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1. The Monetary Pillar

In advance of the arrival of the single Europeamency, the euro, at the beginning of
1999, there was a burst of activity in estimatisguydo-euro demand-for-money
functions. These used artificially constructecadataggregate from the nation-state
to euro-wide levels, (see the survey in Browne aRaand Henry, 1997). As Arnold
(1998, p. 1) reported,

“This line of research started with the paper8bkx and Tullio (1989) and
Kremers and Lane (1990). Other notable papefsisiihe of research are
Artis, Bladen-Hovell and Zhang (1992), MonticeltichStrauss-Kahn (1993),
Cassard, Lane and Masson (1994), Artis (1996), Meilhit(1996), Tullio, De
Souza and Giucca (1996), Wesche (1997), La CouMaubDonald (1997)
and Spencer (1997). From these studies a remarkabhkensus emerged on
the degree of stability of the European demandfoney. Taking the residual
standard error as a rough-and-ready indicatoradiil#ly, a typical European
average money demand function beats German momegrat generally
perceived to be one of the world’s most stableatdgast 30%. Furthermore,
standard econometric stability tests fail to detawt signs of structural
instability in European money demand functions.

On the basis of this apparent stability, thesdisti[were] interpreted as
providing support for the beneficial effects of netary union. Monetary
integration would stabilize the rather erratic ntamg aggregates in Europe.
This would make the life of European policy makansl monetary authorities
a lot easier. Moreover, because of this stab#itythe line of reasoning goes
in Frankfurt, monetary targeting would be feasible.

This research continued. As Issing, et al, (2@@186-89), reported, p. 87,



Again,

“Most of the evidence produced in recent yearse-fer example, Fagan and
Henry (1998) or the survey in Browne, Fagan andrid€l997) — is broadly
supportive of the view that a stable long run retathip between broad
monetary aggregates in Europe and the traditiogirohinants of money
demand exists. More recently, the issue has mmsidered systemically in
the comprehensive studies by Coenen and Vega (B9@PBrand and Cassola
(2000), based on state-of-the-art econometric igales. Both papers
construct a multivariate model for the euro areduiding real M3 holdings,
real GDP, short and long term interest rates, afidtion.

Over the 1980-98 period, CV find that the hypoihe$ long run homogeneity
of money and prices can be accepted at standafilence levels.”

(ibid, pp 88 and 89), they note that,

“Further empirical work on the role of money ireteuro area has recently
become available. Gerlach and Svensson (2000ppeop direct comparison
between money and the output gap in terms of thgilanatory power over
inflation.....

Following this approach and also drawing on C\&suits, Trecroci and Vega
(2000) estimate an equation for inflation includthg real money gap, the
output gap and deviations of the real interestfrat@ equilibrium. Using a
variety of measures of the output gap and of theetary authorities’ inflation
objective, they confirm a substantive explanatawer of the real money gap
over euro area inflation from 1980 to 1998. Initidd, the output gap and
deviations of the real interest rate from equilibnialso provide useful
information on inflationary developments.

In out-of-sample forecasts, the aforementioneeédlvariables also prove
useful to predict future inflation up to six quast@head. Interestingly, the
relevance of the real money gap is robust to chenfmeasurement of the
monetary authority’s inflation objective. On thentrary, the importance of
the output gap hinges on its correct measurement.....

Gerlach and Svensson’s and Trecroci and Vegatdtseshow a very
important role for the real money gap in the eusad

This research provided considerable support foattaption of the monetary pillar of

the ECB. There were a few voices counselling cayife.g. Giovannini 1991). In

particular, Ivo Arnold himself, in a series of papg1994, 1997, 1998, the last jointly

with de Vries), argued that the methodology ofrigyto deduce subsequent aggregate

behaviour from an artificial aggregation of pri@ngponent nation states was



mistaken. The aggregation would have the effesnhadothing out idiosyncratic
shocks. But once the euro-system was workingsaisgde whole, the shocks which
had previous independently affected the separatessivould become concentrated at
the centre. Thus an (artificial) combination gbaeate entities would appear to have
smoother relationships than would the subsequefiedrsystem in practice; and
Arnold (1997) provided contemporary data from tH&AJregions vs the whole

country, to support that argument.

