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382 CHAPTER 16 The European monetary union 

Introduction 
The European monetaI1J union functions were established by the Maastricht Treaty. Chapter 14 explains 
the genesis of this treaty and its key features. Since the adoption of the euro, a number of difficulties have 
arisen, which should not come as a surprise. Forming a monetaI1J union among highly developed sovereign 
countries is a first and it is also a complex undertaking. It would have been truly extraordinal1J to have got it 
100 per cent correct right from scratch! Over time, the monetaI1J union is being adapted to deal with problems 
as they arise and this process will go on for decades to come. This chapter presents the current situation. 

Section 16.1 lays out the principles that drove the architecture of the Eurozone, which emphasized 
price stability and central bank independence. Accordingly, admission to the Eurozone was based on five 
convergence criteria, which are presented and interpreted in Section 16.2. The central banking system 
brings together a common central bank the ECB and the national central banks. Together they make up 

' ' the Eurosystem, which is described in Section 16.3. Their governance is presented in Section 16.4, while 
Section 16.5 explains how independence is guaranteed and how democratic accountability operates. 
The next section explains how the Eurosystem works and its monetary policy instruments. The last section 
reviews the experience during the q,uiet pre-crisis years. 

16.1 Principles 
The vision of the monetary union reflects its birth as the outcome of a deal between Germany, which 
agreed to abandon its strong currency, and the other countries, which wished to move away from the 
Deutschmark-dominated and unstable EMS while keeping exchange rates stable. Highly concerned that 
the new currency would not be as strong as the mark, Germany req,uested guarantees. This led to a set 
of principles. 

16.1.1 Price stability 
The Maastricht Treaty specifies that the main task of the Eurosystem is to deliver price stability: 

The primary objective of the ESCB shall be to maintain price stability. Without prejudice 
to that objective, it shall support the general economic policies in the Union in order to 

contribute to the achievement of the latter's objectives. 

Article 282-2, Treaty on the Functioning of the European Union 

The Treaty does not give an exact definition of price sta~ility. Th~ Eurosystem1 has chosen to interpret 
it as follows: 'Price stability is defined as a year-on-year rncrease rn the Harmonized Index of Consumer 
Prices (HICP)2 for the Eurozone of clos_e to but below 2 per cen~. ~rice stability is to be maintained over the 
medium term.' Many central banks typically announce an admissible range for inflation; the Eurosystem's 
target is not set in this way but it is ~omm~nly un~erstood ~~at the _implic~t objective is to keep inflation 
between 1.5 and 2 per cent. The meamng of the medium term Is also imprecise, but it is understood to refer 
to a two- to three-year horizon. 

The logic behind the price stability objective is the monetary neutrality principle (Chapter 13): in the 
long run, monetaI1J policy only impacts inflation. B~cause ~~flation is ultimat ly determined by monetary 
policy, it is the duty of the Eurosystem to achieve pnce stabihty. In th horter run, monetary policy affects 
other economic variables, chiefly the economic growth rate and un mployment. Thus, while the Treaty 
considers price stability a 'primary objective', it stipulates that 'without prejudice to that objective', the 
Eurosystem may pursue 'secondary objectives'. . . 

These secondary objectives are described above 111 D lphic terms. The 'general economic policies 
in the Union' ref er to Article 3, which lists many objectives, including 'the sustainable development of 
Europe based on balanced economic growth and price stability', and more. This leaves the Eurosystem 

1 The Euros-ystem is defined below. In brief, it is the central bank. 
2 The Harmonized Index of Consumer Prices is an area-wide consumer price index. The same method is also used to compute 

national HICPs. 
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16.1.3 Fiscal discipline 
Even with a strong guarantee of central bank independence, governments may create - intentionally 
or not - conditions such that monetary policy can be undermined. History shows how to do it. When a 
government runs budget deficits, it borrows from the financial markets. If the deficits are large enough 
for long enough, the markets may refuse to offer more loans. This immediately creates a financial crisis. 
The government can no longer operate, the exchange rate is likely to plummet and the banking system - a 
big lender to governments - is under threat. 

The pressure is now on the central bank: either it creates money to finance the deficit or the country 
experiences an acute crisis. Citizens flee the domestic currency, which creates an unmanageable situation 
for the commercial banks. A central bank may turn a blind eye and let the fire consume the economy. 
Most likely, it caves in and prints money. The res~t is invariably 'inflation in the long run', but in a panic 
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The importance of this req,uirement is linked to OCA principles and the fact that several criteria were 
poorly, or not at all, satisfied. Competitiveness was essential to uphold and deepen the two OCA criteria 
that were best fulfilled. Indeed, the Kenen and McKinon criteria rest on deep trade integration, which can 
flourish only if each and every country remains competitive. In addition, price stability was a litmus test of 
two other OCA criteria. It would be a key signal that the preference for low inflation was hitherto widely 
shared, as req,uired by the homogeneity of preferences criterion. This, in turn, called upon the countries that 
had tolerated higher inflation rates to shed old habits in the name of a common destiny. Finally, a loss of 
competitiveness would lead to a fall in exports, which would be followed irremediably by economic decline. 
The two remaining OCA criteria, labour mobility and the existence of a transfer system, are those that were 
the least fulfilled. It means that a country that suffers from a loss in competitiveness would face severe 
hardship, which would challenge the very existence of the common currency. 

With a common central bank carrying out a common monetary policy, inflation has to eventually be the 
same, or nearly the same, in every member country. But, as we saw in Chapter 14, such a convergence is 
achieved through a long and painful process symbolized by the Hume principle. This is what the architects 
of the Maastricht Treaty were keen to a void. To that effect, it was decided that membership to the monetary 
union would be restricted to those countries that had demonstrated that they could live according to 
the guiding principle of price stability set in the Treaty. The coronation theory viewed monetary union 
membership as the last step of the conversion to price stability. This has led to the adoption of five 
entry conditions. 

16.2.1 Inflation 
The first criterion deals directly with inflation. To be eligible for membership of the monetary union, a 
country's inflation rate should not exceed the average of the three lowest inflation rates achieved by the 
EU Member States by more than 1.5 percentage points. Figure 16.1 shows how the 'Club Med' countries of 
southern Europe managed to bring their inflation rates to below the acceptable limit by 1998. Greece (not 
shown) failed on that criterion. 

Figure 16.1 Inflation convergence, 1991-98 
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Source: Based on data from IMF. 
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This prmciple can be seen as an implication of some of the tools developed in Chapter 13. The 
interest rate paritu condition links the interest rate to expected exchange rate depreciation: 

i = i* + expected exchange rate depreciation 

Domestic Foreign 
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Purchasing power parity links the exchange rate to domestic and foreign prices. If the real exchange 
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Domestic Foreign 
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16.2.4 Budget deficit 
The three previous criteria aim at demonstrating a country's acceptance of, and ability_ to . achi~ve, 
permanently low inflation, but it makes sense to also eradicate the incentives to tolerate high inflat10n. 
Mindful of the potentially deleterious effects of fiscal indiscipline on monetary policy (Section 16-1.3), the 
fourth convergence criterion sets a limit on acceptable budget deficits. But what limit? , . . . 

Here again, German influence prevailed. Germany had long operated a 'golden rule, ':hich specifies 
that budget deficits are acceptable only if they correspond to public investment spending ( on roa~s, 
telecommunications and other infrastructure). The idea is that public investment is a source of growth, which 
eventually generates the resources needed to pay for the initial borrowing. The German 'gol_d:n rule' 
considers that public investment typically amounts to some 3 per cent of GDP. Hence the condition that 
budget deficits should not exceed 3 per cent of GDP.5 

16.2.5 Public debt 
Much as inflation can be lowered temporarily, deficits can be made to look good in any given year 
(for example, by shifting some public spending to next year and some of last year's tax revenues to 
this year). Thus it was decided that a more permanent feature of fiscal discipline ought to be added. 
The fifth and last criterion mandates a maximum level for the public debt. Here again, the q,uestion 
was: which ceiling? 

