publication of
theminutes. Wim Duisenberg, for example, wantsany minutesto be published
only after “areasonable period of time,” after membershave completed their
termsontheBoard, about sixteenyears. By thesemeans, hewantsto assure
that no member can be influenced at an earlier stage. Especidly after a
comparison with the U.S. system, the EP finds this unacceptable. The
publication of minutesdoesnot have any adverseeffect onfinancial markets,
nor dothemembersof the Fed’ spolicymaking body consider themsalvestobe
lessindependent. Thepublicationof minuteswill thereforebesubject tofurther
discussions.

ACCOUNTABILITY MEANS: CONSULTATIONIN
NOMINATION AND ASSENT PROCEDURES

TheEP had to be consulted on theappointment of thesix membersof the
ECB’ sExecutive Board by the governments of the member states (Article
106). Therefore, onMay 7-8, 1998, weheld hearingswith Wim Duisenberg
andtheother candidatesfor theBoard intheappropriatecommittee of the EP,
the Committeeon Economicand Monetary Affairsand Industrid Policy. These
hearings—heldin public, dongthelinesof thoseinthe American Senate—
allowed for forming an impression of the candidates’ personal integrity,
professiona competence, and viewson monetary and economicpolicy. Unlike
inthe United States, the nomination processdoesnot comprisearatification
procedure. TheEPhasno power toenforceitsdecision. It cannotevenlegaly
prevent anomination. Thismeansthat the EP hasonly thepolitical power to
assessnominees, andthroughitshearing procedure, it may helptoguidepublic
opinioninpromotingthecredibility, trustworthinessandlegitimacy of theECB.
TheECB will gainincredibility andlegitimacy if themembersof the Executive
Board makeaconvincingimpressioninpublic. Thiswill further enhancethe
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position of theBoard members, particularly bearinginmindthat they arebeing
called uponto serveontheboard of asupranationa bank of issuesincepublic
monetary dialoguedoesnot yet exist at the Europeanlevel.

Finaly, it must be said that certain governments have questioned the
independence of candidatesand of the ECB during the discussionsabout the
ECB'’ sfirst president. Thisformof public controversy wascounterproductive
and fueled public mistrust concerning theindependence of ECB presidents.
The EPhasexpressed thehopethat thefirst president would benominated early
andthat theterm of officewould not haveto bedivided between candidates,
because only thiswould comply with the M aastricht Treaty and respect the
principle of independence. In the case of Wim Duisenberg, however, we
approved hisappointment ashe convinced ushewoul d befully independent.
During hishearingwiththe EP, Wim Duisenberg dispelled any doubt that hewas
merely apuppet onthestring of national governments. Hehasprovedtobean
independent central banker.

CONCLUSION: RECONCILING DIFFERINGVIEWS

TheEP, fortunately, doesnot cometothetask of creatingaworking system
of accountability for the ESCB entirely “cold.” Overthepastfour or fiveyears,
Parliament’ sM onetary Subcommitteehasheld many detail ed discussionsboth
with the two successive EMI presidents—Mr. Lamfalussy and Mr.
Duisenberg—and d sowithmost of thenationa central bank governors. These
discussonshaverevea ed that certaindifferencesof view clearly exist astohow
monetary policy should beconducted, and not just between politiciansonthe
onehand and central bankersontheother. Somel havea ready touched upon.

For exampl e, therehasclearly beenadivision of opinion betweenthose
central banksthat havefavoredinflationtargeting (suchastheBank of England)
and those that have preferred to operate through targets for monetary
aggregates(such astheBundesbank). Theinitial practiceof theECB, aswe
haveseen, islikely to beacombination of thesetraditions.

Inthe past, there have al so been differencesinthetechnical instruments
used in monetary management, with agreater or lesser reliance upon open
market operationsasopposed to minimumreserverequirements. Asadetailed
andysspublished by theEMI in 1997 madecl ear, the ECB will not follow any
onetradition, butislikely tomakeuseof awiderangeof avail ableinstruments.
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Thiscouldinclude, so welearned at the hearing of ECB candidates, active
interventioninthesecondary marketsfor public debt.

Thereared so, aswehaveseen, very clear-cut differencesontheissueof
trangparency. Herethedivisonisbetweenwhat hasbeen caledthe” German-
Dutch cultureof confidentidity” and the* Anglo-Saxon-Scandinavian cultureof
openness.” A compromisehereisgoingto provemoredifficult.

Finally, differences of opinion clearly exist on the balance between the
pursuit of pricestability andthe pursuit of wider economicgoals. Thoughitis
poss bletomaintain, theoretically, that thereisno conflict, thedifferencesare
goparent fromthedesireof certaingovernmentsand parliaments—notably that
of France—for some kind of “economic government” to act as a
“counterweight” totheindependent central bank.

Oneissuethat must be addressed in any caseisthe need to coordinate
monetary policy, whichwill beconducted asasinglepolicy for thewholeeuro
area, withfiscal policy, whichwill remainthe devolved responsibility of the
separatenationa governmentsand parliaments, subject tothelimitson budget
deficits. Mogt urgent of dl istheneedto reducethehighleve sof unemployment
inmost European countries. Monetary policy must clearly contributetothis
objective.

The European Parliament isfully ready and prepared to play itspart in
resolvingtheseissues.
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THE DARK SIDE OF EUROPEAN MONETARY UNION
SusanneL. ohmann

“Theeurowill deliver an el ectroshock to the European system.”
Niall Fitzgerad, Unilever (Dahlburg, 1998)

INTRODUCTION

European Monetary Union (EMU) will further the processof European
integration and allow the welfare gains from comparative advantage and
economiesof scaleto bereaized. Thecommon currency will sweep awvay
state-gponsored market inefficienciesandrigidities, break up entitlementsthat
threaten to bust government budgets, and lift thefog of depression that has
settled ontheoldworld. A newly discovered senseof economicdynamismwill
bring jobs to regions devastated by enduringly high unemployment rates.
Europe will find peace at last: the common currency, along with common
politica ingtitutions, will forgeaEuropean peopleout of disparatenationdities
whooncekilledeach otherintwoworldwars. This, atleast, wasthevision of
German Chancellor Helmut Kohl and other Europhilesin government and
business.

But European monetary integration hasitsdark sides. Ontheeconomic
side, thefuturemember statesof EMU do not meet thecriteriafor an optimal
currency area, despitethe M aastricht-induced convergenceof budget deficits
andinflationrates. Their economiesreact very differently tochangesininterest
rates, implying that the pain of atight monetary policy will be distributed
unevenly across countries (Ramaswamy and Sloek, 1977; Dornbusch,
Favero, and Giavazzi, 1998). If some states experience arecession while
othersgrow, thecongtraintsimplied by acommon currency will inevitably mean
sacrificing the needs of some countries on the altar of a stable euro—or
sacrificingthestability of theeuroto accommodatetroubled economies.

Consder theplight of Finland’ seconomy, which hashistorically suffered
from extremeeconomicvolatility, in part becauseit cycleswithworld demand
for pulpand paper (Warner and Peterson, 1998). A dumpinthepaper market
would causearecessoninFinlandwithlittle, if any, impact on other European
countries. Itisdoubtful that the European Central Bank (ECB) would lower
interest ratesto hel p theFinnisheconomy, which accountsfor only 1.5 percent
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of the euro zone' stotal gross domestic product (GDP). Finland could, of
course, spend itsway out of arecession. Indeed, initslast downturnin 1991-
92, Finland’ sbudget deficit soared to 12 percent of GDP. But asamember
of EMU, itriskspendltiesif itsdeficit exceeds 3 percent of GDP. Thenagain,
the ECB couldlook the other way, but it then riskscreating aprecedent that
would underminetheexpectationsEM U isbuilt on (namely, that fiscal practices
incond stent with the demandsof acommon currency will be punished).

Onthepoalitical sde, EMU—having beennegotiated by politica eiteswith
little voter input and voter support—has a “democracy deficit.” Many
Europeanvotersremainunconvincedthat EMU isdesirable. Two-fifthsof the
German respondentsto apublic opinion poll expected to suffer disadvantages
from the euro’ s introduction; just over one-third expected their personal
dtuationtoremainunchanged; only 7 percent expected to benefit (Potzl, 1988).
Frenchvotersareeven morefearful: two-thirdsexpect to beworse off under
EMU (Graham, 1997). Inmany countries, voterssupport EMU not because
they believe EMU will be beneficial per se, but because they care about
affiliated benefits—European integration providing an external disciplining
force for an “irresponsible’ government (Italy) or monetary integration
“leading” tradeintegration (Austria).

Theeconomicand politica weaknessesof EMU stimulatecrisisscenarios
(Feldstein, 1997; Didzoleit, 1998). The ECB will follow anexcessively tight
monetary policy toestablish credibility withthemarkets. Unemployment rates
will remain stubbornly higheveningood economictimes. Workerswill become
dissatisfied and restless as the common currency makes transparent the
differences in wages and benefits from one country to the next. Italian
government debt will spiral out of control. Internationa capita will moveout
of the euro into the dollar and the yen. Several European countries will
experiencesevererecessions. Thelong-suffering el ectoratesof themember
statesof EMU will takean enviouslook at dynamic Britain, whichisdoing
exceptiondly well outs deof EMU, thank you very much. Violent protestswill
break out in France. Theextremeright in Franceand theformer Communists
in eastern Germany will gain votes. The French government will insist on
changestothe Stability and Growth Pact, but Germany will refuse. Intheend,
EMU will unravel, withlong-lasting collateral damagetothelarger effort of
Europeanintegration.
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Thepoalitical analyssinthispaper providesatheoretical underpinningfor
such crisisscenarios. Itisargued herethat EMU buildson anaiveview of
political ingtitutions. Itisdesignedtodisappoint and, ultimately, tofail.

Well designed ingtitutions have built-in mechanisms of political
accountability that allow monetary policy to be shaped by both credibility and
flexibility concerns. Lackingflexibility, EMU hasabrittle* makeit or break it
quality. Earlier, | discussed the case of Finland, an economic and political
lightweight. If heavywelghtslike Germany or Franceexperiencean economic
recess onandthe ECB provesto beinflexible, EMU will fall gpart. Of course,
itispossible, andindeedlikely, that the ECB will transcenditsrigid designand
turn into the political animal it was never meant to be, in which caseit will
accommodatethe heavyweightsand lower interest rates—or |ook the other
way whentroubled economiesseek fiscal relief.

But my argumentisconcerned withtheforma designof EMU, whichisbuilt
ontheattitudethat monetary decis onmakingis—and should be—isolatedfrom
themessy and counterproductive pressuresof democratic politics. | suggest
instead that an apolitical ECB isbothimpossibleand undesirable.

Itisimpossibleto keep politicsout of monetary policy becauseingtitutiona
designdoesnot “map” into policy outcomesinamechanica and deterministic
fashion. In practice, policy outcomes depend on the policy preferences of
political agentswho control thedecison pointsof theingtitutioninquestionand
oninformal (non-ingtitutionalized) interactionsbetween theseagentsand their
political principals. Policy preferences and informal interactions are not
perfectly controllable; thepotentid for politica dippagecannot be“designed
avay.”

