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Editors Introduction

This volume contains, for the most part, the papers and their formal discus-
sions presented at an International Symposium EUFORIKZ held at Gerhard
Mercator University at Duisburg on October 26-28, 2001. Some papers pre-
sented at the conference were not included into this volume; however, in addi-
tion the volume also contains invited papers. Each paper was assigned a dis-
cussant. Authors were given the opportunity to revise their papers after the
conference.

First group of papers - by Jiirgen Jerger, Peter Backe & Cezary Wojczik,
Jarko Fidrmuc, and Julius Horvath - addresses the general considerations of the
exchange rate policies of European as well as Visegrad countries. Ansgar
Belke, Volker Clausen, Shin-Ichi Fukuda, and Rainer Schweickert were dis-
cussants to these papers.

Second group of papers by Adam Budnikowski & Rafal Wieladek, Kalman
Dezséri, Josef Poschl and Julius Horvath analyzes specific problems of the
particular Visegrad countries (Poland, Hungary, the Czech Republic, and the
Slovak Republic). Andrzej Kazmierczak, Harald Sander, Lubo§ Komarek, and
Bas van Aarle, respectively were discussants to these papers.

This introduction by the editors highlights the main issues discussed in this
volume.

In the first paper Jiirgen Jerger discusses the policy of the European Central
Bank. More specifically, he follows the track record of the ECB monetary pol-
icy since 1999 and investigates its impact on member-countries’ inflation and
output record. He also discusses policy coordination in the monetary union, and
the ECB policy rules. All in all, he presents a positive view concerning the
performance and consequences of the ECB policy. Jerger concludes with an
advice about desirability of the EMU membership for the accession countries.
He writes that in this respect it is vital to evaluate the importance of the ex-
change rate policy for a particular economy and to judge the maturity of the



10 Giinter Heiduk

economy in terms of the Maastricht criteria. Last but not least — Jerger argues —
it is essential to have a strong public support for the EU and EMU membership.

Peter Backe and Cezary Wojczik provide a general discussion of possible al-
ternative options for the monetary integration of the accession countries. They
evaluate different strategies of joining of the euro area. The new member coun-
tries of the European Union will join the euro area, at the earliest, two years
after their EU accession. The authors argue that against this background, it is
for the accession countries to decide whether they would aim for an early intro-
duction of the euro or opt for a more gradual strategy of monetary integration.
Their paper in a stimulating way reviews the main arguments for and against
either of these approaches.

Jarko Fidrmuc discusses the issue of proper exchange rate regime in the
framework of the optimum currency area criteria, with a specific emphasis on
the endogeneity hypothesis. His paper addresses the importance of structural
variables for the harmonization of business cycles. In particular, intraindustry
trade is shown to cause the convergence of business cycles in the OECD coun-
tries. His paper confirms earlier findings that the Visegrad countries have rap-
idly converged to the EU countries in terms of business cycles and trade inte-
gration. On the other hand, he argues that the observation period is still too
short to conclude that the business cycles have already become similar.
Fidrmuc’s results indicate that there is a sound base for business cycle conver-
gence, and thus for a fulfillment of optimum currency area criteria in the me-
dium and long run. These results do not confirm the hypothesis that the Central
and Eastern European countries already constitute an optimum currency area
with the EU. But it seems that in the future they will fulfill these criteria to the
same degree as the current EU-members do.

Christopher Klisz in his paper considers the consequences ofthe Harrod-
Balassa-Samuelson real exchange rate effect for the consistency in the inflation
and exchange rates targets for joining the European monetary union. This issue
has some relevance for the future members of the EU and EMU to the extent
that their economies converge towards the average of current Euro-land
economies. Klisz demonstrates that the Harrod-Balassa-Samuelson effect does
not necessarily require a higher rate of inflation for those countries experienc-
ing relatively more rapid growth.
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Julius Horvath comments on some aspects of unilateral euroization. He re-
views some of the main arguments of proponents and opponents of unilateral
euroization. Then he discusses the benefits and costs of unilateral euroization
with an emphasis on the relevance of asymmetric shocks, seignorage, and the
lender of last resort function of the central bank.

The second part of the volume deals with country studies.

Adam Budnikowski and Rafal Wieladek depict Poland’s progress towards
fulfillment of the Maastricht convergence criteria. They describe this process as
relatively slow, but successful with respect to the general long-run tendency of
the Polish inflation rate to fall. They illustrate that situation is similar concern-
ing the convergence of interest rates. Discussing budget deficit they point to
differences in definitions between various concepts. The authors also argue that
the Polish deficit is expected to be slightly higher than the convergence re-
quirement. However, they expect that Polish public debt would remain well
below the Maastricht threshold level.

Kalman Dezséri describes how Hungary is handling problems of joining the
EU and later the Euro land. The author reviews different exchange rate regimes
in Hungary in the 1990s. He also discusses potential dangers on the exchange
rate policy due to volatile short-term capital inflows.

Josef Poschl provides the reader with a general picture of the Czech econ-
omy. He evaluates the growth performance of the Czech economy as well as
the external economic relations and the monetary and fiscal policy of the coun-
try. His emphasis is not only on the fulfillment of the nominal Maastricht crite-
ria but also on the general competitiveness requirements of the Copenhagen
criteria especially concerning the wage level and the level of non-tradable
prices.

Finally, Julius Horvath discusses different exchange rate perspectives for
small transition economy as Slovakia. Some optimum currency area considera-
tions — as the smallness of the economy and the diversification of the produc-
tion — suggest that Slovakia should opt for the fixed exchange rate regime.
However, the asymmetry of shocks affecting Slovakia and Germany implies
that this solution may be costly.
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The Monetary Policy of the ECB: Observations and Issues

By Jiirgen Jerger

I. Introduction

On January 1¥ 1999, the European Central Bank (ECB) took over the respon-
sibility for monetary policy in eleven member states of the European Union.
Greece joined the European Monetary Union (EMU) in January 2001, com-
pleting thus the first dozen of member countries. A typical citizen of EMU —
without a special interest in monetary policy issues and the development of
exchange rates between the member countries — would have had a hard time to
spot the difference between the world with and without EMU. However, it
became very visible by January 2002, when the Euro banknotes and coins re-
placed the national currencies.

Perhaps the single most remarkable thing to say about EMU is that remarka-
bly little has changed in the everyday life of most citizens inside and outside
the Euro area. In particular, the fears expressed by opponents of the whole
EMU project did not materialize. Among the doomsayers’ favorite topics were
the following: There was widespread apprehension — mostly, but not exclu-
sively in Germany — that EMU might lead to higher inflation on average since a
new institution, necessarily without successful track record, was to replace the
de facto leadership of the Bundesbank with its valuable and undoubted reputa-
tion.'