I 

Unimaginatively, perhaps, the ceiling was set at 60 per cent of GDP because it was the average 
debt level when the Maastricht Treaty was being negotiated in 1991. An additional reason was that the 
60 per cent debt limit can be seen as compatible with a deficit debt ceiling of 3 per cent, as explained 
in Box 16.2. 

Box 16.2 The arithmetic of deficits and debts 

Debts grow out of deficits, but how does the debt/GDP ratio relate to the deficit/GDP ratio? A little 
arithmetic helps. If total nominal debt at the end of year tis Bt, its increase during the year is B _ B 
and this is eq,ual to the annual deficit D t: t t -

1
' 

(1) 

The two fiscal convergence criteria refer not to the debt and deficit levels but t th • t· . . . , o err ra 10s to 
nominal GDP Y, denoted as bt and dt, respectively. D1v1de the previous accounting eq,uality by the 
current year nominal GDP Yt to get: 

(2) 

Then note that 

where 

5 
This entry condition is formally distinct from the same limit prescribed by the Stability and Growth p t hi . . . 
Chapter 1 7 Th · 1 · I link ac , w ch 1s studied m . ere 1s a ogica between the two limits, though: having joined the monetary uni . 
to let its budget deficit rise again. on, a com1try 1s not allowed 

► 
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where gt is the growth t ra e of GDP. 
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However, according to what constitutes the definition of average, some countries had debts in excess 
of 60 per cent of GDP, and some much larger. In particular, Belgium's public debt then stood at some 
120 per cent of GDP. Yet, by 1991, Belgium had overhauled its public finances and was adamant that it 
was now committed to adhering to strict budgetary discipline. Even so, it would take a long time to bring 
its debt to below 60 per cent.6 As a founding member of t~e Comm?n Market in 1957, an enthusiastic 
European country and a long-time advocate of m~netary urnon, Be~gi~ argued that it could not be left 
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Figure 16.2 Deficits and debts, 1998 
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member countries had adopted the euro; see Figure 16.3. These countries include the 11 original members, 
which were joined by Greece in 2001, Slovenia in 2007, Cyprus and Malta in 2008, Slovakia in 2009, Estonia 
in 2011, Latvia in 2014 and Lithuania in 2015. 

This 'two-speed' arrangement is not without problems. The endogeneity of the OCA view (see 
Chapter 15) suggests that the Eurozone countries are becoming increasingly cohesive. Although the crisis 
has led to divisions among them, the Eurozone member countries have been encouraged to develop their 
own consultation mechanisms. Eurozone heads of state and government regularly meet when they attend 
European Council meetings, occasionally overshadowing the full meeting. The ministers of finance of 
the Eurozone have created the Eurogroup, whose decisions may have an impact on the non-Eurozone 
member countries. 

16.3 The Eurosystem 
16.3.1 N countries, N + 1 central banks 
With a single currency there can be only one interest rate, 8 one exchang rate vis-a-vis the rest of the world, 
and therefore one monetary policy. Normally this implies a single c ntral bank, but this is not q,uite the way 
the euro area was set up! Each member still comes q,uipp d with its own central bank, the last remaining 
vestige of monetary sovereignty. No matter how daring the founding fathers were, they stopped short of 
merging the national central banks into a single institution, partly in fear of having to dismiss thousands 
of employees and partly for political expediency. 

8 
During the crisis, interest rates sharply diverged, however. Still, the Eurosystem sets a single interest rate. This q,uestion is 
taken up in Chapter 19. 
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16.3.2 The system 
The European System of Central Banks (ESCB) is composed ofth Europ an -ntral Bank (E B) 
national central banks (NCBs) of all EU Member States (see Figur 16.4. in not all EU co:~~= 
have joined the monetary union, a new term, Eurosyst. m, ha b n om d to r f r to th E B and the 
NCBs of Eurozone member countries. 9 The Eurosystcm implcrn nt th ' mon tary poli Y of the Euro 

If 

t' . zone. 

needed, it also conducts foreign exchange op 1:~ lOn~, u'. agr m nt wi
th th 

finance ministers of 
the me b t . It holds and manages the official 1ore1gn xchang r serves of the EMU M b m er coun nes. . . . .• . . em er 
States. It monitors the payment systems and is mvo]vcd m the prudential superv1s1on of credit institutions 

and the financial system. 

9 . . the ECB website at http://www.ecb.int/ecb/htrn1/index.en.html. 

For a full and formal descnption, see 



CHAPTER 16 The European monetary union 

Figure 16.4 The European system of central banks 
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The ECB is run by an executive board of six members, who are individually appointed by the heads of 
state or governments of the countries that have joined the monetary union, following consultation with the 
European Parliament. The Eurosystem is run by the Governing Council of the ESCB, shown in Figure 16.5. 
It comprises the six members of the Executive Board and the governors of the NCBs of monetary union 

Figure 16.5 The Governing Council, July 2018 

© European Central Bank, Frankfurt am Main, Germany. 
https://www.ecb.europa.eu/ecb/orga/decisions/genc/htm1/index.en.html 



The Eurosystem 

111ernber countries. The Govenun· 
. . . 1 g Council . th are, m pnnc1p e, taken by m • . . is e key author't d . . 
tl b 

aJonty Voting With h 1 Y eciding on monetary policy. Its decisions 
mos y y consensus Anoth b ' eac memb h ldin 

d the ove . er ody, the General C . ~r o gone vote, although it seems to operate 
an . _g . mors of the NCBs of the co . ouncil, mcludes the members of the Governing Council 
Council is ill essence fulfilling a liaison rol-:ntr~ehs that have not joined the monetary union. The General 

Although the Governing Coun .
1 

an as no authority. 
. th . c1 takes decisio th E chairs e meetillgs of the Govermn C . ns, e CB also plays an important role. Its president 
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is that formally its Executive Bo de common monetary policy. An important characteristic of the ECB 
individuals, ev en though the lar :r mem_bers are not representing their countries: they are appointed as 
on the first Executive Board g _countries (~ance, Germany, Italy and Spain) all had a national sitting 
maintained upon successiv appomted, ~nd still have. This implicit right of the large countries has been 
citizen of Luxembourg) In e renewals Wl:h one exception so far (in 2012, a Spaniard was replaced by a 
was Dutch, Wim Duis · b gene~al, there is also one ( out of six!) female Board member. The first president 
Mario Draghi from Ita~n ~ g, his successo: was French, Jean-Claude Trichet, and the third president is 

lJ. three had prev10usly served as governors of their own NCBs (see Box 16.3). 

Box 16.3 ECB presidents 

Wiin Duisenberg (1998-2003) 
Wim Duisenberg, the first president of the ECB, was born in 1932. He held a PhD in economics, worked 
at the IMF and was professor of macroeconomics at the University of Amsterdam before entering 
politics in the Labour Party and serving as Minister of Finance. Later on, he joined De Netherlandsche 
Bank, and became its governor in 1982. In 1997, he was appointed President of the European Monetary 
Institute, in charge of preparing the introduction of the single currency. 

Jean-Claude Trichet (2003-11) 
His successor Jean-Claude Trichet, was also a central bank governor prior to taking over the ECB. 
B · 1942 'he studied economics and civil engineering before attending the elite Ecole Nationale 

om ill ' · h Fr h Fin Mini. d'Administration. He capped a distinguished career mt e enc . ance stry by becoming head 

f T d • l993 Governor of the Banq,ue de France. While at the Treasury, he designed the 
o the reasury an , m , 
'franc fort' policy of disinflation. 