Moreimportant, thenotion that politicsnecessarily weakensamonetary
institution, rather than being a source of strength, is untenable. Powerful
ingtitutionslikethe Bundesbank derivetheir independencenot fromthel etter
of thelaw or fromformal appointment procedures. Instead, they areembedded
in alarger political system, supported by powerful political stakeholders
(Posen, 1993, 1995) or competing political veto playersoperatinginasystem
of checksand balances (Lohmann, 1998a). By depoliticizing the ECB, its
designersmakeit difficultfor the ECB toattract political stakeholderswhohave
theability andincentivesto protect theintegrity of theingtitutionwhenit comes
under political attack.
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Findly, thewiderangeof predictionsabout the consequencesof EMU for
Europe—eterna peaceversusriotsand war, economicboomversuseconomic
disaster—underscorestheextremeandill-defined uncertainty societiesface
whenthey undertakelarge-scal eingtitutiona changesthat are off thechartsof
human experience. Wewouldliketo seevoters, and not politica dites, make
choicesthat havehuge potentia upsidesand downsidesin shaping thedestiny
of largenumbersof people. But EMU hasa“democracy deficit” inthatitlacks
voter input in some member statesand voter support in many others. Asa
result, EMU doesnot havethepolitical legitimacy towithstand theseriouscrises
itwill inevitably encounter, given thehard economic choicesahead.

“QUIS CUSTODIET IPSOS CUSTODES?’
(WHOWILL GUARD THE GUARDIANS?)
Roman satirist Juvenal (Courtney, 1984)

Inademocracy, the power lieswith el ected politicianswho shape public
policy and affect the wealth and well-being of large numbers of people.
Monetary policy and monetary indtitutionsareanomalous. Monetary policy is
oftenisolated from el ectora politics, set by independent central banksstaffed
with“conservative’ technocrats(Rogoff, 1985). Totheextent that anall-party
consensus keeps monetary policy off the electoral agenda, voterswho are
unhappy withitseffect on employment and output, or ontheir pocketbooks,
havenowhereto go.

Onereasonfor theanoma ouspolitical treatment of monetary policy isthe
fact that discretionary monetary policy isbeset by atime-cons stency problem
that resultsinaninflation bias. Thisproblem ariseswhen economicagentsin
theprivatesector, expectingthecentra bank toinflate, writeaninflation markup
into their nomina contracts, which the central bank is then forced to
accommodate to avoid depressing employment and output (Kydland and
Prescott, 1977; Barroand Gordon, 1983). In an open economy, a time-
consistency problem also arisesin the presence of a balance-of-payments
objective. Onecountry inflatesinorder to depreciateitsexchangerateand
improvethecompetitivenessof itsexportingindustries. Butif severa countries
smultaneoudy follow abeggar-thy-neighbor policy, their real exchangerates
andrel ative competitivenessare unaffected, and all they haveto show for their
effortsisexcessinflation (Cukierman, 1992).

18



Susanne Lohmann

Another reasonfor theanomal ous politica treatment of monetary policy
liesinitspolitica vulnerability. Democratic policymakershaveincentivesto
manipulate the money supply for electora or partisan purposes. An
opportunistic palitica busnesscycleariseswhenincumbent policymakershave
incentives to expand the money supply before elections to stimulate the
economy and thereby increasetheir chancesof reelection (Nordhaus, 1975;
Rogoff and Sibert, 1988; Persson and Tabellini, 1990; Lohmann, 1998b,
1999). Inflationand unemployment then vary over timeasafunction of the
electoral cycle. A partisan political businesscycleariseswhen onepolitical
party caters to a constituency with preferences for low inflation and its
competitor representsacongtituency thatisbetter off withahighrateof inflation
(Hibbs, 1977; Alesing, 1987). Inflationand unemployment thenvary over time
asafunction of the party in power. Either way, thepalitical incentivesto use
monetary policy for electoral or partisan gainleadto excessivevariability in
aggregateeconomic outcomes.

Crediblecommitment isthesol utionto thetime-cons stency problemand
thepalitical vulnerability of monetary policy. Rationa expectationsimply that
systemati c attemptsto stimulateoutput arefutileinequilibriumandonly create
aninflationary cost. Asaresult, policymakersarebetter off credibly committing
in advance not to inflate or to create pre-election monetary surges.
Policymakers in open economies are better off committing not to follow
competitivebeggar-thy-neighbor policiesat each other’ sexpense. Political
partieswho takealong-run view and know they may bein power today, out
of power tomorrow, are better off cooperating to avoid opportunistic or
partisan swingsinmonetary policy.

Crediblecommitmentsabout thefuture path of monetary policy oftentake
oningtitutional form. Instead of committing directly tothe optimal monetary
policy path, elected politicianscommit to aningtitution that will follow the
optimal path, or at least some second-best path that ispreferabletoamonetary
policy beset by inflation biases, pre-election monetary surges, and partisan
swings. Examplesof suchingtitutional commitmentsareindependent central
banksstaffedwith conservativecentra bankers, monetary andinflationtargets,
currency boards, and fixed exchange rate arrangements such as the gold
standard and the European Monetary System (EMS). EMU, which provides
foracommon currency, isof coursetheultimateexampleof aregimethat fixes
exchangeratesabout asclosetoirrevocably aspossible.
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Elsewhere, | have cons dered two questionsabout monetary ingtitutions
(Lohmann, 1992, 1996, 1998c). First, why docredible, or at |east partially
credible, commitmentstakeoningtitutional form? Specificaly, why woulda
policymaker chooseto set upamonetary ingtitutionrather thansmply promise
tofollow asteady, non-inflationary monetary policy? Second, how should
monetary institutions optimally be designed? Specificdly, how can a
policymaker design amonetary institution so asto achievecredibility while
retaining someflexibility toded withreal shocksand unforeseen contingencies?

A monetary ingtitutiondrawsa“lineinthesand” that allowstheaudience
of thepolicymaker’ singtitutiona commitment—voters, wagesetters, financia
markets, and other policymakers—to monitor whether the policymaker is
keeping hispromiseand to executetrigger-strategy punishmentsif hereneges.
Aninstitutional defection—thedismissal of acentral banker, adevaluation
or exitfromthe EMSS, thefailureto achieveamonetary target—generatesan
audiencecost. Thiscost cantakeonmany different forms: votersmay vote
thepolicymaker out of office; wage settersmay writehighinflation mark-ups
into nominal wage contracts, financial marketsmay engagein destabilizing
speculation or shift investment capital to other countries; cooperative
agreementswith other policymakerson other dimensionsof public policy may
break down. It is this audience cost, or the threat of a trigger-strategy
punishment, that makes the policymaker’ s commitment to the institution
credible.

A well desgnedingtitutionnot only iscredible(inthesensethat ingtitutiona
defectionstrigger an audience cost), but it also has a built-in capacity for
responding flexibly to extreme shocks and unforeseen contingencies. For
example, aconservativecentral banker (Rogoff, 1985) whoisonly partialy
independent (Lohmann, 1992) will respondtoreal shocksto somedegreeand
accommodatethe policymaker’ sdemandsin extreme circumstances. This
ingtitution providesboth credibility (in“ normd times,” theconservativecentra
banker setsmonetary policy independently and thusfollowsher preferencesfor
lowinflation) andflexibility (in“ extremedtuations,” thecentral bankerisforced
toaccommodatethe moreinflationary preferencesof her political principa).
Theingtitution of apartialy independent conservative central banker comes
withtheadded benefit that it doesnot break downinequilibrium (thecentral
banker accommodatesupto thepoint whereher politica principa isindifferent
between accepting the central banker’ sdecision, ontheonehand, and paying
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thepolitical cost of overriding or dismissing thecentral banker, ontheother).
Asaresult, thetrigger-strategy punishment protecting the central banker’s
partia independenceisnot executedinequilibrium. Avoidingtheaudiencecost
promoteswelfareespecialy when the cost isbornenot only by thepolitical
principal but also by thepeople(asisthecase, for example, whentheaudience
of thepolicymaker’ spromisepunisheshim, and themsalves, whenit revisesits
inflation expectationsupwards).

Inmany cases, theinstitutional promiseisdirected at anaudiencethat is
capableof executing state-contingent trigger-strategy punishments. Suchan
audiencecanobserveor verify the“ stateof theworld”; that is, it canrecognize
extreme shocksand unforeseen contingencieswhen they occur and excuse
“legitimate” defections. Fexibility then comesat |ow cost: thecrediblethrest
of anaudiencecost providescredibility, but thiscostiswavedwhenflexibility
iscalledfor.

Audiencesdiffer intheir ability to execute state-contingent puni shments.
For exampl e, voterswould bewell informed about thedismissal of acentra
banker if it makesfront-pagenews. Votersinsmall open economiesknow al
about devaluations. V otersal so observeinflation, whichthey experienceas
risng pricesinthesupermarket. But they cannot usualy monitor thefulfillment
of amonetary target likethe Bundesbank’ sZentral bankgel dmenge (central
bank money stock). By and large, votersareblissfully unawarethat sucha
monetary target existsinthefirst place. Evenif they knew of thetarget, they
would not have the expertise to understand its economic implications, nor
wouldthey haveaninterest in checking whether the central bank isontrack.
Ontheother hand, tradeunion and employer organi zationswho negotiatewage
contracts, dongwith big playersinfinancia markets, areanided audiencefor
amonetary targeting procedure. Not only do they haveincentivesto monitor
thefulfillment of thetarget, but they arealsowell informed and can observe
economicand political developmentsthat would justify adeviationfromthe
target, inwhich casethey canwaivethe punishment.

Economistsoften discussthe prosand consof monetary institutionson
narrow technocratic grounds and neglect amore important distinguishing
characterigtic: differentingtitutionsinvokedifferent audiences. Itisarguedhere
that alargepart of optimal design consistsof setting up amonetary ingtitution
soastoinvoketheideal, or close-to-ideal, audience. The“guardiansof the
guardians’ should havetheability andincentivestoinflict anaudiencecost on
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thepolicymaker intheevent that hereneges, thereby generating credibility; but
they should also have the ability and incentivesto excuse defectionswhen
extreme shocksor unforeseen contingenciesarerealized so asto alow for
flexible policy responses while minimizing the probability and cost of
ingtitutiona breakdown.

Itisaongthisdimens on—thecredibility versusflexibility tradeoff—that
the ECB and EMU compareunfavorably to the Bundesbank andthe EMS.
Thelatter two comewith acomplex schedul eof audience costsand acapacity
for excused defections. They havebuilt-in mechanismsof accountability that
generatepartidly crediblecommitment whileretainingsomedegreeof flexibility
to respond to extreme shocksand unforeseen contingencies.

By design, theBundesbank hassome surfacesimilarity tothe ECB, but it
isquestionablewhether the performance of the Bundesbank-anchored EM S
will carry over toEMU. Toillustrate, let medescribeseveral audiencesand
comparetheir ability andincentivesto monitor theBundesbankandtheEM S,
ontheonehand, withthe ECB and EMU ontheother.

TheElectoral Connection

V oterscanimposetheultimateaudiencecost: they canvotethegovernment
out of office. But themassof voterstendsto beill-informed. Asnoted above,
voterscan monitor highly salient eventsthat makefront-pagenewsor trends
they experience personally. But they do not usually havetheinformation,
expertise, and incentives to execute state-contingent trigger-strategy
punishments.

