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Chapter |
Thelong European downturn

2005 will be another lost year for European recovery. Led by the OECD’s Spring
Economic Outlook, forecasts for expected euro area growth have been revised
downwards over the past few weeks to 1.2% growth in 2005. So for the fifth timein a
row, the growth rate of the euro area will be much below the euro area's potential
growth rate (which some estimate to be around 2%). Basically, the European
economy still has to recover from the slowdown that started at the end of 2000.

This makes the 2001-2005 slowdown one of the longest downturns the European
economy has experienced since the mid-seventies. In the seventies and nineties, the
phenomenon of very weak growth was limited to 2 years, in the eighties to 4 years. In
the present recovery however, growth remains below 2% for five consecutive years.

Graph I shows the cumulated rate of growth five years after the peak in the business

cycle. Cumulated growth since 2000 appears to be below the average experienced in
previous downturns (7.9% versus 9.3%).
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DG Il services come to similar conclusions. Analysing more specifically the pattern of
the recovery six quarters after the trough in activity in second quarter 2003, they
conclude that euro area output is now 2% below the average level recorded in
previous patterns of recovery (Commission, 2005).
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Graph 1

However, the fact that the recovery is weakening again in 2005 should not come as a
big surprise. Leading business cycle indicators have already turned negative since the
middle of 2004! The OECD composite leading indicator, which warns us for turning
points in the business cycle 6 to 9 months ahead, already started its downward fall in
early 2004. As was the case end 2000 and beginning 2002, the OECD leading
indicator was sending out the message of a recovery getting into problems.
Unfortunately and similar to 2000 and 2002, this signal of ‘storms ahead’ was not
acted upon by monetary policy by shifting to a more expansionary stance of monetary

policy.

Graph I11

Even more alarming is that, although the OECD indicator is approaching the 2003
low, no pick-up in the curb is yet noticeable. Even in the best case (in which the
OECD leading indicator would turn the corner in the next two months), a pick-up in
growth could only be expected towards the end of 2005. And the worst case scenario
(continuing fall of the OECD indicator in coming months), would see growth in 2006
remaining weak and below present (already mediocre) growth forecasts (1,8%)!

More fundamentally, the absence of a convincing recovery has much to do with the
type of macro-economic policies being pursued in Europe. It is no coincidence that
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the euro area is the only area in the world having renounced on pro-active and
counter-cyclical macro-economic while at the same time also being amost the sole
region in the world not to have overcome the slowdown. This is illustrated on the
level of monetary policy by comparing between the US and the euro area the stance of
monetary policy as expressed in an index of ‘broad monetary conditions'. This index
captures the combined effect of interest rate and exchange rate changes on growth by
giving each factor a certain weight. For the euro area, changes in real interest rates
have been given around 6 times the weight of a change in the exchange rate. For the
US, which on the side of exports is a less open economy, a weighting of 1 to 8 has
been used. Graph 111 shows that, in the euro area, monetary conditions have not really
been loosened since the unfolding of the slowdown. Cuts in real interest rates since
2000 (230 basic points) have ssmply been neutralised and even overcompensated by
the 12% appreciation of the euro in 2003. In the US on the other hand, cuts in real
interest rates were much bigger and quicker (minus 400 basic points). This was
possible because the Federal Reserve, unlike the ECB, was willing to accept negative
real interest rates. Moreover, this accommodative interest rate policy was reinforced
by an equally counter-cyclical behaviour of the dollar exchange rate (not to mention
the fiscal boost the US injected in its economy). The nominal effective exchange rate
of the dollar fell by 6% in 2003 and 5% in 2004, thereby helping to loosen monetary
conditions even further. The outcome is entirely ‘logical’: a US economy recovering
quickly from the slump and a euro area economy remaining stuck in a pattern of low
growth...
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Chapter 11
Waiting and not seeing: the ECB’sblindfold of competitiveness

Instead of taking seriously the possibility of a failing recovery, the ECB has focussed
instead on imaginary inflationary threats supposedly to come from oil prices and
‘excess liquidity’. In fact, from autumn 2004 on, the ECB has used this phenomenon
of an ‘excess stock of liquidity to open up perspectives to raise interest rates. Until
very recently, the ECB categorically ruled out a cut just a few weeks ago. Even worse,
interest rate hikes looked very probable with the ECB actually claiming that the next
move would be to raise interest rates.