Be that as it may, M3 growth in the eurozone bdganisbehave, relative to the
reference value of a growth of 4.5%dpring 2001, and, apart from a brief spell in
2004 when its growth fell back to the referencaigahas continued to grow much

faster than consistent with the current growthahmal incomes thereatfter.

[Figure 1]

There are nevertheless several important diffeiebeéveen the first episode of

excessively (relative to reference value) rapidaghoof M3, 2001-3, and the second

! AsIssing, et al, (2001, pp 85/6) report:-

“On 1 December 1998, the Governing Council isshedfollowing announcements on the
calculation of the reference value.....

1. The underlying price assumption is consistatit the price stability definition (that is, a
year-on-year increase in the Harmonised Index afsGmer Prices for the euro area of less
than 2 per cent);

2. real GDP is assumed to grow at a trend ratedsn 2 and 2.5 per cent in the medium
term;

3. the medium term velocity of circulation of MBould be between 0.5 and 1 per cent of an
annual basis;

4. taking all this into account, the referenckigdor M3 is set at 4.5 per cent. This value
will be reviewed at the end of 1999.”

This calculation implicitly assumes that the (reajome elasticity of demand is unity. Manfred
Neumann estimates it rather higher, at aroundahé thus has an EMU Monitor’s reference band of
growth of M3 between 4 and 6%, (EMU Monitor Outlp@6 November 2005, pp 2 and 3). But, as
shown in Chart 2, below, this makes almost no déffiee to the interpretation.



more recent period of faster growth, end 2004-20De first period coincided with a
slow-down in world growth, following the Nasdaqg/helaubble burst, in which both

eurozone, and US, growth were temporarily brougmtrdmuch lower than average.
[Figure 2]

Consumer price inflation, though remaining gengraist above the 2% level, was

declining slowly back towards it.

[Figure 3]

Moreover, there were reasons that could be advawcexplain why agents would
want to hold unusually large quantities of nominathfe, monetary assets during
these years (2001-3). The bursting of the tectkstoarket bubble ushered in a
period of unusual financial market volatility andoertainty. Greiber and Lemke
(2005) show that adding an estimate of such uriogyfao the basic demand-for-
money relationship could re-establish a cointegratelationship in the eurozone
between the real money stock and real incomess [@itier argument, that financial
uncertainty can raise the demand for money, haspectable pedigréelt has been
used, for example by Ericsson and Hendry (1991gxain previous periods of,
otherwise unexplained, surges in money holdingseil@r and Lemke concluded (p.
33) that “The main implication of our approach flee current situation is that when

macroeconomic uncertainty returns to average lewsdsetary growth should do so

2 Measured as the largest common factor of a nuoftiadices of market volatility, using a principa
components exercise.

® These years (2001-3) were also, of course, iagahen interest rates were declining quite rapidl
But the relevant opportunity cost variable for adat money (M3) aggregate is (thought to be), not th
level of (short term interest rates), but the mafggtween short rates (available on time depaaitd)

on longer-dated assets, and nothing unusual wasehap to this interest differential during this
period.



as well.” For a brief period, in early 2004, therediction seemed well based, but
there was soon to be a second monetary surggasdgr as can be observed) related

to macro-economic uncertainty.

Finally, and for some most important, the rapidangion of M3 in 2001-3 was not

accompanied by a similar fast growth in bank legdmthe private sector.

[see Figure 4]

Indeed the reverse was occurring; bank lending tirevas declining fast during

these years. There are several reasons why broadyngrowth which is not
accompanied by similar rapid expansion in bankilggndhay seem less threatening,
than when they are both expanding fast togethest, i there is no accompanying
bank lending expansion, it would seem less likbit the broad monetary growth
would be associated with asset bubbles, and/or@v@idence and high risk appetite
by banks and private agents, (see Goodhart, HofraadrSegoviano, 2006; Borio

and Lowe, 2002). Second, there is the strandenmebent literature that associates the
effect of bank expansion on the economy, over &mdeathat directly associated with
a concurrent reduction of real interest rates, Withrelaxation of credit rationing

constraints, especially on SMEs, (see Bernankeggand Gilchrist, 1998, 1999).

For all these various reasons, the ECB (rightlyjticmed to cut interest rates over

this first period (2001-3), ignoring the excesst¥ growth over its reference value.

