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Thank you,it is a pleasure to be here and talk on
this subject. The nineties were the most fabulous
decade for the US economy and in many ways for the
world. The nineties were the periods in the United
States when the stock market soared high, when the e-
conomy growth increased enormously, there was enor-
mous optimism and the world was talking about the
New Economy. Some people believe there was end of
business cycle, and there would no longer be any reces-
sion. From 1993 to 1997, and all of us who were in-
volved in U.S. economic policy during those years ben-
efited from a happy confluence of events. We eagerly
claimed what credit we could for the prosperity; the
American people, wanting to believe that the economic
good times were a matter not just of luck but, rather, of
good management, willingly gave credit to those re-
sponsible for shaping economic policy, in the hope that
under the continued stewardship of such policymakers
this prosperity could be prolonged.

Around the turn of new century in year 2000, the
stock market crashed, the economy went on a reces-
sion. It showed that even the putative best of economic
management could not insulate the economy from
downturns, and that the business cycle was not dead.
The bursting of the stock-market bubble showed that
New Economy rhetoric contained more than a little
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hype. All that seemed to come to an end very abruptly.
And it was clear there was no end of business cycle, no
one even talked about it any more. Every one recog-
nized there were still ups and downs in economy. Dur-
ing the boom every body wanted to claim credit for the
success, the FED, the Treasure and Mr. Greenspan. Ev-
ery body believed there was wonderful guidance to the
economy. When the economy went to a recession, no
body wanted to take the blame. The only thing they
screamed was: it was somebody else's fault. The main
point is there are enormous economic lessons in the
success as well as failure in United States. We can
learn much of the economic policy from it. T also hope
that the lessons could be applied not only in United
States but also in every country, in Europe and in Chi-
na. Since the condition is quite general. In many ways
it illustrated much of the previous decade's economy of
information. The problem in the core of nineties' econ-
omy is information. That is the most important lesson
could be drawn. In order for the market economy to
work, there need to be an important role of govern-
ment. Market by itself can not solve all the problems.
There needs to be complementarities between market
and government. It is important particularly for China
because many people in China believed a successful
government to deal with all the problems. But the
warning is not to overrcact. The government does ev-
erything is like a government does nothing. There
needs to be a balance. It happened in the United States
when the balance got wrong the economy didn't func-
tion well and the cost was enormous. The core of mar-
ket economy is prices. The story about how market
works is a very simple one. When the price goes high
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it produces the information that the producers should
produce more and the consumers should consume less.
The information of scarcity could direct the allocation
of resources to go to where they have the most value.
The only defect is that the information contained in the
prices may not be accurate and may give the wrong
signal. It may push the resources to where they are not
valuable. The resources would be wasted which is pre-
cisely what happened. For example, the over-invested
telecom industry is caused by the stock price of the
telecom shares. Billions of dollars are invested in the
telecom, but in fact they are invested in the wrong way
because the prices have given wrong information. And
the quality of American telecom service is rather poor.
The function of the financial market is to provide guid-
ance to decisions that where we should put our money
But most funda-
mentally it is about information because every one
That
is also the problem of banks, say; they want their mon-
When the bank portfo-
lios are defaulted they are not going to get them back.

and where the resources should go.
wants to know who could use the resources best.
ey back when they lend it out.
So the essential function of banking system is to stream
the information who is the borrower that is going to

They have both the function of
streaming and moderating the information.

use the resources best.
It is about
gathering collecting information. It is much a different
perception from traditional economics which focuses on
trade and instrument itself. Information is the core of
banking. Market economy is based on the very general
theory of economics of information. Wrong theory
tends to cause wrong policy-making. In my book of the
Roaring Nineties I am trying to analyze the recession of
1990 and 1991 in the United States and why they can-
not stop it. And it also discusses the other countries in
the 1990s,

failures. The most foreign market economy idea is due

their valuable experience as well as their

to Adam Smith's invisible hand. The economy efficien-
cy could achieve by individual's action for self interests
with an invisible hand, say, the market mechanism. It is
controversial because it assumes that if you want to
achieve general interests don’t worry about it, just pur-
sue your self interests. In other word you can be greedy
and good. It took people hundreds of years to under-
stand the strong assumptions behind his theory. One of
the most important assumptions is perfect information.

