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Evidence from the Financial 
Secretary on the Stability and 
Growth Pact and the European 
Central Bank 

1. In this Report we make available, for the information of the House, the oral 
evidence given to Sub-Committee A (Economic and Financial Affairs, and 
International Trade) on 10 February 2004 by Ruth Kelly MP, Financial 
Secretary to the Treasury, on the Stability and Growth Pact and the 
European Central Bank. 

2. The Sub-Committee took evidence from the Financial Secretary on these 
two subjects as a follow-up to two previous reports published by the 
Committee in the last Parliamentary session: The Stability and Growth Pact1, 
debated in the House on 4 June 2003 and Is the European Central Bank 
Working?2, debated in the House on 26 January 2004. 

The key topics in the evidence are: 

Stability and Growth Pact 

• Reform of the Stability and Growth Pact (QQ 3-4,) 

• The reaction from financial markets to changes in applying the Stability 
and Growth Pact (Q 5) 

• Current changes in the Stability and Growth Pact (QQ 6-8) 

• Council decisions of 25 November 2003 (QQ 9-17) 

• UK Government proposals for reforming the Stability and Growth Pact 
(QQ 18-29) 

• The application of the Stability and Growth Pact to the new Member 
States (Q 25) 

European Central Bank 

• The European Central Bank’s inflation target (QQ 30-31) 

• European Central Bank Transparency (QQ 32-34) 

• Reform of the European Central Bank Governing Council in light of the 
accession of the ten new Member States (QQ 35-40, 42-43) 

• UK Government role in reform of the European Central Bank (QQ 41-
43) 

• Accession States’ future membership of EMU (QQ 44-47) 

                                                                                                                                     
1 13th Report, Session 2002-03, HL 72, published 11 March 2003 
2 42nd Report, Session 2002-03, HL 170, published 30 October 2003 
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• Co-ordination of European Central Bank monetary policy and individual 
Member States’ fiscal policy (Q 48). 

Stability and Growth Pact Developments 

3. The Economic and Financial Affairs Council decided on 25 November 2003 
to reject the European Commission’s recommendation to implement the 
Stability and Growth Pact sanctions mechanism against France and 
Germany for running excessive deficits. On 13 January 2004 the 
Commission announced it had launched an appeal to the Court of Justice 
against the ECOFIN Council Conclusions of 25 November which suspended 
the application of the excessive deficit procedure. The Commission was 
expected to announce proposals to amend the Pact in February 2004, but 
has recently made public that it has decided to postpone the announcement 
of such proposals3, and that relevant provisions in the Treaty should not be 
modified. 

4. The Committee continues to believe that speedy reform of the Stability and 
Growth Pact is needed, as set out in our earlier report. We believe the 
fundamental principles of the Stability and Growth Pact are sound as long as 
the target for budgets to be ‘close to balance or in surplus’ is a medium-term 
one. The 3% deficit reference value should be used as a precise figure that 
sets a clear benchmark against which peer pressure can be applied in the 
Council. However, the Council’s decision whether or not to implement the 
excessive deficit procedure once a country has breached the 3% reference 
value, should take account of the Member State’s position in the economic 
cycle and its underlying level of debt. The conclusions of our earlier report 
on the Stability and Growth Pact are reprinted here as Appendix 2. 

5. We call on the Commission and the European Council to address the 
continuing uncertainty surrounding the Stability and Growth Pact. 

European Central Bank 

6. As set out in our earlier report, the Committee would like to see the 
European Central Bank move to an explicitly symmetrical inflation target. 
We welcome the Government’s agreement with this recommendation (Q 
30). We are of the opinion that a first step towards greater transparency 
would be for the Central Bank to publish records of the meetings of the 
Governing Council in which the various arguments and reasoning would be 
spelled out clearly, but not attributed.  

Although we accept there may not be broad consensus on this proposal at 
present (Q 39), we believe a small Monetary Policy Council, composed of six 
member of the ECB Executive Board and up to six independent external 
experts, would satisfy the functional need for a sound interest-rate setting 
body that is not compromised by political considerations.  

The Committee also considers there to be a case for strengthening the 
arrangements for communication between the ECB and the Eurogroup. If 
the Eurogroup were formalised in the Treaty and enabled to operate under a 
more permanent leadership, the ECB would be provided with a more stable 

                                                                                                                                     
3Pedro Solbes, Commissioner for Economic and Financial Affairs announced this at a Commission press 

conference on 18 February 2004.  
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and coherent interlocutor. The full summary of conclusions of our earlier 
report on the European Central Bank is reprinted here as Appendix 3. 

7. We urge the Government to take an active role in proposals for 
reform of both the Stability and Growth Pact and the European 
Central Bank. 