The monetary context is different in the secongsdband most recent episode of fast
monetary growth in 2005. Financial markets hawevered, and seem relatively

stable. The growth in M3 is being accompanieddpyadly rapid growth in bank



lending to the private sector. The world economytinues to grow reasonably
rapidly (despite oil prices, Iraq, Katrina, et@apd real output growth in the eurozone
appears to be recovering, if only fitfully. Itnsore difficult, on this occasion, to
dismiss M3 growth as a temporary anomaly. Assurthagithe medium (and longer)
term association between monetary growth and iofigtersists, then this latest
occasion of rapid monetary growth must, surelyalserious warning (an amber light
at least) of future inflationary pressures. Madfideumann assesses that the
‘monetary overhang’ was already above 10% by mid52@nd has no doubt

increased since.

[See Figure 5]

Yet if one strips out the effect of oil prices, (ohuof which is expected to be
temporary) there is little evidence of currentlyragning inflationary pressures in
core price indices, unit labour costs, estimatasftdtion expectations, or asset
prices. [See Figure 3, again]. To be sure, inesearozone countries (notably
Spain), and in countries elsewhere (Denmark, U88)sing prices have been rising
apace, but, quite commonly, the main worry tha&txigressed is rather what will
maintain economic growth when this spur to confaeand wealth is withdrawn,

(not that such price increases might be a harbiofyerore general inflation).

This conjunction of easy money, low real intere@ses, and rapid credit expansion on
the one hand and lack of signs of cost inflatiorttenother hand is not peculiar to the
eurozone, but has become quite general among geeeOECD countries. The
guestion is what to make of it? The position hesrbeasier for the monetary

authorities in the USA, where solid growth haswa#d the authorities to return from



a stance of monetary ease to a more neutral Iéwelevest rates without significant

outside criticism.

The position is considerably more difficult and Siéiie in the eurozone. Here the
recovery in real output, from the trough in 2001x8s been much more fitful and
unsatisfactory. Unemployment remains high. Wigkdl policy somewhat
constrained by the Stability and Growth Pact, Mamns of Finance have been
concerned, as is also the case in Japan, thapasmyéture) withdrawal of monetary
ease could prevent a firm recovery taking placendé there has been considerable
tension and a counter-flow of criticism and acciosest between (some of) the
national fiscal authorities and the federal GowegnCouncil of the ECB. This has

not been a pretty sight.

2. Hysteresis and Real Output Gaps

The continuing rattle of external criticism abodu tECB’s supposedly restrictive
monetary policy has largely obscured the fact thyatnost criteria, certainly their

own, they have been extremely expansionary. Censi following facts:-

(A) Both nominal, and real, interest rates havenbat historic low levels.
[Figures 6 and 7]
(B) M3 growth, (and recently bank lending to thievgte sector), have been surging
well above their reference values.
[see Figure 1, again]
(C) The inflation rate, as measured by the heael@PI, has consistently averaged

over 2% since 2000.



[see Figure 3, again]
(D) The short-term rate of interest has been keldewhat below that consistent with
a standard Taylor-rate estimate. Figure 8 belaaken from the Goldman Sachs
European Weekly Analyst (Dec. 1, 2005), and sugghstt, on a Taylor rule basis,
the ECB should be considering some four furtheb.p5 increases over the next year,
or so. Yet, at the ECB’s press conference ongaiatte day, President Trichet denied
that the 25 b.p. increase on that day was necbs8wifirst of a series of such
increases.

[Figure 8]

The cumulative evidence is surely clear that theeggang Council of the ECB has
gone as far as it possibly could to lean towardexgansionary policy, and yet at the
same time remain consistent with its primary olyecdf maintaining price stability.
Yet it has been confronted by a continuous drunt-beeriticism for excessive

rigidity and conservatism. Why is this?

There are, perhaps, several reasons. One reagdmathbeen advanced is that the
ECB'’s self-imposed desire to achieve consensusmake them a few months’
slower, than Central Banks which can absorb digsgnbices, in changing course in
the face of incoming news. This is not the placey to evaluate whether that
criticism has merit, or not. But minor delays gjustment, if such exist, can hardly
be responsible for criticisms alleging persistagttthess, when the evidence just

described would appear, on this view, to indicgstesnatic leniency.