' One might recall the famous statement by 200 professors of economics in the
Frankfurter Allgemeine Zeitung in April 1998. In this statement, the introduction of the
common currency in 1999 was deemed too early, although it was conceded that the Euro
would be desirable or even necessary “in the long run”.
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Moreover, there were concerns about the interdependence between monetary
policy and other major macroeconomic policies. These doubts came in two
very distinct varieties. It was argued that a successful common monetary policy
has to be complemented by co-ordination e.g. in the area of fiscal policy or
social policy. As long as this co-ordination does not work (or is not even in-
tended to work), a common monetary policy may not work properly. On the
other hand, those who in general champion decentralized solutions feared this
very harmonization process. A common monetary policy, they fear(ed), may
serve as a Trojan Horse that brings costly institutions (e.g. in labor market and
social policies) from one member country to the whole of EMU.

Next, it was — and still is — often argued that the ECB will face substantial
difficulties in formulating a common monetary policy if the needs of member
countries differ. This potential problem clearly becomes bigger if EMU is to
expand still further.

The aim of this paper is to look at these issues in more detail. More specifi-
cally, in section 2, I follow the track record of the ECB monetary policy since
1999. This should ideally answer the question what is the difference theECB
has made in comparison to nationally autonomous monetary policies. In section
3 I list the main arguments relating to the discussion of policy co-ordination in
a currency union. Finally, a brief discussion of monetary decision rules is given
in section 4 before section 5 offers some concluding remarks.

II. The Track Record

In this section, I briefly discuss the inflation and output developments in the
twelve memberstates of the Euro area in order to give an idea of the influence
of EMU on the macroeconomic performance in these countries.

1. Inflation

The ultimate and overarching goal of the ECB, laid down in Article 105 of
the Maastricht Treaty, is to maintain price stability. Both the desirability of this
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goal and the allocation of the responsibility for its achievement to monetary
policy are rather undisputed in the scientific community (Blinder 1998). This
consensus basically rests on two pillars. First, high and/or more volatile infla-
tion (and deflation) blurs price signals and hence distorts the efficient allocation
of resources (Friedman 1977; see Barro 1996, 1997 for empirical evidence).
Second, inflation is widely perceived as a purely or at least mainly monetary
phenomenon in the long run (Friedman 1959). The second tenet is one of the
hallmarks of every macro textbook. But De Grauwe and Grimaldi (2001) and
De Grauwe and Polan (2001) have been recently challenging this view for
countries with low inflation. According to their data the proportionality of
prices and monetary aggregates is not present in countries with single digit
inflation rates. It should be noted, however, that this does neither preclude an
influence of monetary policy on prices nor that the former high-inflation coun-
tries would have found their way back to price stability without the borrowed
credibility of EMU.2

The ECB defines price stability as a medium term increase of the Harmo-
nized Index of Consumer Prices (HICP) of below 2% per annum (ECB 1998).
Figure 1 summarizes the development of consumer price inflation (or estimates
and projections thereof for the last three data points) for the 12 member states
of the Euro area from 1985 to 2003.>

The thick lines show maximum and minimum inflation rates across the 12
nations, respectively. The data show that there were always countries that
achieved rather low inflation rates during the last approximately two decades,
whereas the maximum inflation rate fell below the 10% mark only in (and
after) 1995. Overall inflation in the Euro area (thin and solid line) reached its
minimum at 1.1% in 1999 and crept back to 2.1% and 2.5% in 2000 and 2001,
respectively, thereby (slightly) violating the 2%-goal of the ECB. Projections
for 2002 and 2003 indicate that inflation is back on track again, however.

The last (thin and dashed) line in Figure 1 summarizes the inflation disper-
sion among Euro area nations by the standard error for inflation rates across

2 See also the discussion in Gali (2002) who challenges the focus on monetary aggre-
gates from a theoretical point of view.

3 All data points refer to all countries that presently form EMU: Austria, Belgium,
Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Netherlands, Portugal
and Spain.
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these countries for each year. It is evident that the implicit co-ordination of
monetary policy during the run-up to EMU already delivered most of the re-
duction of inflation dispersion which is now at a level of one percentage point

or below.
25
Max. Inflation
20 A\ /_\ —_—
15 N/ — ——————

10 , Cross country \

lstandard error Euro area
inflation

-5
Source: OECD (2001, p. 219) and own calculations

Figure 1: Price Developments for Private Consumption in the Euro Area, 1985-2003.

Summing up the message of Figure 1, it is fair to conclude that to a large ex-
tent the ECB was able to fulfill its mandate to achieve price stability.* Not
surprisingly, EMU also led to a substantial reduction of inflation differentials
between member states. These differentials, however, are far from negligible.
The differential between the highest and the lowest inflation rate averages at
2.9 percentage points from 1999 to 2003. It is an ongoing debate whether and
to which extent this differential can be explained by Samuelson-Balassa effects

* It should be noted that the HICP includes very volatile components such as the in-
dices for energy and unprocessed food, both of which displayed large swings since the
inception of the ECB and together account for about 17% of the index. Looking at core
inflation (i.e. excluding the two aforementioned components from the HICP), it is worth
noting that this measure stayed below 2% until mid-2001 and climbed to about 2.5%
thereafter (see Michaelis and Pfliiger 2002).
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and whether this should lead to an upwards revision of the inflation rate the
ECB deems consistent with price stability.’

With regard to inflation in the Euro area, a further point has to be mentioned.
The inflation figures discussed so far have the mystifying property not to be in
line with widely publicized opinions about consumer price developments since
prices were converted from their national denominations into Euros and a forti-
ori since the introduction of the Euro banknotes and coins. Media reports are
full of examples of dramatic price increases allegedly due to the introduction of
the Euro. In Germany, the term “Teuro” — a play with the German word for
“expensive” — epitomizes this rather strange divergence of measured inflation
on the one hand and inflation perceptions on the other hand.®* A quantitative
hint to which extent these perceptions are really off-track is possible with data

price sentiments”.” Con-

LT3

the European Commission collects on consumers
sumers are asked on a monthly basis to classify price developments over the
last twelve months into qualitative categories ranging from “very much higher”
to “lower”. The answers are then condensed into a single number by calculating
the percentage point difference between those who felt that prices rose and
those who felt that prices stayed roughly constant or declined. Although this
may be considered a rather crude measure of inflation perceptions, it was very
well in line with measured inflation over the last decade. Since about the third
quarter of 2000, there is a marked divergence in the development of the two
measures.® Explanations for this phenomenon are plenty — although there is no
evidence on their relative importance. First, consumers may generalize bad
examples (i.e. huge price increases at the time of the price conversion) which
certainly do exist. Second, consumers may simply be confused by the “new”
prices, and when in doubt assume that prices are on the rise, thereby contribut-

% See Sinn and Reutter (2001) and Remsperger (2002) for two discussions of this is-
sue. .

