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Why Price Stability?"

An Answer From the Perspective of Modern Institutional Economics

by

Rudolf Richter
Saarbriicken

The Maastricht Treaty contains the following statutory mandate: “The primary objective of
the ESCB shall to be to maintain price stability.“? But why attach such importance to price
stability - and what does “price stability” mean? The latter question contains an historical
component, the former is of atheoretical nature. | will therefore deal with the “what” and the
“why” of my themein the following three sections:

1. Historical review of the concept of “price stability”;
2. The preservation of price stability —from aclassical aspect; and

3. The preservation of price stability — from the perspective of the modern institutional

€conomics.

1. Historical Reminiscences

The concept of general price stability took shape only slowly. David Ricardo (1821/1951,
354), who was able to conceive of a definitive paper money of stable value, though to the
shock of his contemporaries, was not thereby thinking of a stable price-level but of a stable
price of gold. To achieve the latter, he argued, it was sufficient for the note-issuing bank to
regulate its issue of bank notes by relation to the fixed price of the money good (the standard
of coinage). Yet he doubted that any central bank issuing paper money could give a credible
promise with respect to the stability of that price. Hence he regarded as indispensable the ob-
ligation of the central bank to redeem its notes in a monetary commodity (1811/1951, 99).

1 Paper given on January 18", 2002 at the Deutsche Bundesbank, Frankfurt/Main on the occasion of the inaugu-
ral celebration of the Foundation “ Geld und Wahrung”. My thanks go to Willy Friedmann and his staff, and my
colleagues Ralph Friedman, Jan Kmenta, Werner Neubauer and Hans Schneeweiss, for assistance with material
and sources. And aso to Knut Borchardt, Jirgen Eichberger and Ulrich Schlieper for critical revision and com-
ments.

Trandated from the German by Michael Hudson, Leeds.
2 Article 105, section 1, clause 1, VEG of 7 February 1992 in the proposed amendment of 2 October 1997.
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The occasion of Ricardo’s observations was the rise in the price of gold between 1809 and
1810, which he attributed to an over-issue of notes by the Bank of England as a consequence
of the suspension of its obligation to redeem those notes (1811/1951, 95).

Naturally, people knew that a stable gold price was not equivalent with general price stability,
and there was also talk about the relation between new discoveries of gold deposits and gen-
eral price increases. Missing was, though, a general measure of the price level and, as aresult,
of general price stability. Index calculation began only to prevail during the second half of the
19" century (Pfanzagl 1955). The today worldwide used Laspeyres and Paasche indices gp-
peared in the Jahrbiicher fiir Nationalokonomie und Statistik of 1871 and 1874 respectively

Genera price stability became only an issue in the work of famous monetary economists
around of the turn of the century, among them Knut Wicksell and Irving Fisher. On both a
few words, beginning with

Irving Fisher (1911, Ch. XIII1) who claims:

“It is true that the level of prices might be kept almost absolutely stable...” (1911, 329). He
lists three methods:

1. Make inconvertible paper the standard money, and regulate its supply with that specific
purposein view.

2. Regulate the supply of metallic money by avarying seigniorage charge.

3. Issue paper money, redeemable on demand, with a varying standard of coinage so calcu-

lated to keep the price level constant.

Fisher preferred the third method, the gold-exchange standard combined with a tabular stan-
dard. (1911, 348)

He writes that through the development of index numbers we are today in the position of be-
ing able to “scientifically standardize the dollar” (Fisher 1913, 28). But first the public would
have to be convinced of the necessity for pricesto be stable — and therefore of the stabilization
of the dollar. People must become aware that a (time) contract concluded today in monetary
units is precisely as speculative in nature as a futures contract. Contracts expressed in money
units (money loans) are nothing more than a sub-species of futures contractsin general, and it
isimmaterial as to whether the monetary units are expressed in terms of a particular quantity
of a monetary substance (a gram of gold) or in terms of a number of abstract units of account

3 Cf. Laspeyres (1871) and Paasche (1874). For an appreciation of the work of Laspeyres see Rinne (1981).
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(DM, €)* [4].The ideal standard for future payments (standard of deferred payments) is there-
fore amoney possessed of constant purchasing power, expressed by a constant cost-of-living
index or the indexation of amoney debt in accordance with the cost-of-living index.

Knut Wicksell (1898/ 1936 193) was convinced that it was possible to construct a measure of

value, invariable as to magnitude, and thereby to maintain the price of goods at a stable aver-
age level. He regarded it “unworthy of our generation that without pressing cause the most
important economic factors are left to pure chance" (viz. the discovery of precious metals).
For him, the ideal solution was an international paper standard. At that time, that was a com-
pletely hare-brained idea. Still 25 years later, Friedrich Wieser wrote in the Handwdorterbuch
der Staatswissenschaften that a paper currency is unsuited for use in world trade, and that
only gold can serve as a world money. (Though this is not totally incorrect: it is true until to-
day for states that have fallen into political disfavor.) Interestingly, neither of the two daring
proponents of stable prices, Irving Fisher and Knut Wicksell, touched upon the credibility
problem in their proposals.

