
Economic and Monetary Union (EMU) has changed the monetary policy regime applicable in Austria in
many respects, but the stability orientation of Austria�s monetary policy has been maintained. EMU�s insti-
tutional framework and the actual monetary policymaking of the Eurosystem have secured Austria�s legacy
of monetary stability at the European level. Decision making at the Oesterreichische Nationalbank (OeNB),
which had been shaped by the system of social partnership, is now characterized by a greater degree of
formal central bank independence. The assignment of various economic policy goals to specific policymak-
ers or institutions, an approach Austria had already followed under the hard currency regime, was main-
tained under EMU. Like the hard currency policy, the Eurosystem�s monetary policy has a medium- to long-
term orientation. EMU stabilized Austria�s nominal effective exchange rate even more than the hard cur-
rency policy could. Therefore, low domestic inflation and wage moderation play an even more important
role in maintaining price competitiveness than in the past. The stable real effective exchange rate bears
witness to the success in achieving this up to now. Monetary Conditions Indices and Taylor rules suggest
that the monetary policy framework has eased for Austria under EMU. EU and EMU entry may have
changed various channels of the monetary policy transmission mechanism.

1 Introduction
This study examines the impact of ten
years of EU membership from 1995
and six years of EMU membership from
1999 on Austria�s monetary policy
regime, specifically its main strategic
features and the interaction with other
policy areas, and on monetary policy
implementation and its transmission
to the economy. Is EMU membership
indeed — as is frequently asserted — sim-
ply a continuation of the schilling hard
currency policy that was pursued dur-
ing the two preceding decades, or did
the introduction of the euro following
EU entry and membership in the Euro-
pean Monetary System (EMS) mark a
monetary regime change for Austria?
This question is important because the
stability and credibility of the Austrian
schilling represented a valuable asset
for Austria�s economy, an asset which
was �sunk� into the euro (Theurl, 1998).

2 Starting Point: The Late
Stage of the Hard Cur-
rency Policy in the 1990s

By the beginning of the 1990s, two ele-
ments of what was defined as Austro-

Keynesianism (Seidl, 1982), which was
pursued in the 1960s and 1970s, had
remained in place: the schilling hard
currency policy and a wage policy
negotiated consensually by both sides
of industry (the social partners).2 The
rationale for the hard currency policy
of the 1990s was frequently substanti-
ated by arguments based on the forma-
tion of expectations, game theory and
structural policy. In this context, the
reduction of exchange rate uncertainty
(and the diminished hedging costs in its
wake) was often cited, as was the stabi-
lization of price expectations for busi-
ness through relatively stable export
and import prices and wage modera-
tion, and for employees as well as con-
sumers, given productivity-oriented
wage increases and moderate rates of
inflation. During this late stage of hard
currency policymaking, the stabiliza-
tion of expectations was targeted at stabi-
lizing monetary framework conditions,
not at stabilizing the business cycle or
cyclical expectations, as it had been in
the 1970s.

The hard currency policy did not
take the structural adjustment features

1 The authors thank Manfred Fluch, Eduard Hochreiter, Wolfgang Ippisch, Werner Metz, Helmut Pech and Thomas
Wagner for suggestions on the manuscript.

2 Klausinger (1998) defines 1982 as the year in which Austro-Keynesianism ended and �true� hard currency policy
began.
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of the Austrian economy as givens, but
rather aimed at providing a �structural
stimulus� — achieving greater real wage
flexibility, reforming goods markets
and eliciting fiscal policy discipline to
obtain sustainability. In this respect,
the hard currency policy was above
all �tying one�s hands� and was meant
to signal the credibility of the stability-
oriented policy (Hochreiter et al. 1994,
1995). Because this policy emphasized
the stabilization of expectations and
because of its rule-based nature, it
was sometimes referred to as Austro-
Monetarism (Handler, 2003; Haberler,
1982; Socher, 1982).

Once capital movements had been
fully liberalized in 1991, the stabilization
of expectations in international foreign
exchange and capital markets also
gained importance. The money supply
and money market interest rates
merely reflected the imperatives of
the exchange rate peg — monetary pol-
icy was no longer available as an inde-
pendent tool of demand management.3

If the market had perceived inconsis-
tencies between the hard currency pol-
icy and the economic fundamentals, it
could have reacted with sanctions, such
as a boost in interest risk premia or, at
worst, even a speculative attack on the
schilling.