® The German government tried to initiate a “Teuro summit” with the aim to exert
moral persuasion on firms not to raise prices “excessively” by (among other things)
posting on internet a black list of non-obliging firms. This project never took off, how-
ever, since firms and their federations rather unsurprisingly refused to co-operate.

" The following discussion on inflation perceptions is based on the data reported in
EZB (2002), p. 19-20.

% In a recent interview Otmar Issing (2002b) referred to this phenomenon as “a case
for the psychologist”.

2 Heiduk/Horvath
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ing to the mood that anyone else feels the same. Third, price developments of
goods that are regularly bought, but nevertheless of minor importance for the
overall price index, are perceived more than proportional. The strong increase
of energy prices in 1999, (aggravated by the devaluation of the Euro), the con-
sequences of BSE and the foot-and-mouth disease as well as the hefty (al-
though temporary) price increases for vegetables in early 2002 (due to frosty
weather conditions) were real enough and probably contributed to the “Teuro”
perception. Be this as it may, it is not the job of a central bank to comment on
(or even try to influence) any particular price. Thus, the only thing the ECB can
do about this problem is to convince the public that the HICP is really a sensi-
ble measure — and that there are no dangerous long-run trends.

2. Output

The rather satisfactory inflation performance in the Euro area leaves the
question how a common monetary policy affects the real economy. On the
theoretical side, things are quite complex and no unanimously discernible pro-
fessional consensus regarding this question was established before the start of
EMU. There are several channels through which a common monetary policy
may affect output. Here, I will only mention a non-exhaustive list of these ar-
guments.

First, one may argue that a common monetary policy precludes the use of ex-
change rate policy and an appropriate reaction of monetary policy to a country-
specific shock. This should clearly lead to more volatile business cycle fluctua-
tions and to more pronounced differences between EMU member states (De
Grauwe 2000). The relevance of this argument hinges on the frequency and size
of idiosyncratic shocks and on the availability of other policy instruments that
could make up for the lost room for maneuver. In this context, the fiscal con-
straints imposed by the Stability and Growth Pact are often interpreted as de-
stabilizing since they further restrict the ability to react to country-specific
shocks (see e.g. the decisive pledge for revamping this institution by De
Grauwe 2002).

A second argument relates to the substantial changes in real interest rate dif-
ferentials between the EMU member states since the inception of EMU (Jerger
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2002a). This re-ordering of real interest rates across EMU is due to an almost
perfect convergence of nominal interest rates in most segments of the financial
markets.” Hence, inflation differentials became the most important determinant
for real interest rate differentials, which in turn implies that countries with
relatively high inflation in the Euro-area enjoy the lowest real interest rates.
Whereas German firms enjoyed the lowest real interest cost before EMU, they
now pay the highest rates in the EMU. In other words: EMU has led to a con-
siderable degree of convergence in nominal interest rates as opposed to real
interest rates. In general, this effect tends to hurt growth in low inflation coun-
tries and boost growth in high inflation countries.

Third, EMU was expected to entail substantial effects for the willingness of
labor market participants to seriously engage in reforms targeted at labor mar-
ket frictions, which are per se orthogonal to any monetary policy regime.
Calmfors (1998) put forward the optimistic hypothesis that EMU would lead to
a higher willingness for labor market reforms. The logic of the argument is
straightforward: With monetary policy conducted in Frankfurt and fiscal poli-
cies tied by the requirements of the Stability Pact, labor market policies simply
remain the only option. In view of this “lack of other suspects”, labor market
participants will therefore recognize the need to solve national problems on
their own. Berthold and Fehn (1998) and Sibert and Sutherland (2000) arrived
at a more pessimistic conclusion, however. They note that a reduction of struc-
tural unemployment is not only desirable per se but also reduces the incentive
to engineer surprise inflation for national monetary policy makers in a standard
Barro and Gordon (1983) framework. Since this effect vanishes if monetary
policy is transferred to a supra-national level, EMU might diminish the willing-
ness to enact labor market reforms. A further aspect can be identified in an
augmented Barro and Gordon (1983) set-up that allows for inflation aversion of
wage setters (or, more generally, the private sector). This inflation aversion
reduces nominal wage claims for any given stance of monetary policy. A cru-
cial point, however, is the extent to which wage setters take into account the
effect of their action on aggregate inflation. Since in a monetary union wage
setting necessarily gets more decentralized vis-a-vis the monetary authority, the

° This also means that there are all but very low country-specific risk premia.
Whether this reflects the judgement that all countries are equally solvent or that the no-
bail-out clause in the Maastricht treaty lacks credibility is not clear. See Belke (2001)
and Eichengreen and von Hagen (1995) on this issue.

2%
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effect of wage setters on inflation will be internalized to a lesser extent. This
may lead both to adverse inflation and output effects in equilibrium (see Cu-
kierman and Lippi 1999 and Jerger 2002b).

The three strands of arguments listed above suffice to understand the doubts
of economists concerning even the sign of the effect of EMU on the real side of
economy. These doubts apply to the impact of EMU on the business cycle as
well as on long-run equilibrium values of output. Thus hindsight is — as often —
the only reliable source of information. Figure 2 looks at the development of
output gaps in the EMU member countries.

Only the time series for Finland (dashed) and Ireland (dotted) are marked
since the developments in the other countries have been quite similar. (The
somewhat thicker solid line represents the Euro area average.) Whereas the
sharp downturn in Finland in the early 1990s can be mainly attributed to the
breakdown of the export markets in the former Soviet Union, the large positive
output gap in Ireland in 2000 and 2001 at least coincides with the start of EMU.
In 1999 and 2000 (as well as in the projections for 2002 and 2003), Ireland had
the highest inflation rate in the Euro-area. Furthermore, the inflation rate in
Ireland since 1999 is perceptibly higher than it had been in the early 1990s.
Hence, it seems fair to conclude that the common monetary policy is too ex-
pansive for this particular country.

1985 1990 1995 2000

Source: OECD (2001), p. 215, Luxembourg not included. Output gap determines the percentage deviations of
actual from potential GDP.

Figure 2: Output Gaps in the EMU Member States, 1985-2003
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Also very visible in Figure 2 is the “Maastricht recession” experienced by
most countries during the run-up to EMU. It is quite evident that the inability of
policy makers to commit themselves very early and unmistakably to EMU has
had enormous cost. Only the Netherlands (where no adjustment of inflation
expectations had been necessary, since monetary policy consisted in pegging
the Dutch guilder to the German mark) managed to stay slightly above potential
output during most of the 1990s.

Given the large extent of nominal interest rate convergence mentioned above,
the inflation differentials reported in Figure 1 imply the possibility of a desta-
bilizing positive feed-back: A positive inflation differential leads to relatively
low real interest rates which in turn further boost investment. This boom then
will further strengthen the inflationary impulse.'® According to the OECD pro-
jections, however, the boom in Ireland will cool down in the immediate future.
For the other countries, EMU seems not to have had a discernible impact on
business cycle fluctuations so far. Figure 3 sheds further light on this issue.