 THE STABILITY AND GROWTH PACT AND THE EUROPEAN CENTRAL BANK 7 

 

APPENDIX 1: SUB-COMMITTEE A (ECONOMIC AND FINANCIAL AFFAIRS, 
AND INTERNATIONAL TRADE) 

The Members of the Sub-Committee were: 
Lord Blackwell 
Lord Cobbold 
Lord Hannay of Chiswick 
Lord Inglewood 
Lord Jones 
Lord Jordan 
Lord Marlesford 
Lord Radice (Chairman) 
Lord Taverne 

Declarations of Interest: 
Lord Blackwell 

Non-executive Director and Chairman, Smartstream Technologies Ltd 
Non-executive Director, Slough Estates plc 
Non-executive Director, The Corporate Services Group plc 
Non-executive Director, Standard Life Assurance 
Non-executive Board Member, Office of Fair Trading 
Special Adviser, KPMG Corporate Finance 
Shareholder, 4C Associates Ltd (business consultants) 
Shareholder, Obvious Solutions Ltd (communications technology) 
Joint owner (with wife) of an apartment in SW1, let on an assured shorthold 
tenancy 
Member of Council, Business for Sterling 
Chairman and Director of the Centre for Policy Studies (Independent ‘Think 
Tank’) 
Trustee of the Friends of the University of Pennsylvania 
 

Lord Hannay of Chiswick 
Member, Council of Britain in Europe 
Member, Advisory board, Centre for European Reform 
Member, Advisory board, European Foreign Affairs Review 
Chairman, International Advisory Board of EDHEC Business School 

 
Lord Inglewood 

Chairman, CN Group (Media) 
Director, Pheasant Inn (Bassenthwaite Lake) Ltd (hotel) 
Member of European Parliament 
Conservative Party (receive assistance from the European Parliament for 
secretarial and research) 
Member, Royal Institution of Chartered Surveyors 



8 THE STABILITY AND GROWTH PACT AND THE EUROPEAN CENTRAL BANK 

 

 
Lord Marlesford 

Adviser, Board of John Swire and Sons 
Adviser, Sit Investment Associates (Minneapolis) 
Adviser, World View Incorporated (New York) 
Non-executive Director, Baring New Russia Fund Ltd 
Independent National Director, Times Newspaper Holdings Ltd 
Owner of agricultural estate in Suffolk, including residential and commercial 
properties 
Chairman, Marlesford Parish Council 
Vice President, CPRE 
President, Suffolk ACRE (Action for Communities in Rural England) 
President, Suffolk Preservation Society 
 

Lord Radice 
Board Member, Britain in Europe 
Board Member, European Movement 

 
Lord Taverne 

Chairman, Monitoring Board, Axa Sun Life plc 
Director (non-executive) of IFG Development Initiatives Ltd 
Chairman of Trustees, Sense About Science 
Chairman of Trustees, Alcohol and Drug Addiction Prevention and 
Treatment (ADAPT Ltd) 
Chairman of Trustees, Iran Aid Foundation 
Trustee, The Health and Science Communication Trust 

 



 THE STABILITY AND GROWTH PACT AND THE EUROPEAN CENTRAL BANK 9 

 

APPENDIX 2: SUMMARY OF KEY CONCLUSIONS OF THE COMMITTEE 
REPORT ON THE STABILITY AND GROWTH PACT (13TH REPORT, 
SESSION 2002-03, HL PAPER 72) 

The Need for a Stability and Growth Pact 

The Committee supports the co-ordination of national fiscal policies across the 
EU with a view to maintaining sound public finances. Market discipline alone 
cannot be guaranteed to ensure the sustainability of public finances. 
Consequently, the Committee considers that a co-ordinating pact or other method 
of co-ordination between the Member States is necessary to deal with the ‘free 
rider’ problem and the risk of default. Such a pact can help Member States to 
control their debt and deficits, which should also contribute to their preparations 
for the economic effects of ageing populations, while providing stability for the 
ECB and the market. It is extremely important that Member States are free to 
structure the expenditure and the revenue side of their budgets according to their 
own national preferences. This is not in question in any of the discussions on the 
Stability and Growth Pact, which deals only with levels of government debt and 
deficit. 

Problems with cyclical measurements 

It should be made explicit that the medium-term target of budgets ‘close to 
balance or in surplus’ is to be measured in terms of the cyclically-adjusted budget 
balance. The common methodology agreed and adopted by the Commission and 
Ecofin should be used to calculate the underlying budget balances for this target; 
this means that an extra body of experts is not needed to calculate the cycle. 

Conversely, the Commission should continue to use the nominal ratio when 
monitoring Member States’ compliance with the deficit criterion as part of the 
surveillance procedure. The actual 3% deficit-to-GDP ratio should continue to be 
treated by the Commission as a trigger. Early warnings should be sent to Member 
States whose nominal deficits approach this figure. 

However, when deciding how the Pact is to be enforced, the Council should not 
treat the actual 3% figure by as an absolute limit, never to be breached. The 3% 
reference value is a precise figure that sets a clear benchmark against which peer 
pressure can be applied within the Council. But the Council’s enforcement of the 
deficit criterion should nonetheless involve a degree of flexibility. The Council’s 
decision whether or not to implement the excessive deficit procedure, once a 
country has breached the 3% reference value, should take account of the 
underlying economic situation, including the Member State’s position in the 
economic cycle and possibly its level of debt. 