Austria�s entry into the exchange
rate mechanism (ERM) of the EMS on
January 9, 1995, did not entail any
change in the hard currency policy
(Schubert et al., 2002). Moreover,
the entry conditions were carefully
chosen to prevent any impression that
the ERM entry signaled a regime

change that could have cast doubt on
the credibility established through
the hard currency policy (Hochreiter
et al., 2004). The central parity of
the schilling of ATS 13.7167 to the
ECU was determined on the basis of
the market rate of ATS 703.55 to the
Deutsche mark on January 5, 1995,
the bilaterally fixed rate that had
applied for years. As Austria intended
to unilaterally observe the informal
Deutsche mark peg, respecting the
broad multilateral fluctuation range
of the EMS of �15% did not represent
an additional restriction for Austria.
The OeNB was careful not to seek a
narrow fluctuation band with the
Deutsche Bundesbank like the one
De Nederlandsche Bank had intro-
duced, as this might possibly have
been interpreted as a relaxation of
the hard currency policy.

However, ERM entry did place the
formerly unilateral and voluntary self-
commitment within a formal, multilat-
eral and institutional framework with
explicit rights and duties (credit facili-
ties, foreign exchange interventions
and economic policy consistency).
ERM entry also changed the status of
the schilling from that of a small, �insig-
nificant currency� (Tichy, 1985) to
that of a part of the �EMS cluster�
(Liebscher, 2002), putting it more
into the limelight in international
foreign exchange markets.4 This ex-
acerbated the pressure on Austria to
orient other economic policy instru-
ments on exchange rate policy re-
quirements. From the second half of
the 1990s the need to monitor compli-

3 The hope of obtaining even a small degree of autonomy to reduce interest rates had been given up long before — in
1979, the OeNB had attempted to escape the international interest rate increase after the second oil price shock by
not hiking interest rates: this experiment had led to massive capital outflows (see Handler, 1989, p. 43 ff.).

4 The OeNB had already felt some pressure to give its currency a more prominent role when the schilling suffered a
speculative attack in August 1993 (see e.g. Hochreiter et al., 2004). Moreover, after the government coalition
collapsed in October 1995 because it could not agree on further budget consolidation measures, temporary capital
outflows resulted (see Handler et al., 1996).
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ance with the Maastricht convergence
criteria, whose fulfillment was the pre-
requisite for the introduction of the
euro, also formally changed the fiscal
policy leeway (Katterl and Ko‹hler-
To‹glhofer, in this issue).

Hence, adjustments to exogenous
shocks had to be made even more
strongly through wage policy than in
the 1980s. Austria managed to achieve
necessary real exchange rate adjust-
ments by adapting real wages in nego-
tiations between the two sides of indus-
try. Thus, it was able to retain its Deut-
sche mark peg without high costs in the
form of high unemployment. This con-
cept of monetary policy implied a clear
division of responsibilities, with the
state in charge of stability policy (secur-
ing monetary stability) and the social
partners of wage policy (securing high
employment) (Klausinger, 1998).5

3 EMU Changes the
Monetary Policy Regime
in Austria

Table 1 summarizes the criteria with
which to judge the differences or sim-
ilarities between the hard currency pol-
icy regime and EMU from the Austrian
perspective. Some of these criteria are
described in more detail below.

For Austria, EMU entry repre-
sented a quantum leap in terms of the
size of the monetary area (population:
1:38; GDP: 1:32). Belonging to this
larger monetary area should entail pos-
itive network effects for the functions
of money compared with the schilling
regime (Stenkula, 2003). The euro,
the world�s second-largest currency
(after the U.S. dollar), plays a key role
in international financial market and

goods transactions, which reduces
exchange rate risk and hedging costs
for euro area economic agents.

Even before EMU entry, the OeNB
pursued the goal of price stability.
However, in EMU price stability as the
primary objective ahead of other objec-
tives is more clearly established in the
Statute of the ESCB and the ECB. This
was additionally emphasized by the
announcement of a quantitative defini-
tion of price stability by the Governing
Council of the ECB.

Under the hard currency policy
regime, the composition of the for-
merly highest decision-making body
of the OeNB, the General Council
(Generalrat), exemplified the princi-
ple of consensual policymaking with
all social partners being represented.
Explicit formal independence was not
necessary under this �corporatist� sys-
tem with its far-reaching consensus
about economic policy priorities
(Pech, 2002).6 By contrast, in the mul-
tinational EMU environment, formal
rules of central bank independence
became more important to clearly
spell out the objectives and responsibil-
ities of institutions, some of which had
been newly established. The �funda-
mental institution� of common values
and a high level of trust in the system
were substituted by the �secondary
institution� of the Statute of the ESCB
and ECB (Theurl, 1998).

As a counterpart to the higher
degree of central bank independence
in EMU, the informal ex ante accounta-
bility given by the participation of all
social partners in the OeNB�s General
Council was replaced by a more explic-
itly defined and legally mandated ex

5 Tumpel-Gugerell et al. (2002) describe a �separation model� under which individual economic policy goals are
associated with specific policymakers or institutions.