In using this kind of language, the ECB has delivered the message to markets and
households that it is focussed on only one issue and that is to avoid any inflationary
danger even if this danger is an extremely unlikely one, whereas not much support
from monetary policy to growth and recovery is to be expected. The question needs to
be raised whether such a message has not in itself been an important factor holding
down confidence and recovery in Europe. Indeed, central bankers need not raise
interest rates explicitly, the statements central bankers make as such can also be
important in influencing expectations of growth and future levels of repo interest
rates.

Graph V
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Graph VI

How can this kind of unbalanced monetary policy thinking in the face of poor
indicators on the recovery be explained? A tip of the veil may be unveiled by a quote
Mr. Trichet made in March. The ECB’s president noted that German experiences
showed that structural reforms (and wage moderation) delivered results, at least in
terms of exports. More recently, Mr. Trichet took this view even further by urging for
a renewed focus on competitiveness in the euro zone, with unit wage costs
substituting for previous indicators such as exchange rates and interest rates. It should
be understood that here, Mr. Trichet’s concept of competitiveness does not refer so
much to the euro zone as a whole but rather to the competitive position of each
member of the euro areavis-a-visthe rest of the euro area.

This ‘competitiveness’ thinking conspicuously resembles the old ‘Buba model of
monetary policy making in which the Bundesbank could indeed limit itself to
pursuing a low inflation objective while leaving the job of stabilising aggregate
demand in Germany to wage moderation and competitive disinflation generating
export demand.

However, the single currency represents a major ‘regime change’. One cannot ssmply
‘copy-cat’ the Bundesbank model of competitive disinflation to the entire euro area.
There are several compelling reasons why the model of competitive disinflation and a
“hands-off’ monetary policy will smply collapse when copied to the level of the euro
area
A policy of competitive disinflation leaves the responsibility of generating
sufficient aggregate demand to the rest of the world. In fact, policy makers
from the rest of the world even need to provide sufficient aggregate demand to
stabilise their own economy plus the economy of the country that is refusing to
support its own internal demand. This kind of ‘free-loading’ on foreign
aggregate demand policies may actually work if only a limited number of
countries pursue this road. In that case, there's always a block of countries
around that are effectively boosting their aggregate demand to such an extent
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that others can profit substantially from it. The euro area however is the
second largest economy of the world. This makes it a lot more difficult and
unlikely to conduct these ‘free-rider’ kind of policies. It basically implies that
the two other major regions of the world (the US and Japan) are given the job
of taking care of euro area demand management. Even if policy makers from
these two economic blocks would be willing, they are now incapable of doing
so. The US in particular has played the role of ‘demander-of-last-resort’ for
the rest of the world over the nineties, resulting in enormous global imbalances
and an US external deficit that may already be difficult to sustain.

Competitive wage moderation is a ‘knife that cuts both ways. Wage
moderation triggers additional export demand by improving the country’s
competitive position. At the same time however, wage moderation holds back
the purchasing power of wage earners and depresses domestic household
demand. For small open economies, the locomotive function of export demand
outweighs the depressing effect of weak domestic demand. For big closed
economies this is not the case and the negative effect may even outweigh the
positive one. The euro area finds itself in the latter category. Extra-euro area
exports are limited to about 15% of GDP, much lower than the degree of
openness of the German economy which is exporting the double of this
amount (30% of GDP). Therefore, the risk is high that excessive wage
moderation at the level of the entire euro area may actually make things even
WOrse.

The policy of euro area wide competitive disinflation encounters a third
fundamental problem the single German economy did and does not have. By
definition, ‘beggar-thy-neighbour’ tend to produce substantia external
surpluses. Poor domestic demand depresses imports while wage moderation
drives exports higher. For example, Germany was running an external surplus
as high as 4/5% of GDP before the German unification boom at the end of the
eighties (and is now doing so again). However, external surpluses tend to drive
up the exchange rate, thereby destroying much of the competitive gains that
were obtained from wage moderation efforts. The previous European
exchange rate mechanism tried to control for this effect by installing within
Europe a system of semi-fixed exchange rates. The upwards pressure on the
DM coming from big external surpluses were muted by this European wide
arrangement, thereby giving wage moderation alonger time window to deliver
export demand. In fact, the regime of EMU is perfection this system by
delivering countries that apply competitive wage moderation a single
currency, in other words an intra-euro area exchange rate that is completely
fixed. So, with a German external surplus that is again reaching a record high
of 4 % of GDP, no compensating power in the form of an appreciation of the
DM can operate.