This flexible interpretation of the Pact, which we believe could be achieved 
without changing the Treaty, should help to tackle the problems that countries still 
in transition towards lower underlying deficits face in the event of a cyclical 
downturn. As such, it would help countries that have high underlying deficits but 
which are taking appropriate steps to reduce them gradually. This proposal would 
thereby provide additional flexibility for those countries that need it. It could also 
be used to allow greater short-term flexibility to low-debt countries with sound 
public finances and so provide an incentive for countries to reduce their level of 
debt. 
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It is also important to recognise that the current difficulties experienced by France, 
Germany and Portugal demonstrate that the Pact functions asymmetrically over 
the economic cycle—these countries did not previously make use of better cyclical 
conditions to reduce their structural deficits. This is a problem that needs to be 
addressed (see below, paragraphs 92–103). 

The Committee accepts that the ‘close to balance or in surplus’ requirement is a 
sound medium-term objective; it can act both as a useful guideline for Member 
States and as an effective benchmark for peer pressure. Member States should be 
encouraged to achieve this aim as soon as it is economically sensible for them to do 
so, because it will give them sufficient room to allow the automatic stabilisers to 
work fully across the cycle (see above, paragraphs 70–76). Some flexibility in 
enforcing how Member States attain this target may be required, however. 

The Commission’s proposal that Member States should set an adjustment path 
towards the medium-term target of budgets ‘close to balance or in surplus’ of 
0.5% GDP per year should not be treated by the Council as an enforceable rule, 
any breach of which would activate the excessive deficit procedure. Such a 
proposal would reinforce and tighten the conditions of the Pact, rather than 
allowing the Council to interpret it flexibly. It would increase the complication of 
the Pact and could lead to the Commission having to intervene more often, since 
the more complicated the rules become, the greater the danger that the Member 
States will transgress them. This would have as a consequence that the rules’ 
credibility would be undermined. Furthermore, strictly enforcing a proposed 
adjustment path that is not country-specific could require Member States in a 
downturn to adopt pro-cyclical policies that might worsen the cyclical conditions 
(see above, paragraph 75). 

Nonetheless, the Commission’s proposal does have the advantage that, even if its 
economic logic is questionable, it is easy to monitor. For this reason, the figure of 
0.5 % could act as an effective benchmark around which peer pressure could be 
mobilised in the Council. The Commission proposal is a sensible one if it is 
treated as a guideline for the Member States; it should not be interpreted as a rule. 

It is important to tackle the fact that the Pact works asymmetrically across the 
economic cycle. Furthermore, it would be in the long-term interests of the 
Member States if pressure could be brought to prevent them from acting pro-
cyclically in times of boom. The Committee does not, however, consider that 
applying the sanction of the excessive deficit procedure in good times would be the 
most effective way of achieving these twin objectives. The Committee shares the 
concern that the rules of the Pact should not be complicated. The number of 
situations that lead to the formal sanctions of the excessive deficit procedure being 
invoked should not be extended, or these measures will lose their force. The 
Stability and Growth Pact should not be interpreted so as to include formal 
sanctions for Member States pursuing pro-cyclical actions in good times. 

Instead, the Member States should commit themselves to running fiscal policies 
that function symmetrically across the economic cycle.47 In addition, the BEPGs 
and the Council Opinions on the stability and convergence programmes should 
provide additional explicit guidance on how such policies are to operate, together 
with more consistent instructions from the Council to Member States on how to 
implement these policies. The guidelines should be enforced by the Council 
through a strengthened process of peer review. To facilitate the Council’s work, a 
timely surveillance procedure is needed, which would include sending an early 
warning to the Member State concerned during the period of boom, warning it 
that if it continues to act pro-cyclically, then it runs a high risk of subsequently 
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running an excessive deficit. To be effective, this warning needs to be followed by 
firm peer pressure within the Council. 

Economic Growth 

Whilst it may be true that a rigid implementation of the Pact restricts short-term 
growth, we accept the argument that fiscal policy is not a good instrument for 
affecting the sustainable long-term growth rate of the economy. We conclude that 
the current slow rate of growth in Europe is not due to the Stability and Growth 
Pact but is more a consequence of some Member States’ failure to implement 
structural reforms. A much broader range of economic policy issues than those 
relevant to the SGP will be needed to stimulate growth across the EU.52 

We welcome the Commission’s proposal to relax slightly the ‘close to balance or in 
surplus’ rule in certain circumstances. We agree that Member States with a low 
level of underlying debt should be allowed “a small deviation” from the medium-
term target of a budget that is ‘close to balance or in surplus’ in order to invest in 
physical and human capital. We support the fact that only countries with a low 
level of underlying debt will benefit from this additional flexibility, as this places a 
greater emphasis on debt and signals a move towards a more country-specific 
interpretation of the Pact. As such, this proposal provides an incentive to countries 
to lower their debt levels, which helps to address the criticism that the Pact’s 
incentive structure is asymmetrical.53 We believe that the Government should also 
welcome this move to a more country-specific interpretation of the Pact as it 
would allow them to target the UK national priorities of public investment in 
physical and human capital (Q 74). 

Sustainability of Public Finances 

Taking into consideration underlying debt levels as well as budget deficits provides 
a more coherent basis for analysing the sustainability of Member States’ public 
finances. We therefore welcome the Commission’s proposal to focus more on 
debt. Furthermore, we agree with the Commission that focusing on debt should 
not detract from the need for Member States to keep their deficits under control, 
for the two elements are clearly connected, as a country running high deficits will 
accumulate a high level of debt. 