Worse, votersthemsel vesface atime-consistency probleminexecuting
trigger-strategy punishments. After al, apolicymaker whoinflatesto stimulate
the economy typically does so to please voters, who care not only about
inflation but a so about employment and output. Itisnot obviousthat voters
would haveincentivestovoteout of officeapolicymaker whois*doinggood.”
Thistime-cong stency problemisavoi ded whenvoterspunishfor “emotional”
reasons—nationd pride, nationd trauma, anationd inferiority complex. They
arethenwilling to execute apunishment even if the punishmentisnot, asan
economistwouldsay, “ renegotiation-proof” (Fudenbergand Tirole, 1991, pp.
174-176).

Older German voters experienced the traumatic consequences of two
hyperinflations. Middle-aged voterstake pridein the Wirtschaftsaunder (the
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postwar economic miracle), whichisperceived ashaving been built upon the
stable DeutscheMark. Votersof all agesregularly takevacationsoutsi de of
Germany, and the ever-improving rate at which they can exchange the
DeutscheMarkfor foreign currency isalsoasourceof nationd pride(“every
year | add another threezerostothelira’). All voter groupsare suspiciousof
inflation and supportive of the Deutsche Mark, and amajority of votersis
hostiletoward theeuro. German politiciansknow that highinflationrates, et
aonehyperinflation, would endanger their politica survival. Inthissense, the
Bundesbank’ slow-inflation monetary policy isemotionally “anchored” by
national traumaand nationa pride.

German votersarenot good, however, at monitoring inflationary threats
that comeinsubtleform. Consider, for example, theresponse of the German
people(or rather, thelack thereof) to two maor institutional modificationsof
thepostwar German central banking system, the 1957 replacement of theBank
deutscher Lander by the Bundesbank andthe 1992 integration of theeastern
Lander (regiona states) into the Bundesbankinstitution. Totheextent that
German monetary institutionsarecrucial in guaranteeing low inflation, one
would expect German votersto havefollowed with bated breath the public
debates over the design of the Bundesbank in the late 1950s and the early
1990s. Infact, thesedebatesraged at theelitelevel, between and withinthe
political parties, between the central government and the Lander, in the
Bundestag and the Bundesrat (thel ower and upper housesof parliament), but
theissuenever gained salienceinthemindsof thegeneral public (Lohmann,
1994, 1998a).

IntheEM S, governmentsfear |osing popul arity whenthey devalueor even
exit. Devauationsand exitsarefront-pagenews, they arepoliticaly sdientin
part because they affect nationa pride. A devaluation or exit, with its
implication that “my country’s currency can't keep up with the Deutsche
Mark,” providesaconvenient emotional referencepoint for voters, butita so
playsaninformational role. Whenagovernment pegsitscurrency to another,
more stable, currency, it thereby alows votersto monitor in asimple and
straightforward way whether the government iskeeping its promise not to
inflate. By way of analogy, thereisevidencethat votersinfedera systemstake
informationa cues from the relative economic performance of their local
economiesand thenationa economy tojudgelocal politicians, who get voted
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out of office if they preside over relatively bad economic performance
(Lowry, Alt, and Ferree, 1998).

Inshort, wecanthink of thepolicy of low inflationin Germany and other
member states of the EMS as being anchored by voter trigger-strategy
punishments: history providesapowerful emotiona reasonfor Germanvoters
to punishther politiciansfor highinflation, and deval uationsand exitsinthe
EM Sserveasauseful emotional and informational devicefor votersin other
countriesto punishtheir elected representativesfor inflating relativeto the
Deutsche Mark.

In comparison, the ECB and EMU are not designed to rely on voter-
imposed audiencecosts. If EMU goesbad, itisnot clear whom votersshould
hold palitically accountable. V oterswill end up helplessand frustrated because
bad thingsare happening to them and they cannot do anythingtoimprovetheir
gituation. Unhappy citizens will flock to extremist parties. Political
entrepreneurs will emerge within existing parties or form new parties,
associating themsalveswithanewly popul ar dternative: exit EMU. [ncumbent
governmentswill thenjump ontheexit bandwagonto avoidlosing power—or
elsethey will get voted out of office and replaced by anti-EM U forces.

Tomakemattersworse, voter judgment canexhibitavolatility that canlead
topolitical instability and sudden politica change. Votersinonecountry might
think, “if everybody joinsEMU except for my country, then something must be
wrongwithmy government if wearenot alowedtojoin.” Thiskindof thinking
putspressure on el ected policymakerstojointheherd. But sometimeinthe
future, when arecession, aong with the constraintsimplied by acommon
monetary policy, generatesmassunemployment insome EMU member states
whileBritainbooms, voterswill makethe r governmentsrespong blefor joining
EMU and gettingthemintoamess. Suchasuddenreversd isdl themorelikey
for voterswho never had the chanceto expresstheir support for (or objection
to) EMU inan election or areferendum. If EMU goesbad, its democracy
deficit, oritsperceivedlack of eectora legitimacy, will hurt. Exacerbatingthis
problem, many policymakers have used EMU asastick to force votersto
accept “ politically unacceptable” economic reforms; if the reform efforts
backfire, voterswill comeback withavengeance.
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Wage Settersand Financial Markets

If apolicymaker makes a promise vis-a-vis wage setters and financial
marketstofollow apolicy of low inflation, hethereby invokestwo kindsof
audiencecogtsintheevent that helater reneges. First, wagesettersandfinancia
marketscan bring about negative economic outcomes (wageinflation, capital
flight) that hurt votersand thusreducethe policymaker’ sreel ection prospects.
Second, bad economic outcomescan beinformational cuesfor voter trigger-
strategy punishments. For example, thelargemassof voterscannot directly
observeadeviationfromamonetary target, but it can read front-page news
about acrigsintheforeignexchangemarketscaused by capita flight following
adeviationfromamonetary target.

Tradeunionand employer organizations, aswell as*large’ participantsin
financid markets, tendto bewell-informed about economicand political events
that have the potential to affect real wages and profits. Becausethey can
observe or verify the state of the world that would justify an *excused”
defection, they have the ability to execute sophisticated state-contingent
trigger-strategy punishments. For example, wagesettersand financial markets
aretheaudiencefor the Bundesbank’ smonetary targeting procedure. The
Bundesbank hasmissed itstargetsabout one-half of thetimeover thelast few
decades, but itsreputation hasnot suffered—anindicator of excused defection.
In the EMS, financial markets generate audience costs in the form of
destabilizing speculationand capitd flight.

Once again, the ECB and EMU compare unfavorably. In the future,
financia marketswill losetheir function of communicatingto votersthat the
government in one country or another isfollowing* irresponsible” economic
policies. capital canmoveout of theeuro andinto thedollar and theyen, but
such movementsare at best asignal that the euro zone asawholeisdoing
badly—it doesnot assign responsibility to specific el ected politicians. Evenif
wagesettersor financia marketsbring about negativeeconomic consequences
or generate negativesignalsabout the performance of theECB or EMU asa
whole, voterscanrespond only if they areoffered alternatives(e.g., apolitical
party standsfor electiononan®exit EMU” platform). Incountriesthat havean
eliteconsensusabout EM U, theelectoral connectionisbroken.
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Political Veto Players

Countriesarenot governed by asingle* unitary actor” policymaker, asis
often assumed intheory, but by multiple policymakerswho are spread over
multipleparties, housesof parliament, andlayersof government, supplemented
by amultitudeof ministries, bureaucracies, commissions, and committees. In
acomplex system of checksand balances, political veto playerscan prevent
policymakersfrom reneging on monetary policy promises(Tsebelis, 1995;
Lohmann, 1998a; Moser, forthcoming). Veto players can aso delay an
ingtitutiona defectiontothe point wherethedefection doesnot pay off because
private agentshavetimeto adjust their behavior in anticipation of adefection.

TheBundesbankisapowerful ingtitutionin part because of theway itis
backed up by federdist vetoplayers. The Germangovernment’ sleverageover
the Bundesbankislimitedfor tworeasons. Firgt, thecentral government does
not control a mgority of the members of the Bundesbank Council, as it
appoints only aminority (the Directorate), whereas the Lander appoint a
majority (theLand central bank presidents). Second, thecentral government
cannot unilaterally changethe Bundesbank Law. Suchachangeissubjectto
aveto of theBundesrat, whichiscontrolled by theLander. Twice, in 1957 and
1992, the central government attempted to centralize the German central
banking system. Eachtime, it succeeded partialy—after afiercefight withthe
Lander, which, inavigorousattempt to protect their turf, delayed and partly
foiled thegovernment’ splans(Lohmann, 1994, 1998a).

The ECB isdesigned to steer clear of messy politics, and yet the ECB will
beoperatinginanenvironment that offersnothing but hard economic choi ces.
Itwill inevitably end up stepping onthetoesof onepolitical heavyweight or
another. Becauseof itsgpolitica design, theECB will havedifficultiesattracting
political protection. Itwouldbepreferableby far for thedesignersof theECB
to accept theideathat acentral bank, withitsvast powersover theweathand
well-being of millionsof voters, isfundamentdly apolitica animd. Thecentrd
bank could then be set up aspart of asystem of political checksand balances,
inwhich counteracting interestskeep inflation downwhileforcing thecentral
bank to be partially responsive to extreme shocks and unforeseen
contingencies. Economistsand central bank technocratstendto believethat
political pressures are necessarily counterproductive. In fact, political
pressures can reflect economic pain that a central bank can and should
legitimately respond to.
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LinkagePolitics

Elsawhere, | haveargued that policymakerswhointeract with each other
inmorethan onepolicy dimens on can makecrediblecommitmentsvia®issue
linkages’ (Lohmann, 1997). If apolicymaker defects on one dimension,
cooperation breaks down on other, possibly functionally unrelated, issue
dimens ons. Because suchlinksincreasethe punishment incurredintheevent
of adefection, they makedefectionlesslikdy inthefirst place. Thedownside
of linkage paliticsisthat abreakdowninonepolicy dimension bringswithita
costly breakdownin other dimensions.

BoththeEM Sand EMU makeuseof issuelinkage: Britain notwithstanding,
ashared understanding existsthat countriesfailing to participatein monetary
integration will beleft out, at |east to some degree, of other dimensions of
European integration. The EMS, however, has a built-in escape valve—
politically negotiated deva uations—that doesnot trigger punishmentsin other
policy dimensions. Incontrast, thetrigger-strategy punishmentsthat come
“attached” to EMU arerigid; they do not allow for excused defection. A
country canunilateraly decideto quit, but doing sowill underminethelarger
effort of Europeanintegration. Alternatively, themember statesof EMU can
look theother way if onecountry doesnot meet itsobligations, but doing sowill
tear at thefabric of theexpectationsthat defineEMU.

The ECB doesnot fit thedefinition of awell-designedingtitution; itisnot
meant to bring about afavorable credibility-versus-flexibility tradeoff. Its
designisrigid,implyingthat EMU will dopoorly whileitlasts itwill notlast long;
andwhenit breaksdown, itsbreakdown will damagethe cause of European
integration.