Of course no one is as foolish as to believe there is

®

perfect information. But the hope was that the informa-
tion is not too imperfect. Even small amount of the im-
perfection of information can lead to very large differ-
ences in the behavior of economy because the standard
theory of economy can not robust the slightest change
in the assumption of the model. It is not necessarily
that the pursuit of self interests would lead to economy
efficiency. Let me try to illustrate how in the 1990s the
United States' economy is systematically bound to in-
formation. And the bad information has led to bad allo-
cation of resources and caused long term economic
problems. And I will explain how serious the downturn
of the United States' economy is. It needs to add ap-
proximately 1 to 1.5 million jobs to the newly in-
creased labor force every year. Actually there are fewer
jobs than 3 years ago. 70% of people are discouraged
by the number.
deficit.

job-hunting anymore since there isn't any job available.

There are at least 30 million of job
Therefore the discouraged people don't go
It is not only jobs. The unemployment also stirs many
other social problems. So you see how serious is the
bad allocations of resources due to bad information.
And fortunately the US is rich enough. But it is still an
Trillions of dollars that

could have been used to solve the environment prob-

enormous waste of resources.

lem, the old-age problem are gone. The economic cost
is just high.

Executive stock options were assumed for account-
ing purposes to have no value. The problem was that
when executives are paid in stock options, what they re-
other stockholders’

share values are diluted when the options are exercised.

ceive does not come out of thin air:

Stock option acts as an incentive tool since only
when the stock price is high can the CEOs be rewarded
from it. What happened in 2001 and 2002? The stock
market crashed. What were the CEOs doing then?

Were the CEOs to be blamed then? No, they just
claim credit when the stock market booms but when the
stock market crashed, they just said: it was not our prob-
lem. In 2001 CEO's pay reached a new height. In princi-
ple CEO's payment is very high when the stock price
goes up as well as when it goes down. That is why the in-
CEOs always get high pay-
ment but no one knows where the money is coming

centive pay is so attractive.
from. It is common sense that if someone got something
there must be someone else who gave. Actually it is from

the shareholders. But the sharcholders didn't know it for
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the information problem. Yet the policy-consultants were
worried about it because it was not good for the econo-
my. It was unfair and it was no good information to
judge the share value. The share price is over-valued and
doesn't reflect the correct information of reality and gives
wrong signal. Shareholders should know from stock op-
tion what has given away. It is important to have ac-
counting grammars to let investors know what the value
of their share is. Now you will think that is a revolution.
The estimate that the treasury uses was a very simple
And they

don't care whether it reflects the right information.

one. They just read it from the share price.

The reason is obvious that the stock market is just
about to boom. No one likes to be a party-broker. And
they put pressure on the US Treasury that the report of
the accounting is not a curb. And this is at the core of
many problems. And even people like Greenspan has
realized the accounting problem. Many people in other
area would be confused they didn't understand why the
policy-advisers put so much emphasis on accounting.
And in general people wonder whether accounting a
profession of the field of economy at all. And why we
get so excited about accounting? The answer is that ac-
counting is a framework from which all the economic
information is availed. If they provided bad information
the market economy cannot work. Accounting is actu-
ally the center of a successful market economy. But
from the 1990s on most money that accounting offices
received comes from consulting. There is a conflict of
interests and also an information problem. The account-
ing agencies are paid by CEOs not the shareholders. So
if the accounting agencies want to keep the CEOs hap-
py they have to change the account a little bit. The in-
formation provided by accounting is used by almost ev-
eryone. And it focuses on minus taxes. The account-
ing's job was to pull income in such a way that the ba-
sic capital liability is most popular. That is to minimize
taxes liability. And it got very sophisticated. America
Not all

sorts of innovation, however, lead to higher productivi-

has always taken pride in its innovativeness.