The stability and convergence programmes of Member States with particularly 
high debt ratios should contain a clear commitment to an agreed trajectory of 
reducing debt. In the light of these commitments, the Council opinions on the 
stability and growth programmes should include guidelines for reducing debt. If 
necessary, these guidelines should be enforced through a strong process of peer 
pressure after an early warning sent by the Commission direct to the Member 
State. 

Whilst we are in favour of those Member States with high levels of underlying debt 
working out a plan for reducing their debt, we would not wish to see these 
governments penalised for not being able to meet their plans in the event of an 
economic downturn. The Commission should not stipulate a uniform rate of date 
reduction that does not take account of the circumstances of each particular 
country. The plans for debt reduction should not be the same for all countries 
irrespective of their starting point or expected future growth rate; they should offer 
Member States discretion to respond to changed economic circumstances. 
Therefore, we do not accept the Commission proposal that a failure on the part of 
a Member State to achieve the established pace of debt reduction should lead to 
sanctions. As we have already stated (see above, paragraphs 90 and 102), we do 
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not wish to see an extension of the number of situations that lead to the formal 
sanction of the excessive deficit procedure. 

Difference between countries 

As Professor Buiter said, the Commission faces the difficult task of creating rules 
that are “both simple and appropriate to a variety of circumstances” (Q 6). The 
Pact needs to be clear enough and simple enough to be monitored and enforced 
across all of the Member States, whilst providing individual Member States with 
the flexibility to react to their own economic circumstances. Some uniform, firm 
rules are required to avoid countries free riding or running up large debts on which 
they might default and to enable countries to deal with the economic effects of 
their ageing populations. But there is a possibility that the SGP rules could be 
interpreted and applied in a way that does not take sufficient account of the 
different circumstances of different countries, especially the accession countries. 
We agree with many of the Commission’s proposals for improving the 
interpretation of the Stability and Growth Pact. As we have made clear, however, 
we do not wish to see these proposals interpreted in an inflexible manner that takes 
no account of the particularities of each individual case. The crucial question is 
how the proposals are to be enforced, and it is to the issue of enforcement that we 
now turn. 

Surveillance 

It is important to avoid a perception in the public, the media and the markets that 
the rules of the Stability and Growth Pact can be ducked in challenging 
circumstances. As the Council’s decision not to send early warnings to Germany 
and Portugal highlighted, the present arrangement for early warnings leaves too 
much room for political tradeoffs, which can severely undermine the credibility of 
the Pact. The early warning is a statement of fact, based on the technical 
monitoring by the Commission of the Member States’ stability and convergence 
programmes. It is equivalent to a Commission Communication that provides a 
technical analysis; it is not part of the enforcement procedure, as it does not entail 
the Member State being enjoined to follow a particular course of action or 
implement a particular policy. 

To ensure the credibility and proper functioning of the Stability and Growth Pact, 
situations such as the one last February—when the Council went against the 
Commission’s recommendation and did not send early warnings to Germany and 
Portugal—must be avoided in the future. The Commission’s proposal that it 
should be given the authority to issue early warnings directly to Member States 
without recourse to the Council provides an effective way of ensuring this. We 
therefore recommend that the Treaty be amended to grant the Commission this 
power. This proposal is in line with the monitoring and surveillance functions of 
the Commission. In a system where the Commission sends an initial early warning 
directly to Member States, the Council should retain the right to send a further 
warning itself. The Member State concerned, however, should be excluded from 
any Council vote on issuing warnings. This will require a further minor change to 
the Treaty. 

The Committee agrees that the Commission’s role should not be extended beyond 
the right to issue an early warning direct to a Member State. The Council should 
remain the final arbiter of all the enforcement procedures enshrined in the Pact. 
Only the Council should have the power to enforce sanctions through the 
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excessive deficit procedure and to oblige Member States to take specific actions to 
remedy excessive deficits. 

Enforcement 

The Stability and Growth Pact is, first and foremost, a political agreement. Its 
effectiveness depends on the willingness of countries to cooperate with the 
Commission and in the Council. The policy makers must accept and implement 
rigorously the principle of peer pressure. The success of the Pact depends upon 
the willingness of politicians to give and receive open and frank advice and to 
adjust policies when necessary. 

Fines are a generally unsatisfactory penalty for the Stability and Growth Pact, 
because they would aggravate the budgetary problems that the Member State is 
supposed to be dealing with, and, in any case, they are unlikely to be used. We 
agree, however, that abolishing the threat of fines in the SGP would give the wrong 
signal to the public, the media and the markets that budgetary discipline in the EU 
was becoming less strict. Accepting that the sanction of fines is a ‘nuclear 
deterrent’ and unlikely to be enforced, we are content to leave this aspect of the 
SGP unchanged, in order to act as an ultimate deterrent and to be used as a 
measure of absolute last resort for the extreme case where a Member State 
completely disregards the rules. 