The thick line displays cross-country standard deviations of the output gaps
in the EMU countries. This measure clearly rose in the early 1990s, due to
strong and country-specific shocks (German reunification, breakdown of the
Soviet Union, EMS crisis), however gradually decreased thereafter. Hence,
there is — at the very least — no indication that EMU gave rise to more pro-
nounced country differentials in the business cycle and hence that the abolition
of the exchange rate instrument did any harm.'' The same conclusion emerges
if one compares the output gap measures of the Euro area (thin and solid line)
and the USA (dashed line). After ending the last doubts whether EMU will take
place or not (in May 1998), output in the Euro area approached potential output
pretty soon. The present recession is (projected to be) less pronounced in the
Euro area in comparison to the United States despite the fact that the Federal

1 This channel potentially reinforces the Feldstein (1997, p. 32) conjecture that the
inability to set national interest rates will cause macroeconomic instability.

! One might argue that EMU did not yet experience large idiosyncratic shocks and
hence that the jury on this issue is still out. Although the German reunification probably
was the most clear-cut country specific shock in recent history, one should bear in mind
that the ECB was confronted with events like the Y2K problem, the effects of Septem-
ber 11 2001, large swings in energy prices — and not least the introduction of a new
currency.
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Reserve System made every effort to end the recession by very aggressive
interest rate cuts.'?

SD of output
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Figure 3: Output Gaps in the Euro Area and the USA, 1985-2003

Judging by the evidence available so far, EMU did not lead to any dramatic
shift in the patterns of business cycles, although there is evidence that at least
initially the common monetary policy was too expansive for (small) countries
with above average inflation, primarily for Ireland.

The next question then is to evaluate the impact on the structural component
of unemployment. Here, any firm conclusion should be based on more than the
currently available data. Nevertheless, the estimates of structural unemploy-
ment rates contained in OECD (2002) show that the developments in the EMU
countries are quite mixed. This may suggest that labor market performance is

12 To put some numbers on this observation: the three month interbank rate in the US
declined from its peak in June 2000 of 6.79% to its trough at 1.82 in January 2002. The
corresponding peak-to-trough numbers for the Euro area are 5.09% in October 2000 and
3.34% in January 2002. (Source: ECB Monthly Bulletin, various issues).
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still mainly a question of national policies. Whereas from 1999 to 2002 there
was a marked reduction of structural unemployment in Spain (from about 15%
to 10%), there were smaller reductions in Belgium, Finland, France, Ireland,
Italy and the Netherlands but also slight increases in Germany and Greece.
Only Austria exhibited a fairly stable structural unemployment rate, around 5%.
Again, no spectacular story emerges from the data; i.e. EMU seems not to have
brought about strong differences in either direction. Furthermore, there is no
lack of explaining factors that link the aforementioned changes of structural
unemployment rates to policy changes in the respective countries.

II1. Policy Co-ordination in a Monetary Union

There is a long-standing debate whether and to which extent countries that
pursue a common monetary policy should harmonize other policy areas as
well.” Many observers claim that a monetary union necessarily has to be com-
plemented by some degree of harmonization in the areas of taxes, labor market
policy, social policy, competition policy, and financial market regulation just to
name the most important areas. The extreme position in this debate is the as-
sertion that a common monetary policy in effect requires the abolition of the
nation states, i.e. full harmonization of the major policy areas.

A direct lemma of this position is the hypothesis that a monetary union be-
tween different (and distinguishable) national states is not viable."* The oppo-

1> Given the existence of the ECB, we might well ignore the still older question
whether a monetary union has to be preceded by a political union, i.e. whether a very
high degree of ex ante harmonisation is required.

14 Milton Friedman recently aired this view in an interview with the German maga-
zine “Capital”. He conjectured that the European Union will break down in 5 to 15 years
due to the impossibility of a common monetary policy to take into account different
cultural backgrounds and economic needs in the member countries. See Capital (2002).
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site view holds that countries may very well have different policies, although
these might eventually converge in a monetary union."

The single most important instrument to align a major policy area, namely
fiscal policy, among the members of EMU is the Stability and Growth Pact,
which stipulates embarrassing and potentially painful procedures and fines for
countries that fail to stick to the deficit criterion of the Maastricht treaty.
Eichengreen and Wyplosz (1998) correctly anticipated that this pact would help
to prevent countries from incurring very high deficits despite the fact that the
pact is only loosely enforced.'® The plausibility and even the desirability of
loose enforcement comes from two arguments. First, the fines for fiscal misbe-
havior may amount to as much as 0.5% of the national GDP (first as a non-
interest bearing deposit that is transformed into a fine if the country fails to
correct the deficit). This is clearly a strong fiscal stimulus — in the wrong direc-
tion — for any country in trouble. Second, countries anticipating that they may
be the next victims should be expected to be reluctant in dishing out embar-
rassments and fines to their neighbors. Nevertheless, there is clearly a theoreti-
cal possibility that fiscal behavior may restrict the ability of monetary policy to
deliver price stability (see Canzoneri et al. 1996, 1998). Hence, fiscal responsi-
bility of each single country exerts positive externalities for the rest of the un-
ion. This remains a valid argument for the idea of the loose kind of fiscal co-
ordination envisaged in the Stability Pact. For an evaluation of the pact, it is
again advisable to look at the data.

Figure 4 shows the developments of the structural imbalances of the general
government as a percentage of the respective GDP in 1990, 1995 and 2000." In
every single member state of the Euro area the deficit declined dramatically,

'S The merit of the Wemer report in 1970 (Council of the European Commission
1970) is that it recognised the interdependence of monetary and political union without
postulating that the latter is a prerequisite of the former. This idea was also the basis for
the Delors report (see Committee for the study of economic and monetary union 1989)
which then served as a blueprint to EMU. See Tietmeyer (1994) for a discussion of these
issues.

16 The successful effort the German government put into avoiding a “blue letter”
from the European Commission in early 2002 is an indication for both parts of the claim
by Eichengreen and Wyplosz (1998).

17 The numbers include the accounts for the central, state and local governments as
well as social security. One-off revenues from the sale of mobile telephone licenses are
excluded. Note that this definition does not match the deficit concept of the Maastricht
treaty.
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leading from an average deficit of 6.1% in 1990 to just 0.9% in 2000. This
trend to (or even state of) fiscal discipline will continue in the foreseeable fu-
ture according to the OECD projections.

This general trend to more sustainable fiscal policies together with increasing
correlation of business cycle (see Figure 3) clearly indicates that the Growth
and Stability Pact at least did no harm in terms of overly limited responsiveness
of national fiscal policies to the specific situations.