ty. Sometimes companies can increase their profits
more by figuring out how to avoid taxes than by pro-
ducing better products; sometimes they can maximize
their wealth by gulling unwary investors rather than by
actually inventing goods that yield high returns. It is
understandable that business wants to boost profits and

that Wall Street enjoys the rise in share prices that
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comes from these higher profits. And it is also creative
In the
1990s there was a breakthrough. The way used to cheat

in the way they try to cheat the government,

government was used to cheat investors. Then the same
kind of creative accounting misrepresented to cheat the
government could be misrepresented in other way to
cheat the investors. Enron is one of the examples. They
said: look, billions of profit! The investors therefore
would pay lots of money for the shares and the share
price soared high. But actually there was nothing there.
So anyone in the economy firms in one way or another
will borrow this. The banks, the second board, every
accounting firms, most investment banks were all en-
gaged in this creative activity. You have to say some-
thing systematically wrong, There is no way you can
stop everyone from cheat and fraud. It is just part of
the market economy. Look, when you see every ac-
counting firm and major investment bank, it is not just
the problem of rotten apple; it's the problem of the sys-
tem not working in the way. Economist always said ex-
ceptive matter. In my theory of information economy I
think the exceptive sometimes doesn't work as Adam
Smith has assumed. What we saw in the 1990s was a
big mistake. The accounting firms had incentive to give
distorted information. And the CEOs had the incentive
not to manage the business better but to pull the stock
price high. Only government intervention could change
the rules to avoid serious consequences. It doesn't mean
government should over-regulate on the contrary we
should just find what the government need to do to
make the market economy work better. After a series
of scandals, a simple regulation came out that account-
ing should make most of their money by accounting
that limited and reduced the conflicts of interests. And
they should work for the shareholders and investors not
the CEOs.

into the governance of corporation. Thus the accounting

And they introduced independent directors

should earn more by providing more accurate informa-
tion. The same problem is pervasive in banking. United
States had a crisis in savings and loan associations in
1989, which cost US tax payers more than 100 billion
dollars to fix that problem. And the problem is under-
standable. The loan of banks is like a gamble. If they
win they will get their money back otherwise their loan
will turn sour, and the bank got bankruptcy. And most
the cost will be burdened on the government. So it is a
one-side bet. Getting the bank to work in the right way
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is not an easy work. You have to combine regulation
and incentives. You need a whole complicated set of
mechanism to create sound banking systems. If the
bank only trades the US Treasury bill, no bank would
go bankruptcy probably. But banks are established not
only for safety; you will ask them to promote the econ-
omy and lend to stimulate the US expansion of eco-
nomic growth. So you have to balance the small defect
and enormous benefit of the banking system. That is
the core issue the financial institutions have to face.
Unfortunately in the 1990s in the US, banks didn't do
Traditional bankers
were very conservative. They were never engaged in
But the corporate CEOs who got the
stock option just wanted the stock price to go up. They

the job they were supposed to do.
risky lending.

went to the bankers and said they wanted to move their
money else where and hide. At the same time the ac-
counting firms will give the bad information. They did
lots of things with conflict of interests. For instance,
they recommended stocks as an analyst and provide in-
formation of stocks to buyers. But the analysts were
paid by the investment bank. When the investment
bank tried to issue shares for one company the analysts
would recommend the share to investors whether it's
good or not. To the investment bank the analysts said:
it is terrible shares don't buy them. But to the public
the analysts would say: it is fantastic shares just buy.
They act as they were working for the investors but
they were working for the investment bank indeed. One
of the potential problems in 1980s turned out to be big
problem in the 1990s, that is, IPOs, initial public offer-
ings. There was a phenomenon that the investment
banks sold shares in IPOs well below the market value.
When the investment bank said it's only worth 40 while
the market said it's 100, who got cheated? The share-
holders. The old shareholders should have got 100, but
they only got 40. So it was terrible corruption system.
That is why the investment banks and CEOs could get
a lot of money. And the shareholders didn't know what
Stock options and other badly designed

compensation schemes proved as problematic in the fi-

is going on.
nancial sector as elsewhere, with even more serious
When the market was booming,
investment banks were emboldened to violate regula-

consequences. some

tions and ethical standards by demanding kickbacks or
extra commissions from people awarded valuable ini-
tial-public-offering  (IPO) The banks
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allocations.

worked with Enron and others to create sham transac-
tions-for example, disguising loans as prepayments on
energy contracts. The banks made money from the
deals, and the value of their stock went up-just as En-
ron's did when investors were unable to decipher the
true magnitude of its outstanding liabilities.