“THESTATUTESOF THEECBAREMODELED ONTHOSE OF
THE BUNDESBANK, WHICH MEANSTHAT IT WILL BE
FULLY INDEPENDENT.” YvesThibault deSilguy, European

Commissioner for Economicand M onetary Affairs
(Rees-Mogg, 1995)

Oneviewintheliteratureonmonetary ingtitutionsand crediblecommitment
isthat legd statutes, or formd ingtitutionsmoregenerdly, can solvecommitment
problems; that is, themere passing of alaw createscommitment wherenone
existed before. Thisview isimplicit in the“ statute reading methodol ogy”
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scholarsemploy whenthey infer causality from the negative cross-country
correlation between (legal) central bank independence and low inflation
(Forder, 1996, p. 39). Itisa sopresent when scholarsproposethat thepolitical
vulnerability of monetary policy can beeffectively reduced by thesmplemeans
of writing central bank independenceinto the constitution or making changes
to theindependent statusof the central bank subject to atwo-thirdsmajority
inParliament.

Thisview isinconsistent with time-series and cross-country evidence
suggesting that forma independence does not map into behavioral
independence in a straightforward way. For example, the Bundesbank’'s
formal statute remained unchanged from 1957 t0 1992. Y et the degreeto
which Germanmonetary policy wasvulnerableto political pressuresfluctuated
considerably over this period (Lohmann, 1998a). Similarly, we find that
measuresof legal central bank independencearenegatively correlated withthe
depreciationintherea valueof money for industrial countries, whereasthe
correlationiseffectively zerofor developing countries.

The divergence between the letter of the law and actual practice is
substantidly larger indeveloping thaninindustria countries. Thismay bedue
to ageneral norm of greater adherence to the law in industrial countries
(Cukierman, 1992, p. 421). To understand the constraining role of legal
statutes, or formal ingtitutionsmoregenerdly, thereisno seriousdternativeto
examining theway they areembeddedinalarger political systemthat creates
politica cogtsfor violaing or changing thelaw and political costsfor ingtitutiona
corruption, change, or breakdown. In short, “reading statutes does not
measureindependence, passing them doesnot createit” (Forder, 1996, p. 50).
Asnoted earlier, theBundesbank’ sindependenceisguaranteed not by virtue
of theletter of thelaw, but because the Bundesbankisembeddedinalarger
political systemwherepowerful playershavestakesintheingtitutionand are
willingtofight whentheinstitution comesunder attack (Lohmann, 1998a).

TheBundesbank’ srecord a so suggeststhat i nstitutional designdoesnot
trand ateinto policy outcomesinamechanica and deterministicway. Firg, the
letter of the law is often ambiguous. Powerful political interestswill then
interpret it assuitstherinterests. Evenwhentheintent of thelawisclear, itmay
not beimplementedin practice. Powerful political playerscan play agameof
“mutudly agreed excused defection,” whereby everybody interpretsthelawin
away that isincons stent with theintent of thelaw, and flouting thelaw isnot
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punished becausethereisno audiencethat hastheability or incentivetoimpose
ggnificant political costs.

More important, policy outcomes depend not only on institutional
congtraints, but a so onthepolicy preferencesof politica agentswho control
theingtitutionandoninformal (noningtitutiondized) interactionsbetweenthese
agentsand the stakehol dersof theingtitution. Policy preferencesandinformal
interactionsarenot precisaly predictableor controllable.

By way of illustration, consder German monetary policy. The
Bundesbank Council makesitsdecisionsby smplemgority rule. Topredict
German monetary policy outcomes, wewould need to know the monetary
policy preferencesof theLand central bank presidentswhoformamagjority on
the central bank council. The Land central bank presidents are formally
nominated by the Bundesr at and formally appointed by the president of the
Republic; defacto they are sel ected by their respective Land governments.
Theformal appointment processa ong with theinformal sel ection procedure
allowsusto make some educated guesses about the voting behavior of the
Land central bank presidents on the Bundesbank Council. A Land central
bank pres dent might represent theeconomicinterestsof her Land, or shemight
seek tofurther thee ectoral and party-political goalsof the Land government
that appointed her. Intheevent of achangeingovernment, thecentral bank
president might pander to the new government to improve her chances of
reappoi ntment. Shemight accommodateexternd interest groupswho control
her future career path after sheretiresfromthe Bundesbank. Thenagain, she
might succumb to Bundesbank-internal peer group pressuresandturnintoa
“nonpartisan” technocrat (the ThomasaBecket effect). Becausesheidentifies
with the Bundesbank, she might accommodate el ected politicianswho can
credibly threatenthelegd status, Sructure, or very existenceof theinstitution.

TheBundesbank hasan empirical record that can beusedtodiscriminate
between these competing hypotheses, at | east to some degree (Lohmann,
1998a). Butitisimpossibleto predictintheabstract how formal appointment
procedureswill affect thevoting behavior of theLand central bank presidents.
Therearesimply too many overlapping concerns—ideology, internal peer
group pressures, external political pressures. Therelativestrength of these
concernsfluctuatesover timeand among individualsinaway that cannot be
absolutely predicted or controlled.
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The ECB mimics a “thin simplification” (Scott, 1998) of the
Bundesbank—it builds on the ideathat German monetary policy is sound
because of thelegal guaranteesand formal appointment procedureslaidoutin
the Bundesbank Law. TheBundesbank’ singtitutional featurescarry over to
theEuropeanlevd, butitsbehaviora rulesand political embeddednessdo not
necessarily travel well.

Of course, we can makesomeeducated guessesabout thefactorsthat will
influencethevoting behavior of thenationd central bank presidentsonthe ECB
Council. For example, Bundesbank watchersagreethat theLand central bank
presidentsdo not tendtovoteaong“ Land-egoistica” lines. Incontrast, ECB
watchersare concerned that the national central bank presidentsonthe ECB
council will vote the interests of thelr respective countries rather than the
interestsof theeuro zone. But who knows? National central bank presidents
whoretirefromtheECB Council only tofollow acareer pathinthecountry they
camefromwill presumably havea*® perspective” different fromthat of Land
Central Bank presidentswho accept high-level bureaucratic positionsinthe
European Unionor aresooldthat they retirealtogether. Nothingintheformal
appointment procedurestellsuswhat will happen. All wecandoiswaitand
See.

“ESIST EINE SACHE DESGLAUBENS: ESKANN SO, ESMAG
ABER AUCH ANDERSKOMMEN.”
(ITISAMATTEROFFAITH: ITMAY TURNOUT THISWAY,
ORITMAY TURNOUT DIFFERENTLY')

Der Spiegel jour nalist Wolfram Bickerich (Bickerich, 1998)

Disagreementsabout EM U arisebecauseinterested partieshavedifferent
materid interestsor different politica and bureaucraticgoas. Thereisnothing
surprising about “ bigbusiness’ coming out for EMU, withtradeunionsagaing.
It doesnot takearocket scientist to understand why the European Parliament
isenthusiasticabout EMU (* moreEuropeisbetter”), whereasthe Bundesbank
isasgloomy asit can afford to bewithout openly contradicting itsEurophile
governmen.

But the heterogeneity of interestsand goal sdoesnot explainwhy alarge
part of the disagreement about EM U centerson predicting itsconsequences.
Earlier, | presented two competing visonsof EMU. Moregenerally, wefind
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that interested partieson all sidesof thedebateloveor hate EMU for reasons
that areincompatible. For example, the Germansareagainst EMU because
they fear theeuro will betoo soft (the ECB will caveintotheirresponsible
Frenchand Itdians), whiletheFrench areagainst EM U becausethey fear the
eurowill betoohard (theECB will bedominated by Germanbullies). They
cannot both beright.

Withintheconfinesof economictheory, thereisnotheoretical framework
that would alow usto understand why peoplehavedifferent “models’ of the
policy effects of large-scale interventionsin the economy. Therationality
assumption of economic theory implies that people have a shared
understanding of theway theworldworks; that is, they agreeontheefficiency
anddigributiond effectsof variouspolicy dternatives, evenwhenthey disagree
about which policy dternativeisbest becausethey aredifferentialy affected by
various policy aternatives. Modern game theory provides theoretical
underpinningsfor “why wecan't agreetodisagreeforever” (Geanakoplosand
Polemarchakis, 1982; see Fudenberg and Tirole, 1991, chapter 14, for a
survey). To the extent that differencesin beliefs reflect some underlying
objective information, aplayer who knows that another player has beliefs
different from his own should revise his beliefs, taking into account the
informationimplied by thefact that theother player disagreeswithhim. Asthe
two playersinteract, engaging each other in policy debatesand making policy
decisions, their beliefsshould converge.

Happily, outside of theboundariesof mainstream economicsthereexists
scholarship that shedslight ontheroleof mental modelsindriving political
debate and policy decisions (DeNardo, 1997; see also Denzau and North,
1994). Thedebateover EMU hasal thehalmarksof anideol ogical debate:*
(2) not only do ordinary peopledisagreewith each other, but so do experts; (2)
until we get more empirical feedback about “ The Way the World Actually
Works,” there is no obvious way to discriminate empirically between the
competing views, and (3) even asempirical feedback accumul ates, thedebate
showsno signof converging—if aparticular clamturnsout to beempirically
untenabl e, the debate simply moveson and pol arizesover another unsettied
guestion, with new arguments and new evidence chasing the same old
conclusons.

Policy debatestend to beideol ogical whentheunderlying objectiveredity
iscomplex. Ordinary human beingsdo not have the cognitive capacity for

31



The European Central Bank

contemplating afull-scalemode of acomplex poalitical and economic system
andworking out theimplicationsof apolicy interventioninthefull-scalemodd.
Instead, human beingsform simple modelsin their heads and work out the
implicationsof apolicy interventionintheses mplemodels.

A complex system can berepresented by any number of ssimplemodels,
each of which spdllsout theworkingsof somedimensionindetail whileignoring
the*action” inmany other dimens ons(enter theinfamousceterisparibusof
economictheory). Becausedifferent simplemodel skeep constant different
factors, they generate different implications about the effects of a policy
intervention asitworksitsway throughthesystem. If theunderlyingobjective
redlityiscomplex, or if it changesinapoorly understood way, thentheempirica
record that unfolds disallows empirical discrimination. People, including
experts, will continueto claimthat their smplemodel sarecorrect, and thereis
noway to discriminateamong their competing andincompatibleclaims. They
will disagreeforever.

Incontrasttorational playersinthe”wecan’t agreetodisagreeforever”
literature, real-world playershave* sticky” beliefsand display aremarkable
lack of self-awarenessabout the heterogeneity of modelspeopleholdintheir
heads. When peoplefind out inthecourseof apolicy debatethat other people
have different beliefs, they smply discount the other beliefs as stupid and
misguided, instead of “rationally” updating their own beliefs. Academic
economiststhemsel vesarethe penultimate exampleof irrational players—
discounting the intuitions of real-world economic agents that contradict
mainstream economictheory (“if only everybody took Econ101incollege, the
world would be a better place”) and ignoring the first-hand experience of
economic agentsthat might tell them something about theway theeconomy
actualy works.