6 However, studies on central bank independence concluded that by international standards Austria had enjoyed a
high degree of central bank independence also in the past (see e.g. Cukierman et al., 1992).
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Monetary Policy Regime before and under EMU

Regime features Schilling hard currency policy of the 1990s1 EMU from January 1, 1999

Size of the monetary
area

Small currency, informal monetary union with the Deutsche
mark hard currency bloc

Very large euro monetary area, additionally large group of cur-
rencies more or less tightly pegged to the euro

Capital movements From November 4, 1991: completely liberalized capital move-
ments

Completely liberalized capital movements

Exchange rate regime Could be changed under Article 2 paragraph 3 as well as Arti-
cle 4 Nationalbank Act and Article 2 Foreign Exchange Act

May be changed under Article 111 of the Treaty, so far free float

Since the 1980s unilateral, voluntary Deutsche mark peg; since
January 9, 1995, ERM participation

Central bank objective Maintenance of the value of the Austrian currency both with
regard to its domestic purchasing power and to its relationship
with stable foreign currencies (Article 2 paragraph 3 National-
bank Act); due regard for the economic policy of the federal
government (Article 4 Nationalbank Act)

Primary objective: Price stability; without prejudice to the ob-
jective of price stability: support of the general economic poli-
cies in the Community (Article 105 Treaty)

Independence of
the monetary policy
decision-making body

General Council (Generalrat) is the highest decision-making
body; its members represent both sides of industry, the finan-
cial sector, business; the State Commissioner has the right to
veto (temporarily suspend) illegal decisions of the General
Council

Detailed provisions prohibiting Governing Council members
from seeking or taking instructions; full-time Governing Coun-
cil members have minimum terms of office of eight years (ECB
Executive Board) or five years (NCB governors); protection
against dismissal prior to fulfillment of terms

Monetary financing
of governments

Prohibition of lending to the federal government (Article 41
paragraph 1 and Article 42 paragraph 1 Nationalbank Act) inc-
luding the prohibition of circumventing this provision by open
market operations (Article 54 paragraph 3 Nationalbank Act)

Prohibition of credit facilities for the public sector and prohibi-
tion of the direct purchase of debt instruments from the public
sector (Article 101 Treaty)

Accountability Supervision by State Commissioner (with a period for objec-
tion)

OeNB: Ex post to the Nationalrat ECB: Ex post to European
Parliament; European Commission President and President
of the Council have observer status in the Governing Council
of the ECB

Transparency High degree of transparency by public announcement of the
monetary rule

High degree of transparency (among other things through the
announcement of the price stability definition, monetary policy
strategy, detailed information about Governing Council mee-
tings, publication of projections)

Responsibility for
exchange rate policy

OeNB (Article 2 paragraph 3 Nationalbank Act), coordinated
with the federal government�s economic policy (Article 4 Na-
tionalbank Act)2

International: Ecofin/Eurosystem depending on the exchange
rate regime (Article 111 Treaty)

ERM II: Euro area finance ministers and ECB as well as pre-in
finance ministers and NCBs

Interaction with other
economic policy areas

Part of a consensual policy package. Individual objectives are
assigned to specific policymaking areas. Primacy of exchange
rate strategy monetary policy serves as a ªnominal anchor,��
ªstructural reform impulse,�� ªdisciplining mechanism��

Individual objectives are assigned to specific policymaking areas.
Independent monetary policy is complemented by fiscal policy
rules, (in some countries) national wage policies and structural
reforms

Monetary policy
strategy

Exchange rate target. Strict rule Two-pillar strategy; adapted in spring 2003. Discretionary mo-
netary policy

Long-term orientation toward stabilization of price expecta-
tions

Medium-term orientation toward meeting the announced
price stability target

Intermediate monetary
policy target

Fixed bilateral nominal exchange rate peg to the Deutsche
mark

No intermediate target (M3 growth is a prominent indicator;
economic projections and numerous other indicators to fore-
cast inflation)

Monetary policy
instruments

Up to 1996: above all standing facilities; 1996 to 1998: Focus
shifts increasingly to tender operations, unremunerated mini-
mum reserve holdings

Focus on tender operations, supplemented by standing facili-
ties; no daily money market interventions; remunerated mini-
mum reserve holdings with averaging

Source: OeNB.
1 The legal material is cited from the Nationalbank Act (NBG) in effect until May 2, 1998. The 1998 amendment of the Nationalbank Act introduced adjustments to Treaty provisions in two stages, first from

May 3, 1998, and second from January 1, 1999.
2 See also Raschauer (1976).
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post accountability. A high degree of
transparency enables governments and
the general public to understand the
motivations for the monetary policy
decisions made by the independent
Eurosystem.

EMU changed the interaction of
monetary policy and other areas of eco-
nomic policy. The hard currency policy
was part of a national policy package.
Long before EMU, this consensual
model had already been subject to
major change (Clement, 2001; Lauber,
1997; Klausinger, 1998), as the role of
the social partners had been diminish-
ing since the 1980s (Kramer, 2004;
Guger, 1998). Nevertheless, the core
concept of the hard currency policy
remained basically unchallenged even
in the late 1980s, and the social part-
ners considered themselves parties to
the decision to maintain the policy,
not least because they were repre-
sented in the OeNB�s General Council.