Mario Draghi (2011-19). . 
Th third president is Mano Draghi, who was Governor of the Bank of Italy 

e 2005 to 2011. He graduated from the University of Rome and r cei ed a 
from_ nomics from the Massachusetts Institute of Technology. Hi career 
PhDmeco . . 

tl m. the Italian Treasury, where he rose to be director g n ral with 
was mos Y S · al H 1 . . th private sector at Goldman achs Internation . a o taught 
a stmt m e . 

. t the University of Florence. 
economics a 

Main Gerrnan)J . 
k Fr 1-kfurt am , 

© European Central Ban , ar 

16.3.3 Voting rights in the Eur05Ystems where N is th munber of countries that ha_ve adopted the 
. ell has 6 + N m~mber ' when new members join the union. Followmg the entry of 

The Gov_e~g Coun whose size increases. has 25 members. As previously agreed, each member 
e~ro. This is a large body5, the Governing Council ~ow embers. The system now works on a rotation basis. 
Lithuania in January 201 , C ell reached 2 m 
h til the oun ad one voting right un 
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. f th weight) and the size of its financial 
An index is computed for each country, based on its GDP (5/6 0 . _e two groups: 
sector (remaining 1/6). The resulting ranking classifies all countries into 

. . . d the Netherlands) form the first group, The five largest countries (Germany, France, Italy, Spam an 
with four voting rights. 

·th 11 voting rights. 2 The remaining countries make up the second group, WI 

tries do not vote. Their NCB governors 
Thismeansthat,atanymeeting,onelargeandfouroftheotherc~un akes lace each month. Figure 16.6 

still attend and contribute to the discussion, however. The rotatwn t . p f the ECB May 2003. 
summarizes the situation. More details are available in the Monthly Bulletin° ' 

Figure 16.6 The rotation system 
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Executive Board 

Eight rotating voting rights 

, T 1 T T , 
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total number of t Iii Iii Iii 
NCB Governors 'ff 'ff 'ff 

Second Group 

ranked 6th 
and below 

Source: © European Central Bank, Frankfurt am Main, Germany, Monthly Bulletin, May 2003, p. 80. 

16.4 The monetary policy strategy 

Group 

NCB Governors 
ranked 

1st to 5th 

The Eurosystem decides on the interest rate. In the IS-MP-IRP framework of Chapter 13, the strategy 
is captured by the MP schedule, which indicates that the central bank leans against the wind, raising the 
interest rate when the economy booms and lowering it during slowdowns. In Chapter 14, the strategy is 
complemented by the price stability objective: when inflation rises, the central bank raises the interest rate 
and the MP curve shifts up; when inflation is low, the central bank reduc s the interest rate and the MP 
curve shifts down. These are the broad principles, widely shared among central banks. The Eurosystem has 
developed a detailed strategy to implement these principles. 

Before examining the strategy, an important issue needs to be addressed. The Eurozone comprises 
many countries and it would be extraordinary if the economic situation (inflation, growth, unemployment) 
were the same everywhere, always. Divergences of economic situations are likely, which underlines the 
importance of the OCA theory developed in Chapter 15. How can the Eurosystem deal with asymmetries, 
then? The response is clear: the Eurosystem does not look at individual countries but at the Eurozone as a 
whole. It monitors overall inflation, overall growth, overall employment, and so on, and studiously avoids 
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focu ing on an11 one 
• ::1 countn1 I 

to discuss their own - ::1 • n Principle . . 
· di · d countries Thi ' Within the G . m vi ual countries int . s is logic 1 overrung Council NCB 
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Figure 16. 7 Infl ation rates 1999 ' -2018 (p er cent per annum) 
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The strategy relies on three main elements: the definition of price stability and , . , 
identify risks to price stability. ' two pillars used to 

Price stability is defined by the Euroystem as an inflation rate of close to but b 1 2 . . . . d f" d b . . ' e ow, per cent m the 
medmm run. The medmm run is not e me ut it 1s understood to mean some tw t f 

T infl 
. . . o o our yeai down 

the road for reasons explained below. he at10n obJect1ve is understood to mean th t th E . ' . a e uro ystem 
wishes to keep inflation between 1.5 and 2 per cent. Figure 16.7 indicates that so defined th b. . • y ·th f • . ' , o ~ ctive 
was reached in 2 of the 19 first years. et, WI ew exceptions, the rmsses were mostly mall. 01,1 a erage 

Eurozone inflation has been 1. 7 per cent. 
The first pillar is what the Eurosystem calls 'economic analysis'. It consists of a broad r i w of th 

recent evolution of and likely prospects for economic conditions (including growt11, mploym nt pricese 
exchange rates and foreign conditions). The second pillar, the 'monetary analy i ' tudi the evolutio~ 
of various monetary aggregates (M3, in ~articular) and_ of b~nk_ er dit, whi h, in t11 m dium to long term, 
moves in proportion to inflation, in line with t~e ne~1trahty pnn 1ple. In th words of th Eurosystem, 'these 
two perspectives offer complementary analytlcal tram works to support th Go ming Council's overall 
assessment of risks to price stability. In this respe t, tJ~e mon tary analysis mainly s rves as a means of 
cross-checking, from a medium- to long-term persp ct1ve, the short- to m dimn-term indications corning 

from economic analysis' (ECB, 2003). . . . 

Wh t d thi 
mean in practice? Given that monetary act10ns affect first growth and employment 

a oes s · ·th dd·t· I 1 ' with a lag of at least a year, and then infl~t10~, WI . an a I wna a~ of one or more years, the central 
bank must anticipate the evolution of the s1tuat10n at least three years m advance. Importantly, it must act 
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now on the basis of forecasts not on the basis of the current situation because it is too late for that. 
Given that inflation is its prim;ry long-run target, the Eurosystem must take into consideration expected 
future inflation. Given that its secondary target, roughly growth and employment, is impacted after one year 
or so, the Eurosystem must also foresee 'economic conditions' over that intermediate horizon. Of course, 
the associated forecasts must be consistent with each other over time, hence the need for 'cross-checking'. 

At the policy meetings of the Governing Council, the Chief Economist - one of the six Executive Board 
members - presents a broad analysis of the situation including forecasts of inflation and growth. Monetary 
conditions - the association between money growth and inflation - are then used to q,ualify the forecasts 
and allow the Council to form a view of where inflation is heading. Then the real debate starts: What 
should be done with the interest rate? Should it be raised because inflation is perceived as excessive? How 
much weight should be attached to other considerations, such as growth and employment, or the exchange 
rate and stock markets? The strategy guides the answers. Importantly, the Eurosystem does not take any 
responsibility for the exchange rate, which is freely floating. . . 

Is the Eurosystem's strategy special? Over the past decade, many central banks have explicitly adopted 
the inflation-targeting strategy, which links interest rate decisions to growth in the short run and inflation 
over the longer run (this is the MP schedule that shifts in response to expected inflation). In Europe, this 
is the case of most non-monetary union member central banks (including those of the Czech Republic, 
Hungary, Norway, Poland, Sweden and the UK). Inflation targeting comprises announcing an inflation 
target, publishing an inflation forecast for the relevant policy horizon (usually two to three years ahead) 
and adjusting the interest rate according to the difference between the forecast and the target. For example, 
if the inflation forecast exceeds the target, the presumption is that monetary policy is tightened, that is, that 
the interest rate is raised. 

The Eurosystem has long resisted this approach, as have the US Federal Reserve and the Bank of Japan. 
One reason is that the Eurosystem wants to claim the heritage of the Bundesbank, and the Bundesbank did not 
target inflation; it targeted money growth, which explains the second pillar. The justification for monetary 
targeting is that money growth eventually determines inflation. The shortcoming is that, in the shorter 
run, it also affects growth and employment. The two-pillar strategy is an attempt to deal with these two 
considerations. The Eurosystem seems to reject giving the impression that it acts mechanically and puts the 
secondary objective on the same footing as the primary objective (as does the MP schedule). In practice, 
the Eurosystem's strategy resembl.es infl~tion tar?eting: there is an implicit target (the definition of price 
stability) and its inflation forecast 1s published twice a year. Box 16.4 examines this issue in more detail. 

