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I Introduction

 It is both an honour and a pleasure for me to participate in the celebration of the 75th  anniversary of the founding of the Bank of Greece.  This ceremony, which is being honourd by the President of the Republic and the Prime Minister, marks the birth of a great institution in Greece and an important member of the Eurosystem.  It is also an institution close to my heart as I spent a large part of my professional life at the Bank.  It goes without saying that I am delighted to be once again in familiar surroundings among the colleagues and friends who have joined us here today. 

Anniversaries are occasions for celebration and reflection. They are occasions for celebrating the accomplishments of the past and for reflecting about objectives and perspectives for the future. Indeed, anniversaries provide an opportunity to link future and past: to set or reconfirm goals and strategies in order to meet future challenges in the light of past experience.

The Bank of Greece has justifiably many reasons to celebrate and feel proud of its achievements. The Bank is relatively young compared with some other European central banks – unless we start counting years from the establishment of one of its forerunners: the Treasury of the City of Athens on the island of Delos, about 500 years B. C. In those days, however, they made no distinction between fiscal and monetary authorities. Classical Athens, therefore, had to face the consequences of not respecting a cardinal principle of central banking: the necessary division of responsibilities between those “who spend and tax” and those who must safeguard the real value and stability of money. This was not after all considered essential at the time of commodity (metallic) money. In modern times, the Bank of Greece, since its establishment 75 years ago, has contributed greatly to the economic and social welfare in our county. The Prime Minister and the Governor both referred extensively to the Bank’s contribution and there is no need for me to elaborate further. At present, the Bank can look forward to continuing this tradition of excellence in performing its tasks and attaining its goals. It will have to do so, however, within the new economic environment and the institutional framework which have been established as a result of the process of European integration and the introduction of our new, common currency, the euro. 

In line with the character of today’s event, I would like to take a long-term view and discuss some fundamental issues regarding the chief objectives and tasks of central banks, with special emphasis on their role in an enlarged European Union and euro area. I will concentrate on issues relating to monetary policy, the main central bank task.   These issues are closely related to the more general economic goals and policy challenges we are facing in Europe. 

II Growth and stability: some key policy issues
It is generally agreed that macroeconomic policy has two main objectives: high growth and low inflation. [Indeed, policy makers have often argued: the higher the rate of growth the better, without paying sufficient attention to the need to ensure the sustainability of growth; they have also argued: the lower the rate of inflation the better, provided of course that the negative territory of deflation is avoided]. In pursuing these objectives,  policy makers must give answers to a number of crucial questions:

· Are these two objectives related and interdependent?

· Can they be achieved simultaneously and sustainably by the available policy instruments or are they “competing” goals, necessitating difficult choices and welfare assessments regarding their comparative importance?

· Are the available policy instruments sufficient and effective for attaining both these goals in the short run as well as in the long run?

· Is there an optimal assignment of policy instruments to the objectives, in the sense that one type of policy, i.e. monetary or fiscal, is more effective in controlling aggregate output and prices over time? 

These questions have been debated extensively and intensely in the past by policymakers, academics and commentators. A significant convergence of views regarding the appropriate answers has been achieved over the past twenty years. In fact, I believe that a marked consensus has been reached on some of these issues among economists and policymakers, which was particularly strong in the early 1990s. This led the political authorities to legislate mandates for central banks, which define their policy priorities, and to impose constraints on the conduct and stance of fiscal policies. The aim of these mandates and constraints is to help achieve the macroeconomic goals in an effective and sustained manner.

The Treaty on the European Union, together with associated protocols and Council decisions, provide the most relevant case. The Treaty clearly defines the objectives and relative priorities of the European Central Bank and the European System of Central Banks. It unambiguously states that the “primary objective” of the single monetary policy is “to maintain price staibility”. It also states that, provided the attainment of this overriding objective is not jeopardised, monetary policy “shall support the general economic policies in the Community” so as to “contribute to the achievement of the Community’s objectives”. These include “sustainable, non inflationary growth”. Moreover, the Treaty and associated documents set constraints on budgetary positions over the medium term and define procedures aimed at preventing and correcting deviations of such positions from the desired norms. The provisions of the Stability and Growth Pact were adopted precisely because it was accepted and agreed that budgetary discipline is necessary both for the support of the stability-oriented monetary policy and for the establishment of financial conditions conducive to sustained growth. 

Nevertheless, changing economic conditions, especially the disappointing growth performance of the European economy in an environment of subdued inflationary pressures, have rekindled the debate on the role of monetary policy in supporting economic growth.  This debate has been partly triggered by the perceived greater attention to the growth objective paid by other central banks notably the Federal Reserve System in the United States. It seems, therefore, an opportune moment to reassess the general issues referred to earlier concerning instruments and policy goals; in particular the role of monetary policy in fostering sustainable growth while maintaining price stability. This assessment requires answers to a number of pertinent questions:

· Can monetary policy contribute to faster long-term growth and how can it do so?