Evolution has not prepared us (that is, hard-wired the cognitive and
decision-making apparatus in our heads) for survival in acomplex world.
Dorner (1996) reportssomeexperimentsinwhich ordinary peopleplay therole
of abenevolent dictator inacomplex artificial (computer-simulated) society.
Theparticipantsin hisexperimentshad atendency toruntheir societiesintothe
ground. Their decision making demonstrated cognitivelimitationsand biases.
They did not understand budget constraintsand nonlinear relationships, and
they reacted in counterproductivewayswhen they encountered unforeseen
Side-effectsor crises.
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Asapractica matter, wehavetolivewithour limitationsand biases. If we
cannot contemplateafull-scalemodd of objectiveredity, wemust usesmple
mode stowork out theconsequencesof variouspolicy interventions. Butbeing
human beings, we can aso step back and understand that in the face of a
complex redlity our smplemode smay bewrong, implying that policiescoming
out of such ssimplemodel s can have adverse side-effects unforeseen by our
models.

Understanding our limitations allows us to refine our idea of optimal
ingtitutiona design. Thenotionof anoptimally designedingtitutionisitselfill-
definedinthat aningtitution may beoptima inthecontext of aparticular modd,
butit may well besuboptimal inredity. A truly well-desgnedingtitutionisopen
totheideathat themode that originally motivated theinstitution may turn out
tobewrong. Thisingtitution hasmechanismsinplaceby whichit cangather and
makeuseof empirical evidencesuggesting that themodd may bewrong. Such
mechanismstypicaly requireopen and decentraized modesof decisonmaking
that grant accesstolocal and practical knowledge; they respect thecreative
capacity of humanbeingsfor circumventing counterproductiveformal rulesand
structuresand devel opinginformal interactionsthat fill inthegapsbetweenthe
rules and allow for exceptions and flexible responses; they allow for
spontaneity, adaptability, informal coordination, and disorganization; they are
messy, malleable, and (partiadly!) corruptible.

By definition, unforeseen contingenciesareunforeseen, but itisforeseegble
that at some point in the future some unforeseen contingency will trigger
institutional breakdown: noinstitution lastsforever. For thisreason, awell
designedingtitutionincludesaSollbruchstelle. ThisGermanengineeringterm
trand atesliterally as* spot that ismeant tobreak.” It standsfor the part of a
machinethat isdeliberately constructed to beweaker than other partssothat
it takesahit when that the machinecomesunder stress. It then breaksdown
withlittlecollateral damageandisrepaired or replaced at low cost. TheECB
and EMU couldfail disastroudy becauseso many of thefeaturesthat definea
truly well-designed palitical ingtitutionwereddiberately “ desgned away:” the
driving forcebehind theapolitical designof EMU isfear of and contempt for
democraticpolitics.

But politicianshaveaway of reassertingther primacy over technocrats. In
theend, thered questioniswhether theECB will overcomeitsrigiddesignand
bendwiththe palitical winds, or break down becauseit becomespoalitically

33



The European Central Bank

unsustainable. Therewill bepolitical and economic costsof accommodation
or breakdown—coststhat could havebeenlower if thedesignersof EMU had
showed someunderstanding of and appreciation for democratic politics.
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NO MONETARY MASQUERADESFORTHEECB
Adam S. Posen

INTRODUCTION

Almost overnight, transparency has become the central banker’s
watchword. From aworldinwhichwe used to hear about “ Secrets of the
Temple,” wehavemoved toaworldwheretransparency isexplicitly oneof the
criterialisted by the European Monetary Institute (EMI) for evaluating the
future strategy of the European Central Bank (ECB) (EMI, 1997, p. 2). As
members of democratic societies, we have a certain gut-level sense that
important policiesshould beopento scrutiny. Aseconomists, weelther believe
that efforts at keeping monetary policy secret cannot succeed, or, more
realistically, add to short-run uncertainty for norea gain. Sothat issettled,
right?

Apparently not. It remainsunclear what transparency meansin operationa
termsfor centra banks. Onacase-by-casebasi s, wecan determinewhether
certain changesarein thedirection of moreor lesstransparent policymaking.
TheU.S. Federd Open Market Committee (FOM C) releasing explanationsof
itsinterest rate movesisastep towards greater transparency; the German
Bundesbank publicly resetting its“rate of normative priceincrease,” itsde
factoinflationtarget, asEM U approachesisanother. Y et, for afreshingitution
likethe ECB, how should transparency be embodied and institutionalized?
Thereisno general consensusadvocating public meetingsof itsGoverning
Council, committing the ECB to publishexplicit forecastsof inflationand other
variables, or evento specify an exact set of prioritiesfor monetary policy in
practice.

Clouding mattersfurther istheannouncement by therecently appointed
ECB Council that, initially, it will follow ahybrid strategy of monetary and
inflationtargeting, and after acertaintrangition period, revert to strict monetary
targeting. Leaving asdethe patent absurdity of finding stableandinformative
monetary aggregatesfor thisnew currency zone, thisisamoveto decrease
trangparency. TheECB'’ sultimategod issustainedlow inflation, andit should
beup front about thefact that one achieveslow inflation by contracting the
economy, or a least credit, whentheinflationforecast risesabovethegod. The
only way to reduceinflationwithout doing soisto convincewage- and price-
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settersahead of timethat the central bank will react to such forecasts, andto
credibly notify themwhenthisishappening.

Monetary targetsareat best adiversionary tacticfromthisredity. Wesaw
the Volcker Fed mischievously masquerade its disinflation of 1979-82 as
adherenceto monetary targets, and thishad twolasting effects: one, convincing
peopleof theFed' scounter-inflationary will oncetheinflationratewaslowered
(not because monetary targetsweremet); and two, forcing the Fed chairmen
intotheearly 1990sto engagein acostuming of monetary policy infront of
elected officia sandthepublic. Assummarized by AlanBlinder (Blinder, 1998,
p. 29):

Monetarist rhetoric provided the Fed with apolitical heat shield asit
raisedinterest ratesto excruciating heights. Inany case, theFed began
the gradual process of backing away from M targetsin 1982. The
target growthrangefor M1 wasformally droppedin 1987, but growth
targetsfor M3 and, especidly, M2 retained somesubsidiary rolein
monetary policy formulationinto 1992—at least putatively. Findly,in
February 1993, Fed Chairman Alan Greenspan announced with
magnificent understatement that the Fed wasgiving “lessweight to
monetary aggregatesasguidesto policy.” Less? How about zero?
Greengpan’ sproclamationwasgreeted with yawnsin both academia
and thefinancial marketsbecauseit wasconsidered old news. . . a
1978law whichisstill onthebooks, requiresthe Federal Reserveto
report itstarget rangesfor money growth to Congresstwiceayear.
ThistheFed dutifully does. Butitisanempty ritual. Therelevanceto
policy eludesall concerned.

It is my argument that all monetary targeting, even as practiced by the
Bundesbank, is such amasquerading of inflation targeting. Theimportant
lessonfor theECB isthat it cannot get away with suchmischief, andfollowing
monetary targetsisamistakenremoval of transparency.

WHAT ISTRANSPARENCY?

Monetary policy’ seffectsmay bethought of astheresult of threefactors:
thepreferencesof thecentral bank, thetransmisson of thecentral bank’ spolicy
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(usually interest rate) deci s onsinto theeconomy, and thedevel opment of the
economy intheinterim until that policy takeseffect (which | term forecast
transparency). Leaveas deshockswhichweassumethecentral bank would
not know about or el sethey would not beshocking. Thismeanstherearethree
potentialy hidden aspects—changesinwhat thecentra bank wants, inwhat the
central bank cando, andinwhat thecentra bankisdoing. Boththecentra bank
andthe private sector havetolook backward at the sum of these changesin
order to build amodel withwhichtolook forward and predict what happens
next. Thinking of itthat way, itispretty easy todiscernwhentotal transparency
changes—wecantell whoisdoingwhat inthecurrent economy, and whether
that is different from what would have been expected before given initial
conditionsandthecentra bank’ spolicy instrument.

We should realize, however, that forecast transparency is the least
important sourceof confusion. If theforecast of theeconomy isuncertaindue
to changeswhich arestructural andlasting—and not induced by atemporary
shift—wewill find out pretty quickly. Boththepublicand policy will catchup.
In any event, there is also little a central bank can do about this kind of
uncertainty beyond collecting more data. The most dangerous aspect for
monetary policy to lack transparency is the second aspect, the monetary
transmission mechanism, that iswhat the central bank is capable of doing.
Because the primary means of transmission of monetary policy in any
devel oped economy isthrough thefinancia system, what we' reredly talking
about concerning this aspect are changes in financia technologies and
regulations. Fortunately, these are pretty observable, although their
implicationsarenot awaysclear, andthey aresomething over whichthecentra
bank usually can exert someinfluence. Thisisamatter about whichthe ECB
will have to become more concerned, especialy if the euro does prompt
financid reform.

That being said, lack of transmission transparency is the source of
occasionswheremonetary policy truly can do damage. When people speak
about monetary criseswhat they usually havein mind are occasionswhere
monetary policy moves(or doesnot moveintheinfamouscase of the 1929
stock market crash) areamplified in unexpected waysby financial fragility.
Thankfully, finding anyoneto disagreewiththestatement “ financid fragility is
bad” isabit difficult, sol will not belabor thepoint. Mostimportantly for today’ s
discussion, dealing with financia fragility is something that must be done
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irrespectiveof thedevel opment of thecentral bank andwhichistransparent so
long asspecificpolicy initiativesaretaken.

That |eavesuswith oneremaining aspect of monetary policymakingto
make transparent: the question of the central bank’ s own preferences, the
specificgoasof palicy. Clearly, thecentra bank hasnowilling uncertainty of
itsowninthisregard. Itisasotheeas est uncertainty toremove—thecentral
bank just hastotell thetruth about what it wantsand haveitsdeedsmatchits
statedintent. Soundssimple, doesit not? Y ouwill notice, however, thatinthe
real world central banksdisclosetheir goalstovarying degrees, withvarying
explicitnessinthat disclosure. If weall agreed ontheforecas, or atleast tothe
broad outlines of theforecasting model totheextent weareever ableto, then
amonetary policy movegivessome, thoughnot dl, informeation about wherethe
central bank wantstogowhether or not thebank tellsusexplicitly what itis
after. Most peoplemaking economic decisionsget thesamesignalsand these
arecons stent withwhat the central bank isexpecting, and thecentral bank’ s
actionsinturnbecome better expected.

If, onthe other hand, we are again planning for the future by reasoning
backwards from the policy decision and the current state of the economy
without either anexplicit knowledgeof thecentral bank’ sintent or alargely
agreed uponmodel of theeconomy, wedo not know what tothink. 1f theECB
raisesinterest ratesat itsfirst council meeting, what should wetakeit tomean?
Doesit meanthat the ECB isconfirming or denying oneparticular sdeinthe
debateover whether looseinterpretation of theMaastricht fisca criterionwas
dangerous? Doesit giveusaninsightintowhat theforecast of the European
economy should be? Doesit merely sgnd an effort to establish credibility and
independenceinthepublic mind? If different economic decision-makerssee
different possiblemotivationsimplied by the ECB’ smovethey will logically
makedifferent forecastsand different decisons. | want toemphasizethat these
scenariosarevery much thestuff of reality rather than thought exercises.

What can a central bank do to remove this uncertainty about its
preferences? It canmakeitsgods, and thereforeitspolicies, moretransparent.
Theprimary way central banksdothisisto publicly announceanumericaly-
defined measurabletarget for policy, with aspecified timehorizon for that
target. Inrecent years, thishastakentheform of multi-year inflationtargets.
What | want to emphasi zetoday, however, isthat many countrieswhichinthe
past were supposedly targeting money—including the Bundesbank—were
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actually publicly targeting inflation. Theframework of explicitly statingan
inflationgoal and noting deviationsfromit conferred advantages, athoughthe
emphasison monetary growthtargetsactual ly detracted from thissuccess.