Unfortunately for the euro area, the ‘phallacy of composition’ effect operates
in full. What may seem beneficial for one member country of EMU is simply
damaging when the whole of the euro area would follow a similar policy line.
The single currency has eliminated intra-euro area exchange rate movements
but it has not eliminated exchange rate movements of the euro vis-a-vis other
currencies and with the dollar in particular! A European wide competitive
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disinflation policy would soon be confronted with an appreciation of the euro
area currency which would end up in torpedoing all wage moderation efforts.
Currency appreciation can also be looked upon as a kind of ‘defence
mechanism from the side of countries that are indeed applying the sort of
‘irresponsible’ policies the ECB is refusing. Indeed, one cannot ‘free-load’
indefinitely on demand policy makersin the US and a drop of the dollar vis-a
vis the euro essentially puts some brakes on this kind of ‘free-riding’
behaviour.

A fina major difference to be taken into account is the level of inflation.
When Germany was applying competitive wage moderation in the eighties and
nineties, inflation initialy was rather robust. One could apply wage
moderation to bring inflation down and improve the competitive position,
without one having to fear that this policy would run the risk of overshooting
into deflation. When inflation is running at 4 or 5%, disinflation does not
imply special dangers. However, when inflation is already very low (asis now
the case with inflation running below 2% and core inflation at 1.4% euro area
wide), competitive disinflation is like tempting the Gods of deflation. Indeed,
low inflation necessarily tranglates itself in low nominal interest rates. This
brings the limit of zero nominal interest rates into reach which reduces the
extent monetary policy till can intervene by providing interest rate cuts.

The previous is true, both at the level of individual euro members as at the level of the
euro area as a whole. However, the single currency regime presents an additional
complication for individual countries. If a single country ends up in a situation of
‘competitive deflation’, then attempts from the ECB to save the country are logically
limited. Indeed, the ECB should be concerned with the euro area as a whole, not with
some individual country slipping into deflation. This is another difference the ECB
should take into account when proscribing the recipe of ‘competitive wage
moderation’. National central banks and national monetary policy no longer exist.
Whereas the Bundesbank could till intervene with al its monetary power when
things threatened getting ‘too rough’, with excessive wage moderation leading
Germany into deflation, thisis no longer the case. ECB policy is necessarily modelled
on the euro are as a whole, not on individual countries experiencing particular
problems. Euro area monetary policy will always be too accommodating for countries
in good economic shape or not applying competitive wage moderation while being
insufficiently loose for economies slipping into deflation...

So, a paradox is to be noted here: the single currency has * Europeanised’ the monetary
policy instrument, but apparently, policy thinking on how to use the single currency’s
monetary policy has not evolved and remains stuck in an inappropriate concept of
national ‘beggar-thy-neighbour’ policies. ECB’s policy makers should rethink this
concept of ‘competitive disinflation’ and should stop using it as an aibi to divert
attention from the fact that ECB monetary policy making carries a heavy
responsibility in not supporting the recovery more than it has done up to now!
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Chapter 111
On the edge of the cliff: where will excessive wage moder ation bring
the euro economy?

Continuing wage moder ation...

With the recovery going downhill again, the crucial question is whether there is any
objective inflationary danger that would prevent the ECB from acting to support
growth and jobs.

Here, one needs to look at the fundamentals that drive inflation, not at one-off events
such as spikes in oil prices and indirect taxes which blur and overestimate the
underlying inflation picture. Wages which make up the biggest part of firm's costs
(around 40%) are of key importance.

What is happening with wages at this very moment? Despite the widespread belief
that European labour markets are inflexible and wages are rigid, inflationary danger
coming from wages is non-existent and instead wage moderation has been extremely
helpful in preventing that higher energy prices would cause second round effects and
inflationary wage/price spirals.

Graph VII, taken from DG II, shows that, starting from beginning 2003, wage
evolution has gone in a free-fall and end 2004, this deceleration of nominal wage
growth is continuing. According this statistic, (hourly) nominal wage increases in the
last quarter 2004 are now around 1.8%. With inflation around 2%; thisimplies a dlight
fall inreal wages.

Graph V11
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For individual member countries, the fall in real wages has been even more
outspoken. In Germany and Italy, the fall in real hourly wages has reached 2% in
2004, whereas the real wage increase in France is limited to 1% (see OECD graph).
With real wages actually falling, it should not come as a surprise that domestic
demand and household consumption remain extremely weak in the two former
countries.