· Can monetary policy help stabilise the economic cycle, that is, can it help minimise short-term output fluctuations around the economy’s long-term potential growth path? 

· What are the necessary conditions that must be established so that a central bank can effectively deliver price stability and contribute to the attainment of faster growth?

· What is the role of economic policies –fiscal and structural – in promoting growth? How can they support or constrain the conduct of monetary policy and its effectiveness in maintaining price stability and fostering growth? 

I will answer these questions in general terms, but I will also focus on issues that are particularly relevant for the euro area, as well as for the conduct of economic policies in individual Member States. 

 III  Growth and Stability: some facts and comparisons 

The answers to the questions concerning the role of monetary policy in fostering faster growth combined with price stability are not only of general (or academic) interest; they are especially important and relevant for Europe at present, in the light of the unsatisfactory average growth performance of the European economy over the past twenty years, including the four and a half years since the introduction of the euro. A few figures are sufficient to highlight this disappointing fact. The average annual growth rate in the 12 countries that make up the euro area since the beginning of the 1980s has been 2.1%. Dividing this period (1981-2002) into two, the 18 years before the launch of the euro and the four years (1999-2002) after its introduction, does not lead to a different conclusion. Indeed, it is rather noteworthy that average annual growth in these 12 countries during these two periods was almost the same. This figure compares unfavourably with the average growth of 3% in the United States since the beginning of the 1980s and especially its growth in recent years.

Although trend growth has remained moderate in the euro area for more than 20 years, the progress made during the same period in attaining and maintaining price stability has been impressive (See Chart 1). In the early 1980s, inflation had reached a level of almost 12% in Europe following the oil shocks of the 1970s and also as a result of the accommodative monetary policy pursued. During the 1980s and 1990s inflation steadily declined, reaching a minimum of 1.1% in 1998 and 1999. Since the introduction of the single European currency, inflation in the euro area has averaged precisely 2%, in line with the ECB’s definition of price stability. It is interesting to note that inflation developments in the US were broadly similar to those in Europe (see Chart 3). Indeed, average inflation in the 12 euro area countries since the beginning of the 1980s has been 4.1%, half of a percentage point higher than the corresponding average in the US, while since the establishment of the European monetary union, the average euro area inflation of 2% is lower by half of a percentage point than the average US inflation. 

The decline in inflation since the early 1980s and the maintenance of price stability since the late 1980s in the euro area has to be attributed to the consistent anti-inflationary stance of monetary policy. 

The reduction of inflationary pressures in Europe as well as worldwide, was also facilitated by globalisation, deregulation, and technical progress which have increased competition and enhanced productivity growth. At the same time, however, and especially over the last five years, the euro area economy has also been subjected to several sizeable adverse price shocks that increased inflationary pressure. Overall, monetary policy has played a decisive role and proved effective in attaining and maintaining price stability in Europe as well as in the US. The facts and comparisons I have presented point to a few additional conclusions. During the rough 20 year- period of disinflation, the growth performance of the euro area economy remained modest and unchanged on average. At the same time output volatility declined, an outcome can be attributed to a considerable extent to the effects of price stability. Thus, an environment of low inflation has been conducive to output stability and growth and has enhanced in many other ways society’s economic welfare. On the other hand, it appears that conditions of price stability have not proved sufficient to achieve faster long-term growth. Such conclusions, however, can only be tentative. In order to reach definite conclusions we must examine thoroughly what economic theory and available empirical evidence can tell us about the role monetary policy can play in fostering growth while maintaining price stability.

IV Monetary policy and long-term growth

When assessing the role of central banks in fostering economic growth, it is important (both for conceptual and for policy reasons) to distinguish between the potential effects of monetary policy on long-term growth and its influence on economic activity and the rate of growth in the short and medium run. One reason why this distinction is useful is that both theory and evidence suggest that long-term growth is determined primarily by non-monetary factors (at least under conditions of low or moderate inflation). Consequently, any permanent effects of monetary policy on trend growth are likely to be relatively modest, although it can have a significant impact on economic activity over the medium term. According to the neoclassical theory, long-term economic growth is fundamentally determined by exogenous factors: the rates of increase of population and of technological progress. More recent endogenous growth models (e.g. Romer (1990, 1994))  relate technological progress to human capital, i.e. knowledge accumulation and investment in research and development, which can be influenced by policy instruments, such as public investment and tax incentives. Reforms that improve the flexibility of labour markets, as well as training and education, can also increase potential growth endogenously by enhancing labour utilisation (the employability of the unemployed). The expectation that monetary policy may have a modest effect on long-term growth does not imply that such an effect is insignificant. Even a small permanent impact on the annual growth rate, compounded over a long period, can lead to a major change in living standards. 

