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- The ECF has largely fulfilled its mandate as
Sl aed in the Maastricht Treaty, i.e., to
Seife uard price stability
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_,:_: hflation — measured in terms of the
~ harmonized index of consumer prices (HICP) —

slightly above the ECB’s objective of less than
2 percent
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REINOWth insthe euroranea: IMP

'rﬂrlf].d ther_US ﬁ‘

J—nge\/e il aLlfe)clfesl fleis byeielel oluflier
SUCCESE fuI I creating) new: jobs
The GBS sometimes blamed for not paying

SL.__ CIEnt attention to real growth (recently by
i

e new Erench president Sarkozy)
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riticism unfair. Low growth in the euro area
—== ,explamed mainly by structural deficiencies such
as inflexible labor markets and reluctance to
promote integration of the services sector

® Growth performance has improved recently



Euro area and U.S. real growth

Annualized percentage change over preceding quarter
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Euro area and U.S. employment

Annualized percentage change over preceding quarter
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> Two=gillele pproach tersetuing pohcy

> Flrsi OJH,. . ECB monitoers a wide range of data
rtmrl IID‘ Warious econometric models for
:s_tlng real growth and inflation

: :Af;i’e’r I'pillar: ECB pays special attention to
= Imonetary aggregates, notably the money stock
= MB and other monetary indicators
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-® Second pillar used to ,,cross check® information
drawn from first
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IHENECB's second pillar L
S de;.cs ed Y/ Eﬁﬁeard memb"er Stark

INENECB does not TocUS excluswely on M3,
Out ene izes a full set of monetary, financial and
COMPIMIC Infermation

[REmP oys a Wide range of models, including
Snoney demand equations, time series indicator
*:f_-. edelsrand: structural general equilibrium

— mOdeIs

- -.9 “The models are supplemented by informed
Judgment about prospective structural changes
In the monetary and financial sectors of the euro
area



SECONUPIlarmuch criticized.

SV Centrall banks, incltding the Fed, no longer
0zly mt 1L attention ter money

WElI= <] own economists such as Woodford and
_)vf- 850N also argue that money has no role in
e etary policy.

In new Keynesian macro models used widely

= today central banks influence economic activity
through interest rates; money demand is a
residual that does not bear on the transmission
of monetary impulses to the economy
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SOINE c, 9aNKST StlISRE tRat mor
nelgit i‘n‘ assessing inflation risks
NG (Jea “Whether popular new Keynesian

lge/e IS provide a proper view of the monetary
*._gfa Jsmission mechanism

“o owever even If money can be used to forecast
: —mflatlon monetary targets — as advocated by
monetarists in 40 or 50 years ago — are no
longer useful

* |nflation targeting superior approach
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Nevertheless, the EGB's
CONAML; at*l(-)ﬂ!@f'trs semmi‘ﬂ'&r"
Irleiclaelt -

~f st wJ *J"‘\J .

~> Jgog] rr mtroductlon of the euro, the ECB
riejnitiyae declined to fix a monetary target as the
G ermc i) ‘Bundesbhank had done

_J_ fu aad it set a reference value for the money
—~ — sto k M3

ﬁ::"'" MB has been above its reference value since
~~ 2001



SHDESOIEVS, growth albove reference V.
ianoenthas not picked up sign)

= e z
B anguesithat thessuikoe in. M3t growth in

__g'e SWas due'to portioliorshifts into liquid
Fportielio-based excess money growth is
|onary

= B/ ntrast the surge in M3 growth since 2004
' ‘been based on banks granting additional
= redlt credit-based excess money growth Is
= 1rTfIat|onary

‘s Thus the second pillar provided strong
arguments Iin favor of tightening monetary policy.
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- Digilne rJ& 1 “Hetween portfolio- and credit-based
HIBIHEY G xawth more than a nice ex-post

[zl FJOrth zation of why acceleration in money
Jru\\ dld not always trigger inflation?

=== SVhe her the ECB’s distinction has predictive
= j-‘—power remains to be seen
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BByis, also oIIowmg other
IPIOA hesm
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i (S rr/J gftos forecast inflation from money
¢Jf OMERNS

-t Llrllff S hat money Is a useful tool for
orec silng inflation

s er clally low-frequency movements in money
E’ad Inflation

—

- .5 . T-rue, pbut mainly before the advent of the euro

- = Spme evidence that the predictive power of
money has deteriorated recently
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ERIECASHING inflation from Y —

ElGT with dlﬁ%dltles

y SUppose. ECB always MEets Its Inflation objective
el c,r~ scorrectly 1o any shocks disturbing price

b
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> Yle) ey growth will vary a great deal but inflation

= Wil not
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== Money cannot be used to forecast inflation

-® However, may still mean that inflation can be
forecast from destabilizing movements In money.
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Jnac <le aC|s in the ECB Mﬁi—

sallNior better @prpaches

SMirhE following,, | present suchi an approach

SNVyAepproach draws information from standard

esrm el e‘d moeney demand functions for the euro
r‘lF\—“ s

_'Ill'

T_; ‘ﬁﬁ be used to ,,cross check” the policy
- Jnformatlon derived from the first pillar

e Employs Information not necessarily used In
standard neo-Keynesian models, I.e., information
on the Income elasticity of money demand

.' J\



SNVivaepproach can be used if standard _.._,
ETIIEING unctl“'ﬁ,gfg__gason e le., a
Sielo)efe at4onsh|p,=.ex15ts BEWEEN| reallmoney.

demr\m ArEreREN RGeS andteal G r ane
[ILEN; est rates on the other

S QI Fnoney demand functions may be
£ jated even if the ECB always meets its
= atlon ehjective

ﬁ-—-:- 1§7Iy approach IS therefore Immune to the

-~ difficulties associated with forecasts of inflation
from money growth
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> Do siggglesizie)fe money demand functions exist
for eurr- MS?