The Glass-Steagall Act of 1933, which separated
investment banking from commercial banking, recog-
nized the conflicts of interest that can arise when the two
are conflated. But concerns about keeping them separate
were put aside after the arrival at the Treasury Depart-
ment of Robert Rubin, in 1995. The big banks saw get-
ting rid of Glass-Steagall as an opportunity to become
even bigger. Treasury argued that scrapping the law was
of no consequence, because banks had learned how to
circumvent it anyway. Treasury also argued that it could
address the conflicts of interest by constructing barriers
between the banks' parts-"Chinese walls," they were
called. Of course, if such measures had worked, that
would have undermined the most cogent argument for e-
liminating the formal separation in the first place. One
cannot simultaneously claim that it is important that
to take advantage of what e-

conomists call economies of scope, and also that it is im-

banks be integrated,

portant for the parts of a bank to be compartmentalized,
to avoid any conflicts of interest. In retrospect it is clear
that Chinese walls did not work-or did not work well e-
nough to prevent serious problems from arising. For ex-
ample,
problems began to surface;

banks continued to lend to Enron even as its
the profits the banks made
more than compensated them for the risk in lending.

So what I try to do is to illustrate that the infor-
mation provided by the market may be wrong. And the
markets won't work as they should. Central banking
certainly is another issue that is of most concern in
macro-economy. 20% of people are accusing the FED
for not having stabilized the economy. Mr. Greenspan
noticed the irrational exuberance in the market. And
market itself do not solve its own problems. It was said
that the new economy, the new technology end the
business cycle. The fed raised the margin requirement
It is also possible to use
non-market tools to manipulate the market economy.
And finally there ought to be a perfect balance between
market and governmental regulation.

Thank you.

and dampened the prices.
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The topic in general
In a historic point of view inflation is mostly
caused by the state using its central bank to finance
state expenses. In consequence the mass of money
is growing faster than the real economy. Inflation
happens.

The outcome is to organise the central bank
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independent from the government and to forbid
money lending of the central bank to the govern-
ment. This idea was very successful. There is a
strong evidence between the independence of a
central bank and stable money .

However, in an European view, according to
the principle of the separation of powers the central
bank is part of the executive power. The executive
power should be controlled by the parliament or the
people. According to the monetarist approach, mon-
etary policy is some kind of a technical procedure.
The outcome is that the legal act which grants cen-
tral bank independence should state as well the tar-
get of monetary policy and in addition the account-
ability and the transparency of the central bank.
The final target should be clear and simple. Baskets
of targets are second best. Only the government,
which is elected, decides about the priority of com-
peting objectives. In the European point of view
price stability is a precondition for high employ-
ment. The central bank has to execute the objective
in a technical manner. In addition the law which
grants central bank independence has to formulate
to whom and for what the central bank is account-
able for.

To be in line with democratic principles in ad-
dition the central bank is forced to report to the
public (and the parliament) about the ways and the
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reasons of the monetary policy decision making pro-
cess. Indeed the mandate plus independence on the one
hand and accountability plus transparency on the other
hand are two sides of one coin and an integral part of a
successful central bank in stabilising money .

Reasons for starting a single monetary policy in Eu-
rope

The basic ideas of establishing the monetary union
were politically and economically based.

The political argument can be summarised by
“peace keeping”among European countries. A common
currency used by most of the Furopean nations is con-
sidered to be an instrument to integrate among different
countries. It is part of the European integration, which
started with free trade and which will lead to a federal
organised political union,

In economic terms a common currency is able to
foster the advantages of a single market. The introduc-
tion of the Euro will reduce the costs of transaction, re-
duce uncertainty (interest rates will be lower) and will
stimulate competition. Welfare in Europe will conse-
quently be increased. In that regard the introduction of
the Euro was just a logical step to finish the project of
a single market in Europe and to use all the positive ef-
fects of efficient, transparent markets in terms of eco-
nomic growth and welfare.