Gottfried Haberler (1927), in his Der Sinn der Indexzahlen, took issue with the concept of the

price-level and the methods by which to measure it. In his view, index numbers are cal cul ated
for various purposes, but it is very unlikely that there exists a single number which would
meet the demands of all those varying purposes and so express “the” value of money (1927,
76). What is meant, he asked, by saying that “the aggregate price-level of an economy should
be stabilized”? “The price-level for whom?' (1927, 117). “One must from the beginning re-
strict oneself to a few selected types’(119). That is. while there can be no scientifically exact
indexation, as Irving Fisher (1911) believes, there is till a practicable method of proceeding:
since the individual indices taken together vary uniformly, we could speak of the movement
of an aggregate price-level “and even make an approximate calculation of it” (1927, 122).

An interpolation: If that is so, why not measure the degree of price stability by means of a

(probabilistic) sample of the inflation rates of individual consumer goods, perhaps weighted
by the rate of turnover of the goods concerned? That does not occur in Germany and many
other European countries. The reason for that may be that the population which is being sam-
pled must be clearly defined. That is difficult for consumer goods or goods in general, be-
cause what precisely is a good? While the answer is ssimple to the theoretician, to the statisti-
cian or practitioner it is not (Pollak, 1998, 174). A way out that suggests itself is to enumerate

4 Anideato which Nussbaum (1925) also aludes.
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a selection of concrete goods.® The goods basket of the standard family that figuresin the
cost-of-living index isin consequence not much more than a convention agreed upon by stat-
isticians (Pollak 1998, 74), suitable for measuring changes in the price of a bundle of particu-
lar goods over the course of time. Whether it is useful for measuring the change in the actual
cost of living is another question. Nevertheless, in Germany that index is often used for the
indexation of long-term contracts, and so it is not only a convention agreed upon by some
statisticians but also a social convention among the users of money. Still, the precise composi-
tion of the commodity basket is known only to very few of them, afact that invitesto political

mani pul ations.

In Germany, in the consumer price index are — lovingly detailed — about 750 goods items of everyday life in-
cluding, among them, in addition to housing and food, such things as wedding rings (1 pair, 585/1000, smple
design), cemetery fees (annual charge), five kinds of cut flowers (roses, standard carnations, tulips, freesias,
gerbera, chrysanthemums (1 stem of each)), the currently most-purchased goods. The item “pharmaceutical
products’ (including those for animals) is interesting: it is given aweight of 1 per 1000, made up of medica
tions (including prescription charges) with a weight of 0.95 per 1000; Carmelite spirit (Melissengeist), a
weight of 0.025 per 1000; and effervescent vitamin C tablets, one of 0.025 per 1000. The precise composition
of the category “medications’ is covered by data protection legidation. The Statitische Bundesamt provides
only the following overal description: “On a monthly basis, the observation of prices is related only to the
approximately 300 medicaments with greatest turnover”. Of course, a similar general procedure could be fol-
lowed for all consumer goods. What is interesting is the large number of goods which are considered here in
comparison to the two pharmaceutical products which are not part of “medications’: Carmelite spirit and ef-
fervescent vitamin C tablets; or in comparison to the 15 types of fruit, 25 types of vegetables and so on, that
| have not considered here. Consumer polls may play a certain role in this context, though for various reasons
they run up againgt certain limits in the case of medications, but they are aso otherwise of questionable
value. As a result, the commodity basket is to a degree based on expert judgment and the geographica areas
to be polled are cut out on a practical point of view (cut-out sampling).® All in all, it is a completely arbitrary

procedure that we have here.
Social conventions are a matter of faith. Insofar we may say with Simmel (1907/ 1978) that
the value people accrue to money is of a similar kind as religious faith. Simmel continues:
“Without the general trust people have in each other, society itself would disintegrate... In the
same way money transactions would collapse without trust.” (1978, 178 f.) As any faith, the
faith in the purchasing power of money, the confidence in stable money, is of a fuzzy, irra
tional nature. Feelings play their part.

®> One way of meeting the problem is to use the European Article Number (EAN) (or the US Universal Product
Code) to draw up such alist; see Haan, Opperdoes and Schut (1997).
8 For asurvey, see http://unece/org/stats/Documents/ ces/ac.49/1997/15.e.html
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Social conventions cannot be imposed by law, but law — a suitable monetary constitution —
can certainly create conditions conducive to the evolution of certain social conventions. | shall
take up this point now, but first permit me a brief glance at the classical theory of the preser-

vation of stable prices, the quantity theory.