The contribution of monetary policy to long-term growth has long been the subject of theoretical and policy debates among economists. As in any theoretical discussion, the conclusions drawn depend on the assumptions built into the theory. In this case crucial are the assumptions regarding the role of money in the economy, as an asset that can facilitate the transfer of wealth across generations, as a factor of production, and as a means of financing or a factor constraining investment and consumption spending. The theoretical analyses concerning the effects on long-term growth of a permanent easing of monetary policy – that is of a permanent increase in monetary growth and thus inflation – have not led to unambiguous and robust conclusions. According to some theoretical models, originating in a seminal contribution by Tobin (1965), a permanent increase in monetary expansion can have a lasting, positive effect on growth. The reason is that higher inflation and the resulting lower own rate of return on money balances induces economic agents to shift a larger part of their wealth into real capital assets. This, in turn, generates an increase in the capital stock and a higher level of output per person in the long run. Even though this strand of theory has become more sophisticated and complete over the past decades, serious questions still remain regarding the robustness of the findings, and – most importantly –  the plausibility of the underlying assumptions. Moreover, such a positive relationship between inflation and long-term growth, if it exists, must be valid for relatively low rates of inflation, otherwise we would reach the absurd conclusion that hyperinflation would drastically improve the real economy’s performance. 

There are also theoretical paradigms supporting the view that “money is superneutral”, namely that a permanent change in money growth has no lasting effects on real variables – such as the real interest rates, capital accumulation and long-term growth. There are also theoretical models based on alternative and more general assumptions about the role of money in the economy, incorporating features of endogenous growth theories, and allowing for the presence of nominal rigidities in the economy (for example, in the tax system) which lead to the conclusion that a permanently faster monetary expansion, causing higher inflation, results in lower capital accumulation and output growth. The wide spectrum of models and associated results has led economists to express the view that theory does not enable us to reach definite and robust conclusions about the likely effect of monetary expansion on long-term growth, since “equally plausible models yield fundamentally different results”. 

It may not come as a surprise to you that I, together with my central bank colleagues, have drawn a less agnostic conclusion. There are several reasons for this. First, the theoretical growth models that employ more general and realistic assumptions regarding (i) the role of money in the economy, (ii) the factors and processes determining long-term growth, and (iii) the existence of institutional structures resulting in nominal rigidities in the economy, imply that a more expansionary monetary policy leading to permanently higher inflation will have, or it is likely to have, a negative effect, or at best a nil effect, on long-term growth. Second,  models of economic growth that incorporate the role of money and of monetay policy typically do not capture at all, or adequately, the negative effects on economic activity and growth of the increased uncertainty caused by high, variable and unanticipated inflation.  This uncertainty impairs the efficiency of market mechanisms and adversely affects real investment, capital formation and growth.  Moreover, the distributional wealth and income effects of unanticipated inflation across generations and among social groups not only has arbitrary and undesirable social consequences, but can also adversely influence saving and growth.  Furthermore, inflation, even a low rate of inflation, can induce distortions resulting from its interaction with tax system that are specified in nominal terms.  For all these reasons and more, inflation can be expected to reduce economic growth.

Theoretical arguments, however, and their underlying assumptions can be challenged. Their validity must be tested on the basis of the available empirical evidence. Moreover, the guantitative significance of the predictors by theory on impact of inflation on growth must be assessed. For we can all agree that “the proof of the pudding is in the eating.” The majority of a long list of empirical studies produced over the past two decades find that inflation and long-term growth are systematically and negatively related. As could be expected the negative effects of monetary expansion anflation on long-term growth are stronger when inflation is higher.  A number of recent studies has established a negative association between long-term inflation and growth, even when inflation is moderate or low on about 3%.  These findings, which are obviously of relevence for the European economies, demonstrate, to paraphrase the well known warning to smokers, that “inflation is hazardous for the health of the economy” even in relatively small dozes. Very few emprirical analyses have estimated a positive long-term relationship between inflation and growth, which holds for very low results of inflation. The rubustness, however, of these results is questionable.

The policy conclusions that can be drawn from this review of economic theory and available evidence are two:  first, monerary policy cannot be expected to increase economic growth sustainably by tolerating higher inflation.  It can, however, promote sustainable growth by maintaining environment of price stability.  If, however, monetary policy cannot raise long-term growth, it is natural to ask whether monetary policy can play a role in stabilising short-term output fluctuations.

V    Monetary policy, economic cycles and inflation dynamics

Can monetary policy help stabilise the economic cycle?  And if a counter-cyclical monetary policy is feasible, would it also be desirable, in the sense that can it be implemented effectively without jeopartising the attainment of price stability?  These questions have been widly debated since Keynes (1936) made the case for stabilization policies in general and monetary policy in particular, at least under certain circumstances.  The debate is still active and intense today, both among academic economists, as indicated by a recent important paper by Robert Lucas (2003) as well as among policy makers concerned about the recent weak performance of the European economy and its anticipated modest recovery.