BEHIND THE GERMAN MONETARY MASK*

Itiscommonplacein current discussionsof Europe snew central bank to
hear that not only hasthe ECB been model ed onthe Bundesbankingtitutiondly,
but that themonetary targeting strategy which the Bundesbank haspursuedis
aviablemodel for theECB’ sstrategy. Last year, then EMI President Wim
Duisenberg saidthat hehas”. . . acertain preferencefor monetary targeting.
The success of the Bundesbank shows that this strategy underpins the
competence of the central bank, thus offering an optimum safeguard for its
independence” (Duisenberg, 1997). Recent statementsby membersof the
ECB Governing Council upon their and Duisenberg’ s confirmation went
further, calingfor the ECB to adhereto monetary targets. Whiletherecord of
successof the Bundesbank’ stargeting strategy (and of thesimilar strategy
pursued by the SwissNational Bank) sincethe collapseof the Bretton Woods
regimeisindeedimpressive, it wasnot themoney which mattered.

Theprimary benefitsgained from announced monetary targetsin Germany
arefromthetransparency whichthisframework conferred ontheexerciseof
discretionary policy—strict adherenceto monetary aggregate growth asa
formal intermediatetarget, and therule-like constraint on policy that would
imply, hasnot played aroleintheir success. Accordingly, interpretationsof
monetary targetingwhichimply that thefuture ECB woul d needtoblindly follow
the Bundesbank'’ s stated proceduresin order to maintainitscredibility are
mistaken. In fact, to do so would be exactly the same type of one-time
distraction that declaration of monetary targetsby the Fedin 1979-82 was,
leading to an opendisregard of itsown statementswhich anew central bank
canill afford.

Itiswell knownthat annua target rangesfor monetary growthweremissed
aroundfifty percent of thetimein Germany inthe 1980sand 1990s. Far more
significantly, the Bundesbank has, by its own admission and as seenin the
historical record, taken into account amuch broader range of information
variablesthan just money when setting policy, and haspursuedintheshort-run
anumber of goa sbeyond minimizinginflation. Asdocumentedin Laubachand
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Posen (1997) and Bernanke and Mishkin (1992), post-Bretton Woods
monetary history isrepletewith examplesof Bundesbank actionsto manage
theexterna valueof theDM, todisinflategradually inorder totakeinto account
real-side god slike unemployment, and even to make counter-inflationary
policy moveswhenthemonetary aggregatesindicated noneed. Bernankeand
Mihov (1997), Clarida and Gertler (1996), and von Hagen (1995) all
demonstrateeconometrically that money doesnot predict Bundesbank policy
wheninflation and other factorsaretakeninto account.

Instead, the primary gainsfrom announced monetary targetshave been
throughtheir useasaframework for trangparent indi cation of monetary policy
stance and intentionswith reference to an underlying but public numerical
inflationtarget. Theability to haveastandard and agoa for forward-looking
policy to point to amid the chaos of present day decisions seemsto anchor
public expectations. Not only doesthisgivewage- and price-settersabetter
awarenessof monetary policy’ sstanceat any giventime, it allowsthecentral
bank to distinguishinthepublic’ smind between one-timeprice-leve shiftsand
other shockswhichwouldrequirearesponseirrespectiveof pass-through. We
saw thisflexibility tied totransparency exercised by the Bundesbankfollowing
both oil shocksand German reunification, whentheinitia inflationary impulse
wasaccommodated partialy, but aspecifictime-framefor bringinginflation
back down alsowasgiven.

This explains why the German monetary framework, for al the
Bundesbank’ sprestigeand independence, includesingtitutionaized structures
for providing explanationsof policy inanexplicit andinformativemanner ona
regular basis. Just the announcement of monetary target and interest rate
numbers, or eveninflationgoal levels, wassufficient. Insuchaframework,
changesintarget level sand eventarget misseshavenot only provedtohaveonly
limited fallout, but they also have served an educational function. Whenthe
Bundesbank movedits* unavoidableinflation” target to four percentin 1980,
itinformed the publicthat supply shocksdo requireadifferent responsethan
demand shocks, and that thereisroomfor gradualismindisinflation. Whenthe
Bundesbank renamed itsinflationtarget of two percent the* normativerate of
priceincrease’ in 1986, itindicated what level of inflation couldfunctionasan
operational definition of pricestability (andwhy that wasnot zero) aswell as
itslikely futurestance. Thereappearstobeapostivesynergy between having
to occasionally break inthe short-run or put into perspectivethelong-term
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commitment to pricestability, and public support for and understanding of said
commitment.

Seeninthislight, thedistinction betweeninflation targeting and monetary
targeting aspracticedin Germany isevensmaller than that acknowledgedinthe
EMI’sThe Sngle Monetary Policy in Sage Three.? Inflation targeting as
practicedin Canada, New Zed and, the United Kingdom, and other countries,
sharesitshbasi c componentswith monetary targeting in Germany: apublicly
announced god for themediumterm of agreater-than-zeromeasuredinflation
rate; theuseof awiderangeof information variablesrather thanrelianceona
snglespecificindicator inthesetting of monetary policy inpursuit of that godl;
flexibility for thecentral bank to respond to other economic needsintheshort-
term; and acommitment to transparent discussion of progresstowardsthe
inflationgod and explanationsof short-termdeviationsfromitinpursuit of other
goals. Of course, one cannot set amonetary target without specifying an
inflation goal in the quantity equation that generates the monetary target.
Apparently, onecannot pursueamonetary target strictly without contradicting
ultimate policy goalseither (Estrellaand Mishkin, 1997 and Friedman and
Kuttner, 1996 are examples in a literature documenting that monetary
aggregatesareinaufficiently tiedtoinflationtobeussful asmorethanindicators,
eveninGermany).

THEECB'STARGET SHOULD SHOW ITSTRUE FACE

TheEMI hasstated that transparency isoneof thesix criteriato beused
inevaluation of any proposed monetary strategy for the ECB.> Nonethel ess,
the ability of properly designed transparency to discipline discretionary
monetary policy without locking it into an inappropriate rule has been
underappreciated. Although the Bundesbank hasbeen subjecttolittleformal
accountability totheelectorate or to el ected official sintheexplicit manner of
the Federal Reserve, let alone of the Reserve Bank of New Zealand, it has
issued aconstant stream of statementsdelineatingitsdecisions, itsreasoning,
itsrespongibilities, anditsperformance. Such accounting may not beenough
to fully close the perceived democratic deficit of the Maastricht Treaty
protected ECB, but it doesindicatethat evenwhereexplicit oversght doesnot
exig, central bankscanandwill respondtotheunderlying threst of ingtitutional
changeand build politica support.* Thekey lessonisthat such effortsat public
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outreach and explanation not only increaselegitimacy but aso aid rather than
compromisemonetary policy performance, and so shouldbegivenpriority in
designof theECB’ sstrategic framework ontwo grounds.

Transparency about goals has additional advantages. While the
Bundesbank doesnot havean explicit numerical “ escapeclause” withlega
standing (alaNew Zealand) todlow flexibility intheface of severefinancia
or supply shocks, it hasexercised that flexibility asthoughit werethere. This
flexibility should not come as a surprise to careful observers of the
Bundesbank, but it isworth reemphasizing that even the supposedly tight
monetary targeting frameworksallow for such respons venesswhen so many
seemtofear that the ECB will needto beinflexibleinorder tofulfill itsmandate
for pricestability. Bindingacentral bank’ shandsextremely tightly doesnot
seemtobeanecessary conditionfor sustained low inflation. Whendisciplined
by transparency, discretion succeeds.

| will demongtratethelack of association between truetransparency and
rule-likeinterpretation of stated goal sinareasonably direct manner. InFigure
1,1 plot theaverageinflationratesin the 1990sagai nst written central bank
charter objectivesfor agroup of sixteen OECD countriesandthenfor awider
set of OECD and non-hyperinflationary developing countries. Central bank
chartersarecoded 1if their only stated god ispricestability anditissaidtobe
overriding, 0.8if theonly goal listedispricestability but with nomention of its
precedence, 0.6if many godsarelisted dongwith pricestability, 0.4if themany
goalslisted contradict pricestability, and 0.2if pricestability isranked below
other goals. ThecodedropstoOif pricestability isnot listed asagoal (data
from Cukierman, 1992). The ECB, of course, wouldget al1.0ratingonthis
scde. If what central banksarerequiredtodointhelong-runactudly constrains
their ability to behaveflexibly intheshort-run—or equivaently, if thecharter
mandate provides sufficient transparency about central bank goals—the
countrieswiththenarrow centra bank mandatessoldy for pricestability should
havelower averageinflation ratesbecausethey loosened lessinresponseto
intervening eventsand saw greater resilienceof low-inflation expectations.

Wecan seeonthesechartsthat thereisno stati stical association between
acentra bank’ scharter anditscountry’ saveragelevel of inflation (if any pattern
exists, it goesthe oppositeway). The same pattern or lack thereof would
appear if onewereto plot different decadesor different but still representative
samplesof countries. Remember, the Federal Reserve currently operates
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Figure 1

Central Bank Objectives and Inflation
1990-95 OECD Countries
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under amandateto pursueboth “full employment” and“ stableprices,” which
would earnit a0.4 onthisscale, and the SwissNational Bank hasacharter
listing severa goashut not pricestability, earningitaOscore. Y et both of these
centra bankshave produced|ong-run averageinflationratescomparabletothe
single-goa mandated “ safeguard the currency” Bundesbank.

Let mebevery clear about what | amandwhat | amnot saying. | annot
sayingthat central bank lawsare meaninglessand areignored by their central
banks. | am sayingthat avariety of evidenceshowsthat all crediblecentral
banks exercise policy flexibility in the short-run regardless of their legally
mandated goals. Flexibility isinevitablebecausetruly rule-based monetary
policy isso inherently untenablethat it isonly undertaken in the most dire
circumstances, whenthecentra bank hassolittlecredibility that noalternative
isavailable. Thus, thereisnoreasontobelievethat inlow-inflation economies
announcement of either alegal commitment or apreviouscentra bank’ smantle
masquerading asatarget providesthe needed transparency.

Monetary transparency—that is, the public announcement of a
numerically-defined goal for inflation (or other normal quantity) over a
meaningful time-horizon—istheingitutiona framework of Germanmonetary
targeting without themoney. It removesunnecessary uncertainty about the
stanceof present and futuremonetary policy inaway that avel ocity-shocked
monetary aggregatenever could. Inatimeof structural change, likely at least
ineurofinancia markets, itisananchor for busnessandindividua beliefsabout
the structure of the economy, aswell as a guidepost for the course of the
economy over thelong run, even astheeconomy and monetary policy vary in
the short-run. By talking about long-run goals, rather than inappropriate
targets, monetary transparency would allow the ECB thenecessary flexibility
to respond to short-run devel opmentsin theeconomy. Andinademocracy,
transparency istheonly appropriate monetary responseto political pressures
whichareput onanindependent central bank.

| would arguethat anincreaseintransparency about the ECB’ smonetary
goasnow might serveto lock in low inflation expectations. AsBenjamin
Friedman has observed, from the late 1960s until recently, the reasonable
presumption about thegoa of U.S. monetary policy hasbeenthat any practical
reductionininflationwasdesirable. Inthe Europeof the M aastricht-defined
raceto EMU membership, thiswasat |east asmuchthecase. Wedid not need
todiscussEurope’ sinflationgoa and the costsand benefitsof achievingitin
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specifictermsbecausethegoa almost alwayswassomething lower thanthe
current level. | would assert that wehave been somewhat fortunateaswell in
recent years, and until last summer have not been confronted by any major
negative macroeconomic shocks. Thisextended theperiod during whichthe
fact that the likely direction of policy was no longer self-evident had little
implication.