Box 16.4 How different is the ECB? 

Inflation-targeting central banks set the short-term interest rate with one eye on inflation forecasts 
and the other on the expected activity level, measured as the output gap; that is the deviation of 
actual GDP from its 'normal' level. This approach - the 'shifting-MP curve' - is formaiized as the Taylor 
rule. 1 This rule simply posits that the central bank chooses the actual interest rat as a function of 
(1) the deviation of inflation from its ~implicit or explicit) target; and (2) the output gap, which is the 
difference between actual and potential GDP, measured as a percentag of pot ntial GDP. Potential 
GDP can be thought as the trend around which actual fluctuates through bu in cycles. 

Formally, this is written as: 

it = a(1r1, - 1r*) + b(y1 - y/) 

where it is the interest rate at time l, 'ITt is the infl~tion rat , 1r* is the inflation target, Yt is GDP and y/ 
is potential GDP.2 The parameters a and bare weights that reflect the relative importance attached by 
the central bank to its two objectives (b is the slope of the MP curve and a tells us how much it shifts 
in response to inflation). 

Figure 16.8 looks at the Eurosystem (and, before 1999, its pr~d~cessor, the Bundesbank), the 
Swedish Riksbank and the Bank of England. For each central bank, 1t displays two short-term interest 
rates: the actual rate and the rate that would have been chosen if the central banks had followed the ► 
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..( same Taylor rule.

3 

We see that central bank behaviour has increasingly conformed to the Taylor_rule. 
This also applies to 

th
e Bundesbank until 1999; despite its tough rhetoric, it was an early practitioner 

of the Taylor rule. We also see that the Eurosystem followed suit and that its actions do not cliff er from 
those of explicit inflation-targeters, such as the Riksbank or the Bank of England. Following 

th
e global 

crisis, however, central banks have all behaved somewhat differently, as explained in Chapter 
19

· 

Figure 16.8 Actual and simulated interest rates, 1981-2018 
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16.5 Independence and accountability 
16.5.1 Independence 

· · · · · 16 1 2 The Eurosystem is characterized The rmportance of central bank mdependence 1s stressed m Sect10n • · · . . 
by a high degree of independence. This is achieved through a number of characteristics specifically crafted 
to that effect. 

Institutional arrangements 
The Treaty explicitly states that the ECB and all NCBs are strictly protected from political influence. To that 
ff b f · · · t f "ts NCB to match a number of e ect, e ore Jommg the Eurozone, each country must adapt the statu es o 1 . . 

common legal req,uirements. In particular, the EU Treaty explicitly rules out any mterf erence by national 
or European authorities: 

When exercising the powers and carrying out the tasks and duties conferred upon them 
by this Treaty and the Statute of the ESCB, neither the ECB, nor a national c~ntral bank, 

nor any member of their decision-making bodies shall seek or take instructions from 
Community institutions or bodies, from any government of a Member State or from any 
other body. The Community institutions and bodies and the governments of the Member 
States undertake to respect this principle and not to seek to influence the members of the 
decision-making bodies of the ECB or of the national central banks in the performance of 

their tasks. 

Article 130, Treaty on the Functioning of the European Union 

Status of Eurosystem officials 
The personal independence of the ECB's Executive Board members is guaranteed. They are appointed for 
a long period (eight years) and cannot be reappointed, which shields them from pressure while in office. 
Similar conditions apply to the NCB governors, although they differ slightly from one country to another, 
but their mandates must be for a minimum of five years. No central bank official can be removed from 
office unless he or she becomes incapacitated or is found guilty of serious misconduct; the Court of Justice 
of the European Communities is competent to settle disputes. 

Policy objectives and instruments 
The Treaty sets the objectives in terms vague enough to allow the Eurosystem to decide on what it wants 
to achieve, as explained in Section 16.4, but price stability is paramount and the rest is 'without prejudice to 
price stability'. As long as it can relate its actions to the objective of price stability, the Eurosystem cannot 
be challenged. Indeed, since its inception, the Eurosystem has taken great care to systematically relate 
every decision that it takes to price stability. Even so, some of its German critics have twice mounted a 
legal challenge to the Eurosystem's actions. These legal challenges, described in Box 16.5, show how far the 
Eurozone is from fulfilling the OCA criterion of homogeneity of preferences. 

Box 16.5 Challenges from the German Constitutional Court 

The main risk to central bank independence is that it could be co re d by government into excessive 
money creation, a threat to price stability (see Box 15.2). During the Eurozone crisis, like many other 
central banks, the Eurosystem has taken bold new steps. In particular, it has created previously 
unheard of q,uantities of money and even committed to supporting the market value of public debts of 
crisis countries under combined IMF and European support. 1 A number of German legal scholars 
have taken the view that these actions bring the Eurosystem far too close to governments and thus 
threaten price stability. They have asked the German Constitutional Court to decide whether these 

► 
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actions violate the Germ 
prohibited from fin · an constitution (the so-call d • 

d ;ncmg governments but it. e pnmarlJ law). The Eurosl)stem is strictll) 
secon ar11 market. is explicitll) allowed to bull public debts on the so-called 

After more than one 1)ear of d lib . 
'Subject to the interpretation blJ t~ iration, the Court issued an ambiguous decision in FebruarlJ 2014· 

Court considers the ... decision • e our~ of Justice of the European Union the Federal Constitutionai 
• Incompatible with · ' 

be warra~ted if the ... decision could b . pn~arlJ law .. .' . An_other assessment could, however, 
As an international organi· t· e mterpreted m conform1t1J with primarlJ law.'3 

za ion the ECB is t b' asked the Federal Constitutio 1 C ' _no s~ ~ect to German law. The petitioners, therefore, 
which prohibits financing f~: ourt whether its act10ns were a violation of the German constitution, 
hear the opinion of th C

O 
e gove~nment. The German court thought so, but it first wanted to 

The European Court el ourt of Justice of the European Union before making its own decision. 
after litigation h d t ru ed that the ECB had not violated the Treatl) provision, period. Four years 
of public debt a s ~rted, the German court finalllJ issued its ruling: the ECB may buy large amounts 

b .d d s provided these amounts are pre-specified. A major crisis, legal and political, had 
een avo1 e . 

Then, in 20 l5, a new case was brought to the Federal Constitutional Court. It concerned the 
'nonst~ndard polic11' adopted bl) the ECB and other major central banks (see Chapter 19) to avoid 
deflation. Quantitative easing, as this policlJ is often called, involves large purchases of public debts to 
pump mone11 into the economy. Once again, in 2017, the German court asked the opinion of the European 
Court. It observed that 'significant reasons indicate that the ECB decisions governing the asset purchase 
programme violate the prohibition of monetary financing and exceed the monetary policy mandate of 
the European Central Bank its mandate'.4 At the time of writing (September 2018), the European Court 
has opened the case. Once it has ruled, the case will go back to the Federal Constitutional Court. 