Instead | shall point to two factors, one strudtarad one theoretical, that may have
led to such external criticism (of misplaced comagsm). The first structural
weakness relates to the way that the inflationetiafgbjective) was chosen. This was
done independently by the ECB, with no politicgu, with no apparent recognition
of the need for symmetry, (to persuade concernedrgbrs that the ECB would be as
vigilant to prevent deflation as inflation), andtlva seeming desire to limit
accountability. Thus there is no precise definitod the target, no proposed bands
within which inflation should be held, no mechanifmspecial reports should
inflation go beyond such a range. Worst of ak, time scale over which the inflation
target is to be achieved is said to be “medium-tebut the ECB has studiously
avoided any definition of medium-term. | have madeh criticisms before now, see

Goodhart (2005), and | do not want to rehearsefdliese at any length again.

The one aspect of this set of criticisms that W@mt to expand is that the politicians
have been excluded from any participation in tasggting. While this is directly in
accord with the Maastricht Treaty’s emphasis onrtdependence of the ECB from
any political direction, it means by the same tok@t the eurozone politicians will
have no feeling that they have any ownership oBG8&'s target. That leaves them
free to campaign against the actions which the B@B feel the need to take to

achieve the price stability target.

There is an analogy here with the IMF’s attemptgdbcountries, which are being
supported, to recognize ownership of the remediekage of measures. If the

politicians of the countries involved claim thagtholicies have been forced upon



them, by an external and restrictive power, thenndhe case of Argentina, the

results are likely to be mutual recrimination andansistent policies.

Ministers of Finance and Economics within the eorezare restricted in their
freedom of action in their individual countrieshély can no longer use independent
monetary and exchange rate policies; fiscal pdisidl remain constrained by the
Stability and Growth Pact; competition issues cameéer the European Commission;
labour market (structural) policies are difficudtimplement, often unpopular, and
frequently have adverse initial (demand-side) eéfbefore any long-term (supply-
side) benefits appear. When economic conditiogsie adverse, growth slows and
unemployment rises, Ministers must feel relatiyabyverless to do much about that.
Yet they are likely to take the public and politibtame for such conditions. Under
these circumstances the temptation to blame tlstricave” policies of an external
authority, i.e. the ECB, for such adverse outcomast be overwhelming. It would
take an unusually high-principled Minister to refuse treat the ECB as a scape-goat
and whipping-boy. So, the very structural indeparoe of the ECB allows Ministers
to distance themselves from ECB objectives anctigslj and equally tends to

generate mutual recrimination.

On this view, there is a clear need to try to petgoliticians collectively to ‘own’ a
specific, and quantified, inflation objective ftveteurozone. If that could be
achieved, then mutual conflict would be limitede¢chnical arguments whether a
particular adjustment in interest rates was apaiggto hit the agreed target. The

ECB should be able to hold its own in any suchnesi dispute. If the ECB could

10



claim, “You agreed the objective; so you must attiep means to achieve it”, it

would put them in a much better and stronger pwsiti

There are two ripostes. The first is that the Miaa# Treaty prevents the ECB from
asking Ecofin Ministers for their advice in settiag inflation target; the second is
that Ecofin Ministers might seek an excessivellatidnary target, say 4% growth in
the CPI, plus or minus one per cent. In a seressethounter-arguments cancel each
other out. If Ecofin Ministers advised a targedttthe ECB thought too lax, the ECB
could refuse to adopt it, and explain why in publit least that would air underlying
inconsistencies in policy in public. Moreover, tiality of the ECB to refuse to
accept Ecofin’s (published) advice means that {GB’E prized independence could
hardly be put in jeopardy by asking for such adwcthe first place. A mechanism
whereby Ecofin Ministers, say once every three gjg@viewed, and possibly
suggested changes in, the ECB’s inflation objec¢iiva published document;
followed by a published response by the ECB, owmjnits agreement and
disagreement; with both documents to be laid befeeeEuropean Parliament, and
debated; would be far superior to the present opagd undemocratic mechanism for

determining the price stability objective.