Graph V111

What are the prospects for future wage developments? The picture of falling real
wages essentially has to do with the dismal state of the economy and the
accompanying sense of insecurity and gloomy job prospects. With growth falling
back to around 1% in 2005 and slack in the economy (negative output gaps) estimated
to reach -2% in 2005 and remain so in 2006, the context for wage growth is likely to
worsen further. A rule of thumb, taken from the experiences over the nineties suggests
that an economy operating with such an amount of slack generates a further fall in the
rate of nominal wage increases year after year. In '96-'98, comparable slack in the
economy resulted in a nomina wage per head increase of less than 1%. With nominal
wages per head rising by 2.1% in 2004 (Commission’s figures), one can expect wage
growth to move further downwards towards the 1% wage increase as experienced in
'96-'98.
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Graph IX

Output gap and wage growth in the euro area

10
9
8
7
6
5
4
3
2
1
0
-1
éb I Output gap
:‘51 I —e— wages per head

An overview of the most recent collective bargai ning agreements with impact on 2005
and 2006 wages confirms that very moderate wage increases are indeed to be
expected. Most concluded wage agreements for 2005 are extremely low with Ireland
(4.4%) and the German public sector (no structural wage but non-recurrent wage
increases instead) at the two extreme points of the spectrum. These non-recurrent
payments in particular imply that any impact of 2006 new wage agreements on overall
wage increases formation will be offset by the base effect of the 2005 non-recurrent
payments. This makes a continuing further downward wage trend for 2005 and 2006
very likely.

Tablel
2005 2006
German metal 2%+ 0.7% n.r
German public sector 1% nonrecurrent 1% n.R.
German textiles 4*108 E n.r. 1.8%
German Post 2.3
Deutsche Telekom 2.7
VW 1.000 E n.r.
Italian banking sector 3.2%
Italian public sector 2.5 for 2005
France public sector 1.8
Netherlands Around 1%
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Dutch metal 11 11
Austria Around 2.3%

Belgium 2.25 2.25
Finland 2.5 2.1
Ireland 4.4%

Spain 2,5% (between 2 and 3%)

This overview of collective bargaining agreements in the different countries of the
euro are can be summarised in one figure by regrouping the countries and attaching
the usual weightsto calcul ate one euro average (seetablel1).

Tablell
Collective bargained wage increase in 2005
Netherlands, Germany 1%
France, Belgium, Finland 2,25%
Spain, Italy, Finland, Austria | 2,5%
Ireland 4,4%
Euro average 1,8%

As expected, the 1,8% collective bargaining wage increase for 2005 confirms the
continuing of a downward trend in collectively bargained wage increases (see graph
X).

Graph X

Negotiated wage increases in the euro area
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Source; ECB, own calculations
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...may push the euro area closer to the edge of deflation

What does intensifying wage moderation imply for inflation? Another rule of thumb,
based on the idea that firms set prices on the basis of mark-ups on wages, is that price
inflation eventually (and ‘ ceterus paribus’) lines up with unit labour costs. So, if unit
labour costs increase less than the ECB’s price stability target (below but close to
2%), then further disinflation can be expected with inflation eventually falling further
and possibly moving closer to the zero bound.

This is actually what is expected to happen. In the Commission’s Spring forecasts,
nominal unit labour costs are expected to increase by 1,3 and 1,2% in 2005 and 2006,
resulting in afall in inflation from 2,1% (2004) to 1,5% in 2006.

However, the Commission’s figures need to be corrected. They are based on the
assumption that the floor in the deceleration of wage increases has already been
reached and that wage formation would even strengthen dlightly in 2006. In the
Commission’s forecasts wages per head are to stabilise at 2,1% (2005) and even to
accelerate dightly afterwards in 2006. As described above, such wage behaviour
would be in sharp contrast with what happened to wages in times of slow growth. Itis
also inconsistent with the data on current concluded collective bargaining agreements
which point to (hourly) wage increases of 1,8% for 2005. In fact, the gap between the
Commission’s figures (2,1) and our estimate of 1,8% is even bigger than would seem
to be the case at first sight. Indeed, the hourly negotiated wage increases have to be
transformed into wage increases per head (which is the Commission’s concept).
Wages per head are almost per definition lower than wages per hour because of the
trend increase in part-time workers (which blow up the denominator...the number of
workers). This implies that our estimate of a 1,8% increase of wages per hour is most
probably something of a 1,5% in terms of wage increases per head. This widens the
gap between what the Commission is forecasting and what is actually likely to happen
in 2005 (and 2006). If so, the Commission overestimating the evolution of wages per
head will have an impact on the evolution of unit labour costs. Unit labour costs will
not keep rising at a pace of 1,2% a year, as the Commission forecasts. Instead, unit
labour cost growth will fall back to around 0,5%.