Moreover, we did not find another penalty that could work and that would be 
more appropriate. We do not support Professor Buiter’s proposal to deny Member 
States that break the rules of the Pact the right to vote in Ecofin. We do not 
consider that this a sanction that could be acceptable to the Member States or that 
could work in the real political world. Moreover, politicians in the Council vote for 
their national interest, therefore the proposal would not only affect the politicians, 
as intended, but it would affect the country as a whole, including the country’s 
citizens. Nonetheless, we do not support the sanction of fines in normal 
circumstances, and, as we have made clear, we do not wish to see any extension in 
the use of the excessive deficit procedure. 

We accept that peer pressure is the most effective enforcement mechanism 
currently available in the Stability and Growth Pact. The question is how the Pact 
can be shaped so that peer pressure does what is required so that the necessary 
level of fiscal coordination is achieved. We agree that peer pressure can be effective 
only if there are quantitative yardsticks against which it can be applied. The 
excessive deficit procedure is there as a measure of absolute last resort. Beyond 
this, it is essential to have a series of guidelines that make it easier to place the 
emphasis on policy coordination and peer review. These guidelines can work 
alongside the statutory, binding elements of the Pact. 

In its Communication, the Commission proposed that Member States should 
reaffirm their political commitment to the SGP in a “Resolution to reinforce the 
co-ordination of budgetary policies” to be endorsed by the European Council at 
their meeting in Brussels in March 2003. We would support such a Resolution, as 
it could function as one of the necessary yardsticks against which peer pressure can 
be applied. The proposed Resolution, however, is not enough; it is time that the 
politician’s words and commitments are backed up by firm actions. It is also 
necessary to update the Code of Conduct to incorporate the Commission’s new 
proposals interpreted as guidelines. 
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Overall Conclusion 

Each of the Commission’s proposals—to measure the medium-term target of 
budgets ‘close to balance or in surplus’, to encourage Member States to reduce 
their underlying deficits to achieve this objective, to encourage countries not to act 
pro-cyclically in times of boom, to allow Member States with a low level of debt to 
deviate from the ‘close to balance or in surplus’ target, to encourage highly-
indebted countries to reduce their levels of debt—provides Member States with a 
useful aim and sound objective. However, they should be interpreted as guidelines 
rather than as rules. Interpreted in an inflexible way that takes no account of the 
particularities of each individual situation, they would increase the complication of 
the Pact. This could lead to more transgressions by the Member States and more 
interventions by the Commission and the Council, which could possibly threaten 
to undermine the credibility of the very rules that the proposals seek to strengthen. 
Interpreted in a way that is sensitive to the specific circumstances of each country, 
the proposals would introduce the necessary extra benchmarks against which the 
budgetary actions of Member States could be judged and around which peer 
pressure could be applied in the Council. Such an interpretation should encourage 
Member States to follow sensible fiscal policies, which could lead to greater 
stability and growth. 
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APPENDIX 3: SUMMARY OF CONCLUSIONS OF THE COMMITTEE REPORT 
IS THE EUROPEAN CENTRAL BANK WORKING? (42ND REPORT, SESSION 
2002-03, HL PAPER 170) 

 

Our overall assessment of the ECB’s monetary policy since its started operating on 
1 January 1999 is positive. We commend the ECB for the fact that its monetary 
policy is achieving the desired objective of price stability. The consensus in the 
evidence we received was that the ECB had performed well so far given its 
mandate, and this is a view that we share. The ECB is still a young institution, but 
it has rapidly built up a high level of credibility. It is in the context of this positive 
assessment that our criticisms and recommendations that follow are to be 
understood. (paragraph 25) 

In this inquiry, we did not examine the EU’s institutional arrangements for 
prudential supervision, but we are aware of the debate on the adequacy of the 
current institutions arrangements for financial stability in the EU. We recognise 
that the Government considers that “official support operations remain a national 
responsibility for euro area members”, yet the Financial Secretary also called for 
“more clarity in the arrangements” as to who the lender of last resort should be in 
the euro area. We would like the Government to explain how it would like the 
system of prudential supervision in the EU to develop over time, whether it 
considers that the ECB should be given any powers in the area of financial 
supervision, and what it considers to be the ideal institutional set up for prudential 
supervision in the EU. (paragraph 30) 

As part of its contribution to the smooth conduct of supervisory policies in the EU, 
we would encourage the ECB to publish regular broad reports on financial 
stability in the EU. (paragraph 31) 

We regard the strength of the ECB’s mandate to be its unambiguous nature. The 
EC Treaty makes it clear that the primary objective of the bank is to achieve price 
stability. Price stability is desirable because it is conducive to, and a pre-requisite 
for, long-term stable growth and employment. It is right therefore that price 
stability is the primary objective of the ECB; we would not seek to change that. 
(paragraph 45) 

Without prejudice to that objective, the ECB must also support growth and 
employment. For citizens of the EU, economic success must go beyond a narrow 
definition of price stability; EMU will be judged by its ability to deliver what the 
EC Treaty terms sustainable and non-inflationary growth and a high level of 
employment. As the EU’s most visible financial institution, how people judge the 
ECB will inevitably be influenced by the level of growth and employment in the 
euro area; it is right therefore that the Treaty places these as key but subsidiary 
elements of the bank’s mandate. It should be recognised, however, that there are 
limits as to what monetary policy alone can achieve. (paragraph 46) 