The second main factor that, in my view, has lethéoongoing criticism of the ECB,
despite its proclivity to an easy policy, is mdnedretical, to wit the possible
existence of hysteresis, or path dependence. Buosas a curious discipline; it is

full of references to ‘real’, and ‘natural’, ratekcertain variables, e.g. interest rates,

11



output, etc., yet there is nothing either fealnaturalabout such adjusted variables.
The term ‘natural’ presumably refers to condititimst would apply in a state of
nature which are free of shocks, an equilibriumcemt. Yet it is difficult to conceive
of an equilibrium, or state of nature, independ#nhitial conditions. If history,
determining initial conditions, changes, then sb the equilibrium. In particular, if
an economy has been stagnant (expansionary) foz §om there are numerous

reasons to expect that it will be harder (easeeBstablish rapid growth in future.

This latter tendency is captured by those econdeaicniques that estimate the
‘natural’ or ‘trend’ rate of growth by some avenagj or filter, applied to actual
growth rates, (Hodrick/Prescott being currently itin@st commonly utilised).
Implicitly the ‘natural’ rate of growth has no inglendent life of its own, but is just an
averaged (filtered) version of what has actuallgrbkappening to growth. A typical
example is Japan. Prior to 1990 Japan had beevirgyoapidly, around 4% p.a.,
without signs of excessive inflation. Followingethust of the asset bubble then,
growth fell to about 1% p.a. over the next 15 yehus this did not result in ever-
accelerating deflation and/or continuously risimguonployment. Deflation was
persistent, but quite slight, and non-acceleratimgmployment rose, but then
stabilised. The inevitable implication is that tretural rate fell alongside, and

following, the decline in the actual rate of growth

This argument, that the so-called ‘natural’ ratgmiwth is not independent, but

actually a function, of current and past actuadsaif growth has both a pessimistic

* ‘Real’ variables are those adjusted for inflatidBut should the adjustment be for past, present
expected inflation? Rationality generally implibat the adjustment should be for the appropriate
expectatiorof inflation at the time that a decision/contractindertaken. But such expectations have
usually been difficult to observe, (and anyhow gmt@robability distribution). So deflation inteeal’
terms is commonly done using ex post data, whidbrisnost purposes incorrect.

12



and an optimistic message for macro-policy in ragilike the eurozone where
growth has been quite disappointing for much oflis¢ decade. The pessimistic
message is that slow growth may have (already)cetithe potential (trend, natural)
rate of growth in the eurozone. So, any attemgtaoov in real terms much faster than
2 /1 2% % p.a. might lead to negative output gamsply-side bottlenecks, and
worsening inflation. The contrary optimistic megsas that policy to facilitate an
increase in output could, of itself, help to oveneobottlenecks, improve
productivity, and raise the long-term growth poignf the economy. Hence
expansion could be less inflationary than fearezhbse of its beneficial effect on
supply side conditions and trend growth. The pasaint of this latter group of
believers is Alan Greenspan. They hail his williags to allow what then seemed to
many to be excessively rapid growth in the USA99@/97 to continue as laying the
groundwork for the acceleration in productivityddmence in measured trend

(natural) growth, thereatfter.

The realists and the pragmatists, probably inclgidiany in the ECB, heed the
negative message. The ECB’s many critics argub@gontrary that if (monetary)
policy always stamps on the first signs of growvitign, almost by definition, growth
will never recover from its current disappointimyéls. Where do | stand on this?
First, | side with the pessimists in the view thgpansionary demandanagement is
highly unlikely of itself to generate supply-sigeprovements. A boom generated by
demand-side expansionary policies is likely to camngrief in an inflationary blow-
out. There were two examples of this in the UKhia 1960s and 1970s, the first was

the Maudling ‘Dash for Growth’ and the second wasBarber boom of the early

13



1970s. Both failed miserably. Given the exis@@gommodatory policy of the ECB,

there seem no grounds for any further monetaryxaglan, rather the contrary.

That said, there can be, and often are, autonogitargges in supply-side conditions
and productivity changes. Estimates of sustainadtés of growth of output are
extremely fallible (just about as fallible as esites of trends in the velocity of
money). Greenspan was correct in the event nocbwoteract more rapid rates of
output growth, at least until there was more evigenf adverse inflationary effects.
But this latter course is extremely risky for a @ahBank. The lags, whereby
inflation tends to trail a positive output gap wéldelay of about one year, imply that
a policy of wait-and-see could allow inflation aindlationary expectations to become
entrenched before counter-vailing measures coulppéed. Given such lags, a
Central Banker needs extraordinarily sensitiverame to discern whether an upturn

in growth, above the current estimates of the tranel needs a policy offset, or not.