In EMU, monetary policy decisions
are taken by the Governing Council of
the European Central Bank. The deci-
sion-making bodies of the OeNB were
adapted to meet the legal convergence
requirements of the Treaty establishing
the European Community, and the
1984 Nationalbank Act was amended
to this effect in 1998, among other
things to secure the independence of
the Governor of the OeNB in the Gov-
erning Council of the ECB (Dvorsky
and Lindner, in this issue). Monetary
policy is no longer part of a national
consensus package.

Nonetheless, the practical division
of responsibilities between monetary
policymaking and the other — national —
economic policymaking areas (fiscal
policy, structural policy, wage policy)
is similar to that under the hard cur-
rency regime: Monetary policy is con-
sidered a given; the other economic
policy areas absorb e.g. asymmetric

shocks wherever possible and sensible.
As under the hard currency regime,
monetary policy continues to act as
an anchor for stability policy in gen-
eral and is rounded off and secured
by a complementary set of rules for
other policy areas (e.g. fiscal discipline
rules, the Lisbon agenda), partly at the
European and partly at the national
level.

The two-pillar monetary policy
strategy of the Eurosystem is discre-
tionary — there is no intermediate tar-
get — whereas the hard currency policy
represented a strict monetary policy
rule. The hard currency policy and
the Eurosystem�s strategy concur in
that monetary policy should have a
medium- to long-term orientation.

4 EMU Stabilizes Austrian
Effective Exchange Rate

It was often argued that Austria�s par-
ticipation in EMU would permanently
expand its �zone of monetary stability�
and that under EMU, countries could
no longer resort to �competitive�
devaluations, which used to place Aus-
tria at a competitive disadvantage.
Chart 1 shows that the nominal effec-
tive and the real effective exchange
rate have in fact stabilized since EMU
entry. From the start of Stage Three
of EMU in January 1999 until Decem-
ber 2004, Austria�s nominal effective
exchange rate appreciated by nearly
5%, mirroring international develop-
ments, but the real effective exchange
rate as based on the consumer price
index (CPI) remained virtually
unchanged, given the lower rates of
inflation in Austria than in its trade
partner countries. The changes in the
course of the observation period were
relatively small — even the strong fluc-
tuations of the U.S. dollar�s exchange
rate and of other key currencies against
the euro had very little effect on Aus-
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trian effective exchange rates, as intra-
euro area trade predominates Austrian
trade.

Table 2 shows that both the long-
term and the short-term variability
of the effective exchange rates in Austria
has decreased substantially since EMU
entry. Thus, EMU contributed more
to a noticeable stabilization of external

price relations in Austria than the hard
currency policy with its narrower ref-
erence zone had been capable of.

This development also clearly
shows that low domestic inflation plays
an even greater role as a shock absorp-
tion mechanism and as a means to
maintain price competitiveness than
under the hard currency regime.
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Table 1

Austrian Exchange Rate Variability before and under EMU

Austrian nominal effective exchange
rate index

Austrian real effective exchange
rate index (CPI)

Long-term variability
1993 to 1998 4.80 3.18
1999 to 2004 2.75 1.99

Short-term volatility
1993 to 1998 0.82 0.97
1999 to 2004 0.59 0.74

Source: WIFO, basis 1st quarter 1999 = 100.

Variability measures: Long-term standard deviation; short-term standard deviation of the deviation from the mo-
ving 12-period average for each of the two subperiods.
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The Hard Currency Policy, EMU and the Optimal Currency Area

In assessing a monetary regime, it is quite important to determine whether the currency area is sufficiently
homogeneous to conduct a monetary policy suitable for all parts (countries) of the currency area. Drawing
on the Optimal Currency Area (OCA) theory (Mundell, 1961), the table belowanalyzes whether Austria has
come closer to fulfilling the OCA criteria after switching from its Deutsche mark peg to participation in the
euro area.7

The development of Austrian inflation is more highly correlated with that of the euro area than with
that of Germany. This applies both to the entire period from 1995 to 2004 and to the two subperiods from
1995 to 1998 and from 1999 to 2004. Hence, a monetary policy geared primarily to price stability for the
euro area should fit in well with Austria�s needs. It is also interesting to note that in the second subperiod (the
last six years) the correlation coefficients rose both against the euro area and against Germany compared
with the first subperiod.

The correlation of growth rates is lower than that of inflation rates. Moreover, during the period from
1995 to 1998, Austria�s business cycle was more strongly correlated with that of the euro area as a whole
than with that of Germany, whereas during the period from 1999 to 2004 the correlation of GDP growth
was stronger between Austria and Germany than between Austria and the euro area. Overall, however,
both comparisons signal a strengthening of correlations as time progressed. As business cycle divergence
between individual countries cannot be taken into account in euro area monetary policymaking, the real
adjustment mechanisms to asymmetric shocks by way of wages and prices still play an important role, as
they did during the hard currency regime.