1 The programme in q,uestion, Open Market Transactions, is described in Chapter 19. 
2 When a government issues fresh debt, that debt is up for sale; this is the primary market. Afterwards, the bonds are 

regularly traded in the secondary market. 
3 https:/ /www.bundesverfassungsgericht.de/pressemitteilungen/b~g 1 :-009en.html. 
4 d f Sungsgericht de/SharedDocs/Pressermtteilungen/EN/2017/bvgl 7-070.html. https://www.bun esver as · 

the Eurosystem completely free to decide which instruments it uses, and 
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the Eurosystem opera . t as well as to the 
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Parliament. In addition, the Parliament may request that the President of the ~CB and t~e ot~er memb_ers 
of the Executive Board testify to the Parliament's Economic and Monetary Affairs Conum~ee. In practice, 
the P:esident appears before the committee every quarter and the members of the Executive Bo~r~ also do 
so qwte often. In addition, the President of the EU Council and a member of the European Comnuss1on may 
participate in the meetings of the Governing Council, but without voting rights. . . . 

At the end of the day, th question is whether the Eurosystem, and the ECB m particular, 18 subject 
to effective control by elected officials. Beyond the formal requirements, so far at le_ast, t~e European 
Parliament has never really challenged the ECB. The quarterly testimonies of the ECB President m front of the 
relevant European Parliament committee, aptly called 'Monetary Dialogue', are almost_n~ver even vaguely 
controversial and, when they are, the MPs soon publicly disagree among themselves. Divide and conquer. 

16.5.3 Transparency 
Tr~nspar_ency contributes powerfully to accountability (see Box 16.6). B-y revealing the co~tents of its 
deliberat10ns, a central bank conveys to the public (the media, the financial markets ~nd mdependent 
observers) the rationale behind and difficulties faced by its decisions. Currently, the President of the ECB 
holds a press conference immediately after the policy-setting meeting to present its decisions in highly 
stand~rdized terms. Table 16.1 shows how major central banks reveal the work of their decision-making 
comnuttee meetings. Several of them publish the committee meeting's minutes within a month, but since 
the1:J can be heavil1:J edited, minutes are not necessarily very informative. Very few (the US Federal Reserve 
and the Bank of Japan) publish extensive records of the discussion, but with vef1:J long dela1:JS, which 
makes the publication irrelevant except for historical purposes. Man1:J central banks report on individual 
votes, which is a clear Wa1:J of indicating how certain policy-makers feel about their collective decisions. 
The Euros1:Jstem is almost alone in doing none of that. It considers that revealing individual votes could 
be interpreted in a nationalistic manner that does not, in fact, correspond to the thinking of members of the 
Governing Council who are duty bound to look only at the Eurozone as a whole. 

Table 16.1 Provision of information on monetary policy meetings 

Interest-rate decision 
immediatel1:J announced 

Supporting statement 
providing some rationale 
for change 

Release of minutes 

Official minutes provide 
full details of: 

Internal debate 

Individuals' views 

Verbatim records of MP 
meetings are kept 

Verbatim records 
released to the public 
after: 

Bank of 
Public debt ESCB Japan 

Yes 
( after 1994) 

Yes Yes Yes 

5-8 weeksa No 1 month 

Yes No Yes 

Yes No No 

No Yes No 

51:Jears n.a. 10 years 

a The minutes are released after the following FOMC meeting. 

Source: Blinder et al. (2001). 

Bank of 
England 

Sometimes 

13 days 

Yes 

Yes 

No 

n.a. 

Bank of Swedish 
Canada Riksbank 

Yes Yes 

n.a. 2-4weeks 

n.a. 0 

No 0 

No Yes 

n.a. n.a. 

10 The European Parliament may not order NCB governors to testify because NCBs are not E . . . uropean mstitutions. 
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Box 16.6 Independence and transparency 

In principle, the more independent is a central bank, the more accountable it should be, and transparency 
is one key element of accountability. Since there is mounting evidence that inflation tends to be lower 
where central banks are more independent, a good central bank should be very independent and 
very transparent. Using legislation and other information a number of studies provide q_uantitatzve 
estimates of central bank independence and transparency'. The numbers are inevitably arbitrary but 
nevertheless plausible. An example is presented in Figure 16.9, which looks at 29 countnes around the 
world. It suggests that the ECB is indeed very independent but ranks only 17th as far as transparency 
is concerned. Note that there is no apparent link between independence and transparency. 

Figure 16.9 Independence and transparency indices, 2008 
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the exchange rate (and thus on foreign demand for domestic goods and serv~ces). These effect~, however, 
are not very precise as they depend on market expectations of future inflatwn and future policy actions. 
Expectations are beyond the direct control of the central bank but being clear about longer-run aims and 
intentions is part of the art of central banking- and is an additional reason for trans~arency . 

. T_he Eurosystem focuses on the overnight rate EONIA (European Over ~ight Index Average). 
This interest rate corresponds to lending and borrowing among banks from one everung to the next morning 
on what is called the interbank market. Control over EONIA is achieved in two ways: 

Th~ ~-urosystem creates a ceiling and a floor for EONIA by maintaining open lending and deposit 
facilities at pre-announced interest rates. The marginal lending facility allows banks to borrow directly 
from the Eurosystem (more precisely from their NCBs) at the corresponding rate. It is a ceiling 
because no bank would want to pay a higher rate on the overnight market. Similarly, the Eurosystem 
accepts deposits from banks at its pre-announced deposit rate. This is a floor since no bank would ever 
agree to lend at a lower rate. Figure 16.10 shows that, indeed, EONIA has moved within the corridor 
th~s est~blished, at least up until 2012. Then, facing the crisis, the Eurosystem has brought its main 
refm~ncmg rate to zero - and the deposit rate below zero - while temporarily changing its procedure, 
pressing the EONIA rate towards the deposit rate as explained in Chapter 18. 

2 Th~ Eur?system conducts, usually weekly, auctions at a rate that it chooses. These auctions, called 
main refmancing operations, are the means by which the ECB provides liq,uidity to the banking system 
and the chosen interest rate serves as a precise guide for EONIA. 

Figure 16.10 ECB interest rates, January 1999-August 2018 
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How does liq,uidity flow from the Eurosystem to all corners of th E . d 
above, the Eurosystem organizes auctions on a regular basis. Each ~C~l:ozone ba~lnng sy~tem? As not:1 
banks and passes the information to the ECB. The ECB tl d . ollects bids from its commercI 

1en ecides which · · will be 
accepted and instructs the NCBs accordingly. The commerci·al ba k proport10n of bids n scan the ct· · · ·ruty on 
the interbank market. It does not matter where the initial injectio . i~ issemmate the liq,m 

n is made: since there is a single interest 
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n t ~ thr ughout the Elirozo h 
. . ne, t e area ·ct . 

n d d. Agam, this has t b -WI e interbank 
no een the case d . market ensures that money is available where 

urmg the crisis. 

16.7 The first years, until the Gre t C .. 
This section looks at how the E a fl SIS 

1 d f . urozone has ope t d . . 
unusua , we e er its studu until Ch t ra e since its creation. Because the crisis has been so 

ap ers 18 and 19 H . 
· ere we Just look at the 'normal' pre-crisis years. 

16.7.1 Inflation 
When the euro was launched in Janua . . 
had been working hard t . ru 1999, inflat10n was very low, partly because all member countries 
Soon thereafter oil p · a meetmg the Maastricht convergence criteria presented in Section 16.2. 

, nces rose threefold · 2000 An h 
a classic dilemma th t 11 m • oil shock means both more inflation and less growt , 

d f 1 1 t" a a central banks fear. Simultaneously stock markets worldwide fell, marking the 
en ~ t ong- ~~ mg _financial bubble fed by unrealistic expe~tations of what the information technology 
revo u lOn cou deliver. Within months, the US economy went into recession, and Europe's economy 
slowed do":1. Then, the terrorist attacks of 11 September 2001 shook the world economy. There followed a 
smooth penod of sustained growth and low inflation - dubbed the Great Moderation - until oil prices again 
rose to record levels. The Great Global Recession, which started in the USA in rnid-2007, culminated with the 
Wall Street meltdown of September 2008. Then the Eurozone sovereign debt crisis came about in late 2009. 