2. The Quantity Theory of the Paper Standard

In clarification, the term “paper” is not to be taken literally here. All the data carrier of units
of account of a not in commaodities redeemable money are included in it. For paper money to
have a positive value, the quantity of it supplied must be scarce and it must be in demand.
Price stability exists if, on trend, the quantity of money grows in precisely the same propor-
tion as (real) national income — assuming the demand for money is a stable function of (real)
national income. This is the ssmple consideration which underlies the Friedman Rule (Fried-
man 1960, 91). For the USA. Friedman recommends a 4% growth in the quantity of money,
of which 3% was related to US average economic growth and 1% to the secular decline in the
velocity of circulation of money (the ratio between nominal national income and the quantity
of money). Fluctuations in prices because of seasonal or cyclical influences should, according
to Friedman, not give rise to changes in monetary policy. He therefore regards the goal of the
central bank to preserve price stability only in the sense of the long-term, not in that of the
short- or medium-term. Rather, the foremost aim of the central bank policy in the short- and
medium-term should be a fixed rate of growth of the money supply. The reason is that, ac-
cording to Friedman (adducing statistical evidence for his argument) , measures of monetary
policy fine-tuning yield their effect on the price-level only with much too variable time-lags
(of between 4 and 29 months) to be practicable (1960, 88). Ad hoc reactions by the central
bank will diminish rather than raise the stability of the economy (the level of economic
activity) and of the price-level. On the contrary, his rule would work rather like a built-in
stabilizer. For the rest, a satisfactory rule for monetary policy should relate to a magnitude
which the central bank can control more directly than the price-level.’

The opponents of the Friedman Rule doubt that the demand for money function is stable, and

7 However, Friedman explicitly indicates that he does not regard a stable growth in the money supply asa“be-
all and end-all of monetary policy for all time” (1960, 98). “It isarule that has much to recommend it in the
present state of our knowledge. It would avoid major mistakes that have marred our past record. It would assure
long-run stability in the purchasing power of the dollar. But as | should hope that as we operated under it we
would accumulate more evidence and learn to understand more fully the workings of the monetary mechanism.
Aswe did so, we could perhaps devise still better rulesfor controlling the stock of money that could command
widespread professional support and public understanding” (98ff.)
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point to the problem of achieving a sufficiently precise measure of the quantity of money and
thereby changesin it. Aswell, they are inclined towards interventionism and reject taking all
the trumps out of the hands of the central bank.

In fact, the demand for money at first appeared to be a highly stable function of other magni-
tudes (Laidler 1977), until in the 70s the US demand for money function suffered a structural
break (Goldfield 1976).2 That was not without its effect as an argument against the quantity of
money target. | will not enter further here into the debate on monetarism, but merely permit
myself to make one comment on the dispute as to the measurement of the quantity of money:
To measure the quantity of money, and thereby to arrive at a figure for the target of a fixed
rate of change in that quantity, is as problematic as the measurement of the price-level and
thereby of the goal of price stability. With the concept of the quantity of money, too, we are
ultimately dealing with a convention — of the statisticians and the users of money. Suppose
that we understand the money growth target as part of a social convention between the central
bank and the public, with all its imprecisions and irrationalities: then it is not surprising that
the existing trust of the DM-users in their currency was not shaken by the frequent failure of
the Bundesbank to meet its pre-announced targets. | shall take this aspect up in the next sec-

tion.

A Remark in passing on the Monetary Theory of employment

The paper standard by its very nature affords opportunities for political manipulation, includ-
ing monetary policy to influence the level of employment. In fact, many economists and poli-
ticians are still convinced of this possibility. They appeal to Phillips (1958), who provided the
statistical proof that a higher level of employment might be purchased at the cost of a lower
level of price stability.

After the epochal articles of Milton Friedman (1968) and Edmund Phelps (1967), who both
recurred to the classical theory, and after the utilization of the rational expectations hypothesis
by Robert Lucas (1973) in this connection, this conviction weakened. Nevertheless, there are
today many well-known economists who regard the Friedman-Phelps conclusion as valid only
for the long-term. and so believe that monetary employment policy can still be of some effect
in the short-term (cf. Taylor 1977, 1979, Stanley Fisher 1977). A central role in this context is
played now by the Taylor Rule (Taylor 1993), according to which the monetary interest rate
should be varied in response to deviations of real GNP and the rate of inflation from their

8 Probably as a consequence of the financial innovations of that period (Judd and Scadding 1982, 1014ff.).
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target values. Hence monetary policy should pursue a two-fold goa. The Maastricht Treaty
also obliges the ESCB to support the economic policy of the Community (which certainly
means, its cyclical policy aswell), but only in so far as “this is possible without impeding the
goal of price stability”. This phrase is an object of interpretation. It does not exclude the read-
ing that the ESCB is obliged to help combat deflationary tendencies in the level of economic
activity with (short-term) inflationary measures.