Additionally the Euro reduces the openness of the
European markets and contributes to stabilising the ex-
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change rate with the US-$ by creating a kind of

countervailing power.

The institutional framework of the Eurosystem

The legal basis for the single monetary policy
is the Treaty establishing the European Communi-
ty, better known as the Treaty of Maastricht or
Treaty of the EU (“Treaty”).

The European System of Central Banks (ES-
CB) comprises the European Central Bank (ECB)
and the national central banks (NCB) of all EU
Member States. In contrast to the ESCB as a
whole, the ECB has been vested with legal per-
sonality by the Treaty. Each of the NCBs has le-
gal personality, as provided by the national laws of the
respective country.

NCBs of the EU Member States which have not
adopted the Euro (Denmark, Sweden, United Kingdom)
are part of the ESCB but do not participate in monetary
policy decision-making for the Euro-area or in the op-
erational implementations of these decisions. For this
reason, the ECB has chosen the term "Eurosystem". It
describes the arrangement whereby the ECB and the
NCBs of participating Member States carry out the
tasks of the ESCB within the Euro-area.

Decision making bodies of the ECB

The decision-making bodies of the ECB are the
Governing Council of the ECB and the Executive
Board of the ECB

The Governing Council consists of the six mem-
bers of the Executive Board plus the (12) governors of
the NCBs (Euro). Both the Governing Council and the
Executive Board are chaired by the President of the
ECB (Mr. Trichet). o

The responsibilities of the Governing Council are
to adopt the guidelines and make the decisions neces-
sary to ensure the performance of the tasks entrusted to
the Eurosystem and to formulate the monetary policy of
the Euro-area.

The Executive Board consists of the President and
the Vice-President of the ECB and four other members,
all appointed by common accord of the Heads of State
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or Government of the Euro-area countries. It prepares
the meetings of the Governing Council, implements
monetary policy in accordance with the guidelines and
decisions laid down by the Governing Council and
gives the necessary instructions to the Euro-area NCBs.

The Executive Board is responsible for the current
business of the ECB, assumes certain powers delegated
to it by the Governing Council, which may include
powers of a regulatory nature,

Central bank independence

The institutional framework for the Eurosystem as-
signs the pursuit of the primary objective of price sta-
bility to a central bank that is independent from politi-
cal influence. A large body of theoretical analysis, sup-
ported by substantial empirical evidence, indicates that
central bank independence is conducive to maintaining
price stability.

Article 108 of the Treaty and Art. 7 of the Statute
of the ESCB lay down the important principle of cen-
tral bank independence. When exercising the powers
and carrying out the tasks and duties conferred upon
them, neither the ECB nor the NCBs, nor any member
of their decision making bodies, are allowed to seek or
take instructions from community institutions or bodies,
from any government of a member state or from any
other body. The community institutions and bodies and
the governments of the member states also have to re-
spect this principle and must not seek to influence the
members of the decision-making bodies of the ECB.

There are also other provisions to safeguard the
independence of the ECB and its decision-making bod-
ies. For instance, the ECB' s financial arrangements
are kept separate from the financial interests of the Eu-
ropean community. The ECB has its own budget, and
its capital is subscribed and paid up by the Euro-area
NCBs. Long term of office for the members of the
Governing Council (8 years), and a rule stipulating that
members of the Executive Board cannot be re-appoint-
ed, also contributes to minimising potential political in-
fluence on individual members of the ECB' s deci-
sion-making bodies. Furthermore, the independence is

preserved by the Treaty prohibition of any provision of
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central bank credit to the public sector.