Before addressing the issue of the feasibility and desirability of a possible counter- cyclical role for monetary policy, it is useful to briefly assess the need for and scope of such a role. Raising this issue may seem surprising, given the cyclical behaviour of economic activity over the last three years in Europe and globally.  A more long-term assessment is warranted, however, since the potential for stabilisation policies depends on the size, nature and causes of cyclical output fluctuations.  Several studies strongly suggest that agregate output volatility has steadily decline and recessions have become milder in most undustrialized (except in Japan) over the past twenty years.  The apparent moderation of the economic cycle is attributed to several factors: the increasing relative importance of services in aggregate output, continuous advances in information technology, which foster higher productivity growth, improvements in inventory management, as well as the stabilizing effects of globalisation, financial liberalisation and of macroeconomic policies.  In particular, the successful disinflation of the 1980s and the 1990s and the focus of monetary policy on securing price stability     has contributed to reducing output volatility.  Thus, the trend decline in output volatility in industrialized countries seems to limit the scope for a counter-cyclical monetary policy.  Nevertheless, the magnitude and frequency of several types of shocks, for example oil shocks, cannot be predicted on the basis of past experience.  Furthermore, recent developments suggest that new sources of instability may appear.   For example, large swings in asset prices to levels which deviate substantially from estimates of equilibrium values (consistent with fundamentals) and the excessive growth of debt can cause or accentrate real output fluctuations.  In fact, a number of pronounced fluctuations in industrialized countries have been associated with asset prices cycles.  Hence, there is renewed interest in the potential role of monetary policy in stabilising fluctuations, particularly in an environment of low inflation.

The feasility and effectiveness of a countercyclical output stabilising  role of monetary policy hinges, of course, on whether it can influence aggregate real output significantly and in a reasonably predictable way in the short run and in the medium run.  The theoretical analyses and empirical investigations  concerning this issue are extensive.  I do not intend, I should say I do not dare, to provide even a brief review of the alternative approaches which have been employed, the sometimes conflicting results which have been presented, and the opposing views which have been expresse concerning their policy implications.  I will limit myself to some key, and I believe by now generally accepted, conclusions drawn from modern theory and some empirical results relevant for the euro area economy.

These conclusions are based on what can be called a consensus theoretical macroeconomic framework which combines both neoclassical and New Keynesian elements.  It captures the behavior of forward-looking economic agents who attempt to take optimal decisions over time and have “rational” expectations which are based on all available information, including the anticipated behavior of policy makers.  At the same time, such a framework allows for market imperfections and nominal rigitities which play and important role in shaping the dynamics of aggregate output and inflation and the transmission of the effects of monetary policy on the economy.  Such a framework provides the basis for econometric models employed by central banks, including the European Central Bank, to estimate the dynamic behavior of output and prices and study its links with the instruments of monetary policy.

The modern consensus theoretical framework and the available empirical evidence suport the view that, in general, monetary policy can influence significantly economic activity in the short and the medium term.  The magnitude of this effect and its transmission through the economy over time depends on a host of factors:  behavioral and structural parameters, institutional features of markets which can affect the nature and speed of their adjustment to shocks and to policy changes, and the public’s and market expectations.  Needless to say, the values of these parameters are not known with certainty and they may also vary depending on the cyclical position of the economy.  Furthermore, the effects of monetary policy on output and inflation over time depend crucially on the nature of the public’s expectations.  As a result, both the magnitude and timing of its effects is uncertain, varies over time and may change in unpredictable ways in response to policy-induced shifts in expectations.

What can be available empirical evidence tell us about the features and dynamics of the monetary policy transmission mechanism?  The empirical studies of this mechanism are numerous for the US and other industrialized countries.  The available evidence for the euroarea economy is new and relatively limited.  Yet, the evidence obtained by researachers at the European Central Bank and other central banks of the Eurosystem is particularly important and relevant, including the finding that there are important similarities in the cyclical behavior of the euro area and the US economies and in their responses to monetary policy.  I would like to briefly mention three general results.  The first is that a change in the monetary policy stance, i.e. a change in the key central bank interest rate leads to an adjustment in output that reaches a peak after a period of between one and two years and then gradually diminishes to zero.  The response of the price level is typically estimated to be much more gradual but the effect is permanent.  These pattern of response emerge consistently across a variety of empirical models. But the time profile of these effects cannot be estimated with precision. Moreover, the effects of monetary policy on output and the price level do depend on the cyclical conditions of the economy, the initial level of interest rates and the direction of the change in the policy stance.

