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ABSTRACT

Eurosystem Monetary Targeting: Lessons from US Data*

Using a small empirical model of inflation, output and money estimated on US
data, we compare the relative performance of monetary targeting and inflation
targeting. The results show that monetary targeting would be quite inefficient,
with both higher inflation and output variability. This is true even with a non-
stochastic money-demand formulation. Our results are also robust to using a
P* model of inflation. Therefore, in these popular frameworks, there is no
support for the prominent role given to money growth in the Eurosystem’s
monetary policy strategy.
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NON-TECHNICAL SUMMARY

During the past few years, there has been a lively debate about the most
appropriate monetary strategy for the Eurosystem. The Eurosystem’s
announced strategy appears to be a combination of a weak type of monetary
targeting and an implicit form of inflation targeting. Although the Eurosystem
has made it clear that deviations of money growth from a reference value will
be treated as a major factor in its policy decisions, this is only a weak type of
monetary targeting because the Eurosystem has rejected a simple formulation
in which money growth is an intermediate target variable to always be brought
in line with the reference value. Second, a key element of the Eurosystem’s
strategy is a broadly based assessment of the outlook for price developments.
This element contains the basic thrust of inflation targeting; however, some
important aspects of an explicit inflation targeting strategy, such as the public
comparison of an inflation forecast to an announced target, are absent.

In order to understand the potential for success of this mixed strategy for
monetary policy, our paper evaluates the relative performance of monetary
targeting and inflation targeting in a small empirical macroeconomic model. Of
course, an important difficulty for our analysis, or indeed any empirical
investigation of the policy choice faced by the Eurosystem, is the lack of a
data set with which to estimate an empirical model of the euro-area economy.
The 11 nations of the euro area have been bound together with a common
currency for only a very short period, so the appropriate post-union euro-area
sample is not long enough to provide useful estimates. Constructing synthetic
pre-union aggregates from the separate historical data for the 11 euro-area
countries is one alternative – although it is a somewhat ambiguous counter-
factual exercise. The experience of the United States is, in our opinion, at
least as relevant a guide. It is often noted that the euro area has many
similarities to the United States – obviously in terms of a monetary union – but
also in economic size and in the relative importance of external trade.
Accordingly, in analysing the relative value of monetary targeting and inflation
targeting, we use coefficients in our models that are estimated using US data.
Our models include a fairly simple version of the standard aggregate demand
and aggregate supply formulation as well as a so-called P model, which has
an enhanced role for money.

Our results show that monetary targeting is much more inefficient, in the
sense of inducing more variable inflation and output, than inflation targeting.
We get this result even after excluding parts of the sample period so as to
estimate a very well-behaved, stable money-demand equation. Furthermore,
this result is true even if we assume that there are no stochastic shocks at all
affecting money demand. Therefore, counter to conventional wisdom,
monetary targeting is inefficient even if money demand is stable and
controllable. This result reflects the fact that given the dynamics of how money



is related to the rest of the economy, money growth is a poor predictor of
future inflation. Thus, money growth is an inadequate indicator of risks to price
stability and should be given a low weight in Eurosystem monetary policy
decisions.

Intuitively, the inadequacy of money-growth targeting can be understood with
the help of the identity:

Inflation = Nominal money growth – Real money growth

If real money growth were very stable, there would be a high correlation
between nominal money growth and inflation. In this situation then, stabilizing
nominal money growth would imply stable inflation. In our model, and in real-
world economies, the dynamics of real money demand are such that real
money growth is far from stable. This is also true even if there are no shocks
to real money demand, because there are still shocks to the determinants of
money demand. Therefore, in our model and the real world, stabilizing
nominal money growth does not imply stable inflation.
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