As indicated, the primary objective of price stability has been interpreted as an inflation rate close to 
but below 2 per cent, which is interpreted in Figure 16.11 as the shaded area between 1.5 and 2 per cent. 
The figure shows that, until the crisis, the inflation rate (measured by the year-to-year increase in the official 
Harmonized Index of Consumer Prices, HICP) has almost always been above the 2 per cent ceiling, and 
mostly q,uite far below since then. Should we conclude that the Eurosystem has failed on its key mission? 

Figure 16.11 Inflation in the Eurozone (%), 1999Ql-2018Q2 
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May be, but one can argue that, until late 2007, the inflation rate has remained q,uite close to 2 per cent. One can 
also claim that what matters are not q,uarter to q,uarter fluctuations in actual inflation but the perception by 
the public, for example inflation expectations. An example is provided by the poll of professional forecasters 
conducted by the ECB every three months. The figure indicates that professional forecasters brush off 
q,uarter-to-q,uarter fluctuations and remain convinced that the Eurosystem will bring inflation inside the 
shaded area within two years (and they are q,uite systematically wrong!). That inflation expectations are 
'anchored' to the policy objective suggests that the Eurosystem's credibility remains high, irrespective of 
recurrent misses. An alternative interpretation is that it is impossible to control inflation precisely, which is 
why the Eurosystem insists that it intends to reach its objective in the medium run. If we look at averages 
over many years -the long run- average inflation has been 2.1 per cent over the period from 1999 to 2007, 
and 1.7 per cent for the whole period 1999-2018. Finally, it is worth noting that, since the ~econ? World 
War,~~ member country - including Germany_ has enjoyed such a long period of such low inflation. It is 
surpnsmg, therefore, that in nearly every country a large number of people are convinced of the opposite, 
namely, that the adoption of the euro has resulted in inflation. This phenomenon is discussed in Box 16.7. 

Box 16. 7 For the public, inflation is sharply up 

When euro coins and banknotes were introduced in early 2002, a number of retailers rounded prices, 
unsurprisingly mostly upwards. This created a perceived jump in the price level. The jump has been 
confirmed by HICP measures but its amount - about 0.5 per cent - is trivially small in comparison 
with public perception. Figure 16.12 shows actual inflation as measured by the HICP and an estimate 
of perceived inflation by citizens. Not only is the gap large in the months following the introduction of 

Figure 16.12 Inflation in the Eurozone: measured vs. perceived 
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euro notes and coins, but it had not . 
that Eurozone citizens b li disappeared sever 1 . . . 
Inf t e eve that the eur h a years later. Public oprmon polls keep revealing 

h ac ,hmta~tyhpeople believe that the offic1·a10 as been a major source of high and enduring inflation. 
t an w a e11 see' measure of inf" 1 t· · . . . 

~ · a 10n 1s deeply flawed smce 1t 1s much lower Many studies have been c d 
1 . h . on ucted to asc t . . . . . 

exp am w Y perceptions can syst . er am that the official mdex 1s not flawed and to try to 
h tl ff ematically diff f , , 

as mos Y a ected cheap go d ( . er rom facts . One explanation is that rounding up 
· 

0 s an mcreas · €0 5 33 per cent mcrease) that peopl e m • 0 for a cup of coffee that costs €1.50 is indeed a 
explanation is that people stil~ purchase fr~q,uently, which keeps reminding them of the jump. Another 
francs, pesetas etc ) Not onl . e_valuate pnces by computing their value in the old currency (liras, ' . . Y lS It a 1 · 
make rounding-up errors I t ong time since that currency was used, but people also appear to 

· n ruth there is still no satisfactory explanation of the phenomenon. 

16.7.2 Growth 

Until 
th

e crisis, growth was generally slow in the Eurozone· of course the situation was disastrous 
afterw_a~~s. This has prompted criticism of the Eurosystem, including b~ some member governments. 
The criticism may be unfair for the pre-crisis years. To start with, the neutrality principle says that monetary 
policy cannot have long-lasting effects on economic growth. In addition, while growth has been slow on 
average, this has not been the case in every Eurozone country. Some countries have even grown very 
fast, as Figure 16.13 shows, although many of these countries were those worst hit by the crisis after 2008, 
which has led critics to blame the Eurosystem for 'excessive growth' that ended badly. The growth rate of 

Figure 16.13 Average annual GDP growth rate(%), 1999-2008 
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the overall Eurozone is low because some of the largest members - chiefly Germany and Italy , with France 
only slighter better - have managed a disappointing performance. The Eurosystem has argued that this 
performance is not the result of an over-restrictive stance on monetary policy. It has a point. 

16. 7.3 The exchange rate 
Early on, the Eurosystem faced a vexing issue. Just when the euro was launched in early 1999, the dollar 
started to rise vis-a-vis all major currencies, including the euro and, to a lesser extent, the pound sterling. 
Given that the US dollar has long been the world's standard, this situation was generally interpreted as 
meaning that the new currency was weak. This created the impression that the Eurosystem was unable to 
deliver the strong currency that had been predicated upon its price-stability commitment, following the PPP 
logic presented in Chapter 13. Then, from late 2002 onwards, the value of the dollar started to fall. This led 
to complaints that the euro was overvalued and hurting European exporters. Yet, as the left-hand chart in 
Figure 16.14 shows, the movements of the dollar/euro exchange rate since 1999 - the black portion of the 
curve - have not been particularly out of step with the past, except that there is discernible upward trend. 
We know from Chapter 13, however, that nominal exchange rates compensate inflation differentials in 
the long run (PPP). We also know that bilateral rates fail to acknowledge the diversity of trade partners. 
The solution is to look at the real effective exchange rate, which is displayed in the right-hand chart (the 
data is available only from 1993). It shows that the real effective exchange rate has fluctuated around a flat 
trend. The Eurozone's competitiveness has been maintained. 

Figure 16.14 The dollar/euro exchange rate, January 1983-June 2014 
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Thus, the debates about the euro being overvalued or undervalti d t b . . 
T 

· h h · mu taken with a gram of salt 
rue, m t e s ort run, the mterest rate parity implies that the x han n . . · · 

response to monetary policies at home and abroad. In the long run PPP~ uct~ates, possibly ":?ely, m 
is re-established. This is why, from the start;, the Eurosyst m ~l arlt s: rts itself and c~mpetitiveness 
no responsibility for the exchange rate. Its vi w is that the . y nnounced that it would take 

. euro 1s a freely float" S" e 
capita~ mov:ments are completely free, this position accords well with the . . mg c~_rency_- ~c 
The discuss10n of exchange rate regimes in Chapter 13 impossible tnruty prmc1ple. suggests that very lar d 1 · 1 d 
economies, like the Eurozone, have little interest in st bil" . . ge an re atively c ose a izmg therr exchange rates. This choice may 
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·rn i nallu result in temporar 
t In addition the h • y under- or over-valuat" 

ra · ' muc -discussed e:x h ions, a normal implication of a floating exchange 
and European events. Is it the euro that . c ange rate between the euro and the dollar is driven by both US 
Undoubtedly, this debate Will go on f is too strong or the dollar that is too weak? Or the other way round? 

16. 7:4 ~ne mone~, one policy 
Lastmg differences ,n inflation 

or many years to come. 