The ECB enjoys a high degree of independence. The question arises whether 
greater political involvement could and should be introduced to the process by 
which price stability is defined for the euro area without seriously prejudicing that 
independence. Giving the right to define price stability for the euro area to a 
political body could arguably help to address perceptions that the process currently 
lacks sufficient political accountability. We believe, however, that for the time 
being the ECB should continue to define price stability for the euro area. If at 
some later date a political body outside the ECB were to define price stability for 
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the euro area, that body could perhaps best be the Heads of State or Government 
of those Member States that have adopted the euro, acting on a recommendation 
from the Eurogroup. (paragraph 56) 

We welcome the fact that at the start of its operations the ECB announced a 
quantitative numerical value for its objective of price stability. Such a decision was 
essential for transparency and accountability. The ECB’s initial definition of price 
stability as being a “year-on-year increase in the Harmonised Index of Consumer 
Prices (HICP) for the euro area of below 2%” did not make it clear that there was 
a lower limit. This led to some confusion and left the ECB open to criticisms that 
it was not sufficiently vigilant about the risks of deflation. (paragraph 79) 

In the light of the ECB’s announcement on 8 May 2003 of the results of the 
Governing Council’s review of its monetary policy, the bank’s definition of price 
stability is clearer than it was before and not so open to criticisms of asymmetry. 
Nonetheless, comparisons with the symmetrical inflation targets of some other 
central banks remain unfavourable, and the ECB’s definition of price stability 
could still be clearer. (paragraph 80) 

The ultimate test for the success of a central bank’s monetary policy strategy is its 
record of actual policy decisions. As we say above, this has generally been good so 
far. Where the strategy has not performed so well is in communicating the bank’s 
decisions. (paragraph 81) 

The ECB’s definition of price stability has recently been reaffirmed and clarified. 
We hope that Mr Trichet, the bank’s incoming president, will sustain this process 
of clarification of the current definition in order to safeguard the bank’s credibility 
and that of its monetary policy strategy. (paragraph 82) 

The task remains of communicating the ECB’s new strategy effectively. It is with a 
view to improving this external communication that we recommend that the ECB 
should in due course adopt an inflation target, expressed as a symmetric range 
around a central figure. Such a target would constitute a natural focal point that 
could be observed and understood by the public; it would provide observers with a 
more precise focus for forming inflation expectations and taking forward-looking 
decisions. An explicit target for inflation would be entirely transparent and so 
would reduce the uncertainties for other economic agents, by giving clearer 
guidance for their inflation expectations, which should in turn help to stabilise the 
economy. A symmetrical inflation target would also provide a clearer benchmark 
against which the bank could be held to account. (paragraph 83) 

The two main criticisms of the ECB that concern its definition of price stability are 
the related claims that the ECB has not focused enough on growth and 
employment and that the ECB is not sufficiently vigilant in fighting deflation. We 
think that these claims are unfounded. A symmetrical inflation target would, 
however, address these two fears directly. The lack of symmetry to the ECB’s 
definition of price stability has contributed to the perception that the bank does 
not take sufficient account of deflationary risks, pays inadequate attention to 
growth and is only concerned with achieving a low rate of inflation; a symmetrical 
inflation target would reduce these uncertainties over the ECB’s aims. (paragraph 
84) 

We agree that the medium term is the right period of time for the ECB to be 
aiming to achieve price stability. Monetary policy should dampen or smooth 
fluctuation in both output and inflation without causing undesirable volatility in 
interest rates, employment or GDP. The medium-term orientation of the ECB’s 
strategy allows such a flexible response to temporary shocks. (paragraph 88) 



 THE STABILITY AND GROWTH PACT AND THE EUROPEAN CENTRAL BANK 17 

 

The monetary pillar does not appear to have significantly affected the ECB’s 
interest rate decisions. The prominent position of this monetary analysis in the 
ECB’s presentation of these decisions did, however, cause problems and hindered 
the bank’s communication of its monetary policy. We therefore welcome the 
changes in the President’s press statement and the editorial in the bank’s monthly 
bulletin, in which the monetary growth pillar plays a less prominent role, which 
helps the bank’s communication strategy. (paragraph 109) 

We believe that it is sensible that the Governing Council continue to monitor 
monetary developments in order to inform its decisions on interest rates. We 
accept that the two pillars of the ECB’s monetary policy strategy provide a useful 
framework for the internal analysis of information that facilitates the debate within 
the Governing Council. We respect the ECB’s view that it does not want to create 
the wrong impression that controlling inflation is an exact science. However, the 
ECB’s decision to reject inflation targeting and maintain its two-pillar framework 
does not imply that the bank is prevented from adopting an inflation target. The 
ECB could announce an explicitly symmetrical inflation target and state that that 
its actions in trying to achieve this target will be based upon its two-pillar 
framework rather than be guided solely by the relationship between forecasted and 
target inflation. (paragraph 110) 

The ECB has said that its “two-pillar framework has over time become the 
hallmark of the strategy in conjunction with the medium-term orientation of the 
ECB’s policy framework.” Our proposals do not necessarily call for either of these 
aspects of ECB’s monetary policy strategy to be changed. We believe that our 
recommendations represent a sensible compromise between the ECB’s determined 
attachment to its two pillars and calls for the bank to change to an inflation-
targeting regime. The ECB could combine what it considers to be the 
organisational advantages of its two-pillar framework with the important 
communication benefits associated with the anchoring role of an inflation target. 
Were the ECB to adopt a symmetrical inflation target, however, it might 
reconsider the role and necessity of its monetary analysis. (paragraph 111) 