With these figures, the euro area is extremely close to the scenario that unfolded
between 97 and '99 (see graph). In ’97 and’ 98 unit labour costs also fell to 0,5 and
0,3%,dragging inflation down from 2,5% in '96 to 1,2% in ’'98. In ' 99 however, this
trend of falling inflation rates was broken. Despite unit labour costs barely increasing
(0,3%), inflation did not fall further and stabilised instead at 1,2%.

What had happened? It appeared that the downwards spiral of (almost) zero unit
labour costs and further falling inflation was broken in *99 by asharp fall in the euro’s
exchange rate. The effective exchange rate fell by 15% in one year’s time, thereby
triggering ‘imported’ inflation. In fact, the OECD’ s country study of the euro area at
that time concluded that it was the fall in the exchange rate and the push from import
prices that prevented the euro area from dlipping into absolute deflation! In other
words, in ’98, the weak euro was necessary in order to steer the euro area away from
entering the unchartered territory of negative inflation rates...deflation.
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Graph X1
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The lessons from this ‘97— 99 scenario need to be learned. As wage formation is
bound to turn out to be even more weaker than the Commission’s forecasts, unit
labour costs will fall to a range of 0,5% (and will not rebound to 1.2% as the
Commission forecast postulate). Asit did in *97-'98,inflaton will follow and will start
falling...turning out to be much lower than the 1,5% inflation rate forecasted for 2006
by the Commission. In fact, the OECD is already forecasting an inflation rate limited
to 1,3% in 2006!

However, the major difference with *99 concerns the exchange rate. Unlike in’99, not
much help is to be expected from outside the euro are to halt this process of
disinflation and prevent it from turning into outright deflation. With global
imbalances as they are now (a US economy with an external deficit of 6% of GDP!)
and with a sound dose of mistrust of ‘new technology’ equity bubbles, the
fundamental direction the US dollar is heading is downwards, certainly not upwards.
In other words, monetary policy in the euro area is on its own to guard price stability
from downwards risks. The ECB-board should come to understand the point that, at
this stage, robust monetary action to support the recovery will contribute to protecting
price stability by steering it away from regions that are too close to deflation to be
comfortable.

Bolstering economic confidence: a growth-friendly ECB aspart of a
new Pact for European Economic and Social Renewal

Christian Noyer (FT, 21 June) argues that a rate cut will not provide a miracle. He is
right. Just cutting rates by 25 basic points is not enough. Certainly after a long-drawn
out process of political and public calls on the ECB-board to finally show economic
common sense, a 25 basic point cut will be perceived as something the ECB
reluctantly had to concede to. Instead, what is needed is a psychological offensive to
convince economic actors that the ECB will take up its full mandate, as described by
the European Treaty: to provide price stability and to support economic growth (see
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text box for further details).This *psychological offensive’ needs to convince potential
investors and consumers that the ECB will also take up its role of stabilising the
business cycle and that it will indeed function as the ‘demander of last resort’ for the
euro area in times of economic downturn. If done in a convincing way, this can
restore both consumer and investor confidence and ‘kick start’ the economy out from
its low confidence/low growth trap.

In the same line, a message from the ECB that low interest rates are here to stay for
some time and at least until domestic driven growth in the euro areais firmly back on
its feet, can also produce additional confidence effects. It would also drive longer term
interest rates further down through expectations of continuing low costs of short term
finance over the medium term (Bernanke 2004).

Of course, ‘talking’ the economy up needs to be backed by concrete policy action.
That is why new rate cuts are necessary to signal the European public that the ECB is
serious in its new approach. Again, one rate cut of 25 basic points will probably not
suffice to impact on confidence in a convincing way. Very probably, more and/or
bigger cuts will need to accompany the ‘psychological offensive’. Applying a Taylor
rule (see further) implies that interest rates should be cut by at least 70 basic points,
probably even more if insurance against downwards risks to price stability is to be
taken out.

Here, the argument raised in the early years of EMU that a new central bank first
needs to build credibility on the area of defending price stability is no longer valid.
The ECB has made its point and has made it extremely strong, probably even too
strong. Despite popular talk about ‘persistent inflation’ in the euro area, the fact
cannot be denied that the ECB has delivered a major effort in keeping inflation under
control in the face of serious price shocks. Indeed, despite oil price increases, afalling
exchange rate, food scares and indirect tax hikes, inflation has remained at an
historical low and very close to 2%. So, financial confidence in the ECB as a
watchdog for price stability is abundantly present. This is for example illustrated by
the ECB itself, when in its recent press release it points to the fact that inflationary
expectations, even on a 50 year horizon, are extremely low....