3. The Institutional Economics of Paper Money

With the gold standard, the obligation to redeem and the standard of coinage’ were legaly
laid down with the utmost clarity, but there was no role for the stability of the purchasing
power of money. In the period 1876-1914, the annual rates of change of the index for food-
stuffs and housing in Germany varied between -5.2% and +6.0%.%° Only on an average of 30
to 50 years was there price dability, as defined by the ESCB’s, i.e. rates of inflation of less
than 2%." With the paper standard, on the contrary, there are no precise rules which could be
compared with those underlying the gold standard. Y et, after great problems initially in some
countries, it functioned very well —as, e.g., in the Federal Republic of Germany between 1948
and 1998. The annual inflation rate of the DM in this period, apart from the eventful first five
years after the currency reform, varied between -0.22% and +7.03%, with the average rate
lying at +2.8%. The international paper standard too, which had taken its first stumbling steps
only about 30 years before, functioned very well — if also with greater exchange rate fluctua-
tions than under the gold standard. After disorderly beginnings (1973-85) 2/3 of the DM/$
exchange rate values established itself for the remaining time of the DM at a level of
1.66DM/$ of +8.6%; *2 ** the dollar interventions made by the Bundesbank had greatly de-
clined. This outcome did not precisely support Milton Friedman’s assertion that flexible ex-
change rates are stable if only they are left alone, but that remark no longer looks so mis-
guided as it did in the first phase 1973-85. Much better outcomes are scarcely to be expected,
for, in contrast to the international gold standard, under an international paper standard the

purchasing power parity relates not to only one good (gold), dealings in which are well-

91395 Marks per pound of fine gold.

10 Calculated from data of Kuczynski in Deutsche Bundesbank (1976, 6).

™ In Germany, an average of 0.8% in the period 1876 to 1914 (Richter 1989a, 240f.).

12 Under the gold standard, the Mark/US-$ exchange rate fluctuated within a band of +0,7% around the gold
parity rate of exchange.

13 Richter (1999, 120ff.)
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organized in all industrial countries, but to all traded goods, whose international trade can be
organized in part only at considerable cost. These costs are the sunk costs of market organiza-
tion, which make unavoidable the large deviations of nhominal exchange rates from their real
values (calculable purchasing power parities). ** (According to the asset theory, deviations of
exchange rates from their PPP themselves are due to the fact that exchange rates are to be
conceived of as the relative prices of investment securities, which are traded on a markets
influenced by expectations — like the prices of shares.®)

What are the reasons for the evident practicability of the paper standard? How, in a so impre-
cisely defined system, can “stable money” be possible? | shall seek answers to this question
from the viewpoint of modern institutional economics. Those answers are, from the historical
aspect, a mixture of the The State Theory of Money by Georg Friedrich Knapp (1905, 1924)

and the opposing views of Carl Menger.
Knapp begins his book (1924, 1) with the sentence:
“Money isacreature of law,”

a proposition which appears to be confirmed by the currency reform 1948 or the Maastricht
Treaty.

Menger (1963, 155) arguesto the contrary:
“Money has not arisen by law...”

Rather, it is the outcome of a social convention. Without the implicit agreement of all the
members of a currency community, no (complete) money [13] can exist — no money that is
recognized as genera means of payment, general unit of account, and general standard of
deferred payments. What can be imposed by law is at most the general means of payment (a
classic example: the assignats of the French Revolution), but not the unit of account and the
standard of deferred payments generally employed in economic transactions.

An example: in the German hyperinflation of 1923, the means of payment was always still the
Mark, a creation of the legal system, but the unit of account was (very widely in practice) the
USdollar, asocial convention; (new) debts expressed in monetary terms were indexed.*®