5 The Hard Currency
Policy, EMU and
Monetary Conditions in
Austria

The Eurosystem necessarily targets its
monetary policy at the euro area as a
whole, not at the economic develop-
ment in individual EMU member
countries. Nevertheless, the question
may be posed — for analytical purposes —
how EMU has influenced the mone-

tary policy framework in individual
member countries, in the event, in
Austria. The level of long-term interest
rates has declined in Austria since it
joined the EU in 1995. Between 1995
and 1998, the nominal interest rate of
the ten-year benchmark bond ran to
roughly 6%, whereas it came to
4.75% between 1999 and 2004. The
level of real interest rates8 dropped
even more sharply, falling from 4.8%

7 Owing to space constraints, only the synchronization of inflation rates and real GDP are analyzed here. See Stigl-
bauer (in this issue) for a discussion of labor mobility and wage flexibility, which play an important role in OCA
theory. Janger and Wagner (2004) show that sectoral specialization patterns in Austria and in the EU-15 have been
changing only slowly and more or less homogeneously over the past 20 years, which reduces the risk of asymmetric
shocks.

Correlation of Inflation (HICP) and GDP Growth1)

Inflation Real GDP growth

Austria/Germany Austria/euro area Austria/Germany Austria/euro area

1995 to 2004 0.777 0.830 0.608 0.473
1995 to 1998 0.561 0.798 0.169 0.357
1999 to 2004 0.832 0.875 0.756 0.525

Source: Eurostat, OeNB.
1) Correlation coefficients of the monthly inflation rates and of the annual real GDP growth rates, respectively.

8 The ex ante real interest rate — i.e. the interest rate adjusted for inflation expectations — was used to calculate the
real interest rate level, with inflation expectations at time t corresponding to the average monthly inflation rates
from t+1 to t+12.
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to some 3%. This is not a purely Aus-
trian phenomenon, but was observable
throughout the euro area and in many
OECD member countries.

In order to gain a more complete
picture abstracting from cyclical differ-
ences in interest rate levels, we also
compare real interest rate levels during
periods of economic weakness.9 Accord-
ing to the definition used here, there
were three periods of economic weak-
ness during the reference period (from
the first quarter of 1995 to the third
quarter of 1995; from the third quarter
of 1996 to the first quarter of 1997;
from the first quarter of 2001 to the
fourth quarter of 2003). The long-
term interest rates during the weak
phases of 1995 and 1996—97 came to
around 5.7% and 4.7%, respectively;
during the phase from 2001 to 2003,
they stood at about 3%. At the end of
the first cyclical trough, the output

gap was —0.8%; it came to —2.6% at
the end of the second period, and the
third phase of economic weakness
closed with an output gap of —0.9%.
This means that although the weaken-
ing in the 1995 and 2001—03 periods
was comparable and the second phase
of weakness in 1996—97 was much
more pronounced, the real interest
rate was far higher in the mid-1990s
than at the beginning of the 21st cen-
tury. This frame of reference also spot-
lights the general decline in the level of
real interest rates.

Monetary Conditions Indices (MCIs),
which summarize the development of
the short-term real interest rate and
the real effective exchange rate of the
schilling (and later the euro), also sig-
nal that the monetary policy frame-
work became more expansionary from
1995. The short-term real interest rate
and the real effective exchange rate are
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9 For the purpose of this study, a period of economic weakness is defined as a period in which real GDP growth (sea-
sonally adjusted) comes to 0.5% or less in more than two consecutive quarters. A period of economic weakness ends
when the growth rate is above 0.5% in two consecutive quarters.
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accorded different weights in the calcu-
lation of MCIs, depending on the
strength of their impact on aggregate
demand and consequently on infla-
tion.10 The decreasing values of both
MCIs point to more expansionary
monetary policy conditions. Until the
beginning of 2001, this expansionary
effect was principally a result of the
depreciation of the real effective
exchange rate; from the beginning of
2001, the slide in interest rates was
the predominant influence.

An additional indicator used to
describe monetary policy is interest
rates set according to Taylor rules. Tay-
lor (1993) suggests describing the
course of nominal interest rates set
by monetary policymakers in terms
of the deviation of inflation rates from

the inflation target (inflation gap) and
of real output from trend output (out-
put gap). Along these lines, we use Tay-
lor�s original rule (with a weight of 1.5
for the inflation gap and a weight of 0.5
for the output gap) as a simple compar-
ison, identifying any changes in the
monetary policy reaction function
from the perspective of the develop-
ment of Austrian inflation and eco-
nomic activity between the pre-EMU
period and during EMU in terms of
deviations from the Taylor rule.