Although it must be made clear that a fiscal consolidation also took place
outside the Euro area, the Stability Pact obviously helped to bring about fiscal
discipline. To say the least, it is hardly imaginable that without this device the
German government would have publicly committed to achieve a “nearly bal-
anced budget” by 2004 — as it did to avoid the “blue letter” of the Commission.
Although one might doubt the exact value of vague commitments, the aware-
ness of the need for fiscal responsibility among policy makers thus was cer-
tainly enhanced by this instrument.

It is important to note in this context that fiscal discipline is a necessary pre-
requisite for the anti-cyclical use of fiscal policy according to the Keynesian
doctrine. Fiscal deficits even in booms simply destroy the Keynesian arsenal —
i.e. the weapons are wrecked when they are required.'®

Hence, despite the harsh critique of the Stability Pact in parts of the econom-
ics profession (see e.g. De Grauwe 2002), the discipline required by the fiscal
co-ordination instrument may just be necessary in order to buy the flexibility
required by the Keynesian policy. Borchert et al. (2001) add the argument that
this discipline is even more needed in view of the adverse demographic devel-
opments that will strain the social security systems.

Other areas of policy co-ordination in a monetary union pertain to labor mar-
ket and social policies. After 3% years of a common monetary policy, it is fair
to establish that the heterogeneity among the EMU member countries in these
policy areas did not yet lead to any dramatic results such as increased migration
of workers to high-wage countries (or countries with higher social standards) or
firms in the other direction. It did also not lead to the concentration of tax bases

'8 To put things into perspective, it may be interesting to note that Keynes himself
recommended a stop to Keynesian policies in Great Britain as early as 1937, when
unemployment still was at about 8%. See Keynes (1937).
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in countries with lower (marginal) tax rates. Where these problems are impor-
tant, they are connected to countries (tax havens or low-wage countries) outside
the EMU. To be sure, this simple observation can not replace any serious theo-
retical and/or empirical work on the consequences and hence on the desirability
of harmonization of national tax codes, labor standards, social policies and so
on. What we know for sure by now, however, is that a certain degree of differ-
ences in these areas is not necessarily inconsistent with monetary union. Differ-
ent people may well share one currency and nevertheless have (and practice)
different tastes concerning other issues.

]
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Figure 4: General Government Structural Balances as a Percentage of GDP

This optimism concerning the functioning of a monetary union should not be
taken too far, however. More precisely, it should not be interpreted as implying
that EMU enlargement (which will follow EU enlargement almost automati-
cally) will be easy and smooth. A sound financial and regulatory system is
certainly a prerequisite for EMU accession. The Asian crisis together with the
failure of IMF programs to help the Russian transition remind us that well
functioning market systems first of all need a well-established institutional
framework. In my view, the requirement to accept and implement the “acquis
communitaire” for accession countries and the immediate availability of the
European judicial system thus is a really promising strategy to promote stability
and economic growth in the transition countries of Eastern Europe. Despite all
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sorts of possible problems with this acquis, especially in the area of agricultural
policies, the availability of a comprehensive and well-tested framework takes
serious the recommendations of Ordnungspolitik that is associated with Walter
Eucken (1952). But even then, there are enough pitfalls along the way to
monetary and economic union such as exchange rate problems before the ac-
cession and the danger of a new edition of the “Maastricht recession” to men-
tion just two of them."

IV. Policy Rules for the ECB

Exactly how a central bank formulates its policy is an issue that remains to be
hotly debated. It is useful to distinguish three areas here: the transparency of
monetary policy; the voting rules in the governing council; and the monetary
policy rule or strategy to which the ECB might adhere. I will briefly discuss
each of these in turn.

1. Transparency

Since its inception, the ECB is one of the most carefully observed and evalu-
ated policy-making institutions. Besides the communication activities of the
ECB, including regular hearings in the European Parliament, there are several
“ECB watch” institutions, the most prominent of which is the group organ-
izedby the London-based CEPR that produces the annual “Monitoring the
European Central Bank” reports.”’ The ECB seems to welcome external criti-
cism and judgments since it sponsors (also on an annual basis) “ECB watchers
conferences” in which it takes an active part. As observed by the board member
and chief economist of the ECB, Otmar Issing (2002a), this degree of openness
to an academic debate over strategic and short-run aspects of monetary policy
is something quite unique in the world of central banks (or for that matter for

1% See Orlowski (2001) and Wagner (2002) for a more detailed discussion.
2 Begg et al. (2002) is the most recent issue of this series.
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any other policy making body). A further indication of this openness is the
book by Issing et al. (2001) that gives a comprehensive account of the theoreti-
cal background and guidelines for the formulation of the ECB policy. Neither
the Bundesbank in the past nor any other central bank put this amount of effort
into the communication and discussion of its policy stance.'

Concerning the desirability of transparency, an academic debate re-surfaced
that began with the Cukierman and Meltzer (1986). In an extension of the
seminal Barro and Gordon (1983) paper, they argued that transparency destroys
a potential leeway to produce surprise inflation and thus positive output effects.
However, credibly committing not to do this is the very message of the analysis
of the time-inconsistency problem. Second, and more recently, Jensen (2001)
argued that forward-looking price setters may react to a central bank’s future
policy intentions if these are made “too” transparent, thereby causing avoidable
price volatility. This, however, should be interpreted as calling for a constancy
of central bank intentions rather than clouding erratic intentions. Winkler
(2000) usefully distinguished between different aspects of transparency, namely
openness, clarity, honesty and common understanding. Whereas it is true that
there may be some subtle trade-off between these aspects — e.g. clarity asks for
parsimonious communication of data, whereas complete openness would re-
quire every number to be published — intelligent and well-intended central
bankers shouldn’t find it too hard to practice transparency.

2. Voting Rules

In a monetary union that consists of countries that may have different prefer-
ences and/or are in different stages of the business cycle, a common monetary
policy is unavoidably associated with compromises. Exactly how these differ-
ent preferences and needs are brought together is of major importance for a
monetary union. The ECB governing council presently uses a simple majority
rule, which gives an equal weight to all member countries and the six board
members of the ECB. It is rather undisputed that this rule has to be modified at

21 pyblic discussions do not, however, substitute for the transparency of rules that en-
able the public to infer future moves of monetary policy.
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least at some point during the enlargement process. The main argument for this
necessity is the sheer size of the governing council that would result if all po-
tential accession countries would join EMU.? It sounds plausible to everyone
who experienced discussions in big groups that it makes sense to constrain the
size of decision-making bodies. Most plausibly, some kind of rotation model
which gives individual countries only temporary voting power will result from
the discussions that are not yet concluded.”