14 See Dixit (1989) for anillustrative model.

15 See Dornbusch (1976), Frenkel (1976), Mussa (1976), L ucas (1978).

1 A clause safeguarding the vaue of money debts clearly establishes the way in which the money debt, ex-
pressed in units of account (DM), is to be determined by use of a price index, the rate of exchange of aforeign
currency, the price or quantity of fine gold, or by other goods and services. In Germany, such agreements were
made dependent on the approval of the Deutsche Bundesbank after the currency reform of 1948, according to
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Without implicit agreement — social convention — therefore no money in the full sense of the
term. To theorize alittle: Socia conventions can be modeled as pure coordination games, i.e.
“games’ in which there is no conflict of interest.” An example of such an imagined game is
afforded by the implicit solution of the question: should we drive on the right or the left lane
of theroad onanewly settled island. There exist two coordination equilibria: al drive on the
right or al drive on the left lane. Question: Which of the two equilibria will the new inhabi-
tants of the island implicitly —i.e., without communicating — choose? Answer, “the coordina-
tion equilibrium that is somehow salient: one that stands out from the rest by its uniquenessin
some conspicuous respect” (Lewis, 1969, 35). If they come from countries in which driving is
on the right, the salient solution for them is “drive on the right”; they will implicitly agree to
that solution. Schelling (1960) uses the term “focal point” rather than “salient solution”. The
actors implicitly choose the focal point; Menger paraphrases “implicitly” as “without any
agreement , without legislative compulsion, even without any consideration of public interest”
(Menger 1883, 176). In the equilibrium of the pure coordination game, none of the players has
an incentive to deviate from their plan of action, to the extent as other players do not do so. In
the terminology of game theory, it is a “Nash-equilibrium”.*® There are usually a number of
Nash-equilibria. In a pure coordination game (where there are no conflicts of interest) without

communication, the “salient” equilibrium will be chosen.

The concept of a Nash-equilibrium is at the core of so-called “institutions-as-equilibrium-of-
a-game approach”. What is meant by that is the equilibrium of a repeated game about the en-
dogenous rules of a given super-game.” Lying behind it is the plausible idea that institutions
can only enduringly function when every individual regards it advantageous to adhere to their

explicit or implicit rulesin the long-run as well.

A's soon as transaction costs play arole, asin the case of the exchange of goods, the choice of
the monetary good (the general means of exchange) is still a coordination problem, but now
the coordination equilibria are ranked according to their efficiency and that good which gives

article 3 of the Wéhrungsgesetz of 20 June 1948.
Y Lewis (1969, 36ff.)

18 Nash (1950). Note that a Nash-equilibrium is not necessarily an equilibrium particularly worth searching for.
On the contrary, it may be a catastrophically bad equilibrium for all the participants. In addition, there exist
usually amultiplicity of Nash-equilibria

19 Thus Schotter(1981, 29). The rules of the super game are given. Aoki (2001, 13) correspondingly defines an
ingtitution as a“ self-sustaining system of shared beliefs’ asto adominating (“salient”) method to play repeat-
edly a[particular] game [with given exogenous rules]. The Nash-solution of the repeated game is a definite
number of endogenous rules. In this approach, the (endogenous) rules of the repeated game are themselves an
object of explanation. In the “rules-of-the-game view” of, e.g., North, all the rules of the game are assumed to
be given.
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rise to the least transaction costs will be chosen as the monetary good.®* In Menger’s words
this is the good with the greatest “marketability” (Menger 1909, 561). These properties are
possessed in our cultures by precious metals such as gold or silver; they may be equally effi-
cient as means of exchange. The gold standard would then be (for whatever reason) the salient
solution among the efficient solutions of the pure coordination game “choice of the monetary

good”.*

But what is the salient efficient solution under a paper standard? Menger’s simplified model
of the pure coordination problem takes us no further here, for the conflict of interestsis part of
the nature of the paper standard, the conflict between the issuers of paper, the state (a mo-
nopolist), to whom accrues a rent, and the users of money, who have to pay it. By its very
nature, therefore, the paper standard cannot be conceived of — not even in asimplifying model
— as the solution to a pure coordination game, but at most as the solution to a pure game of

conflict.”? We thus need a mixture of Menger, Knapp, and still others.

First of al, Knapp: paper money is eo ipso acreature of law. Abba Lerner (1947, 313) writes
that the trick which the modern tax state can play to create money (more precisely, means of
payment) is very simple. It enacts alaw under which those liable to taxation have to pay their
taxes in certain government bonds. Paper money is thus in effect nothing more than a small

denominated zero government bond with which taxes are to be paid.?

In a world without transaction costs, al rates of inflation pre-announced by the money sup-
plier could be thought of as Nash-equilibria because in such a world, money is neutral®; all
prices change by the same multiple; the level of the rate of inflation plays no role, if only it is
known in advance. The money rates of interest would be then higher to the extent of the rate
of inflation, and price-increase would be completely neutralized®. But in that world we have
no need for money. In the world with transaction costs, on the contrary, in which we can actu-
ally use money, money is not neutral. The problem is the limitation of the rents accruing to
the state from the issuing of money, if only from the viewpoint of the willingness of the po-

2 Nijehans (1969, 717).

2L We have adopted asimplified mode (analogous to Menger) to analyze the choice of the monetary good as a
pure coordination game. The situation is different in reality, cf. the historical conflict of interest between the
gold and silver producers and the dramatic debate on bimetallism in the second half of the 19th. century. (Lexis
and Terhalle 1926; Richter 1989a, 252ff.)