Now that the ECB has built an enormous capital stock of financial confidence, it is
time to restore the balance and build a parallel stock of economic confidence, making
it clear that the ECB will be the guardian both of price stability and economic growth.

The ECB should play a full and important part in restoring confidence in growth and
job prospects, but it needs to be recognised that other policy actors also have to chip
in:
Fiscal policy makers need to avoid both unsustainable as restrictive/counter-
cyclical fiscal policies. Instead, they need to pursue smart fiscal policies.
Smart fiscal policies can be organised trough several and mutual-reinforcing

ways:
Inspired by ‘Austrian Keynesianism’, governments can shift expenditures and

taxes, providing additional net aggregate demand for the economy without
changing the ante total public deficit.
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With lending from the EIB not counting in the public deficit, more lending
from this organisation to finance new investment projects can be envisaged.

The new found flexibility in the Stability and Growth Pact should be used to
invest in the Lisbon priorities, while keeping a focus on contractionary
policies when confidence has been restored and the economy strong enough to
endure afiscal consolidation course.

Finally, coordinated fiscal policy action on an European wide scale would
multiply the expansionary effects of individual member state actions. That is
why ‘national plans for economic recovery’ should be introduced and
coordinated at the European level.

Socia Partners need to get wage formation right and more in line with economic
needs. At the moment this implies avoiding excessive wage moderation, leading to
further depression and unwarranted disinflation. In future, in a (hopefully) changed
and bright macro environment, this may mean controlling for too large wage
increases. Social Partners at European level should seriously discuss how to start
organising this. The ETUC for its part is ready to deliver a constructive contribution,
both in cases of excessive wage moderation as in cases of too rapid wage increases.

Practically, to trigger this process of restoration of economic confidence, the ETUC
requests the president of the euro group of finance ministers to hear social partners,
along with the ECB, in a special meeting of the euro group finance ministers. This
hearing can be prepared by meetings of the Macro-Economic Dialogue (Cologne
process of 1999).
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Chapter 1V
Reforming Euroland’s monetary policy regime: pursuing price
stability and supporting growth at the sametime

What are the possible avenues for the ECB to advance a new model of monetary
policy making in which the twin objectives of price stability and business cycle
stabilisation are both pursued?

One absolutely essential key is ‘symmetric’ monetary policy. Put simply, monetary
policy should be as active on both sides of the inflation target. It should fight
economic underperformances and disinflation as much as it would fight the threat of
inflation. This principle of ‘symmetrical behaviour’ can and should be applied on
different areas that are important for interest rate decisions. For example, when the
ECB intervened in 2000 to prevent the euro from dliding further on exchange markets,
this was done out of fear that the euro adjustment would inject too much imported
inflation. However, when the dollar fell against the euro, as it has done since mid-
2002, no such operations were made to buy dollars and thereby control the
appreciation of the euro and its negative consequences on exports, growth and
imported disinflation. Similarly, note the different treatment of unit labour costs.
When unit labour costs started to accelerate in 2000, the ECB responded with interest
rate hikes which followed very closely the pattern of unit labour costs. However,
when the opposite is happening and unit wage costs are decelerating strongly from
2003 on, interest rates do not follow but are rigidly kept on the 2% line (see graph).

Asymmetrical monetary policy: interest rates going up with unit
labour costs but rigid when unit labour costs are falling sharply

Graph X11
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A second essential key is that the price stability target a central bank operates should
also ‘bite’ from the downwards side. Indeed, inflationary expectations at excessively
low levels of price stability may very well block variation in the inflation rate: it is
much easier to bring down inflation from arate of 4 or 5% by creating economic slack
than when inflation is running at 2%. With inflation aready that low, economic actors
do not really expect further disinflation, maintain inflationary expectations around
2%, thereby preventing actual inflation to fall below 2% despite the fact that there is
substantial slack in the economy (in technical terms, both the short run as well as the
long run Philips curbs become amost horizontal!). In that case, a trade off between
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inflation and growth does not exist, not even in the short run. A central bank can
pursue expansionary policies and bring down unemployment to a certain point
without having to fear an acceleration of inflation. For the ECB, with its rather low
price stability target, this implies either increasing the range of the inflation rate
target, or it implies recognising that such low levels of inflation can hide substantial
economic slack and that opportunities to maximise growth within this extreme tight
price stability target should not be missed.