How about the much-feared asymmetri . 
The Eurozone crisis is an e 1 c shocks emphasized by the optimum currency area (OCA) theory? 
re-2009 situation mund :x_;mp_ e of an enormous asymmetric choice, which renders discussions of the 

~hanges that were relati::~- set, m many respects, the crisis itself is partly the conseq_uence of asymmetric 
Fi 16 7 d Y _mall but persistent enough to create tensions within the monetary area. 
~e- . ocu1:1ents fairly sizeable differences in inflation. The Eurosystem is eager to point out 

that ation rates differ no more among the Eurozone member countries than across broad regions in th
e USA. Th~ problem is that US regions alternate in their respective positions while, in the Eurozone, 

over 
th

e penod 
19

99-2008, the same countries have persistently exhibited lower or higher inflation rates. 
A country 

th
at faces continuously higher inflation than others is bound to face a loss in competitiveness 

as its real exchange rate appreciates. 11 If this process persists, the country would then have to undergo 
several years of lower inflation to restore competitiveness. This is an implication of the self-eq,uilibriating 
Hume mechanism presented in Chapter 14. Figure 16.15 shows that inflation has been lower than average 
in Germany , Finland and France, and higher than average in Ireland, Spain, Portugal, the Netherlands 
and Italy. Not surprisingly, the four countries with the highest inflation rates are those that eventually 
faced a crisis. 

Figure 16.15 Change in price levels relative to the Eurozone, 1999-2008 
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. 1 f ons are as follows. 
What are the reasons for such a divergence? The potential exp ana 1 

• The Balassa-Samuelson effect. This effect, presented in Chapter 13, predicts ~h~t the real exc~ange 
rates of catching-up countries appreciate. Within a currency area, _real ~ppreciatrnn can ?e achieved 
only through higher than average inflation.12 In this case, a higher inflatrnn ~a~e doe~ not rmply a loss 
of competitiveness. Quite the contrary, it is a conseq,uence of rising productivity. This effect could be 
part of the explanation for the cases of Ireland, Spain and Portugal. 

• Wrong initial conversion rates. Each currency was converted into euros at the ERM parity that 
prevailed in 1998, but there was no certainty that these conversion rates were fully adeq,uate. 
For instance, it is now generally accepted that Germany's conversion rate was overvalue~; this 
may explain why, from 1999 to 2008, its consumer price index declined by 4.5 per cent relative to 
the Eurozone's HICP. Similarly, Greece may have used an undervalued rate for the conversion of 
drachmas into euros. 

• Autonomous wage and price pressure. Wage increases in excess of labour product!vity ?ains eat 
into competitiveness. This basic truth may be lost when factors other than econormcs drive wage 
negotiations. For example, minimum wages can be raised to reduce ineq,uality; civil servants - who do 
not face any foreign competition directly _ may be well organized enough to extract wage increases; 
administered prices - electricity, transport _ may be pushed up to avoid losses in state-owned 
companies. Such wage and price increases next filter down to all wages and prices because they raise 
production costs and the general price level. These factors seem to have played a role in Greece, Italy, 
the Netherlands, Spain and Portugal. 

• Policy mistakes. Through excessively expansionary fiscal policies or public-sector price and wage 
increases, mentioned above, governments may, temporarily at least, contribute to inflationary 
pressure. Once prices are up, it is difficult to bring them down. 

• Asymmetric shocks. This is the scenario that lies at the centre of the OCA theory. Oil shocks have not 
affected all Eurozone member countries to the same extent. Many other factors may have played a 
role, even though none has been identified so far. 

Diverging current accounts 
The l~ft-han~ chart in Figure 16.l~ shows that: until 2008, the ~xternal accounts of some countries had 
been mcreasmgly unbalanced. While Germany s surplus kept widening, the deficits of G It 1 d 

hi h 
. . reece, a y an 

Spain continuously deepened, reac ng uge sizes m Spain and especialln Greec Th b 
• • • ::1 e. e same can e 

said of Ireland, as shown m the nght-hand chart, which also indicates that rm· ·ti·al di il'b . . d . . . seq,u 1 na remame 
unchanged in the Nether lands, with a contmumg surplus, and Portugal with t· . d f. •t 

Fi 
· h 

1 1 
, a con mumg e ic1 . 

The chart also shows that the nms surp us was s owly closing. Taken together Fi 16 15 d 16 16 
h · t k ' Q • , gures . an . 

indicate that the Hume mec amsm was no wor mg. mte to the contrary infl t· . 1 . . . . . , a 10n was lower m surp us 
countries and higher m deficit countnes. This could not continue for ever and ·t d'd b . . . . . . . . . . . , 1 1 not ut 1t took a maJOI 
cns1s to mduce sharp correct10ns m the deficit countnes, but not in the surplus ' . G d 
the Netherlands). countnes ( ermany an 

What could have been done? 
As indicated earlier, the Eurosystem has wisely decided not to tw ak its po.lie t . d . . . . . . Y o meet the particular nee s 
of mdividual countnes. This means that 1t cannot deal with asymmetri ond ·t· I . . 

h h OCA 
· • 

1 
. 1 10ns. t is precisely the reason 

w y t e pnnc1p e sees asymmetnes as the central risk in a m-r 11 y ar 
G ea. 

12 A Eurozone country's real exchange rate vis-a-vis the zone is EPIP'' With a co -:-. mmon currenc11 th · te is 
E = 1, so the real exchange rate is PIP''· A real appreciation req,uires that the dom . . ::i e 1:onunal exchange ra 
foreign price level P". eStic pnce level P mcreases faster than the 
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Figure 16.16 Current acco ts o 
un (Yo of GDP) 1999-2018 
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Normally, in a currency area, countries that undergo higher inflation and see their real exchange 
rate appreciate face declining exports and rising imports. This is indeed what happened. The stabilizing 
Hume implies that the demand for domestic goods is reduced, activity declines and unemployment 
rises. Downward pressure on wages and prices follows until inflation is lower and the correction takes 
place. This is not what happened until the crisis occurred. Why was this process stunted? There is no 

single answer. 
In some high deficit/high inflation countries - Greece, Irel~nd, Spain - demand did not decrease because 

domestic spending remained strong, for reasons developed m Chapter 19. Here, fiscal policy could have 
been used to cool down the economy. In others - Italy, Po_rtugal - demand did decline but wages and 

. d.d t nd Thi·s suggests that the markets, especially the labour market, were malfunctioning· 
pnces 1 no respo . . . 

Id h Ve been well advised to mtroduce adeq,uate reforms m good time. In , aiious 
governments wou a . . . ts benefited from a windfall effect but they handled 1t poorly. Box 16. describes 
countries, the governmen 
this effect in the case of Italy. 

Box 16_8 Italy's windfall gain from Eurozone membership 
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t Of GDP in Italy, 1990-2018 · s a percen age Figure 16.17 The interest rate and net debt service a 
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16. 7.5 Nominal and real convergence 
Of course the ECB and the European Commission were keenly aware of these adverse developments. The 
ECB could not do much, because its mandate is limited to monetary policy. As the 'guardian of the treaties', 
the Commission has the duty to remind countries of their commitments, but it lacked instruments. It could 
warn against dangerous trends in wages and prices and encourage reforms, and it did, but governments 
could ignore these recommendations that affecte_d ?omains of full sovereignty. In theory, the Stability 
and Growth Pact gave more power to the Comnuss10n. It could issue formal warnings and recommend 
sanctions but the last word belonged to the European Council. 

The monetary union is meant to ensure nominal convergence: price stability, a common nominal interest 
rate and a common exchange rate. Real convergence, which is about real growth and employment, with the 
req,uired reforms, and about disciplined fiscal policies, was meant to be a byproduct of the 'culture of price 
stability'. As a number of countries diverged on this dimension, the Commission could only put increasing 
emphasis on real convergence in its reports. After the crisis, as we shall see, the Commission won the right 
to formally monitor real convergence. 

16.8 Summary 
The monetary union is an ela~orate construction carefully mapped out in the Maastricht Treaty. The Treaty 
was signed in 199~ and the ~mgle curr_ency started to operate, as planned, in 1999, even though the new 
currency was not issued until. 2002. This long process was part of a careful approach that recognized the 
uniq,ue nature of the undertakmg. 