What are the implications of the theoretical and empirical results for the effectiveness and thus desirability of a counter-cyclical monetary policy? The answer is that although monetary policy in principle can play a stabilizing role, in practice the implementation of a stabilising policy is very difficult and it may prove to be ineffective or even counterproductive in the sense that it may lead to an increase rather than a moderation of output volatility. The effectiveness of a counter-cyclical monetary policy is limited by the uncertainty regarding the magnitude and the time-lag in its effects on output. Other factors limiting the scope and prospects for success of a counter-cyclical policy are the uncertainties in assessing the precise cyclical position of the economy (the size of the “output gap”) and in identifying the types of shocks and their propagation through the economy. Another reason why it may not be desirable for monetary policy to play an active stabilisation rote is that there is evidence that a large part of the cyclical variation of output can be attributed not to nominal or demand shocks but “real” shocks, e.g. related to technological change [Lucas, (2003)], such shocks can not be effectively offset by monetary policy.

These considerations have led me to conclude that the conduct of an activist, fine-tuning countercyclical monetary policy involves risks which can outweigh potential benefits and should be avoided under “normal circumstances” i.e. when the central bank is confronted with cyclical fluctuations of average magnitude. Nevertheless, it is possible to envisage “particular circumstances”, triggered by severe shocks, when monetary policy can play a role in stabilising output around its potential growth path. Such a policy would have to be implemented with great care and in a manner that is consistent with the central bank’s commitment to its primary objective of maintaining price stability. This would require a clear and convincing explanation for such a policy so that public’s expectations and the central bank’s credibility would not be adversely affected. Past experience shows that there have been occasions when monetary policy played successfully a stabilising role. There have also been many occasions, however, when ambitious attempts to fine-tune the economy failed  and  resulted in increased inflationary pressures and output volatility.

VI The role of monetary policy 

The foregoing review and assessment of theory and available evidence leads to a number of general conclusions regarding the impact of monetary policy on the economy and its role in securing price stability and fostering economic growth. The empirical evidence overwhelmingly confirms that monetary policy can effectively control the price level over the medium and longer run. Inflation may not be everywhere and always a monetary phenomenon, as Milton Friedman once claimed. Nevertheless, inflation is fundamentally a monetary phenomenon in the sense that monetary factors and central bank policies dominate and determine the evolution of the price level over time. Consequently, it stands to reason that monetary policy is assigned as its primary objective the attainment and maintenance of price stability.

This task is not straightforward, however, because the dynamics of inflation are complex, especially in the shorter run, being influenced by a variety of non-monetary factors and policies.  Moreover, the relationship between inflation and monetary policy instruments is also complex. It is partly conditioned by developments in the real economy and is heavily dependent on the nature of inflationary expectations and their effects on price and wage setting as well as on financial markets. These expectations are shaped by the actions – current and anticipated – of central banks. Hence, the formulation and conduct of monetary policy inevitably is based on our imperfect knowledge of a complicated transmission mechanism. Monetary policy must guide and anchor the public’s expectations to the objective of price stability. To this end, it must have a forward-looking and medium to long-term orientation. Relevant policy decisions cannot be based solely or primarily on current developments and short-term considerations. They must be consistent with and help to ensure stability over the longer run. This is a challenge for central banks, which requires their commitment to the stability objective and the support of other policies. 

With regard to the effects of monetary policy on economic activity, theory and evidence on the whole support the view that it cannot have a positive direct effect on the long-term rate of growth, although it can promote growth indirectly by establishing an environment of price stability. In contrast, an overambitious, expansionary monetary policy aimed at supporting growth above the economy’s productive potential is bound to fail. In fact, if it persists it will adversely affect trend growth, owing to the rising inflation it will generate. Over the medium term, a change in the monetary policy stance can have a powerful effect on the level of economic activity, but this effect diminishes and dissipates over time. The available empirical evidence in general, and for the euro area in particular, implies that monetary policy cannot affect either the rate of growth or the level of aggregate output in a systematic and permanent manner. Price level and aggregate output developments are therefore not interdependent and cannot be controlled simultaneously by monetary policy alone in the long run. 

The preceding observations lead to two final conclusions regarding the role of economic and monetary policies, particularly in Europe. First, they confirm the appropriateness of the ECB’s mandate, which assigns price stability as the primary objective of monetary policy. Second, they also confirm the relevance and validity of important principle of economic policy, advanced by Jan Timbergen, who was awarded the first Nobel Price of economics.In line with this principle, in order to achieve the two macroeconomic policy objectives of high growth and price stability, which ultimately are not directly interdependent, it is necessary to employ at least two sets of policy instruments that can have an impact on each of these objectives. The optimal assignment of policy instruments to objectives should depend on the relative effectiveness of these policy instruments in influencing aggregate output and the price level systematically and permanently.