This brings us back to the question of how muchrimition, if any, monetary

developments can provide to help enhance the satysif a Central Banker’s
antennae for assessing future inflationary ridksthis latter respect, the present
conjuncture provides a useful test-bed. Whiledhveere good (monetary) reasons for
dismissing the surge in M3 in the eurozone in 28G@k a temporary anomaly, these
no longer hold. The monetary data in the euroavagointing, quite clearly, to
nominal expansion and inflationary pressures; thal* data on output gaps, cost

push, etc., are not. Which will be the better pted?
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A further consideration is that the informationahtent of a data series can change
dependent on circumstances and on the policy stdhcea corollary of Goodhart’'s
Law that variables that become the cynosure otpdtise their predictive value,
whereas variables that are no longer treated &sypokasures may regain predictive
value. Now that inflation has become the targepfaicy, and that policy has been
successfully achieved, both inflation and inflaionexpectations have become much
more strongly anchored. That suggests that chandgbese variables will lag even
further behind changes in the balance of demandapply, the output gap. The
Phillips curve will become horizontal under a rgdalty wide range of
unemployment/output gap measures. It would be gyrbawever, to extrapolate that
indefinitely. The analogy is to a thermometer whinas a peg inserted at a particular

temperature.

If so, there could be a need for a separate measurgderlying inflationary pressure,
if the standard thermometer has become nobbledv tNat the monetary aggregates
have become generally disregarded, they might agae prove to have predictive

ability. We shall see.

3. Some Procedural Issues

(A) How to Respond to Failings: Triggers or Ladsfer

There is a clear difference in methodology and eagin between FDICIA and Basel
Il on financial regulation. The former’s criteffiar capital adequacy are simple,

broad-brush and crude, being overall leveragegakiot their ladder of steps for
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dealing with capital deficiencies incorporate aatlet! and fine-tuned ladder of
increasing sanctions. In contrast, Basel Il aatéor risk-related capital adequacy are
detailed and sophisticated, but nothing at alkid about the appropriate sanction for
deficiencies below the required ratio. This lacisnanderstandable in the case of
Basel Il, since this is international soft law; wé&s sanctions have to be left to
national law-makers, except where there is someasogtural harmonisation, as — in

some instances — in the EU.

Nevertheless, subject to the constraints of legmdibility and requirements, a ladder
of increasing penalty for worsening infringementedulations is generally preferable
to a single trigger-point, or trip-wire. Increagiaexternal control over the use of funds
— as under FDICIA — as a bank approaches insolvisnaye example. Another
occurs with the use of government debt as collater@mmercial bank repos with
the ECB. In this latter case, the public was satideformed by the ECB in
November, 2005, that the ECB required such debat@ a rating of at least A- to be
acceptable as collateral. But this introducesva tnigiger point. If the debt of a
member country should one day slide over this &igmint, the likelihood of a
sudden jump in the prices of such bonds, and apaterisis being unleashed, would
be worrying. A far better approach would be a &duf differential haircuts, starting
much earlier, say below AA, and probably carryimganger (below B-) before

absolute refusal.

Be that as it may, there is an imbalance, in irgtg@omal monetary affairs, between the

detailed concern with standards and requiremente@one hand, and the relative

absence of attention paid to the structure of sameto be applied to those who fall
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to meet such standards/requirements. Yet thetmitepaid to standards, etc., by the
commercial banks will depend on the incentivesd®al. If the incentives are not
well designed, the standards may be ignored. Ofseomuch of the incentive to
abide by standards comes from market reactioniliwrdéato do so. But such market
reactions may not always be reliable, or necegsafluence managers. In any case
to the extent that the effective sanction comesfnoarket reaction, it raises the
guestion why regulators need go further than ensiaradmum exposure of (accurate)

information to markets, and then stand back.

(B) One Size Fits All

There can only be one single nominal interestira integrated currency union.