> Szig)elf of perlod pefore introduction of euro but
le_sa»a thereafter

= = Re searchers have been able to restore stability
ﬁ-,h ), *relatmg real M3 demand to other variables, in
—  addition to real GDP and interest rates

- ® Suchi variable include wealth, measures of
uncertainty in financial markets and inflation
expectations
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SN=GIIMY. procedure to produce sensible. | STp—
StelgfNet soph@ﬁ@mone mend fUnctions
NEN -necessarlly.gwelful _

ViyAprecEdUre IRVOIVES TOrECASES' 0 money
rlemrlrm f_or the fellewing year

%J/JrL, sophisticated money demand
ilictions, therefore, | have to forecast the
-__ﬂ elution of such elusive variables as wealth,
ﬁ"’v“ ncertalnty and inflation expectations

= =

' '-D’To get around such problems, | estimate
- exclusively simple money demand functions
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SIINE of prggggureJ*"

> The E "*ularly estimates demand functions
for ree VIS (nominali M3 divided by the HICP)

- i fr‘JaFE‘ real M3 to real GDP and interest rates
= Ho)l mg samples of mostly 40 quarters

-'-*"”" AS to interest rates, the differential between the

;'_"

= 10 -year bond yield and the 3-month euribor rate,
for the most part, provides the best fit

® |t estimates long-run money demand functions
based on cointegraton analysis
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- Atrtifie.eno f each year, It forecas —
BB\ lition of nominalveideman Sistent with
SNIiiction ehjectivercfiless thian 2% (ol
SIMPIICILY; I assume exactly’ 2%), growth in
goiasfilf real GDP and the portion of the interest
EILE ;,é-’rential attributable to its current policy.
3"r:| Ace

;-'szé : tlaI real GDP Is measured by the log-linear
.:ftf‘rﬂend in the actual values, the trend is in turn

— "=

- extrapolated to the following year
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jon, of the mterest rate diffe -
JO Iable to ECBMrrent Stance
i ned b a rressmn of the mterest rate
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To i cast the evolution of M3, the ECB

rwlmg;ﬁ ‘that It will not change monetary policy.

1l r_r atfellowing year, i.e., its refinance rate will
[EMain unchanged

E_'T;Jfa ased on the forecasts of money demand, the

== —ECB derives reference lines for the level of M3

. ‘The reference lines are consistent with its
Inflation objective, its measure of potential
growth and its current policy stance
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-~ Sncesthe ,efere,mce lines are aWw
nuially, they shifi*asiairesult off chianges in the

=CB'S pol [ance and changes in; the estimated

PEIGIMELENS 01 tE MEMNEY GEMaNnd TUNCLon

Trie gngﬂ Jalfevolution: oft M8 may: be compared
Wil rr e reference lines

= Je\ 2l jons from the reference lines may mean
g_hat the information drawn from the first
pillar'is faulty and should be reviewed or (2) the
estlmated money demand functions are

_" ‘unreliable

® The ECB must use Its judgment to decide which
of the two possibilities Is the most likely




Reference lines for M3

Trillions of euro
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uggea that ECE may have been too

urlrun N 2001-2003' and too restrictive In

5004

- rJOW“ er i 2006 and 2007, reference lines

g __.,._-_.__.-#ps ove about a lot, due to instabilities in the

":ﬂ' imated income elasticity of real money

_—f_—~ demand they do not produce useful information
~ for these two years

o Therefore, the ECB currently should not pay a lot
of attention to M3
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> MIZ ziglels V3 quite closely correlated, but less so In
ECEN \' ears

\ooh(? 4on off my procedure may yield more
Cof 1/ ﬂcmg results for M2

-.__e:E‘: ' to data limitations, reference lines can be
ﬁ~ *constructed only for the period 2004-2007

" Estimated! income elasticity for M2 also somewhat
unstable; therefore, | derive pairs of reference
lines reflecting high and low estimates of income
elasticity




Relationship between growth in M2 and M3

Y ear-on-year monthly rates of change
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Reference lines for M2
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Sar1510) esults
sertainly:more sensible than the ECB’s reference
IESS h Wn In first chart

= Yl etary policy about right until the beginning
-_:-___,e 2006

_ﬁ =

= T.oo expansionary since

& Accords with views of ECB

® However, the ECB currently steers a cautious
course because of the current turmoil in global
financial’ markets

joney demand,



	Communicating European monetary policy: Is there any role for money? 
	Good performance of the European Central Bank (ECB) since 1999�
	Slide Number 3
	Slide Number 4
	Euro area and U.S. real growth
	Slide Number 6
	ECB Policy Concept
	The ECB‘s second pillar�as described by ECB Board member Stark
	Second pillar much criticized
	Rejection of money overdone
	Nevertheless, the ECB‘s communication of its second pillar inadequate
	Slide Number 12
	ECB arguments unconvincing
	ECB is also following other approaches
	Forecasting inflation from money fraught with difficulties
	Inadequacies in the ECB‘s analysis call for better approaches
	Slide Number 17
	Application of procedure to M3
	Slide Number 19
	Outline of procedure
	Slide Number 21
	Slide Number 22
	Slide Number 23
	Reference lines for M3
	Reference lines for M3
	Application to M2
	Relationship between growth in M2 and M3
	Reference lines for M2
	Reference lines for M2