2 The terminology employed here is drawn from Schelling (1960, 83-118, 291-303).

2 With thislegal figure, Duden could have given a considerable easier justification of the terms of amoney
claim or amoney debt, than with his suggestion of the legal figure of membership (1968, 7, n. 12a).

2 Richter (1989a, 181ff.)

% Laidler and Parkin (1975), Irving Fisher (1930, 37-41).

10
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tential money user to go along with it. An inflation rate of zero (price stability) gives rise to
the least transaction costs and is, if doubt exists, the efficient solution. This case too may be
thought of as a Nash-equilibrium. But now one problem arises which did not occur to Knapp
or Lerner or many other writers. Assume that the state promises to guarantee price stability.
Will it be believed by rational money users? No! For if they believe it and hold new titles as
cash, it will be advantageous to the state to surprise the money users ex post with an “inflation
tax”, i.e. ex post to expand the quantity of money vigorously. Rational money users anticipate
that and hold no cash, and also do not use state money at al as unit of account or standard of
deferred payments. The result is that the inflation feared by rational money users is realized
simply through their own behavior.

The state therefore does well to give a credible purchasing power promise. Under the paper
standard, that requires alditional institutional arrangements, of whose possibility, e.g., Men-
ger had not thought and therefore advocated the gold standard as did Ricardo®.

The following arrangement proved to be successful: the state (Parliament) passed a law ac-
cording to which

1. only oneinstitution, the central bank, has the right to issue notes,
2. the management of that bank is not bound by directions from the government; and
3. itisgiven the statutory mandate “to guarantee price stability”.

But the independence of the central bank from directions of the government is still not credi-
ble. To achieve that, the management board of the bank must be made up of people who have
the reputation of standing for stable money, and who are not at any price ready to jeopardize
that reputation. The means by which the purchasing power promise is then enforced is the
threat by the users of money to destroy the reputation of the members of the central bank’s
management board, by unleashing rises in prices through their refusal to use the money. Thus

the currently predominant theory.”

Yet | do not regard this explanation as convincing, for it leaves two possibilities out of con-

% “The fluctuations in the world price of precious metals seem to me at the moment to carry within themselves
less danger than the regulation of the domestic exchange value of money [its purchasing power] by govern-
ments or social parties’ (Menger 1909, 595).

%" There is an extensive literature on this topic. In addition to Kydland and Prescott (1977), there are the works of
Barro and Gordon (1983), Blackburn and Christensen (1987), Persson and Tabellini (1990) among others. For a
survey see Persson and Tabellini (1990) as well as Ch. 3 in the book of collected articles edited by Persson and
Tabellini (1994). These are works of the “new classical macroeconomics’, according to which in the short-run,
despite the hypothesis of rational expectations, room remains for monetary stabilization policy. We announce
our doubts about this approach.

11
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sideration:

12



Bbk/V ortrag02/Prei sstabenglisch.doc 07.03.02

1. Members of the board, say the President of the central bank, can have an interest, with re-
spect to their subsequent political career, in “milking” their reputation after taking up of-
fice. The underlying theory is based on the smple calculation that the individual is honest
(keeps his word) only so long as honesty is more profitable to him than dishonesty (Telser
1980, 29).

2. Thelaw relating to the central bank is not carved in stone. The government majority (legis-
lator) can, after the successful introduction of a stable money, ater the central bank law to
their advantage; in particular, they can introduce binding instructions to the bank and begin
an inflationary policy. In given circumstances, they can exert pressure upon the manage-
ment board by simply threatening to change the law.

The Kydland-Prescott solution itself isto that extent not “dynamically stable®.

A more convincing instrument for the enforcement of the purchasing power promise of the
government exists in the democratic state subject to the rule of law : It consists of the latent
threat to vote the government out of office (“voice”). For the ultimate responsibility for the
purchasing power of money lies with the government , and hence the threat to oust it from
officeisthe ultimate guarantee of stable money in ademocratic constitutional state subject.?®

But even then, our paper standard resting on enforcement of stable money would still not yet
function. Self-enforcement only works when the promisee can also recognize whether the
promisor has kept its word. Given the imprecision surrounding the concept of price stability
outlined above, that is more difficult for the individual to recognize under a paper standard
than under the gold standard. In addition, modern central banks are not only legally obliged to
preserve price stability but also to support the general economic policy of the state, which
may wish to react to unforeseeable devel opments (cf. VEG, article 105, section 1, clause 2).%

For the central bank in the interventionist state, uncertainty as to what the future may bring is
added to the imprecision already pointed to.