VII  The effectiveness of monetary policy 

 The main policy instrument for increasing long-term growth in Europe are structural reforms and policies to improve productivity and market flexibility which can increase potential growth and the international competitivenss of the European economy. Reforms should aim at removing  remaining obstacles to the efficient utilisation of reserves by improving the functioning of market mechanisms. A complementary means for raising trend economic growth is the implementation of policies to increase investment in human and physical capital, support innovation and entrepreneurship, and strengthen competition. 

The Lisbon reform agenda aimed at making the European Union the “most competitive and dynamic knowledge-based economy in the World by 2010” remains appropriate. The key issue is to implement these reforms in a timely and effective manner. The pace and scope of reforms were rather disappointing until this year when some progress has been made towards addressing the structural weaknesses of the economy, notably in the labour markets and in pension and health care systems. More comprehensive and determined reform efforts will be needed, however, to achieve the objectives of the Lisbon agenda. 

The envisaged structural reforms in Europe will not only increase its long-term growth and improve its international competitiveness. They will also enhance the effectiveness with which monetary policy can achieve its objectives. By raising productivity growth and increasing the flexibility and speed with which labour and product markets respond to shocks and policies, structural reforms will favourably influence the monetary transmission mechanism. This will enable monetary policy to offset shocks and secure a return to price stability faster and with reduced output volatility.

The twin objective of faster durable growth and stability in Europe can not be secured, however, by assigning primary responsibility for price stability to monetary policy and  for sustainable growth to structural reforms. It is essential that a prudent budgetary policy complements and supports central bank policies and structural adjustment efforts. Fiscal policy has, of course, an important role to play in the implementation  of the structural reform agenda, via growth-enhancing spending measures and by establishing a tax system and incentives that can promote investment. But sound public finances are necessary for supporting a stability-oriented monetary policy over the medium and longer term. Sound public finances are also conducive to faster sustainable growth. There is ample evidence to support this statement. Moreover, the experience of many countries demonstrates that credible medium-term fiscal consolidation policies have often been followed by an acceleration of growth as a result of increased investor and consumer confidence and the implementation of an appropriate mix of fiscal measures and restructuring. At the current juncture, when public finances in a number of member states have seriously deteriorated, in some cases breaching the 3% of GDP deficit limit of the Stability and Growth Pact for a number of years, there in an urgent need for substantial and timely corrective measures in line with the requirements of the Pact. It is especially important for the attainment of the growth objective not to undermine the effectiveness and credibility of the Pact as a framework that can ensure sound public finances over the medium and longer run.
VIII Coping with heterogeneity in a monetary union 

Thus far, I have dedicated my speech to the broad issues of economic and monetary policy, and I have focused on the euro area as a whole. And I might also have ignored the recommendation [so pointedly expressed by the American publicist Dorothy Sarnoff, namely] to “make sure [I] have finished speaking before [my] audience has finished listening.” Nevertheless, before concluding, allow me to touch upon policy issues of relevance at the national level, both for current Member States and our future partners in the acceding countries. However, I will be brief. “All politics is local” goes the famous quote, and the importance of appropriate domestic policies is even greater in a single currency zone, where a single monetary policy is conducted at the supranational level, which has to be accepted as a given in each of the member countries. National governments retain the competence for budgetary and structural policies, and it is their task to gear them towards growth and convergence. Our monetary policy is defined in a truly euro area-wide perspective. However, the aggregate data upon which we base our analysis and decision are precisely this: aggregations which – at times – mask great differences across the various countries of the single currency zone. Differences in growth rates and in domestic inflation are of particular relevance in this context. 
With regard to real GDP growth rates across euro area countries, the 1990s witnessed a significant convergence, as preparations for the euro got underway. During that period, all Member States made progress towards price stability and budgetary consolidation, which, together with moderate wage growth, have been (and continue to be) key elements in fostering the marked synchronisation of business cycles. Another important factor has been the decline in the exchange rate volatility and exchange rate uncertainty amongst the euro area countries, which has been accompanied by increasing intra-EU trade and investment flows.

That said, we have also read and heard a lot about the apparent cyclical divergence between a group of fast growing smaller countries [– including Greece –] and the more sluggish larger countries at the core. Let me make three brief remarks on this: First, the “tigers at the fringes” of the euro area economy were those which benefited particularly from the convergence of interest rates towards historically low levels. Nevertheless, the degree of dispersion of growth rates recorded in the second half of the 1990s was still lower than that observed in the 1980s and early 1990s. Second, over the past three years the pattern of GDP growth rates has converged again, not least due to the cyclical downturn which was triggered mainly by the “common shock” of a large fall in world trade. Third, interest rate convergence may have also greatly contributed to the cyclical synchronisation of domestic demand in the euro area. As a matter of fact, since the inception of the monetary union, we have observed not only the full convergence of short-term interest rates but also a sizeable convergence of long-term interest rates and a narrowing of disparities in real interest rates.