It is quite reassuring, however, to look at the results of theoretical research on
voting outcomes in a heterogeneous union. Apart from the theoretically
straightforward — but probably unworkable — idea that side-payments are of-
fered in order to enforce the monetary policy that is optimal from a union wide
point of view (Briickner 1997, Tarkka 1997), it was shown in a wider variety of
settings that majority voting will lead to rather reasonable results. These set-
tings include among other things simple majority voting of countries with dif-
ferent preferences that are subject to idiosyncratic shocks; incentive contracts
that may be offered to central bankers from individual countries; and interac-
tions of decisions on monetary and fiscal policies (see Dixit 2001 for a compre-
hensive survey).

3. Which Monetary Policy Strategy for the ECB?

Since the start of EMU, the ECB tried to communicate and explain its policy
decisions by means of the so-called “two-pillar strategy”. The first pillar per-
tains to a normative reference value for the growth rate of M3 that is based on
judgments on medium or long-term trends of potential GDP growth, velocity
and a normative inflation rate. The ECB governing council announced on De-
cember 1, 1998 to set this reference value at 4.5% per annum. Any other infor-
mation is contained in the second pillar that consists of a “broadly-based as-

2 Presently, there are thirteen candidate countries that may sooner or later join the
EU and hence EMU, ten of which are in Eastern Europe: Bulgaria, the Czech Republic,
Cyprus, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, Romania, the Slovak Re-
public, Slovenia and Turkey (see Buiter and Grafe 2002, p. 7).

2 See von Hagen and Siippel (1994) and De Grauwe et al. (1999) for a discussion of
different voting schemes.
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sessment of the outlook for future price developments” (see ECB 1998). Al-
though there are some further specifications, e.g. in Issing et al. (2001), the
second pillar and its relation to the first remains very opaque — or intransparent.
This strategy is thus widely criticized in academic circles, although the recom-
mendations differ vastly. Whereas Begg et al. (2002, p. 18 ff.) speak of the first
(monetary) pillar as a “poison pillar” that simply should be abandoned, von
Hagen and Briickner (2001) advise the ECB to give more weight to monetary
developments. As a third alternative, Borchert et al. (2001) recommend using
the “price gap” concept to evaluate monetary developments. It seems fair to
conclude that the discussion of the optimal central bank strategy is far from
settled but that the ECB strategy certainly lacks precision and therefore trans-
parency. In practice, it proved quite difficult, however, to distinguish between
alternative monetary policy strategies even ex post (see €.g. Bernanke and Mi-
hov 1997, who identified the Bundesbank policy as a strategy of inflation tar-
geting®).

An alternative method to evaluate the stance of monetary policy is to use the
framework of the Taylor rule (see Taylor 1993) in order to compare the actual
interest rate movements with those implied by this rule. The Taylor rule as-
sumes that the interest rate is chosen such that it raises (lowers) the real interest
rate above (below) its natural level in response to a) a positive (negative) de-
viation of the inflation rate from its desired level and b) a positive (negative)
output gap.

Von Hagen and Briickner (2001) apply this concept to Euro area data as a
whole and to the data of the individual countries. Interestingly, they found that
the ECB policy was too expansionary by this measure when using Euro area
data, whereas the actual development is quite well matched by a Taylor rule
applied to German and French data. This exercise thus does not confirm the
median voter hypothesis that should apply in a policy-making body with ma-
jority voting.

The analytical instrument of the Taylor rule was also used by Begg et al.
(2002) in order to compare the policies of the Federal Reserve System and the

241t is not surprising that it is not possible to tell these things apart, when whichever
intermediate target is geared towards a normative inflation rate — something which the
Bundesbank obviously and explicitly did with regard to the intermediate target of money
growth.
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ECB during the present slowdown. As reported earlier, the interest rate cuts in
the USA have been much higher than in EMU. Hence, one might argue that by
this standard, the ECB did “too little, too late”®. The main result, however, is
that the responsiveness to the slowdown was quite similar on both sides of the
Atlantic — which means that the problem was simply larger in the USA. This
specific question is different from the question posed and answered in the
aforementioned paper by von Hagen and Briickner (2001). However, it is inter-
esting to note that even the basic question whether the ECB policy stance was
too expansionary or too restrictive is answered different by the two studies,
although they both use the Taylor rule as conceptual background. The ECB
central bankers could be forgiven for taking this as evidence to have done a
pretty good job.

V. Concluding Remarks

As befits an introductory conference paper, I tried to review the broad themes
and discussions surrounding the ECB policy — with and without special rele-
vance to the E(M)U enlargement process and its preparation that will be more
thoroughly discussed by others in this volume.

On the whole, I arrive at an optimistic note concerning the performance and
consequences of the ECB policy over the last 3% years. The ECB policy neither
fuelled a resurgence of inflation nor did it lead to a sustained slowdown in an
effort to build a “hawkish” reputation.

Whether or not EMU is thus desirable for the EU accession countries can not
be decided on this past performance alone, however. It is necessary to evaluate
how important the exchange rate instrument for a particular economy is*, how
mature the economy is in terms of being able to achieve the Maastricht crite-

2 See Goodhart (1996) for a discussion of this phenomenon in monetary policy.

26 See the results in Korhonen (2002) who calculates monetary condition index ratios
for the Czech Republic, Poland and Slovakia.
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ria’” and — last but not least — how strong EU membership in general and

monetary unification in particular are backed by public support.

VI. Ansgar Belke: Comment

Jiirgen Jerger’s paper does a good job in surveying the current issues regard-
ing the monetary policy of the ECB. I agree that the current monetary policy
stance is broadly appropriate even if inflation has long been above the 2% limit
set by the ECB, which is accounted for by shocks and the disappointing slow-
down in productivity. Hence, this paper dispenses with further comments on his
paper. Instead, it tries to complement Jerger’s analysis and turns to an aspect
which will be increasingly important for the analysis of monetary policy in the
euro area and which might improve private sector’s forecast of the ECB policy.
More concretely, it addresses the question of whether the ECB systematically
follows the US Federal Reserve and suspects that 2001 was the year of the de-
coupling.

The belief that the ECB follows the Fed is so entrenched with market partici-
pants and commentators that the search for empirical support would seem at
one time a waste of energy and a trivial task. This comment engaged in this
search and found it far less straightforward than conventional wisdom would
have made one to believe. To anticipate the conclusion, this comment finds
little support for the proposition that the ECB systematically follows the Fed
(or its converse).

The question whether the ECB follows the Fed is intertwined with the ques-
tion of whether the US business cycle leads and determines the European cycle.
This is widely assumed, but it is not extensively evident in the data. There is
one simple fact that suggests that if there is a determining influence of the US
cycle on Europe, it cannot have come via the traditional channels. This fact is
simply that net exports did not contribute to the 2001 slowdown in Euroland
(the contribution of net exports to demand growth was approximately the same
in 2000 and 2001). The contagion must thus have come via financial markets.
Which financial markets?