To the management of a central bank, obliged to intervene in certain situations, can be pre-
scribed just as little as to the management of a firm what it must do in critical situations. Y et
what can be prescribed to it — or what it itself can promise to do —is the observation of afocal

2 The alternative threat of “exit” would be credible for domestic currency users only when things became very
bad (we use terminology of “exit” and “voice’ in the sense of Hirschman 1976).

29 With the reservation that the ESCB shall support the general economic policies in the Community “without
prejudice to the objective of price stability...” (VEG Art. 105, section 1, sentence 2). The reservation is a mat-
ter of interpretation by the ESCB. It does not exclude short term inflationary thrusts.
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principle in taking its decisions. For example, the announcement of a money supply target or
of an inflation target in association with the promise to justify subsequently any deviations
from that target. Kreps (1990) calls the focal principle along with the way in which it is com-
municated as “organization culture”. In Germany, in this context the concept “stability cul-
ture” has come into general use.®* Like any culture, stability culture presumes the existence of
common values* Once again we are reminded of Simmel’s idea of a belief in the value of
money similar to “religious faith” .** Feglings are of importance.

So much for the neo-institutional economics of a national paper standard. Under the interna-
tional paper standard, there are in addition conflicts of interest between national governments.
If the international paper standard is to function, the individual states must agree amongst
each other as to a fixed exchange rate or credibly oblige themselves to refrain from interven-
tions in the foreign exchange market. Even then, in the latter case, variations in exchange
rates will not be maintained within a narrow band. What is more, the promise of non-
intervention in the foreign exchange market (therefore not “to lean against the wind”) is not
credible. Individual states have the incentive to yield to domestic political pressure to create a
temporary competitive advantage by devaluing their currency (Gértner 1987, Bernholz
1989).% The credibility of the promise not to intervene can in this case possibly be brought
about by a leading nation — say, the USA. In the political science literature, this situation is
termed “hegemonic cooperation®.* The Plaza Agreement and the Louvre Accord can be in-
terpreted in this sense (Richter 1989b, Richter and Schmidt-Mohr 1993). Nevertheless, noth-
ing is for free. The hegemon creates orderly conditions in the international foreign exchange
markets in exchange for a longer-term favorable exchange rate, as occurred with the Louvre
Accord. Means of political pressure also figure in the picture in situations of hegemonic coop-
eration, such as e.g. the verba attacks of the American Secretary of the Treasury James
Baker in October 1987 on the then-vice-president of the Deutsche Bundesbank Helmut Schle-

% Richter (1994a, 82).

3 1n an analogous fashion, and without having game theory in mind, Henry Kissinger (1994, 77) accounts for the
occasional functioning of the European equilibrium of powers. He writes: “ Power is too difficult to assess, and
the willingness to vindicate it too various, to permit treating it as areliable guide to international order. Equilib-
rium works best if it is buttressed by an agreement on common values’.

% Simmel (1958, 165)

3 The possible inflationary consequences of a devaluation are not absolutely “common knowledge” among the
users of money and voters.

34 K eohane (1984, 49), Snidal (1985).
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Schlesinger.® Yet, from then until the end of the DM, the DM/$ exchange rate was to some
extent stabilized, as | have aready pointed out above.

Another way in which the promise of non-intervention can be made credible consists of an
agreement upon a common currency. The European Monetary Union provides acase in point.
The credibility problem is here shifted [20] onto the purchasing power promise of the member
states of the EMU. The political responsibility lies with the Council of Ministers in combina-
tion with the Parliaments of the member states. It would be difficult, presently, to change arti-
cle 105 of the Maastricht Treaty in favor of , Brussels.” But that doesn't mean to say the
Maastricht Treaty is carved in stone. The threat of voting the legislators out of office (the
threat of “voice”) is here not very convincing. It would have an effect only if the foundation
of the EMU isfollowed by the foundation of a democratic European constitutional state. Until
then the influence on the Maastricht Treaty is governed by the old European baance of power
game®* — buttressed by the corset of the EU - with the currency order among the bargaining
chips?®

% Cf. Baker's attack on the German rises in interest rates “engineered by Bundesbank Vice-President Helmut
Schlesinger”, which, according to Baker's -completely false- view were the cause of the crisis in financial
markets on 19 October 1981 (Wall Street Journal, Oct. 19, 1987; Richter 1989b, 714).

% ¢f. Kissinger (1994).