When another negative shock comes, however (andonewill, evenif Asa
rebounds, Russiaremainsstable, and U.S. equitiesarenot in abubble), the
questionwill bewhether thedifficult choicesmadeby the ECB at that timewill
be properly understood. Remember my scenarios about transparency and
monetary policy. Will aneeded discretionary moveininterest ratesbeseenas
such, or asachangeingoalsor inthestructural forecast? In particular, what
happensif that negative shock hitsafter the ECB announcesafirst year or two
of monetary targetswhichareonly good for thesakeof show to unsophisticated
audiences? Will themarketsand the public haveenoughtrust in thosetarget-
ignoring policymakersthat uncertainty andinflation expectationswill notrise
evenif thelong-rungod of policy hasnot been publicly announced ahead of that
shock?

| do not by any means claim that monetary transparency in general, or
inflation targeting in particular, isacure-all for whatever aillsan economy.
Certainly, asfar asmonetary policy goes, it would dwayshel pto have better
understanding of thestructural changesintheeconomy and better forecasts.
Y et, acentral bank that hastransparent goal scan point tothem asaguideto
long-run expectations in a world of shocks and uncertainty. In fact, a
transparent goal for monetary policy prevents some of the worst potential
effectsof structura changefrom occurring, either adispersion of private-sector
expectationsabout the course of monetary policy andinflation, or worse, a
widespread locking-in of amistaken model of the economy thought to be
validated by central bank actions.

Therefore, thefuture ECB and other central banksinterestedinemulating
the German Bundesbank’ s performance—both in terms of sustained low
inflationand of cons stent support for thecentral bank’ spolicies—might best
turn their attention to the manner in which policies are operationaly
implementedand conveyedtothepublic. It wastransparency, rather thanmore
abstract concernsabout “ credibility,” which madethe Bundesbank asuccess.
Infact, with the spread of inflation targeting asamonetary framework, there
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seemsto bean emerging operationa best practicealongtheselines. Therole
of communicationinwhat | haveprevioudy termedthe* disciplined discretion”
of Germanmonetary targetingisnot to put arule-likecoat of rationalizationon
ad hoc policies, but to create the proper balance between flexibility and
transparency intheoperation of monetary policy. Thatiswhy | advocatethat
the ECB adopt the entire transparency effort of the inflation targeting
framework without amonetary masquerade.®
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ENDNOTES

L This section draws on Laubach and Posen, 1997.

2 AccordingtotheEMI (1997, p. 2), “While pureformsof monetary and direct inflation
targeting can clearly bedistinguished at atheoretical level, their applicationin different
countrieshas shown that several variantsintegrating elementsof both strategiesexist.”
3 The six “guiding principles’ enumerated are “effectiveness, accountability,
transparency, medium-term orientation, continuity, and consistency with the ESCB’s
independence.” EMI, 1997, p. 2.

4 Kenen (1995, pp. 191-3) discusseswhether such accounting would providesufficient

accountability for the ECB and advocates additional measures. Posen (1993, 1995)
arguesthat central bank independence over thelong runisimpossiblewithout political

support, and even independent central bankswill actinlinewith thisreality.

5 A proposal for an inflation targeting strategy for the ECB is spelled out in detail in
Bernanke, Laubach, Mishkin, and Posen, 1998, chapter 12.
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CENTRALIZATIONVS.DECENTRALIZATION
INTHE FEDERAL RESERVE SYSTEM:
LESSONSFOR THE EUROPEAN CENTRAL BANK
Ellen E. Meadeand D. Nathan Sheets

Thereislittleevidence. . . tosuggest that regional interestslead tothe
formation of sectional codlitions of influence within the FOMC or
between the bank Presidents and the board. Thedivisiveissuesof
monetary and credit policy arenationd or internationa inscopeandrun
rather dongideol ogica thansectiond lines. (from*“ TheStructureof the
Federa ReserveSystem,” inhearingson The Federa Reserve System
After Fifty Years, U.S. House of Representatives, 1964, p. 1977).

INTRODUCTION

The European System of Central Banks (ESCB) that is slated to take
control of monetary policy for theel even European countriesthat will makeup
the euro areabeginningin 1999 will be composed of the European Central
Bank (ECB) and theexisting national central banks(NCBs). Althoughthe
decisonsregarding monetary policy will betaken at the ECB in Frankfurt by
members of the ECB’ s Executive Board and the presidents of the NCBs,
operationa aspectsof policy will beperformedtoalargeextent by theNCBs
in accordance with the principle of subsidiarity in the Maastricht Treaty.
However, the specific roles of the Executive Board and the NCBs—how
powerful andinfluentia thecenter isrelativetoitsbranches—will evolveonly
over time. Moreover, to what extent national economic concernsdominate
decision-making for theentireeuro areawill only berevealed over time.

This paper reports early results on our on going examination of
centralization and decentralization in the context of the Federal Reserve
System. First, wereview thehistorical debate about therole of the Federal
ReserveBoardinWashingtonrel ativeto that of thetwel veregional Reserve
Banks. Theformation of the Federa Open Market Committee(FOMC) asthe
body to determinemonetary policy andtheNew Y ork Federal Reserve Bank
asthemost important of theregional bankswasnot part of the 1913 Federal
Reserve Act; these crucial aspects of the Federal Reserve' s structure and
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functioning were determined later. Second, we examine the votes cast at
FOM C meetings by the governors and the Reserve Bank presidents since
1968. Thevoting behavior offers someinformation on theweight of each
Federa Reservedistrictinthedecisionmaking processand thelikelihood of
each district to dissent fromthemajority. Next, welook at unemployment
statisticsfor thefifty U.S. statesin order to assesswhether concernsabout
regiona economic developmentsappear to have beenrelated to thevotescast
by FOMC members. At each stageof our analysis, wedraw implicationsfrom
the Federal Reserve’ sexperiencefor the ESCB. Infuturework, weplanto
examine the transcripts of FOMC meetings from periods that were
characterized by significant diversity in regional conditions to determine
whether regional disparitiesappear to haveinfluenced voting behavior.

HISTORY OF THEFOMC

WhentheFedera Reserve Act wassignedin 1913, the periphery of what
isnow the Federal Reserve System wasmuch more powerful thanthecenter.
The creation of a central bank was motivated by the desire for an “elastic
currency,” whichwould guaranteetherequisiteliquidity inthebanking system
to coincidewith the seasonal economic cycle. Much of thedebate over the
creation of thecentra bank refl ected astruggle between the powerful financia
community and thegreater populace—between Wall Street and Main Street.
Whilevery interesting and important, thestruggleover thecreation of theU.S.
central bank isnot the subject of this paper; rather, weareinterested inthe
evolutionof theFed' sstructurefromitscreationin 1913totheBanking Act of
1935, whichformally established the FOM C asweknow it today astheFed's
monetary policymaking body.

Uponitsestablishment in 1913, the Board of Governorsof the Federal
Reserve SysteminWashingtonwascongtituted with fivememberswhowere
appointed by the president and confirmed by the Senatetotermsof tenyears,
these five members sat alongside the secretary of the treasury and the
comptroller of thecurrency whowerea so voting membersof theBoard. The
“Governors’ of thetwelve Reserve Bankswere appointed by the board of
directors of the Reserve Bank, subject to the approval of the Board in
Washington. Thus, theorigina structureof the Federal Reservecombined a
purely public sector eement (the Board members) withaquasi -public e ement

54



Ellen E. Meade and D. Nathan Sheets

(theReserveBank “ Governors’); thisremainsafesature of theFedera Reserve
Systemtoday.

Theprincipal tool of monetary policy wasintendedto bethediscount rate,
whichwasset and operated independently by each Reserve Bank, dthoughthe
Boardwasinvested with someauthority toreview discount policy. Thus, athe
timeof thecreation of our central bank, thecoordination of policymakingwas
not envisoned. Moreover, withthediscount rateastheinstrument of monetary
policy, theimportanceof purchasesand salesof government securitiesonthe
liquidity of the banking system (that is, open market operations) was not
recogni zed.

Theindividual ReserveBankshbegan, duringthe1920s, toengageactively
in sadles and purchases of government securities. This activity was
uncoordinated and, in particular instances, disrupted the market for
government securities. Over time, afew of the Reserve Banks began to
coordinatetheir purchasesand sales. TheBanking Act of 1933formalizedthe
FOMC asanentity, conssting of thetwel ve Reserve Bank Governorsandthe
members of the Board in Washington. The FOMC could “initiate and
recommend” policies, but final decisionmaking power rested withthe Board.
However, aBoard decisonwasnonbindinginthat ReserveBankscouldrefuse
toparticipate.

TheBanking Act of 1935 amended thestructureof policymaking further,
giving decisionmaking power tothe FOM C andtransferring authority fromthe
periphery tothecenter. The 1935 FOM Cincluded theseven Board members
andfiverepresentativesof thetwelve Reserve Banks; the Board wasgiven
decisionmaking power towhichthe Reserve Banksweresubject. TheBoard
membersweregiventhetitleof “Governor,” with the Reserve Bank heads
renamedas” Presdents.” Thetreasury and comptroller wereremoved fromthe
Board. All seven Governorswereto beappointed by the president with the
approval of the Senateto termsof fourteenyears. Thesechangesservedto
strengthen theindependence of theBoard fromthegovernment anditspower
relativetothe Reserve Banks.

What |essonsmight wedraw fromtheFed’ shistory for theESCB? It took
nearly one-quarter century inthe United Statesfor the center to gain control
fromtheperiphery andto solidify theinstitutional featuresof thecentral bank.
Based on our experience, centralized control has been better at delivering
policy that isappropriatefor thenationasawhole. ThesevenBoard members

55



The European Central Bank

have majority voting power on the FOMC, with the regional interests (as
represented by the Reserve Bank presidents) rotating across the twelve
Reservedigricts. Thisisinsharp contrast tothe ESCB, withonly six members
of the Executive Board at the center and el even heads of thenational central
banksat the periphery, all with voting power.

VOTINGBEHAVIOROFTHEFOMC

In order to get a better handle on the role of the center relative to the
periphery inmonetary policy decisionmaking, we haveexamined thevoting
behavior of the FOMC. We have amassed the voting records of Board
Governorsand Bank presidentsfrom 1968to 1997—atotal of 288 FOMC
mestings.