We are encouraged that the ECB has said that the process of review is ongoing. 
We hope that the bank will adopt the practice of conducting regular reviews of its 
monetary policy strategy. By the time such a review next takes place, the perceived 
dangers to the bank’s credibility of changing its definition of price stability should 
have receded and the bank might at that point find it made sense to adopt a 
symmetrical inflation target. (paragraph 114) 

It would be a mistake for the euro area to adopt an exchange-rate target. We are 
satisfied that the ECB has paid attention to the exchange rate when making its 
interest rate decisions, but it is clear that affecting the exchange rate has not been 
the primary aim of the bank’s monetary policy. This has not, and should not, 
preclude occasional interventions by the ECB in the markets to dampen 
excessively rapid swings. We are convinced that this is the correct policy for the 
ECB to pursue. (paragraph 123) 

The Governing Council is the highest decision-making body of the ECB; it sets 
interest rates for the euro area. The question of reform of the Governing Council 
of the ECB is therefore an issue of major importance. It is regrettable that the 
enabling clause provided by the Treaty of Nice was drawn so tightly as to prevent 
the Commission and the ECB from considering more radical proposals for reform 
of the Governing Council but instead limited them to considerations of its voting 
procedures. (paragraph 155) 
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The agreed reform, based on an overly complex rotation model, is not a sensible 
way to deal with the fundamental problems posed to the workings of the 
Governing Council by enlargement of the euro area. It fails to achieve what it was 
meant to do because it does not satisfy the principles on which it was supposed to 
be based. It is not an efficient mechanism for setting interest rates in the euro area; 
it caps the number of voting and non-voting members of the Governing Council at 
a level which is far too high; it is not transparent; it is overly complicated and 
difficult to communicate, so it will be extremely difficult for it to gain the trust of 
the public. Furthermore, it violates the principle of the ECB statutes, which 
prescribe that the NCB Governors sit on the Governing Council as individual 
experts, not as representatives of their own countries. All in all, we do not consider 
that the agreed reform will work satisfactorily. It is extremely disappointing that 
such an important decision on reform was taken so quickly and with limited 
opportunity for consultation, debate or parliamentary scrutiny. (paragraph 156) 

There is a functional need for the ECB to have the best possible design for its 
interest-rate setting body. The reason that we have independent central banks is to 
ensure that monetary policy is not compromised by political considerations. For 
this reason we recommend that the ECB should eventually have a small Monetary 
Policy Council composed of the six members of the ECB Executive Board and up 
to six independent external experts. These part-time, non-executive members of 
the Monetary Policy Council would be appointed for their individual expertise, 
without regard to their nationality, by an open and transparent process; like the 
Members of the Executive Board, they would be mandated to consider exclusively 
the interests of the euro area. We believe that such a model is the most sensible 
consequence of the decision to operate a single monetary policy. We recognise and 
appreciate the political impetus for there to be some national input into the 
running of the ECB. That is why we recommend that the Monetary Policy 
Council should operate under the oversight of the current Governing Council, 
where the central banks of all of the Member States of the euro area are 
represented. The Monetary Policy Council would meet monthly and take 
decisions on interest rates; the Governing Council would retain all the other 
responsibilities that it currently holds. The Governing Council would continue to 
formulate the monetary policy strategy for the ECB, which the Monetary Policy 
Council would follow and implement. The Governing Council would set general 
guidelines for monetary policy in, say, quarterly meetings and monitor the policy 
execution by the Monetary Policy Council. Such meetings would allow the 
national central bank governors to continue to contribute their indispensable 
knowledge of economic developments and sensitivities in their own countries to 
the working of the ECB. If independent experts were appointed to the Monetary 
Policy Council, it would mean that all the members of the rate-setting board 
would become directly accountable to the European Parliament, which is not 
currently the case, as it cannot call the national central bank governors to appear 
before it. (paragraph 157) 

The Member States should, as a matter of urgency, reconsider reform of the 
Governing Council at the present Inter-Governmental Conference. A new 
enabling clause should be provided allowing fundamental reforms to the structure 
of the ECB to be agreed by the European Council, acting unanimously. There 
should be a new provision in the Protocol on the Statute of the European System 
of Central Banks and of the European Central Bank that would facilitate reforms 
that go beyond amending Article 10.2 of Protocol. Proposals for reform under a 
broader remit are necessary to allow changes to the functions of the Governing 
Council and the establishment of a Monetary Policy Council as a decision-making 



 THE STABILITY AND GROWTH PACT AND THE EUROPEAN CENTRAL BANK 19 

 

body of the ECB. Without such a provision, it would be extremely difficult to 
amend the structure of the ECB any further, making reform of the Governing 
Council unlikely in the foreseeable future. (paragraph 158) 