26. If this is good news, what about differences in inflation across the euro area? Recent studies show that after a significant decline in inflation differentials in the first year of EMU, differences have increased in 2000 and remained stable for the rest of the period until now. The size of the inflation differentials is not notably different from those observed across regions of the US. However, compared to the US, inflation differentials have been more persistent and therefore appears to be a phenomenon specific to the euro area. In one sense, different inflation developments in the different euro area countries were to be expected as “normal” corollaries of the introduction of the euro, given that relative price and wage flexibility as well as factor mobility are now increasingly important to address country-specific imbalances. 
So are these inflation differentials “benign”, or are they a reason for concern, given the effects on competitiveness? The answer depends on the underlying causes – and these are usually a combination of cyclical and structural factors. For instance, differences in real variables, e.g. productivity growth or catching up of real incomes, or idiosyncratic shocks to individual countries can be sources of diverging inflation developments – though these can be expected to be more or less transitory. Furthermore, inappropriate domestic policies or wage increases out of line with productivity and employment considerations, unsustainable extension of profit margins or untenable demand developments, e.g. caused by house price booms or stock market bubbles can also be identified as relevant reasons. However, many of the factors underlying inflation differentials can, and should be, addressed by policy-makers: for example, persistently higher inflation in a particular country might be due to existing rigidities of wages and prices and a lack of openness and competition in key industries. The remedies, notably liberalisation measures and structural reforms to make labour and product markets more flexible, are in the hands of governments and social partners.

The forthcoming enlargement of the Union – and, later on, of the euro area – will undoubtedly increase the heterogeneity of the EU economy. Given that all acceding countries are committed to the eventual adoption of the euro, and a number of them are eager to do so sooner rather than later, many observers had raised questions whether this would not put intolerable strain on the cohesion of the euro area and whether it would impair the proper functioning of the single monetary policy? 
27. These are serious questions, which require thoughtful answers, not least in order to properly communicate enlargement and foster public support. Let me point – briefly [and inevitably somewhat sketchily] – to three main arguments in this context: First, the ten acceding countries have undergone a remarkable economic transformation in the past decade, with high growth rates; inflation rates that are close to the euro area level; with relatively stable exchange rates; decreasing long-term interest rates and a gradual catching-up in terms of real incomes. That said, fiscal developments in certain countries, persistent current account deficits as well as financial sector developments and the employment performance will need to be carefully monitored.
28.  Second, the Treaty requires a thorough examination of the nominal convergence – and its sustainability – to assess whether the new joiners are ready for participation in EMU. Bearing that in mind, some acceding countries have recently reassessed their internal timetables for euro area entry, in recognition that an overly hasty entry into the euro area will entail costs which will have to be addressed later on. 
Finally, in terms of the impact of accession on the single monetary policy of the ECB, the impact of future new entries into monetary union on euro area aggregates should not be overstated: the combined GDP of new joiners amounts to around 6% of euro area GDP.
IX The role of the Bank of Greece within the Eurosystem

That said, enlargement will undoubtedly give a new quality to the EU, simply in terms of numbers, complexity and heterogeneity. But taking the longer view, as I should on an occasion like this, it appears only as yet another step in a continual process of evolution. As Heraklit rightly reminds us: “Nothing endures but change!” What is true for the grand design of the European construction is equally applicable to institutions, even such sedate ones as central banks. In what is becoming a closely integrated economic entity like the euro area, what is the role of a national central bank? On the occasion of the 75th anniversary of the Bank of Greece, this is a pertinent question. Probably it is also one that occupies the minds of many employees of this institution. A single currency requires a single central bank. However, given that Europe is not a single nation, but a group of nations, the central bank of the euro area – the Eurosystem – is organised along federal lines. Its structure could usefully be described as a “hub-and-spokes” system, with the ECB at the hub and the national central banks forming the spokes. Just as a wheel needs both to roll properly, the Eurosystem’s functioning rests on the “symbiotic” relationship between ECB and NCBs.

NCBs play an indispensable role in the performance of the tasks and functions of the Eurosystem, most prominently in the decentralised implementation of monetary policy, but also as regards the management of foreign reserves, the issue and handling of banknotes or the collection of statistics. Moreover, by virtue of their close connection to the banking and financial systems of their home countries, NCBs are particularly well-placed to make a decisive contribution to the Eurosystem activities on financial stability and prudential supervision. Especially in that latter field, we are likely to observe a more prominent role for central banks in the years to come. But also further “upstream” – that is, in preparing, taking and communicating policy decisions – the Eurosystem could not function without the dedicated contribution by the NCBs. Especially in terms of communication, the multilingual and multicultural character of the euro area places NCBs at the forefront when it comes to conveying the ECB’s policy messages to their domestic audiences. By virtue of their institutional position and reputation, built on often long traditions, such as the 75 years of this Bank which we are celebrating today, NCBs play a key role in informing public debate and fostering support for the Eurosystem as a whole.