37 American authors such as Feldstein fear that the monetary union could give rise to discord: “...the shift to
EMU and the political integration that would follow it would be more likely to lead to increased conflicts
within Europe and between Europe and the United States” (1997b, 61).
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4. Concluding Remarks

Why price stability? The answer of modern institutional economics is: because price stability
is the focal principle of the actors, by which the rattling skeleton of a paper money economy
geared to intervention is held together — in any case, of a paper money economy with the in-
flationary experiences of Germany. Irving Fisher’s demand in 1913 that one first has to con-
vince the public of the necessity of stable money has been thoroughly fulfilled for us by his-
tory. Certainly, price stability cannot be enforced by law, but it can be made possible, and
indeed by the creation of alegal system that makes the purchasing power promise of the state
credible. To that extent, stable paper money is a creature of law, even if in a sense different
from that in which Knapp argued: the monetary constitution must convincingly bind the
hands of the government. In practice, the interposition of an authority, the central bank, has
proved itself which has the sole right to issue definitive paper money, is not subject to direc-
tion by government and legally obliged to maintain price stability.

The enforcement mechanism of the purchasing power promise of the democratic constitu-
tional state is the latent threat to the government that it will be voted out of office. It bears the
ultimate responsibility for the stability of the currency. The government will therefore set up a
credibly independent board of the central bank and neither openly nor covertly exert influence
upon that independence.

The history of the DM offers a good example: In 1948, the German voters were unanimous in
wanting a stable currency, after they had lost their accumulated savings twice in the past 25
years. Still, the independence of the West-German central bank was pushed through by the
Western occupation forces, in particular the Americans, against the stubborn resistance of
German politicians and experts.® Once understood, no government in Bonn in its right mind
would have ventured to loosen the law establishing the Bundesbank so as to favor the Federal
Government, party politics or social groups, by perhaps making the Federal Chancellor simul-
taneously president of the Bundesbank, by supplementing the Zentralbankrat with a
Bundestag committee or by representatives of the trade unions and employers’ associations,
or so on. A simple majority of the Bundestag would have sufficed to do so.*

38, Buchheim (2001, 2); more there on the supposedly “ German” model of an independent central bank.

%9 still, one Bundeskanzler — Konrad Adenauer in 1956 — toyed with the idea of arestriction of the Bundesbank’s
independence, though not its already existing law but during the drafting period of the Bundesbank Law, which
had to replace the original American made Law of the Bank deutscher Linder (cf. Buchheim 2001 ff. and
Kabinettsprotokolle 1998, 473 ff.).
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From the viewpoint of the institution as an equilibrium of arepeated game, the national mone-

tary constitution depicted in this paper portrays a self-enforcing state of stable prices.

We can understand the international paper standard, as it has developed in the last 30 years, in
an analogous sense. The focal principle of the actors is the domestic and external stability in
the purchasing power of their currencies — hence national price stability and international ex-
change rate stability. The international monetary constitution must for that purpose bind the
hands of the agents of the states in a two-fold way: with respect to their national purchasing
power promises, and their promise not to intervene in the international foreign exchange mar-
ket. A variant of the latter is hegemonic cooperation, in the sense of the Louvre Accord; an-
other is the absolute fixing of exchange rates, made credible by a common currency in the

style of the European Monetary Union.

Suppose we compare the national paper standard with the gold standard. Was the purchasing
power of the DM more stable than that of the Mark before 1914? In one sense, yes; certainly.
In West Germany from 1954 onwards there were practically no negative rates of inflation®* as
there were in Germany before 1914. The positive inflation rates had approximately the same
maximum value (6 to 7%) as in the Kaiserreich. Because of the missing negative halves, the
average inflation rate of the DM (1950 to 1998) reached a somewhat higher level (2.8%) than
the average inflation rate in the Kaiserreich (0.8%). But whether the cessation of deflation
after 1954 is to be celebrated as a success for the monetary policy of the Bundesbank may be
doubted. For, other than as before 1914, after the Second World War money wages wererigid
downwards and the prices of many consumers goods were state-administered.” In the
movement of prices, that may have reflected itself in the ratchet effect

Was the transition to a paper standard worthwhile, especially if attention is fixed upon the
external as well as interna stability of currencies? Has Knut Wicksell’s or Irving Fisher's
dream of a currency with stable [value] — or at least stable purchasing power — been realized?
That may be doubted . As well, in view of the enormous personnel costs of modern central
banks it is questionable whether the paper standard ties up less resources than the gold stan-
dard. It may be that today the stocks of gold could no longer cover the demand for interna-
tional liquidity. The problem could possibly have been met by another version of the interna-
tional commodity standard. What is decisive is that times have changed. The desire to keep
open the possibility of monetary interventions is dominant. Y et, because of the uncertainty of

“0With the exception of the minor figure for 1986: -0.22%.
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the future, interventions cannot be held under control by rigid rules. In this context, it was
advantageous to exchange the old, sharp focal point of a stable price of gold for the new, im-
precise focal point of the concept of price stability. A new institution geared to possibilities of
intervention and international negotiations has established itself. It is a new, self-enforcing
order, which hopefully is robust enough to withstand greater economic or political shocks.

4L E.g., Sachverstandigenrat, Jahresgutachten 1996/97, # 114.
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