Tablel
Representation of Federal Reserve Districts

Number of votes cast Percent of total Reserve

(averagefor 288 meetings) Bank assets, 1996
1- Boston 097 57
2-NewYork 1% 333
3- Philadelphia 105 34
4-Cleveland 050 6.6
5- Richmond 120 87
6- Atlanta 059 6.5
7-Chicago 137 104
8- St. Louis 059 38
9- Minneapolis 040 15
10- Kansas City 1.06 29
11-Dalas 1.00 38
12 - San Francisco 0.99 134
Tota 1165 1000

Therearemany interesting aspectsof voting behavior that onecould study;
two of thesegppear to be particularly relevant for Europe’ snew centra bank.
Firstiswhat we term the “ effective representation” of each district onthe
FOMC (showninthefirst columnof table1). Effectiverepresentationreflects
theshareof the FOM C votes—assentsand dissents—registered by thetwelve
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Federa Reservedigtrictsover the period of 288 FOM C meetings. TakeNew
Y ork asan example. New Y ork, the second Federal Reserve district, has
accounted for 1.9 of thetotal 11.7 votes cast on average over the 1968-97
period. The president of the Federal Reserve Bank of New York has a
permanent seat onthe FOM C and it istypical for one of themembersof the
BoardtorepresenttheNew Y ork district.* Thus, 2votes. Thel.9isdightly
lessthan 2, andthe 11.7islessthanthe 12 FOM C votes, becauseon occasion
vacated positionshavenot beenfilledimmediately.

Looking at other entriesinthefirst column, Boston, Philadel phia, Kansas
City, Dallas, and San Francisco have had on average about onevote, while
Richmond and Chicago have had somewhat more influence and the others
somewhat less. Thesecond columnreportstheshareintotal assetsof each
district bank asameasure of economic size of theregion. If New York’'s
FOMC votewereto correspond toitsone-third shareof total assets, itwould
havefour (rather than two) votes. Theasset share of San Franciscowould
suggest an FOM C vote above oneand one-half. Clearly, theimportanceof
each Federal Reservedistrict inthevoting pattern of theFOM C differsfrom
theeconomicweight of theregions, at |east asmeasured by bank assets.

How will this compare with the ECB? Germany, France, and Italy
combined represent about three-fourthsof total nominal GDPfor theeleven
countriesthat will make-up Euroland, yet they will havesix of the seventeen
seats—or 35 percent—onthe ECB’ sGoverning Council, theequivaent body
totheFOMC. Finland, withlessthan two percent of theeconomic massin
Euroland, will cast 12 percent of thevote.

Doesthismatter? Inthe European context, it will only matter if Finlandand
other smdler countriesthat haveavoting sharethat i sdisproportionately larger
than economic size, vote with an eye to developmentsin thelir individual
countriesthanintheeuroregionasawhole. Whileitisdifficulttopredict what
will happen in Europe, we have examined the FOMC' s voting record for
evidenceof thissort of behavior.

Inthiscontext, it isinteresting to recount an exchange (taken from the
FOMC transcripts) between Chairman Greenspan and Robert Parry, the
president of the Federal Reserve Bank of San Francisco, fromthemeetingin
December 1992:
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Chairman Greenspan. Do you have a question, Bob?

Mr. Parry. Yes. | just want tocommenton. . . regional disparities.
| mentioned in my report on California the decline of about
155,000 [jobg] in the last six months. If we back out Caifornia
from the statistics, we get dmost acompl etely different picture of
what is happening: We see an employment picture in terms of
nonfarm employment where the rest of the country is up 300,000
inthelast sx months. That’snot robust but it isincreasing. If we
back out California from the civilian employment numbers, we
get an unemployment rate of 6.8 percent . . .

Chairman Greenspan. Are you about to suggest something?
Mr. Parry. Wearenot seceding. . . yet! What I’ m suggestingisthat
amajority of peopleinthecountry are experiencing something very
significantly different from what agroup of peoplein one state, or
maybeeven half astate, are.

[Laterinthemeeting.]

Mr. Parry. Mr. Chairman, recent developments suggest that a
moderate expansionisunderway, and weare seeing numbersinthe
inflation areathat certainly areencouraging. . . . Ssincetheeconomy is
pickingup, | believewe probably should givesomewnhat lessweight to
therisk of stagnant real economic activity and more weight to the
possibility that it may acceleratemoresharply . ..

Therewereno dissentscast at the meeting in December 1992, or at several
meetings prior to that meeting, although monetary policy had been eased
somewhat earlierintheyear.

FOMC dissentsarerelatively rare, with the greatest number of dissents
(five) having beenregistered only onceduring theperiod examinedin 1983. On
average, Board membersdissent about six percent of thetime, whileReserve
Bank presidentsdissent dightly moreoften, nearly nine percent of thetime.
Withthecenter morelikely to agreeto acommon view thantheperiphery, this
raisesanother question. Isthestructureof the ECB’ sGoverning Council, with
alarger portion of thevotecast by the periphery (€l evenvotesascompared with
the six cast by the center) more likely to lead to disagreements over the

appropriate policy?
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REGIONAL ECONOMIC DIFFERENCES

Tounderstand whether regiona economic conditionshaveinfluencedthe
voting behavior of FOMC members, itisuseful to examinestatisticsfromthe
U.S. states or Federal Reserve districts for evidence of such influence.
Unfortunately, most U.S. data are not available on a state-by-state basis,
leaving us with little statistical information with which to investigate the
hypothesis. Inthispaper, wehaveused state unemployment rates, onereadily-
availablemeasureof state-by-statevariation. Analysisof thissort hasdirect
implicationsfor Europe. Totheextent that thevotesof FOMC membersare
congs stent withregional concerns, wewould expect Smilar patternstoarisein
ECB voting, giventhestrong affiliation of ECB memberswiththeir respective
countries. If FOMC votesappear toreflect only national conditions, it might
beappropriateto ask what institutional characteristicsof the Federal Reserve
System havefacilitated thisresult.

Chart 1 plotsthe national unemployment rate against the cross-section
varianceof individual stateunemployment ratesfor the January 1980-October
1997 period. Notably, thecross-section varianceof state unemployment rises
during recessions(the shaded areas of the chart) and fall sduring expansions.
Thisisparticularly conspicuousduring the 1981-82 recession, whentheU.S.
unemployment rateincreased to amost el even percent and the cross-section
variancemorethandoubled. Conversely, since 1992, theU.S. unemployment
rate hasfallen sharply and the dispersion of state unemployment rates has
declined.

However, thereisoneexception. Thedeclineinail pricesduring 1986 was
abeneficia shock for most regions. TheU.S. unemployment ratedeclinedfrom
7 percent at end-1985t0 6-1/4 percentinmid-1987. Thedeclineinail prices
was an adverse devel opment for oil-producing states, notably Texas. The
unemployment rate in Texas surged from 7.2 percent at end-1985to 9.4
percent in October 1986 and remained at 8-1/2 percent in mid-1987.
Accordingly, theoverall U.S. unemployment ratedeclinesduring thisperiod,
but the cross-section variance of state unemployment rises.

Periods of high cross-section variance in state unemployment rates
may be times when a divergence of views among FOMC members is
likely to emerge. In other words, we might expect a positive relationship
between the dispersion of state unemployment rates and the number of
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Chart 1
Variability of Unemployment across U.S. States
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dissents at FOMC meetings. Chart 1a illustrates this point, with the
number of FOMC dissenting votes (the solid line) plotted against the
cross-section variance of the state unemployment rates. While the
number of dissents riseswith the increase in the cross-section variance in
the 1982-83 period, the evidence does not appear to be overwhelming.
Furthermore, this analysis does not take into account the direction of the
dissent (that is, whether the dissents registered were consistent with the
unemployment data in the region).

Another measureof thedispersion of unemployment ratesacrossstatesis
the spread between themaximum and minimum unemployment rates, shownin
chart 2. Thisspreadreacheditspeak inearly 1983 at 13.4 percentage points
and was at its smallest in June 1997 at only 4-1/2 percentage points. The
averagespread over thesampleperiod was 8.3 percentagepoints. Thereisa
largedegreeof persistenceover thesampleperiodintheparticular U.S. state
that registersthe maximum and minimumunemployment rates. For example,
West Virginiarecorded themaximum unemployment ratedightly lessthan one-
half of the period, whileNebraskarecorded the minimum unemployment rate
about one-third of the period.

Theimplicationsof thisanalysisfor Europearetentativeat best. Charts3
and 4 represent an attempt to replicatecharts 1 and 2 for Euroland. Chart 3
plotsdatafor nineof theeleven countriesinthe European Unionthat will join
monetary union next January (thegraph excludes Austriaand L uxembourg
wherethenecessary dataarenct available). TheEuroland unemployment rate
wascomputed by weighting national unemployment ratesby each country’s
share in the total labor force (over the 1992-94 period). Due to data
availability, thesamplebeginsonly in1992. Astheunemployment dataused
arepublished nationd gatistics, somedifferencesindefinitionsacrasscountries
remain.

Although data constraints are severely binding, chart 3 seemsbroadly
consistentwithchart 1. Inparticular, during the European recession of 1992-
93, theunemployment rateincreased from just under 10 percent to about 12-
1/2 percent. Althoughtheaggregate unemployment rateremained constantin
subsequent years, the cross-section variance declined ascountriesrecovered.

Chart 4 highlights the dispersion in unemployment rates across the
nine euro-areacountries. Whilethelargest spread between the maximum
and minimum unemployment rates across the U.S. states was 13.4
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Chart 1A
U.S. Unemployment and FOMC Dissents
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Chart 2
Maximum and Minimum Unemployment Rates
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Chart 3
Variability of Unemployment in Euroland*
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Chart 4
Maximum and Minimum Euroland Unemployment Rates
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percentage points from 1980-97, there is a persistent 15 point spread in
Euroland from 1992-97. Taken at face value, this would suggest that
regional divergences in Europe are far more pronounced than in the
United States and might imply that regiona cleavages may be more
pronounced in ECB voting than they have been in FOMC voting.

CONCLUSION

Inthispaper, we have explored some possiblelessonsfrom the Federal
Reserve' sexperiencefor Europe snascent central bank. TheFedera Reserve
System is much more centralized than the ESCB, having achieved its
centralization over atwenty-fiveyear period during whichtheFed sdecision
making structure was not well-defined. While dissenting votes are more
commonamong theReserve Bank pres dentson the Fed’ SFOM C thanamong
Board members, thefrequency of dissentsisgenerdly very low. Thepaucity
of regiona economicindicatorsmakesit difficult to ascertainwhether regiona
economic developments have influenced the voting patterns of FOMC
members. Infutureresearch, wehopeto explorefurther thevoting recordsof
FOMC members and to look for evidence of regional influences in the
published transcriptsof FOMC meetings.

Europemay dowell to heed the Fed’ shistory. Much moredecentralized
instructureand in operational responsibilitiesthan the Fed, the ESCB must
avoid any tendency to promotethe national economic situation or national
financia market at theexpenseof theareaasawhole. Ironicaly, theplethora
of national statisticsmay makethepressureson Governing Council members
moredifficult, asregiona economic differenceswill behighlighted by such
gatistics. Andfinaly, asvoting recordsand transcriptsfrom Governing Council
meetingswill not be published, it will not be possible to investigate in any
systematicway whether regiond or national influenceshaveplayed any rolein
voting patterns!
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ENDNOTES

L Each of the seven Governors of the Federal Reserve Board nominally represents
one of the Federal Reserve districts and no more than one Governor may be ap-
pointed from each district.
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