The First Year of the Eurosystem: Inflation Targeting or Not?

On January 1, 1999, the Euro was launched anduhesistem (the ECB and 11 na-
tional central banks in Europe) took responsibildymonetary policy in the Euro area.
This paper is a brief evaluation of the Eurosystesifibnetary-policy regime after its —rst
year, in particular of the extent to which it ismgar to in/ation targeting as practiced

by an increasing number of central banks. 1 | erarttiree elements of the Eurosystem,
namely the goals, theframework for monetary-potlegisions and the communication
with outsiders. Criteria for evaluation are whettier goals are unambiguous and appro-
priate; whether the decision framework is e¢ciartadllecting and processing information
and reaching decisions that are appropriate relatithe goals; and whether the commu-
nication is erective in motivating decisions, siiiyohg external evaluation and thereby
improving transparency and accountability. | alsasider whether the actual instrument
setting has been appropriate, given the informatiailable at the times of decision.
During the 1990s an increasing number of centrakb&ave adopted in/ation tar-

geting, which due to its logical and transparesigie and apparent success so far has
become a focus of interest and a natural framefef@nce. In/ation targeting is char-
acterized by, —rst, an explicit numerical in/attarget. The in/ation target is pursued

in the medium run, with due concern for avoidingl iastability, for instance, in the
output-gap; that is, in/ation targeting is is/eglbfather than ihstrict.I; Second, due to

the unavoidable lags in the erects of instrumemisfation, the decision framework is in
practice irin/ation-forecast targetingl- (see bélowhird, communication is very explicit
and to the point; policy decisions are consistemtivated with reference to published
in/ation and output(-gap) forecasts. Indeed, iafatargeting has introduced unprece-
dented transparency and accountability in mongdaligy. Three central banksSthe.Reserve
Bank of New Zealand, the Bank of England, and Sw&¢e Sveriges RiksbankS

stand out as particularly consistent and transpameheir implementation of in/ation
targeting.

I. Goals

The Maastricht Treaty assigns price stability asghmary objective for the Eu-

rosystem but leaves to the Eurosystem the fornmraif an operational de—nition. In
October 1998 the Eurosystem de—ned price stab#itigas a year-on-year increase in the
Harmonised Index of Consumer Prices for the euza af below 2%lo (ECB 1998a). It has
several times emphasized the medium-term oriemtatigts policy and that a gradualist
and measured response to threats to price stabilltpot introduce inunnecessary and
possibly self-sustaining uncertainty into shortiénterest rates or the real economy...le
(ECB 1999). This emphasis on the medium term, giksia, and stability of the real
economy is consistent with ii/exiblel, rather thiastrictll in/ation targeting.

However, as commentators quickly pointed out, theoEystem™s de—nition of price
stability was ambiguous, since it did not specifgwer bound for in/ation. In November
1998 the ECB president, Willem Duisenberg (1998&yj—ed that the word i,Xincreasel'C
should be interpreted as excluding de/ation. Itlkseem to follow that the lower bound
was zero and that the de—nition refers to an oratate between 0 and 2%. However,
two days later, Duisenberg (1998b) stated that]#fdd not announce a /oor for in/ation,
because we know that the price index may inclugeasurement bias, but we do not
know its magnitudel,.

If the lower bound is zero, it would seem logiaalise the midpoint, 1%, as the point
in/ation target in the calculation of the M3 refece value. However, when the reference
value was announced in December 1998 (ECB 1998ippeared that a point in/ation
target of 1.5% had been used instead.

To this date (January 2000), so far as | knowHhesystem has not yet been

explicit about the lower bound. If this omissionrevelue to uncertainty about possible
measurement bias, it would seem that this wouldtasath the lower and upper bound to
the same extent; otherwise, the width of the rdregmmes dependent on the measurement



2.bias. It is di¢cult to see any bene—t from sunbiguity. An unambiguous symmetric
de—nition (for instance, inabove 0 and below 2%loluld seem preferable, especially since
de/ation may be as serious a threat these dapsadi®n. 2

II. Decision Framework

Although in/ation targeting is technically di¢cuitpractice, the principles of in/a-

tion targeting are relatively straightforward. Qivihat monetary policy actions azect in-
/ation with a lag, e¢cient in/ation targeting regqaiin/ation-forecast targeting (see, for
instance, Lars Svensson (1997) and (1999a) andsSerrand Michael Woodford (1999)).
That is, the central bank needs to make conditioviation forecasts (conditional on

its view of the transmission mechanism, the curstate of the economy, and a given
planned path for its instrument rate). The bank thalects the instrument plan that
results in an inoptimallo in/ation forecast, thgtan in/ation forecast that approaches the
in/ation target at an appropriate pace without icgu®o much variability in the real
economy or interest rates. The bank then startieimgnting the instrument plan, by
setting the interest rate accordingly. At regutdeivals, if new signi—cant information

has been collected, the procedure is repeated ned nterest rate plan adopted and
implemented. From this perspective, in/ation-fos¢targeting is just an algorithm to
solve an intertemporal optimization problem. Witnor dicerences, this is the decision
framework used by all in/ation-targeting centrahk& 3 Thus, if the Eurosystem wants to
meet its de—nition of price stability in the meditenm, it must decide on an instrument
plan such that the corresponding in/ation foreraiie medium term, conditional on all
relevant information and its instrument plan, falétween the undisclosed lower bound
and the upper bound of 2%.