Central banks should be subject to the scrutiny of a democratically elected body. 
For the ECB, this accountability needs to be in a form which does not put its 
independence at risk. It is a popular misconception that, unlike the Bank of 
England, the ECB is not accountable to parliament. The ECB is accountable to 
the European Parliament, and we remain of the view that it would not be 
practicable, or even desirable, to make the ECB also directly accountable to 
national parliaments. (paragraph 165) 

The President of the ECB and other members of the Executive Board regularly 
appear before the Committee on Economic and Monetary Affairs of the European 
Parliament. Ever since the establishment of the ECB, we have said that we would 
expect these hearings “to be televised and to become a prime means of [the ECB] 
communicating with the people of the euro zone countries.” We are disappointed 
that this is still not the case. (paragraph 166) 

We welcome the publication of economic projections by the ECB, but the bank 
should increase the frequency of their publication to four times per year, as there 
can be significant change in the economic outlook over six months. More frequent 
publication would help the Bank to provide clearer and more transparent 
explanations for their monetary policy decisions. (paragraph 171) 

The President’s press conferences after meetings of the Governing Council 
provide a most timely opportunity for the ECB to present and explain its monetary 
policy decisions. We would welcome it if the incoming President, Mr Trichet, 
continued this practice. (paragraph 174) 

On the basis of the evidence received, we accept that it would not be appropriate 
for the ECB to publish minutes of the meetings of the Governing Council which 
are attributed and contain full voting records: to do so would run the risk of 
exposing individual members of the Governing Council to criticisms or pressures 
from their own countries, and thus of impairing, or at least appearing to impair, 
the independence of the ECB itself. (paragraph 195) 

However, the ECB’s communication strategy will need to develop and evolve over 
time. The bank should, by a series of incremental steps, gradually move towards 
greater transparency of the Governing Council. The first step could be taken 
without further delay by announcing that the central bank is to publish records of 
the meetings of the Governing Council in which the various arguments and 
reasoning would be spelled out clearly but not attributed. Such a move would 
enhance transparency and understanding of the ECB’s decision-making processes 
and win wide public support, both in the press and with commentators and the 
markets. We see no reason for the bank to delay in providing more detailed 
information about the arguments used in the meetings of the Governing Council, 
whilst protecting the identity of those participating. (paragraph 196) 

If it were to be decided that the ECB’s interest-rate decisions should be taken by a 
Monetary Policy Council where the non-executive members were appointed as 
individual experts, the publication of attributed minutes and the balance of votes 
within the Monetary Policy Council could be given further consideration. 
(paragraph 197) 
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The manner by which the first President of the ECB was appointed was 
regrettable and did not conform to the spirit of the Treaty. A situation of split 
mandates should not be allowed to happen again. (paragraph 204) 

We see the hearings that the European Parliament holds with candidates for the 
Executive Board as an extremely valuable part of the appointment procedure. The 
hearings bring some openness and democratic legitimacy to the process. Over time 
the nature of these hearings may evolve and their significance will probably 
increase. At some later date consideration could be given to granting the European 
Parliament the power to confirm the Council’s nomination for the Executive 
Board; but it is essential to prevent the process from becoming unduly politicised. 
We are strongly of the opinion that the time is not yet right to take the final 
decision on appointments to the Executive Board away from the Member States. 
(paragraph 213) 

The Stability and Growth Pact can help Member States to control their debt and 
deficits, which should provide stability for the ECB. (paragraph 218) 

EMU has led to the unprecedented combination of a single monetary policy co-
existing with separate national fiscal policies. There are those who suggest that 
some other body is needed as a partner for the ECB. Whether this unique, 
historical asymmetry can succeed in the long term without further steps towards 
economic union remains an unanswered question. It is generally accepted that the 
economic fortune of a nation depends on the monetary, fiscal and structural 
policies that it pursues. Co-ordination between these three policy elements in the 
euro area, while theoretically desirable, is difficult to achieve fully in practice, 
especially between countries in different economic conditions. We have seen no 
evidence, however, to suggest that a lack of such co-ordination has had any major 
adverse effects on economic performance in the euro area so far. Evidence 
provided suggested that other factors, including the unwillingness and dilatoriness 
of Member States to face up to the need for structural reforms in capital, labour 
and product markets in their own economies, have been more important in this 
regard. (paragraph 237) 

As of yet, there has not been a great need for co-ordination of monetary and fiscal 
policies in the EU to go beyond the exchange of information. We note that there is 
some concern that economic circumstances might change to the extent that more 
active and explicit co-ordination of particular policies could become necessary at 
some point in the future. In such circumstances, it is hard to know at present how 
the EU would respond. (paragraph 238) 

There is a case for strengthening the arrangements for communication between 
the ECB and the Eurogroup. We do not think that this would jeopardise the 
ECB’s independence, which should be rigorously observed and maintained. If the 
Treaty formalised the Eurogroup and enabled it to operate under a more 
permanent leadership than presently allowed under the six-monthly rotation of the 
presidency, it would provide the ECB with a more stable and coherent 
interlocutor, which could facilitate their dialogue and the exchange of information 
between them. It could thus strengthen the capacity of the ECB to perform its 
own functions effectively. Such a change would not alter the powers of the 
Eurogroup, which would remain a body that could not take any formal decisions 
on policy. (paragraph 239) 
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