Thirdly, it is important for monetary policy to act in a ‘forward looking way’.
Monetary policy impacts on the economy with certain time lags, so it is important to
be ahead of developmentsin order to compensate for them at the right moment. If not,
inflationary developments or growth deceleration becomes more entrenched and more
difficult to counterbalance. Here again, avoiding asymmetrical monetary policies is
important. A monetary policy regime that acts prematurely in upswings but lags
behind the cycle in downswings creates a business cycle pattern of short and weak
upturns and long and drawn-out downturns. The latter can be observed clearly in the
euro area.
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Chapter V
Bad reasons not to cut interest rates

Rates are already very low

The real question however is whether rates are low enough! An intuitive answer to
thisisto say ‘no’. If rates were low enough, then the euro area economy would be
going through a real recovery and not adding even slack to its stock of underutilised
production possibilities. This intuitive answer can be confirmed by applying a‘ Taylor
rule’ in which both price stability and the deviation from the production frontier are
given an equal weighting. With an output gap expected to reach -2% of GDP in
2005/2006, inflation expected to fall to 1.3% in 2006 (both OECD figures) and a
neutral nominal interest rate of 4% (based on historical trend values as well as the sum
of inflation target and potential growth), one can arrive at an appropriate interest rate
for this point in the business cycle of 1.3% (4 —2-0.7).

Graph XI1I
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Another way to confirm this intuition is to look at policy rates in neighbouring
countries while keeping their particular situation on the inflation and growth front into
account :

Sweden, with a similar inflation rate expected for 2006 as the euro area (1.4%)
but with an economy operating close to potential, has reduced interest rates to
1.5%.
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Switzerland has the same real interest rate level as the euro area (both nominal
rate and inflation at 0.7%, so in nominal terms quite low) but the output gap is
substantially lower than the euro area (-0.5 versus -2%).

The US until recently drove nominal interest rates down as far as 1%, thereby
generating negative real interest rates.

Finally, alook at long term interest rates and the different monetary policy situations
around the world reveals a striking anomaly for the euro area. Despite the fact that the
euro area is the only region in the world that is still struggling to overcome the
downturn, real long term interest rates, corrected on the basis of 10-year inflation
expectations, are not really that low in the euro area. The US (which is economically
steaming ahead), Switzerland and Japan have much lower long term real interest rates.
A cut in euro interest rates, accompanied with public language on policy rates
remaining low as long as it takes to secure a decent recovery, can correct market
expectations on future short term interest rates, thereby bringing euro area long term
rates lower.

Tablelll
10 year 10-year Real long term | Short term
consensus nominal bond | interest rate interest rate
forecast for yield
inflation
Euro Area 1.8 35 1.7 2
Switzerland 14 2.1 0.7 0.8
Japan 1 13 0.3 0
us 25 4.3 18 35
UK 2.4 4.6 2.1 45
Canada 2 4.2 2.2 2.6

Thereisexcessive liquidity around

Has the mistake from 2000 not been learned? In '99-2000, the ECB hiked interest
rates, notably based on too high growth of monetary liquidity. This policy succeeded
in shutting down the internal demand motor of the euro area. Afterwards however, it
appeared that the M-3 statistics, on which monetary tightening had been based, were
erroneous. In particular, they failed to correct for the fact that a lot of this so-called
excess liquidity had been held in foreign hands and was therefore not available to be
spent and to push up inflation in the euro area. After correcting this error, it appeared
that liquidity had not moved that fast after all! This was probably also the reason why
the ECB’s 2003 review of its monetary policy tuned down the role of the ‘monetary
pillar’ and put real economic analysisin the forefront.

Against this background it is amazing to observe that the statistics on monetary
liquidity resurface are again being used to push for interest rate increases at an
entirely inappropriate moment. A sizeable part of the huge growth in liquidity over
the more recent couple of years has to do with insecurity and investors looking a safer
place to invest after the stock bubbles and mischief with crony corporate governance.
This part of short term investments is not there to be spent and does not represent an
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inflationary danger. Nevertheless, the ECB has started to refine its statistical
instrument and is now excluding from M3-growth the part that is held because of
‘investment motives'. Very probably, this entails rather voluntaristic methods, making
this ‘corrected corrected M3 figure' rather unreliable. M3 statistics failed monetary
policy decision makers once, will they do so twice?

Graph XIV

Wagesarerigid

Related to the previous point is the argument that the ECB faces an economic
environment in which any boost to economic activity would immediately be
inflationary because compensating forces (wage moderation coming from high
unemployment) are not at work in the euro area. Thisis completely at odds with what
is happening on the ground, as it has been described in the first part of this paper.