In October 1998, the Eurosystem (ECB 1998a, seeElB 1999) announced that

the monetary policy strategy would consist of iftkey elements,|Id later called iathe two
pillars:Il The —rst pillar is isa prominent rolerfmoneyle with a reference value for M3
growth, set at 4.5% in December 1998 (ECB 1998lmnédary targeting per se was
rejected, however. Instead money™s role as anataiof future in/ation was emphasized:
i_Deviations of current monetary growth from thé&erence value would, under normal
3.circumstances, signal risks to price stabilityle reference value was reconsidered in
December 1999 and maintained at 4.5%. The secdiadipia isbroadly-based assessment
of the outlook for price developments and the riskgrice stability,Is where the assessment
is made iausing a wide range of economic and —ahwariables as indicators for future
price developments.Ir

From the above discussion, it is clear that thepiliar is redundant. Only the second
pillar is needed, if interpreted as a conditioma&tast, taking into account all relevant
information, including that in monetary aggregaidsere seem to be no rational reason
for giving a certain set of indicators of futuréation the status of a separate i—apillarla
(rather than one of the bricks in one main pillat)is instead makes the framework
inconsistent and ambiguous, as several observeesrfwded. In contrast, when the Swiss
National Bank (1999) in December 1999 announcetitiauld abandon monetary
targeting, it simply made clear that ih[m]onetao}igy decisions will be based mainly on
an in/ation forecast, which will take all relevamdicators into account.lo

[ll. Communication

In/ation-targeting central banks make considerablat to explaining past outcomes

and motivate current policy decisions, typicallftiwieference to published conditional in-
/ation forecasts. For instance, Sveriges Riksbagérozes its quarterly In/ation Report
(see, e.g., Sveriges Riksbank, 1999) accordints taew of the transmission mechanism
and the determination of in/ation; it also systaoadlly updates its estimates of the main
determinants of in/ation and summarizes the regptidjustments in its conditional in-
/ation forecast relative to that reported in thevjpsus In/ation Report. The degree of
uncertainty in the forecast is also updated anedsassl in each Report.

These practices of in/ation-targeting central baalksv outside observers to scruti-

nize the central banks™ analysis and forecaststardjudge whether the policy decisions
taken are appropriate, given the goals and availafibrmation. Several central banks
also publish minutes from the monetary policy nregj which allows outsiders further



to assess whether the discussion and analysi®amngetent, whether the various argu-

ments presented are appropriate, and whether enmians are consistent with the goals.
4.Altogether, this commitment to communicate sirgdi outside monitoring and evalua-

tion of monetary policy, strengthens the accoutitglwf the central banks, and provides
stronger incentives for the banks to ful-ll theinaunced goals. Compared to previous
monetary-policy regimes, the in/ation targeting imioduced an unprecedentedly high
degree of transparency into monetary policy.

How does the Eurosystem compare? So far the Eusmsysas not published its most

crucial information, the internal forecasts. Indegiedially keeping the forecasts secret

was considered a virtue (Duisenberg 1998a): ifiblighing an in/ation forecast would

obscure rather than clarify what the Governing @dus actually doing. ... [B]ecause
publishing a single in/ation forecast would be ljkim suggest that monetary policy re-

acts mechanistically to this forecast, publicatisight mislead the public and therefore

run counter to the principle of clarity.lo Howevemce September 1999 several public
statements have indicated that forecasts will lighed, and in December Duisenberg
(1999) stated: itWe, of course also compare thesefnal] forecasts with our internal
preliminary forecasts, which will ultimately be pighhed in the course of next year...Ix.

The extended quarterly versions of the Monthly &l of June, September and Decem-

ber 1999 have started to report external forecBstisenberg (1999) actually seems to

reveal ECB™s internal forecast: io...the Europeammission also forecasts average in/a-tion
in 2000 and 2001 to be 1.5%, and we see no reasievtate from that forecastl (emphasis
added). Duisenberg did not reveal whether this rermshould be interpreted as an unconditional
forecast (conditional on optimal policy by the Esystem) or a conditional forecast (for
instance, conditional on an unchanged interes}.im¢he formercase, it seems that 1.5% for
2001 should probably be interpreted as the Euresydts point in/ation target (consistent with
the in/ation target used in the calculation of M reference value).