The ESCB/Eurosystem’s mandate

The Treaty states that “the primary objective of
the ESCB shall to maintain price stability”and that,
“without prejudice to the objective of price stability,
the ESCB shall support the general economic policies
in the Community with a view to contributing to the
achievement of the objectives of the Community as laid
down in Article 2”(Article 105). Article 2 of the Treaty
mentions as objectives of the Community, inter alia, “a
high level of employment (---), sustainable and non-in-
flationary growth, a high degree of competitiveness and
convergence of economic performance”. The Treaty
thus establishes a clear hierarchy of objectives for the
Eurosystem and assigns overriding importance to price
stability. This is an indicator that ensuring price stabili-
ty is the most important contribution that monetary pol-
icy can make to achieving a favourable economic de-

velopment,

Accountability and Transparency of the ECB

As mentioned before, there are good reasons to
entrust the tasks of safeguarding price stability to an in-
dependent central bank, which is not subject to poten-
tial political pressure.

At the same time, the delegation of decision mak-
ing authority to an independent institution obliges that
institution to be accountable for fulfilling its mandate.
An independent central bank needs to explain its deci-
sions to the public and take responsibility for its ac-
tions. Accountability imposes discipline on the central
bank to perform its tasks as well as possible.

In a democratic society, accountability is a natural
complement to central bank independence. A clearly
defined and limited mandate is the basis for the demo-
cratic legitimacy of delegating monetary policy to an
independent central bank, and an overriding focus on
the mandate of price stability enables the public to hold
an independent central bank accountable.

The terms “accountability” and “transparency”are
sometimes used interchangeably. However, it is impor-

tant to distinguish between the two concepts. Account-
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ability means the central
bank is held responsible
for fulfilling its objec-
tives. Transparency
means that it provides in-
formation about the inter-
nal decision-making pro-
cess.

Transparency in-
volves explaining how
monetary policy is used
to achieve the mandate assigned. A monetary policy
strategy contributes to transparency by providing a sys-
temic framework for both internal decision making and
external communication with the public. Greater trans-
parency translates into a better understanding of mone-
tary policy among the public and so has the potential to
enhance its credibility and effectiveness.

Article 15 of the Statute of the ESCB imposes
precise reporting obligations on the ECB. The ECB has
to publish quarterly reports on the activities of the Eu-
rosystem as well as a weekly consolidated financial
statement. In addition, it has to provide an annual re-
port on its activities and on the monetary policy of the
previous and the current year. The annual report has to
be addressed to the European Parliament, the
EU-Council , EU-Commission. In order to achieve the
highest level of transparency, the ECB has decided to
go beyond theses statutory reporting requirements.
There are monthly press conferences held by the Presi-
dent immediately after the first Governing Council
meeting of the month. A Monthly Bulletin is published.
It provides the general public and the financial markets
with a detailed and comprehensive analysis of the eco-
nomic environment. It contains the information that the
Governing Council possessed when it took its policy
decisions. The Monthly Bulletin also contains articles
which provide insights into long-term developments,
general topics or the analytical tools used by the Eu-
rosystem within the framework of the monetary policy
strategy.

The appropriate channels for ensuring the account-
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ability of a central bank
depend on the institutional
framework and on the cen-
tral bank’ s mandate. Giv-
en its independent status,
the ECB cannot be held
accountable by national
governments or national
parliaments. Instead, it is
accountable to the Euro-
pean public at large and to
the European Parliament, a body with a European man-
date and direct democratic legitimacy.

The ECB’s relationship with the European Parlia-
ment in this regard is defined by the Treaty and re-
spects the institutional independence of the ECB. The
Treaty imposes a number of reporting requirements on
the ECB and establishes regular presentations to the
European Parliament to ensure accountability. The ECB
has in fact gone beyond the formal Treaty require-
ments in adopting additional means of ensuring ac-
countability and transparency.

To summarise, accountability is understood as an
obligation vis-a -vis the“political order”. Transparency,
on the other hand, is a notion stemming from the“eco-
nomic order”. It can be considered as an instrument
aimed at enhancing the effectiveness of the ECB’s pol-
icy. Holding the ECB accountable involves legal, insti-
tutional and practical aspects. The focus is always on
democratic accountability. This means the particular
emphasis placed on the EC’s relations with elected
bodies, most importantly the European Parliament as
the EU institution composed of directly elected repre-
sentatives of the European citizens.
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