That said, it is obvious that membership in the Eurosystem implies a qualitative change for a national central bank – and thus also for the Bank of Greece. It is unquestionable that many of the Eurosystem’s tasks can – and will continue – to be performed efficiently and effectively by NCBs. At the same time, a full duplication of central banking activities at all Eurosystem NCBs would certainly also be sub-optimal, especially when considering the prospect of enlargement. The pooling and co-ordination of operations in a sub-set of central banks, serving the system and its customers as a whole, might therefore be a better route to take. Following this path, which we have termed “the third way” between full centralisation and complete decentralisation, should help the Eurosystem to establish a balance which is consistent with our shared values for efficiency, effectiveness and transparency. Earlier, I urged national governments to press ahead with structural reforms to improve the performance of their economies. Now, I find it only right that we, the Eurosystem, should seek to lead by example when it comes to our own “structural reforms”. Change can be upsetting. But together, as a ‘team’ – a word aptly used by Jean-Claude in describing the Eurosystem – we can succeed. To that end, we can, and should, do more bring a true “team spirit” into our institutions, through staff exchanges and secondments, joint training programmes, mutual visits at all levels, as well as sports and leisure activities. Again, I suggest a comparison with the United States: just as employees of the various Federal Reserve Banks, be that in San Francisco, Chicago or Washington, all feel part of the Federal Reserve System, so I would like to see all staff within the Eurosystem develop a feeling of a “Eurosystem community”. 
X Concluding remarks
As I said at the beginning, anniversaries such as this one, are good occasions to combine a celebration of past achievements with a reflection on what lies ahead. Especially the latter part is tricky, however. Already two and half millennia ago, Thales of Miletus proclaimed that “the past is certain, the future obscure”. It need not be that daunting, despite the uncertainty that inevitably surrounds a forward-looking task like ours – monetary policy. This is because we have learnt from the past, from mistakes and successes. We, central bankers and the economics profession as a whole, have investigated causes and effects, tested hypotheses, analysed dynamics and processes. As I have illustrated extensively, maybe too extensively, we have come to solid and fairly robust conclusions about the role of monetary policy in attaining the objectives of stability and growth. What is more, these insights are enshrined in the “monetary constitution” of Europe, which provides a sound foundation for this Bank, and the Eurosystem as a whole, to successfully master the challenges of the future. So when, in another 25 years time, the Bank of Greece will celebrate its 100th anniversary, future speakers might wish to delve into the archives, to see what was said, back in 2003. My anniversary wish for this institution is that they will still be able to repeat my opening remark: “The Bank of Greece has justifiably many reasons to celebrate and feel proud of its achievements.”

Thank you very much for your attention.

References

Barro, R. J. (1997), Determinants of Economic Growth: A Cross-Country Empirical Study, The Lionel Robbins Lectures, The MIT Press, Cambridge, Massachusetts.

Blinder, A. S. (1998), Central Banking in Theory and Practice, The Lionel Robbins Lectures, The MIT Press, Cambridge, Massachusetts.

Fischer, S. (1994) “Modern Central Banking” in F.Capie et. al., The Future of Central Banking, Cambridge University Press, Cambridge, U.K.

Lohmann, S. (1992), “The Optimal Commitment in Monetary Policy: Credibility versus Flexibility”, American Economic Review, vol. 82, pp. 273-286. 

Meltzer, A. H. (1991), “The Fed at Seventy-Five”, in M. Belongia, ed., Moneaty Policy on the 75th Anniversary of the Federal Reserve System, Kluwer, Norwell, Massachusetts, pp. 3-65.

Papademos, L. (2003a), “Economic Cycles and Monetary Policy”, presented at the International Symposium of the Banque de France, Monetary Policy, Economic Cycle and Financial Dynamics, Paris, 7 March 2003.

Papademos, L. (2003b), “The Contribution of Monetary Policy to Economic Growth”, presented at the 31st Economics Conference, Fostering Economic Growth in Europe, organised by the Oesterreichische Nationalbank, 12 June 2003.

Persson, T. and G. Tabellini (1993), “Designing Institutions for Monetary Stability”, Carnegie-Rochester Conference Series in Public Policy, vol. 39, pp. 53-84.

Romer, P. (1990), “Endogenous Technological Change”, Journal of Political Economy, vol. 98, 


§§ 71-103.

Romer, P. (1994), “The Origins of Endogenous Growth”, Journal of Economic Perspectives, vol. 8, pp. 3-22.

Smets, J. and M. Dombrecht, ed., (2001), How to Promote Economic Growth in the Euro Area, Conference held at the National Bank of Belgium, May 2000, Edward Elgar, Cheltenham, UK. 

5
3