Chart 4 shows interest rates
according to three different Taylor
rules, with one curve representing
euro area Taylor interest rates (dark
blue line) and two curves representing
Taylor interest rates for Austria.11

Chart 4 also shows the short-term

10 The MCIs shown in chart 3 differ in terms of the weights chosen; this reflects the uncertainty involved in the con-
struction of MCIs. The red line is based on the assumption that the impact of short-term interest rates on demand is
three times as strong as that of the effective exchange rate (ratio of weights: 0.75:0.25). This corresponds to the
weighting ratio used by the Bank of Canada, the Deutsche Bundesbank and Sveriges Riksbank to calculate the
respective national MCIs. Gartner (1998) computed weights of 0.71:0.29 (blue line).
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11 Different variables may be used to calculate Taylor interest rates. The inflation gap, e.g., may be based on current or
expected inflation rates. Therefore chart 4 shows two different Taylor interest rates for Austria.
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money market rate for Austria.12 A
comparison of Taylor interest rates
for Austria and the short-term interest
rates prevailing between 1995 and 1998
indicates that the actual interest rates
prior to EMU membership were
higher than the Taylor interest rates,
i.e. had a more restrictive impact. At
the start of Stage Three of EMU, from
1999 to 2003, the Taylor interest rates
were broadly identical with actual
interest rates; since the beginning of
2004, actual interest rates have been
below those calculated using the Taylor
rule. The rise in inflation on account of
higher oil prices is the reason Taylor
interest rates rose in Austria (and the
euro area) at the beginning of 2004.
To sum it up, the actual interest rate
tended to be higher than Taylor inter-
est rates before the start of EMU;

thereafter, it tended to be at the same
level as or below Taylor interest rates.
According to this measure, monetary
policy had a more expansionary impact
on Austria from the beginning of EMU
than the hard currency policy did in the
years before.

Chart 4 also indicates that Austrian
Taylor interest rates have moved closer
in line with those of the euro area since
the start of EMU. While the average
difference amounted to about 1 per-
centage point between 1995 and 1998,
the gap contracted to approximately
0.7 percentage point between 1999
and 2004.13 This is consistent with the
above-mentioned increased correla-
tion of inflation and GDP develop-
ments between Austria and the euro
area during EMU as against before
EMU.

12 This time series used the three-month money market rate for Austria as given by the Oesterreichische Kontrollbank
(OeKB) for the period from 1995 to 1998 and the three-month EURIBOR rate from January 1999.
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13 For this comparison, the Taylor rule based on actual inflation rates was used for the euro area and for Austria.
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6 EU Membership, the
Euro and the Monetary
Policy Transmission
Mechanism in Austria

The impact of membership in the EU�s
Single Market and Austria�s subsequent
EMU membership on the different
monetary policy transmission channels
cannot be precisely quantified. After
all, Austria�s economic performance
and inflation in the last decade were
determined not just by monetary pol-
icy, but also by numerous other factors.
Additionally, many of the changes
brought about by EU and EMU mem-
bership are part of a process that
already started before 1995. In particu-
lar, the process of deregulation and
innovation in the financial sector —
which may well have been speeded
up by EU entry (Waschiczek, in this
issue) left its mark on the structure of
the financial market and hence on the
transmission mechanism. Subject to
these caveats, we attempt to assess just
how EU membership may have influ-
enced the various monetary policy
transmission channels.

The study by van Els et al. (2001),
which compares the results of simula-
tions of transmission channels for
seven euro area countries including

Austria, represents a good starting
point for an analysis of potential
changes in the interest rate channel.
The analysis is based on macroeco-
nomic models which were con-
structed for the period before 1994
and after 1999. As is customary for
large macroeconomic models, the
interest rate channel is split into a
direct substitution channel (defer-
ment of consumer spending as a result
of higher interest rates) and a capital
cost channel (dampened investment
in consumer goods and dampened
consumer spending as a result of the
higher cost of capital in the wake of
a rise in interest rates).

According to the simulation results,
the direct substitution channel, which
directly influences consumer spend-
ing, now contributes substantially
more to the reduction of real GDP in
Austria than prior to 1994 (table 2).
This result may be explained by the
stronger reaction of households to
interest rate changes as shown in the
more recent model; this reaction is
consistent with the heightened interest
rate sensitivity Austrians have devel-
oped over the past decade. The out-
come is hardly surprising, given the
financial market liberalization meas-

Table 2

The Impact of an Interest Rate Increase by 100 Basis Points on Real GDP

in Austria
percentage points

Reaction after the

first year second year third year fourth year fifth year

Direct substitution channel
BIS (1995) �0.03 �0.02 0.03 0.00 0.00
WGEM (2001) �0.03 �0.12 �0.19 �0.19 �0.17

Cost-of-capital channel
BIS (1995) 0.00 �0.08 �0.04 0.03 0.00
WGEM (2001) �0.02 �0.02 �0.01 �0.01 �0.01

Wealth channel
BIS (1995) 0.00 0.02 �0.01 �0.03 �0.01
WGEM (2001) �0.03 �0.10 �0.11 �0.09 �0.08

Source: van Els et al. (2001).
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ures taken in Austria in the past ten
years and the rise in lending to house-
holds (chart 5).