The Eurosystem does not publish minutes and veoéngrds of the General Council meetings.
Instead, it has argued that the introductory statérat the press conference held immediately
after the meetings are similar to iosummary miniltdghat is the case, a comparison of the
statements with the minutes of Bank of England @weriges Riks- bank gives the unfortunate
impression that the Eurosystem is considerablyddsanced,

5.systematic, and forward-looking than those bamks. 2-week delay in publishing the minutes
from Bank of England is probably close to the miaitime necessary to summarize and edit
sophisticated and detailed discussions and argenlenany case, a press conference is certainly
not a commitment to give an adequate report ofltbeussions at a meeting and rather an
invitation to a somewhat selective presentation.

The Eurosystem™s reluctance to be more open ansp@sent, in particular in publishing
internal forecasts and minutes, has probably beé&a qostly from a public-relations
perspective. The Eurosystem™s repeated pronoundsmeout its high degree of transparency
(for instance, Ignazio Angeloni and Otmar Issin@99) have not carried far, since critics have
the easy task of pointing to other central banks déine clearly more transparent.

IV. Actual Instrument Decisions

The Eurosystem™s main instrument is its itmain agemg rate,Ic a short repurchase rate. On
December 22, 1998, the Eurosystem announced tiauitd set an initial rate

of 3%. On April 8, 1999, the rate was lowered &P?2. On November 4, the rate was
increased to 3%. Were these decisions appropgaen the goals of the Eurosystem and

the information available at the times of decision?

Did the Eurosystem take its controversial —rsapiihto account? Between October

1998 and October 1999, the 3-month moving aver&d@-ononth M3 growth rates /uc-

tuated between 4.7% and 6.0%. At the time of thegsamn in April, the 3-month moving
average of the 12-month M3 growth through Februeayg 5.1%, well above the reference
value of 4.5% (the money-growth rate is publishéith @bout 4 weeks lag). Presumably,

this should have motivated an increase rather ahdecrease of the interest rate. During
March-September, the moving average rose stead#yd%, motivating an increase, but

not necessarily as late as November. Obviouslys-teepillar has been disregarded at

the Eurosystem™s discretionShardly surprising, it redundancy.



Instrument decisions should ideally be evaluatedreg, given the information avail-able to the
Eurosystem at the time of the decisions. The crudiarmation would include the
Eurosystem™s internal conditional in/ation foresagiring the period, for instance, 6.the
conditional in/ation forecasts for 3% and 2.5% riegt rates in April and November,
respectively. Since the Eurosystem has declinadlatice this information available and to allow
outside scrutiny of its forecasts, it is not pokestb decide with any precision whether the
decisions were appropriate. Using external forscaagproblematic, since the

assumptions of external forecasters about Eurasystenetary policy need to be sorted out.
Nevertheless, it is reassuring that external f@ecas reported in the December 1999 Monthly
Bulletin (and apparently also internal forecast® above) point to average in/ation of 1.5% in
2000 and 2001.

Because of the transmission lags in monetary poiidcy too early for any ex post evaluation of
Eurosystem decisions. Another year or two will kedted for that. Since actual outcomes are
contaminated by shocks occurring after instrumeutsions, or

unknown at the time of decisions, ex post evalmaisdar from straightforward. Missing the
target range is not necessarily evidence of a kestand meeting it is not necessarily
evidence of good decisions.

V. Conclusions

The —rst year of the Eurosystem has seen a suatkssich of the Euro and an apparently
successful introduction of the common monetarygyoli he Eurosystem monetary strategy is
quite similar to /exible in/ation targeting, forstance, in having a

quantitative de—nition of price stability, in thenphasis on the medium term, and in the concern
to avoid real instability. Eventual publicationinternal forecasts would increase

this similarity. There seem to be no fatal mistaikesither design or instrument setting.

Still, there is considerable room for improvemeithwegard to internal consistency and
transparency of the regime.

The remaining asymmetry and ambiguity in the deéemiof price stability, although minor, does
not seem to serve any useful purpose. The insistenthe separate —rst pillar is an important
source of ambiguity and inconsistency. The —rsaipis redun-

dant (as also indicated by the —rst year™s expegjeif the second pillar is interpreted as a
conditional in/ation forecast incorporating alleeant information, including monetary
aggregates. A rational role for monetary aggregatas contribute to conditional 7.forecasts,
among other indicators and according to their tedi power, as for the in/ation-targeting
central banks (and now apparently also the Swis®h&l Bank).

There is considerable room for increased transpgrabout General Council meetings.

The introductory statements at the press conferafieethe meetings are hardly substitutes for
the minutes published by the in/ation-targetingticgdibanks, certainly not if the meetings
become more sophisticated and are the genuine focdsgcisions. It is di¢cult to see that the
Eurosystem could lose from further increases irsisd@ncy and transparency.

It is worth emphasizing that since the ECB wasted#n 1998, it has made sin cere erorts to
maintain an open dialogue with academic researadret®xternal experts, including critics, as
witnessed by an active visitors program and pgimdn in and organization of a number of
academic conferences. Visitors to the ECB haveeaiperienced open-minded, sophisticated
and informative discussions with a very competeat iasightful staa. Overall, | believe there
are good reasons to be optimistic about the fudtiEBurosystem monetary policy.