But this entails the disadvantage that regions feister inflation, (often

accompanying stronger growth), will face lower lréaterest rates than those with
lower inflation. While this is inevitable, it ifi¢ reverse of what would be desirable.
In currency unions with significant differencesnominal growth rates between
constituent states and limited factor mobilitygould be a serious problem. There are
indications that this could be a concern in the@eone with much faster nominal
growth in the periphery (e.g. Ireland, E. Europsj dence lower real interest rates
there than in the centre (e.g. Germany, Nether)ands

[Figures 9 and 10]

This raises the question whether there might berskary financial instruments that

could be used on a regional basis to aim to coacté¢ne adverse effect of ‘one size

fits all’. | have argued in favour of one suchtrasnent, in Goodhart and Hofmann
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(2004). There is evidence that inflationary bubbbnd subsequent busts, are
associated with rapid increases in bank lendingd {ast monetary growth), often

connected with property-related lending, see Goddiral Hofmann, (2006, passim).

| have made the suggestion that loan to valuegatiomortgage lending should be
varied countercylically in relation to the rategybwth of such lending. Thus the
LTV could be raised when mortgage growth (and hquims) was low or declining,
and lowered during booms. A recent example wasuhén LTVs imposed in
Estonia in the face of a housing boom in DecemB@62 Similar measures have
been applied in Hong Kong and South Korea. Moreegdly capital/liquidity
requirements could be varied counter-cyclicalljhe Spanish pre-provisioning
procedure has been an innovative procedure. Towgdamake sense both on macro-
economic and prudential grounds. Moreover suclatrans in requirements could be
imposed, in theory at least, on a regional basisetting the ‘one size fits all’ effect

of a single eurozone-wide nominal interest rate.

A problem, however, is whether such regional défgials in (prudential)
requirements would just not simply lead to disintediation, with little or no effect
on aggregate mortgage lending or the housing marlesich region. As the
European (retail) bank market becomes increasingdgrated, with cross-border
mergers and pan-European banks, disintermediaéoorbes even more likely.
Furthermore the pan-European banks would find regdip differentiated (capital)

requirements irksome, and it would distort the cetitiye ‘level playing field’.
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These are serious disadvantages, but not, onit#vis sverwhelming. There are
already so many differences in national requiresieggpecially in retail banking, that
differential capital requirements would hardly gudh otherwise perfectly
competitive market. Disintermediation is a probjdmt it can be restrained by some
(minor) ancillary controls, for example by seekingorevent banks with cross-border
outlets from booking loans originating in high re@g@ment regions with outlets in low
requirement regions. Moreover, even should susimtirmediation occur, it would
shift the risky lending away from local banks obtamks situated elsewhere, thereby
limiting the contagious effect of any subsequentdiag/property bust on the
local/domestic banking system. From a domestaniomal stability viewpoint

disintermediation is not necessarily such a senmablem.

Just as one small country, New Zealand, led theiw#lye adoption of inflation
targets and central bank independence around tHd,werhaps another small
country, Estonia, will lead the way in the adoptaircounter-cyclically varying

(prudential) controls.

Decision-Making Procedures

With the prospective membership of the Governingri@d of the ECB increasing to
over 25, there is a problem of how to handle th@silen-making process in the
committee. The problem is, in some respects, motgch that of organizing the
voting, (especially if the Governing Council se¢éistand by its maintained
preference for consensus, group responsibilityli#gthel or no, public reporting of

contrary arguments), and more one of organizingltbeussion itself.
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On the one hand there may be a danger of excessnralisation. Perhaps following
a prior caucus of the ECB governors, plus an infdriscussion with major country
Central Bank governors, the ECB’s Chief Econonmstid open the meeting, and
present not only an assessment but also a reconati@méor action. That would
tend to focus discussion, from the very outsethenChief Economist’s agenda, with
little opportunity for a wider ranging discussiohforecast developments, risks and

alternative policy paths. That would seem, to tadge somewhat unduly centralised.

An alternative would be to have each member prdssrgeneral view of the outlook,
before moving on to the decision-making round. rélgeem with that is that with a
committee of, say, 30 people, allowing each memBaninutes for a short
presentation ties up no less than 5 hours. Thiddvmake the whole exercise

impossibly unwieldy.

My understanding is that present Governing Coymatedure comes fairly close to
what | have described above as unduly centrali§d.the ECB seems satisfied with
its own procedures, and, given the prospective esipa of the numbers on the
Governing Council, incentives to stick with a catiled procedure will thereby

strengthen.