Conversely, the effect of the cost of
capital on investment is much smaller
in the new model than in the old
model. This may be due to the lower
pass-through effect to long-term inter-
est rates. The speed and strength of the
interest rate pass-through depend on
many factors related to the structure
of financial markets and intensity of
competition in the financial system as
well as on whether banks consider
the current monetary policy stance to
be permanent or not. There are indica-
tions that the transmission of interest
rate developments to banks� retail
interest rates has changed. De Bondt
(2002) finds that before EU member-
ship, a 100 basis point change in money
market rates translated into a change
by 68 basis points in banks� retail rates
after three months. In 2000, however, a
100 basis point hike in the policy rate
produced a rise in banks� retail interest
rates of only 18 basis points after three
months. Since EU entry, the consolida-

tion of the Austrian banking sector has
speeded up, but financial market inte-
gration has also intensified competi-
tion in this sector.

Empirical research points out the
significance of the credit channel for
the monetary policy transmission
process in Austria. Bank lending is
the single most important source of
external financing for Austrian compa-
nies. No data that would allow a direct
comparison of the transmission mech-
anism before and after EU entry are
available for the credit channel. Two
studies by Valderrama (2001a and
2001b) provide a basis for compari-
sons. Valderrama (2001a) estimates
an investment demand equation with
financial factors for the period from
1979 to 1999, whereas Valderrama
(2001b) analyzes the period from
1994 to 1999. Although the predictive
power of such a comparison is limited
because the estimated models differ
somewhat, it may be established that
the sensitivity of investment to finan-
cial factors came to 0.200 for the
longer period and to 0.285 for the
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shorter period. It follows that the im-
portance of the credit channel will
tend to have increased on account of
EU membership.

Valderrama (2003) shows that in
Austria, investment demand of compa-
nies that are dependent on bank lend-
ing but do not have a well-established
relationship with a house bank is more
strongly influenced by financial factors
(financial accelerator effect). However,
the higher sensitivity observed by Val-
derrama (2001b) cannot be explained
by the higher dependence on bank
loans, as their share in total financing
of nonfinancial corporations has
declined overall since 1995 (chart 5).
A weakening of the house bank princi-
ple could possibly have caused the
credit channel to strengthen. Despite
the relatively great importance of bank
lending as a source of external financ-
ing, the tradition of relationship bank-
ing in countries like Austria and Ger-
many weakened the credit channel in
these countries. The effects of EU
membership on relationship banking
are ambiguous, though. On the one
hand, heightened competition could
prevent banks from incurring the
expense of collecting information
about borrowers, who could easily
switch to another bank. On the other
hand, banks would have an advantage
retaining smaller businesses, as large
companies have easier access to other
sources of finance.

Due to the traditionally very low
stock market capitalization in Austria,
the wealth channel has not been consid-
ered important.14 While stock market
capitalization expanded substantially in
Austria in the second half of the 1980s

and again at the beginning of the new
millennium, it is still very low by inter-
national standards. However, domestic
market capitalization is not a suitable
indicator of investment in equities. By
eliminating exchange rate risk, EMU
entry facilitated diversification into
the equities of euro area countries.
Although no data for comparison are
available for the period prior to 1995,
the composition of households� and
nonfinancial corporations� financial
assets has clearly changed. Above all,
companies invested more heavily in
foreign equities. The importance of
the wealth channel is thus likely to be
on the rise in Austria. Consumption
and investment decisions in Austria
may also be influenced by the reaction
of foreign stock markets to interest
rate developments. Van Els et al.
(2001) also observe a growing impor-
tance of the wealth channel in Austria
(table 2).15

7 Summary
Whereas the hard currency policy was
part of a national consensual policy
package, EMU transferred monetary
policymaking to the European level.
Decision making at the Oesterreichi-
sche Nationalbank, which had been
shaped by the system of social partner-
ship, is now characterized by a greater
degree of formal central bank inde-
pendence. At the same time, the sys-
tem of informal ex ante accountability
practiced in Austria prior to EMU
membership was replaced by greater
transparency about the principles and
motives governing monetary policy
decisions. The assignment of various
economic policy goals to specific poli-

14 Rajan and Zingales (2003).
15 Note, however, that the simulation models are based on different definitions of �wealth.� The model used for the

period before 1994 defines wealth exclusively as money holdings, whereas the model for the more recent period also
covers bonds and equities.
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cymakers or institutions, an approach
already followed under the hard cur-
rency regime, was maintained under
EMU. Like the hard currency policy,
the Eurosystem�s monetary policy
has a medium- to long-term orienta-
tion. The establishment of (internal)
price stability as the primary objective
of monetary policy was confirmed
by the Maastricht Treaty and the
announcement of a quantitative defini-
tion of price stability. Wage policy
continues to play a central role as a
shock absorption mechanism.