The main objective assigned to the Eurosystem is price stability; in practice, the Eurosystem airnS at 
an inflation rate close to but below 2 per cent. The secondary objective aro:w± """""'J~n""""-""""'t ii:: tlJ___b\l;.,:;.e ---
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pnr u d only if price stabili is . . 
granted considerable ind ty not In Jeopardy In d 
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degree o transparency · n ependence . t ese O ~ectives, the Eurosystem has been 
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The Maastricht Treaty e . . e O ~ective of the Stabil't m scip e. The Treatu explicitly 
price stability' and of the ~v~s1~ned a gradual conver e i ll and Growth Pact. 
entry conditions. discipline that goes with it ( t nee proc~ss towards the adoption of 'a culture of 

These condit' . t e coronat10n theoru). To that effect, it stipulated 
ions can be mte . 

price stability is d rpreted with the OCA th . nee ed to maintain and d . eory. In the absence of national exchange rates 
preference ~nd its achievement is me t eepen trade mtegration. Price stabilitu is to become a shared 
would a lleviate potential costs as . an to reflect a commitment to a common destin11 . This in turn 
In t' hi . sociated with 1 ;:, ' , prac ice, t s mvolves a numb f . . ow labour mobilitu and the absence of a transfer sustem. 

er O provis10ns: 

• Monetary union membe h' . . . rs ip is not automat' Admi . . cntena: low inflation low 
1 

. ic. ss10n 1s assessed on the basis of five convergence 
declining public debt. ' ong-term mterest rates, ERM membership, low budget deficits and a 

• While a ll EU members are ex t d . . 
were given opt-out clauses. pee e to JOm the currency area, two countries (Denmark and the UK) 

• ~::~n;a:~mbers must continuously display fiscal discipline as req,uired bu the Stabilit;u and 

• The common central bank is to be completely independent. 

This was the first t ime that the possibilitu of a 'two-speed Europe' was accepted. 

A monetary union implies that monetary policy is delegated to a single authorit;u. Yet the EU is not a 
federal system, so it was decided to maintain the national central banks. The resulting Eurosystem formally 
brings together the newly created ECB and the national central banks of all Eurozone countries. Decisions 
are taken by the Governing Council, chaired by the President of the ECB, which includes the ECB's Executive 
Committee and the governors of the central banks of the Eurozone countries. The Governing Council is 
very large, and is getting larger as new members join ~he Eurozone. It has be_en agreed to eventuallu cap 
its size to 

25 
through a rotation procedure that takes mto account country size. Rotation started in 2015 

following the accession of Lithuania. . . 
The Eurosystem has also adopted the coi:runo~ prafctiilic~t of stteermilin~-the shhodrt-ter~ int~~est rate of the 

h ls· the marginal refmancmg ac Y se s a ce g, t e eposit facilitu sets a floor 
euro through three c _ankne t. close to the middle of that range through regular auctions that establish the 
and the interest rate 1s ep 
main refinancing rate. rt t interest rate affects the economu through a number of channel : credit 

Logic has it that the sho - er~ the long-term real interest rate, asset prices and the e.,rchange rate. 
availability and the money sup~i~ on the economu, and on inflation in particular, is indirect and the 
Thus, the effect of monetary P Y_ s effects all of which take time to produce r ult . 

f t in these vanou ' Eurosystem must ac or E stem's approach is to rely on two pillars: conomi analysis (the 
This req,uires a strategy. The ur_o~y n inflation) and monetary analy i (th longer-term impact of 

f 
ent condit10ns o . . . th , 1 

medium-term impact o curr dditi the strategy recogruzes tl1at 111 a mon tary tm10n ere can muy 
monetary aggregates on inflation). In a on, t m explicitly cares only ab ut tl1 hol Em ozone, not about 

· · hy the Eurosys e . th · f 1 fl · be one monetary polic-y . This IS w . . . 1 0 responsibility for th r hang rat at 1s ree y oating. 
. In ddit10n it tarns n . .. . . b' t · d. 

individual member countries. a_ ~ constitutional ind p nd nc , both 111 d fmmg its o ~ec ives an . m 

Th E S
tem enjo-ys considerabl_ 

1
. . t allowed to take instructions from any other authority , 

e uros-y policy t is no · · bill' b t ·t · 
d 

'din h t onduct monetary · . condition for guaranteemg pnce sta ty, u i raises 
ec1 g ow o c . . dependence 1s a • • • f ·ts t· 

b 
. tional This m h •t has to be accountable to its citizens or i ac 10ns. 

e 1t European or na · very aut on Y bl h . . e· in a democracy, e is to make the Eurosystem formally accounta e to t e 
an important issu . d b-y the Maastricht Treaty f of an annual report and regular hearings held by 
The solution adopte t bility takes the orm . 
European Parliament. Accoun ; nornic and Monetary Affairs. 
the Parliament's Committee on co 
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. • 1 cri·sis economic conditions in the 
h 1 bal fmancia ' Between 1999 and 2007, until the advent oft e g O 

. . ting signals. Having converged as a 
Eurozone apparently worked smoothly. But there were _disq,UI\asting differences in inflation affected 
req,uirement of admission, a number of countries start~d to diver~~ in others. External accounts became 
competitiveness. Growth was brisk in some countnes, slugf s eared and remained largely ignored. 
unbalanced. The shortcoming predicted by the OCA theory du Y app 
This led to the crisis. 

Self-assessment questions 

ili·t u e the JS-ML-IRP framework 
Consider a central bank that cares only about price stab Y · s . . . . 
under a flexible exchange rate regime to see what happens when inflatwn ~s- nsmg. 

2 Same q,uestion as above when the central bank cares little about price stability· 
3 A Eurozone member has a fixed exchange rate. Use the IS-ML-IRP framework to see what 

happens when: 

- demand for domestic goods declines; 
- interest rates abroad rise; 
-the government carries out an expansionary fiscal policy. 

4 Why are central banks ultimately responsible for inflation? How can they achieve this objective? 
5 Why do central banks have to anticipate future economic developments? 
6 What are the five convergence criteria and what is the logic behind each of them? 
7 Why can inflation rates differ across the EMU member countries? What are the conseq,uences? 
8 What is the difference between Denmark and Sweden regarding monetary union membership? 

Which one, if any, is likely to adopt the euro first? 
9 What happens to a country's interest rate when it joins the Eurozone? 

10 Why can't the Eurosystem take responsibility for national inflation rates? 
11 What is the rationale of the Taylor rule? 

12 Is the lack of real convergence a serious danger? 

Essay questions 

1 Can you imagine different entry conditions based on OCA principles? 

2 The Em:osyste~. assertThs in its de~iberations th_at it never pays attention to local (i e national) 
economic condit10ns. e reason 1s that there is a single monetar olic ,· · . . 
all' Discuss this approach and imagine alternati·v Y P Y and that one size fits · e approaches. 

3 The Maastricht Treaty describes in minute detail the creation of the . . 
a possible break-up. Imagine that a country is suff . f Eurozone but is silent on 

enng rom a severe 1 f · · Could it leave? How? What could the other count • d oss o competitiveness. 
. . nes o to try to keep it in? 

4 Why are transparency and accountabihty so important f . 
difficulties can you envision if the system is perceived atr the E~r~system? What kind of 
sufficiently transparent? not sufficiently accountable? Not 

5 The convergence criteria concern nominal conditions infla . . . 
conditions (GDP per capita, growth). This was d ( tion, deficits and debts) but not real 
should the same criteria still apply? un erStanctable for the original founders but 

6 ?he cr~sis tha~ ~ta~ed ~ 2007 has shown that central ban . . 
Financial stability 1s as rmportant.' Comment. ks cannot Just focus on price stabihty. 

7 A perception exists that the ECB is too far away f 
rom people's concerns. Comment. 
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