My own view is that a committee of over 20 memberfar too large. | would prefer
the kind of solution adopted by the IMF where mendmintries are grouped into
Colleges, based on size of population/economy.h Eadlege, where there is more

than one member, would hold a pre-meeting (andgpsrl post-meeting) conference
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— possibly via a televisual link; and one repreaewve of each College would go to
the Governing Council. The ratio of ECB governr€ollege representatives could
be for decision, but 13 would be the largest aa@ptnumber at the table. A smaller
Committee would allow more time for briefing (byetkCB staff) and general

discussion before the decision-making round washe

This problem, of how to organise decision-makingcedures in an expanded EU, is
not, however, specific to the ECB, but will cropinpmany other fora as well. There
has been as yet little clear guidance on how $isiga could, and should, be generally

handled.

4. Conclusions

No sooner had all the empirical research work lwksTe to demonstrate how stable
would be the demand for M3 function in the eurozdhan it all broke down badly in
2001-2005. Was this yet another example of Godghlaaw? Yes in part, but |
rather doubt if it was caused by any change irptheate sector’s behaviour following
the adoption of the euto(as in the Lucas Critique), or by the ECB. Rathe
probably reflected the methodological flaw in tlaelier work, which had been

pointed out by Arnold, and the inevitable tendettcygver-fit in a short in-sample.

®> Manfred Neumann, op cit, argues that the intetida of the 500 euro note was a boon to those in
the grey and black economies, as had been criicésel foretold, in Rogoff (1998) and Drehmann, et
al, (2002). This led, he suggests, to an additid¥aincrease in cash holdings from 2002 onwards.
Even if one accepts, and discounts for this eftbettime pattern of M3 growth remains much the
same.

[Figure 11]
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Anyhow the initial monetary surge in 2001-3 did [pably reflect a response to the
greater market uncertainty of those years, andrightly disregarded by the ECB.
The current monetary surge, above the referenceyahnnot be dismissed on
similar grounds. Instead it forms part of a wigattern whereby monetary data
appear to indicate a very expansionary policy, sugest a future acceleration in
nominal incomes, whereas ‘real’ data on unit labmsts, capacity utilisation, current
inflation, etc., suggest no such upturn in inflaioy pressure. This should be an

interesting test of alternative hypotheses.

Next | argued that, by most criteria, the ECB’sipphad leant as far towards
leniency as could be consistent with achievingitsary responsibility, for
maintaining price stability. Yet it has remainattar persistent criticism for being
excessively tight and restrictive. Why? | empheditwo possible reasons. The first
was that eurozone politicians did not ‘own’ the E€Bflation target. This left them
free to blame the ECB for macro-economic short-c@sy notably slow growth and
high unemployment, whether, or not, the ECB cowddything to improve such real

outcomes.

In this latter respect the standard argument isrtizanetary policy cannot affect
medium, and longer, term real outcomes. But tisegecontrary view, termed
‘hysteresis’, whereby the ‘natural’ rate of growsha positive function of current and
past actual growth rates. But this can have batbgative implication, that the
eurozone natural growth rate may already haverfaie well as an optimistic

interpretation, that expansion may not necesshéalgo inflationary. British
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experience of using demand management to ‘dagréevth’ has, however, not been

encouraging.

Finally we discuss three lesser procedural isdussthe form of sanctions to be
imposed on agents for failing to meet requirementsre | argue in favour of a ladder
of ascending penalties rather than a single triggert (yes/no) dividing line. The
second issue concerns whether there is any senstitdment that could be used to
offset the regionally adverse effects of ‘one ditzeall’. Here | argue for regionally
varying counter-cyclical (prudential) requiremedespite the likelihood of (some)
disintermediation. Finally there is the questiémaw to take decision in ECB/EU
committees following enlargement. Here | arguenfi@mber countries to be grouped
together in Colleges, based on size and contigwiti, one representative per College

at the wider ECB/EU meetings.
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Figure 1: Money supply
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Figure 2: Real growth rates
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Figure 3: Eurozone HICP
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Figure 4: M3 and bank lending in the Eurozone
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Figure 5: Money stock, relative to trend
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Figure 6: Nominal rates of interest
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Figure 7: Real rates of interest
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Figure 8: Goldman-Sachs Taylor rule estimate
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Figure 9: Inflation rates (Western Europe)
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Figure 10: Inflation rates (Eastern Europe)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

36



520

Figure 11: Growth of note-holding
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