We stress our point by referring to atable, taking from a recent study commissioned
by the DGII. This table shows that wages in the euro react in a strikingly similar way
in relationship to unemployment as is the case in the ‘flexible' US economy (see first
columns of the table).
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TablelV

Countries should first implement structural reform of the labour market

By calling for more structural reform before considering loosening monetary policy,
the ECB is in fact assuming that actual unemployment in the euro area is completely
‘structural’. However, the fact that there is accelerating wage moderation contradicts
with this assumption. If anything, the faling trend in wage increases imply that a
certain part of total unemployment is cyclical and can be brought down by macro
economic demand policies.

Moreover, it isincorrect to pretend that member states have not taken any action at all
to reduce structural unemployment. A brief overview of recent actions on reform of
labour markets:

Germany: Hartz reforms and easier firing of workersin SMEs

France: more flexible rules for hiring/firing part time workers, increase in
legal overtime hours from 120 to 220, more exemptions for SMEs on 35-hour
week, new working contract without any firing restrictions in return for
temporary higher unemployment benefits (proposed change).

Italy: more flexible rules for hiring/firing part time workers, SMEs to have
more flexibility in hiring/firing, @arasubordinare’ or workers excluded from
social security.

According to the textbook economic model the ECB is using, every single reform
action should have worked to reduce structural unemployment and this should have
provided room for monetary policy to act and trandate the structural reform effort
into more jobs. The ECB however has not reacted upon these reform efforts and has
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instead left interest rates unchanged for atwo year’s period. It appears that in the euro
areathe lower nominal interest rate bound is not zero, it is a self-inflicted 2% because
the ECB has chosen to refuse negative real interest rates.

This self inflicted 2% lower bound also raises the question what happens when
structural reform is pushed through even more harshly, thereby intensifying the
process of excessive wage moderation and increasing the downwards risk to price
stability. If the ECB in such a case hangs on to its 2% threshold, the disinflation spiral
will not be halted. Dogmatic monetary policy thinking such as this is
counterproductive both for price stability (not in the sense of inflation but in the sense
of deflation) as well as for the willingness to engage in further structura reforms
(why reform if this does not bring jobs but deflation risk?).

Not the euro area but some membersarein trouble

It is rather peculiar having to point out to central bankers that the ECB’s monetary
policy should target the average situation in the euro area, not individual member
states. As such the average situation of the euro areais pretty alarming, as can be seen
from the estimates on economic slack as presented by the OECD. According to the
OECD, output in the euro area is 2% of GDP below potential and is expected to
remain so also in 2006.

Indeed, and as the next graph shows, there is substantial deviation behind this euro
area average. There are indeed countries where slack is more limited (Ireland, Spain)
or that are even moving along the road to a possible overheating of their economy
(Greece, Finland).On the other hand there are also countries (Netherlands, Portugal)
that are into deep cyclical trouble. In the Netherlands and Portugal, the negative
output gap is running as high as 4% of GDP! Both the minimal as the maximal under
cooling can be explained by country-specific policies. In Ireland and Finland, fiscal
policy loosened significantly, thereby preventing the economy getting caught in the
slowdown. Spain on the other hand is still enjoying the (long term) interest rate
windfall EMU has presented it. The Netherlands and Portugal on the other hand are
actively pursuing pro-cyclical tightening, so their dismal economic performance in the
present cycle does not come as much of a surprise.

Graph XV
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Output gaps : Behind the euro area average
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Nevertheless, the overall picture is one of generalised slack in a mgjority of euro area
countries. Even Spain, one of the best performers over the past years in terms of
growth would stand to benefit from a reduction in the negative output gap induced by
agenera interest rate cut.

Moreover, the issue here is primarily one of scoring up confidence in the economy, to
be backed up by rate cuts. The impact of such an exercise of confidence can be
expected to impact especially on countries where confidence is extremely lagging. In
this way, a correction of monetary policy ‘talk’ (see previous chapter) can help to
reduce economic imbalances inside the euro area. Finally, nationa policies also do
matter: if the ECB succeeds in ‘acting and talking’ the euro area economy up, then
countries such as Ireland and Finland have the chance to revert their fiscal policy
stance, thereby again reducing economic divergence inside the euro area. This policy
scenario is to be preferred over a policy scenario whereby the ECB, abusing the aibi
of too much divergence between member countries, would continue its ‘wait and see
attitude’, thereby letting the economic situation go from bad to worse for everyone.
Whereas the economic situation is as such that some countries would not be hindered
too much by such a policy (al small countries such as Ireland, Finland, Greece) it
would mean disaster for amost all other countries. One fails to see how this would
help to reduce economic divergence inside the euro area.

*kkkk*%k
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