27 See Sell (2001) for an elaboration on the Maastricht criteria in the context of the
E(M)U enlargement.
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For stock prices it will be impossible to find out where the disturbance origi-
nated because stock markets react instantaneously to news. If market partici-
pants knew that European stocks were to follow US stocks down with a lag,
they would immediately sell the latter short until the current price of European
stocks reflected immediately whatever news had originated in the US. Hence it
is not possible to find a pattern in which Euroland stock prices tend to lag sys-
tematically behind US stock prices. There is only one financial market price
that could identify a consistent leader-follower pattern because it is heavily
influenced by policy. This is the short-term interest rate, whose behavior is
analyzed here.

A simple way to answer the question whether the ECB follows the Fed might
be to look at the behavior of the official rates set by the ECB and the Fed.
However, these rates do not move frequently enough to allow one to apply
standard statistical methods. Hence one has to find indicators from financial
markets, for example short term interest rates. Although central banks do not
set directly the most widely watched indicator of short monetary conditions,
namely the 3-months interest rate, they can nevertheless determine pretty much
its evolution. If the ECB had systematically followed the evolution in the US
(moves by the Fed as well as changes in US financial markets), one would
expect to find that changes in US interest rates tend to lead changes in Euroland
rates. At first sight this seems to have been the case if one looks at the short life
span of the euro. Figure 5 plots the two series in question since the start of
EMU.”

This figure suggests at first sight that the US was leading Euroland both
when interest rates were going up, from the trough in early 1999 and when they
fell starting in early 2000. Many observers concluded from this apparent rela-
tionship that the ECB mimicked the Fed in its monetary decisions. However,
this popular belief >° cannot be corroborated by statistical analysis.

28 The data we use are from the International Financial Statistics database (IMF) and
from the European Central Bank. U.S.: US3m LIBOR, Eurozone: until 1997:12: DM3m
FIBOR Bundesbank, from 1998:01: EURO3m EURIBOR.

 Begg et al. (2002, p. 42) and Breuss (2002, p. 13) see a time lag between Fed and
ECB interest rate decisions.

3 Heiduk/Horvath
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Figure 5: Three-Month Interest Rates in the US and the EMU

The procedure used here to ascertain the existence of a follower-leader rela-
tionship was Granger-causality tests. These tests can show whether past values
of a certain variable (US interest rates) influence another variable (euro interest
rates) after one has taken into account the patterns that might link the second
variable (euro rates) to its own past. A battery of statistical tests was run cov-
ering the entire euro period (1999-early 2002). These tests supported the result
that US interest rates influence euro interest rates during the same month. How-
ever, the US interest rate of the previous month did not have a statistically
significant influence on the current monthly-euro interest rate when all the
other factors were taken into account.”® This suggests that the visual impression
of a US leadership over the entire euro period might be misleading.

In order to make sure that our results do not depend on the particular test pe-
riod chosen, we ran a battery of statistical tests for a number of periods, e.g.
covering the entire euro period (1999-early 2002) and different periods from
1995 onwards.

Before the regressions were run, however, an important empirical caveat had
to be taken into account. The level series seem to contain a unit root and
Granger causality tests tend to give misleading results if the variables consid-
ered in the vector autoregressive regression (VAR) contain unit roots. There-

% Incidentally by looking at the behavior of US interest rates over time we found that
euro interest rates also influence US interest rates, again during the same month.
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fore, it was first tested whether the interest rates were actually stationary during
the time period considered. The results of the unit root tests, not presented here,
but available from the author upon request, seem to confirm that the series have
to be differenced once in order to make them stationary. The conclusion that
one has to draw from these tests is that one cannot reject that both the euro
(I3MEUR) and the US interest rate (I3MUSA) are integrated of order one. This
implies that the Granger causality tests must be done in first differences.

As the next step we use standard statistical package to establish whether there
is a follower-leader relationship between the changes in these two interest rates.
The results are tabulated below. One should be well aware that the results often
heavily depend on the lag structure. For robustness reasons and with an eye on
our hypothesis of a possible break in the relation around the turn of the year
2000-01, a variety of different sample periods was also used. Thus a range of
results is summarized below.

In no case does one have to reject the null hypothesis that the US interest rate
does not “Granger cause” the euro interest rate and vice versa. This result ob-
tains if one operates at the usual 5% significance level. There is only one ex-
ception, using 12 lags and the sample period 1995:01 to 2000:12. Only in this
one case is the US interest rate significant at the 10% level, in the equation for
the euro interest rate. But using the same specification for the US interest rate,
it is also found that it is determined by the euro interest rate.

Table |
Results of Granger Causality Test by Sample Period and Lag Length
Sample period Lags: 2 Lags: 4 Lags: 12
1990:01 2002:04 0/0 0/0 0/0
1995:01 2000:12 0/0 0/0 0/0
1990:01 2002:04 0/0 0/0 0/0
2000:01 2002:04 0/0 0/0 NA
1999:01 2000:12 0/0 0/0 NA
1999:01 2002:04 0/0 0/0 NA

An entry 0/0 means that that there is no statistically significant influence; neither from the US on the euro, nor
vice-versa. NA: Not available.

One objection to the standard tests performed so far is that the “normal
Granger causality tests” might be unduly influenced by particular episodes.

3*
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This is why one needs to look a bit more into detail in the bivariate relationship.
VAR allows one to identify the lag structure that seems to give the best
econometric fit. The euro interest rate change is taken as the dependent variable
and we try to explain its variation by past changes of the euro interest rate as
well as by contemporaneous and past changes of the US interest rate. The US
interest rate can be said to “cause” the euro interest rate if at least one of the
coefficients on past US interest rate change is significantly different from zero.
Thus, a significant effect of a positive sign implies that one can reject the hy-
pothesis that the change in the US interest rate does not influence the current
change of the euro interest rate at the usual confidence levels.

Although regressions were run over the whole available sample, i.e. from
1990 onwards (these regressions essentially gave the same results), only the
results from the regressions over the sample 1995:01 to 2002:04 are displayed.
The best three specifications (according to model selection criteria) are pre-
sented. The first is the best specification possible without the implementation of
dummies. In the second, dummies were used to capture the euro changeover
and a surprise interest rate cut by the ECB. Although the lagged change in US
interest rates was not found to be significant, a third specification was chosen to
test, whether a structural break in the coefficient on the lagged change of the
US interest rate could nonetheless be identified.

Both pairwise Granger causality tests and bivariate VARSs give the result that,
if at all, US interest rates influence euro interest rates during the same month.
However, the US interest rate of the previous month-did not have a statistically
significant influence on this month euro interest rate when all the other factors
were taken into account. Incidentally, we also find that euro interest rates also
contemporaneously influence US interest rates.

One might still argue that interest rates in Europe tended to be influenced by
what had happened on the other side of the Atlantic but that this had changed
during 2001. In that year the Fed cut interest rates at an unprecedented speed
(and of an unprecedented magnitude) because it feared an unraveling of the
financial equilibria in the US. The ECB took a more relaxed stance on this
point as the eurozone economy did not show any of the (potential) disequilibria
of the US economy (current account, consumer financial position, over-
investment). Hence, one might be tempted to conclude that over the whole
sample the lagged US interest rate change was insignificant in the regression
equation for the euro interest rate change, while it would become significant if
only a large sub-sample (namely until December 2000) had been considered. In
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order to test whether this reasoning is correct some efforts were taken to search
for break around the turn of the year 2000-01.

Table 2

Bivariate Regression Results

Sample: 1995:01 2000:12

Variable Coefficient Standard Error  [t-Statistic  |Probability

Constant -0.0037 0.0161 -0.2312 0.81
DI3MEUR(-1) 0.2612 0.1000 2.6107 0.01
DI3MUSA 0.5727 0.1177 4.8638 0.00
R-squared 0.3636|Mean depend. variable -0.0055
Durbin-Watson 2.1591 | Prob(F-statistic) 0.0000

Sample: 1995:01 2000:12

Variable Coefficient Standard. Error t-Statistic [Probability

Constant 0.0111 0.0142(  0.7810 0.43
DI3MEUR(-1) 0.2713 0.0873 3.1075 0.00
DI3MUSA 0.5204 0.1038 5.0101 0.00
D9503 -0.4029 0.1195| -3.3720 0.00
D9812 -0.3172 0.1218| -2.6042 0.01
D9904 -0.3538 0.1198| -2.9524 0.00
R-squared 0.5446| Mean dependent variable -0.0055
Durbin-Watson 2.1926| Prob(F-statistic) 0.0000

Sample: 1995:01 2000:12

Variable Coefficient Standard Error t-Statistic |Probability

Constant 0.0101 0.0143 0.7090 0.48
DI3MEUR(-1) 0.2278 0.0995 2.2893 0.02
DI3MUSA 0.5079 0.1049|  4.8418 0.00
DI3MUSAC(-1) 0.1067 0.1163 0.9171 0.36
D9503 -0.3925 0.1201 -3.2663 0.00
D9812 -0.3235 0.1221 -2.6490 0.01
D9904 -0.3559 0.1200[ -2.9657 0.00
R-squared 0.5504|Mean dependent variable -0.0055
Durbin-Watson 2.0950(Prob(F-statistic) 0.0000

From the previous analysis the following specification (1) of our regression
equation looked best suited as a standard reference to test for breaks (D denotes
first differences, I stands for interest rates):
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) DI3MEUR = C(1) + C(2)*DI3MEUR(-1) + C(3)*DI3MUSA + C(4)*DI3MUSA(-1)
The coefficient C(4) of the lagged US interest rate is the coefficient of inter-

est here. To start with, a Wald test of the coefficient restriction C(4)=0 was
conducted.

Table 3
Wald-test of Significance of Lagged U.S. Interest Rate

Full sample 1995:1-2002:4 The null hypothese C(4)=0
F-statistic 0.0228 Probability 0.8802
Chi-square 0.0228 Probability 0.8798
Limited sample 1995:1-2000:12 The null hypothese C(4)=0
F-statistic 0.7852 Probability 0.3786
Chi-square 0.7852 Probability 0.3755

Both tests fail to reject the null hypothesis of C(4) = 0, i.e. the (first differ-
ence of the) lagged US interest rate having no impact on the current difference
of the euro interest rate.

We examine whether all the coefficients in the regression equation (1) are
stable around our guess of the structural break, that is 2000:12. Also we exam-
ine whether the parameter C(4) is stable across the sample without prior fixa-
tion of a breakpoint, and whether the coefficients are stable in general without
prior fixation of a breakpoint.

At first, we conduct a Chow breakpoint test, i.e. the reference equation is fit-
ted separately for each sub-sample to see whether there are significant differ-
ences in the estimated equations, the latter indicating a structural change in the
relationship. Large forecast errors would cast doubt on the stability of the esti-
mated relation between euro and US interest rates.

Both tests indicate a structural break in the relationship, which is located
between 2000:12 and 2001:01. However, breaks might be indicated for neigh-
bored points in time as well. A sequential plot of the F-statistics over all data
points in the sample would have been useful here, choosing the highest point as
the “true breakpoint”.
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Table 4
Chow Breakpoint Tests
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Chow Breakpoint Test: 2001:01

F-statistic 2.606219 Probability 0.041799

Log likelihood ratio 10.77937 Probability 0.029159
Chow Forecast Test: Forecast from 2001:01 to 2002:04

F-statistic 2.085986 Probability 0.019064

Log likelihood ratio 35.14074 Probability 0.003802

Ad (b) A simple approach is that of recursive estimates (of the coefficient of

the lagged difference of the US interest rate) starting with the start of the sam-
ple period and adding observations over time. With this approach one can trace
the evolution of this coefficient as more and more data are used in the estima-
tion. From Figure 6 it can be seen that the coefficient C(4) displays variation
when more data is added, i.e. a sudden increase in the midst of 1999 and a fall
at the end of 2000; there is a strong indication of instability and a structural
break at the end of 2000. However, it has to be noted that the significance
bands throughout embrace the null, meaning that the coefficient C(4) is never

significantly different from zero (as mirrored by the regression results).
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Figure 6: Recursive Coefficients of Lagged U.S. Interest Rate
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Ad (c) A CUSUM of Squares test was also conducted, which is essentially a
combination of recursive estimation and a Chow test. Movements outside the
critical 5%-lines would be suggestive of parameter instability. Although not
crossing the lines, our test statistic in Figure 7 in fact indicates some instability
in the equation at the end of 2000, since the test statistic nearly touches the

Jiirgen Jerger

critical line at that point in time.

1.2

1.0 S
0.8 -
0.6
0.4
0.2 1~

0.0

-0.2

1995

'1997 1998 1999 2000 2001

—— CUSUM of Squares ---- 5% Significance

Figure 7: A CUSUM of Squares Test of Lagged US Interest Rates

All in all, it appears that there is no statistical evidence that proves that the
ECB follows the Fed.”! This absence of evidence also works the other way
round, i.e. it is impossible to prove that the two are independent from each
other, because the moves on both sides of the Atlantic seem to be so often con-
temporaneous. This is actually what one would expect if the most important
shocks have come from global financial markets and both have been equally
quick to respond to them. The Central and Eastern European candidate coun-
tries should take these stylized facts into account if they think about meeting
the decision to give up their monetary autonomy and, for instance, to euroise

3! Our conclusion is supported by Peiré (2002, p.149), who finds “a preponderance of
synchronic over dynamic relationships [which] can be regarded as evidence in favor of

those theories that attribute the origin of world cycles to common shocks.”
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unilaterally before entering European Monetary Union without derogations.
The reason is that the monetary shocks, which will hit them in this case will not
be independent from U.S. monetary policy.
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