EMU stabilized Austria�s effective
exchange rates and hence the external
environment for prices even more than
the hard currency policy could. The
more stable effective exchange rate in
EMU underlines the important role
low domestic inflation plays in main-
taining price competitiveness. In this
respect, the fact that inflation was
lower in Austria than in its trade part-
ner countries kept the Austrian real
effective exchange rate at the end of
2004 unchanged from that at the start
of Stage Three of EMU despite the
depreciation of the U.S. dollar.

Both Monetary Condition Indices
as well as Taylor rules suggest that
the monetary conditions for Austria
have turned more expansionary under
EMU than in the four years preceding

the start of EMU. Inflation and real
GDP growth in Austria and in the euro
area have become more closely
synchronized. Hence, along the lines
of the OCA theory, the single mone-
tary policy of the Eurosystem is also
able to fulfill Austria�s specific needs.

The interest elasticity of private
consumption may have risen, reflect-
ing a generally heightened awareness
of interest rate developments. By con-
trast, the transmission of key interest
rate changes to long-term interest
rates appears to have weakened against
the background of intensified competi-
tion in the financial sector. The credit
channel, which is empirically relevant
for Austria, may have strengthened,
perhaps partly because of the shift away
from the tradition of relationship bank-
ing. Higher investment in domestic and
foreign equities suggests that the asset
price channel should be gaining signifi-
cance.

EMU has changed the monetary
policy regime in Austria in many
respects, but the basic stability orienta-
tion of monetary policymaking has
remained in place. EMU�s institutional
framework and the actual monetary
policymaking of the Eurosystem have
secured Austria�s legacy of monetary
stability at the European level.

MoP_E - Seite 66 - 16. 8. 2005, 10:25 Ernest Gnan, Claudia Kwapil, Maria Teresa Valderrama

EU and EMU Entry:

A Monetary Policy Regime Change for Austria?

66 Monetary Policy & the Economy Q2/05�



References
Cecchetti, S. 1995. Distinguishing Theories of the Monetary Transmission Mechanism. Federal Reserve

Bank of St. Louis Review 77. 83—97.

Cecchetti, S. 2001. Legal Structure, Financial Structure, and the Monetary Policy Transmission Mecha-

nism. In: Deutsche Bundesbank, The Monetary Transmission Process: Recent Developments and Les-

sons for Europe. Houndmills, U.K. and New York: Palgrave. 170—194.

Clement, W. 2001. Wirtschaftspolitische Positionen in der II. Republik. Speaker�s notes for the final lec-

ture at the Vienna University of Economics and Business Administration. April 26.

Cukierman, A., S. B. Webb and B. Neyapti. 1992. Measuring the Independence of Central Banks

and Its Effect on Policy Outcomes. In: The World Bank Economic Review 6(3). 353—398.

De Bondt, G. 2002. Retail Bank Interest Rate Pass-through: New Evidence at the Euro Area Level. ECB

Working Paper 136.

Gartner, C. 1998. A Monetary Conditions Index for Austria. Vienna: Oesterreichische Nationalbank.

(unpublished).

Guger, A. 1998. Economic Policy and Social Democracy: The Austrian Experience. In: Oxford Review of

Economic Policy 14(1). 40—58.

Haberler, G. 1982. Austria�s Economic Development after the two World Wars: A Mirror Picture of the

World Economy. In: Arndt, S. W. (ed.) . The Political Economy of Austria, Washington, D.C. London.

61—75.

Handler, H. 1989. Grundlagen der o‹sterreichischen Hartwa‹hrungspolitik. Vienna.

Handler, H. 2003. From Hard Currency Policy to Monetary Union. Presented at the Winckler Sympo-

sium, OeNB. November 7.

Hochreiter, E. and G. Winckler. 1994. Signalling a Hard Currency Strategy: The Case of Austria. In:

Kredit und Kapital 13. 163—184.

Hochreiter, E. and G. Winckler. 1995. The Advantages of tying Austria�s Hands: The Success of the

Hard Currency Strategy. European Journal of Political Economy 11(1).

Hochreiter, E. and G. S. Tavlas. 2004. Two Roads to the Euro: The Monetary Experiences of Austria

and Greece. Im Erscheinen. In: Interational Monetary Fund, Euro Adoption in the Accession Countries

— Opportunities and Challenges.

Janger, J. and K. Wagner. 2004. Sectoral Specialization in Austria and in the EU-15. In: Monetary

Policy & the Economy Q2/04. Vienna: Oesterrichische Nationalbank.

Kamleitner, B., E. Hofmann and E. Kirchler. 2004. Kaufkraftschwund nach der Wa‹hrungsumstel-

lung: Zur erwartungsgeleiteten Wahrnehmung des (T)Euro. Unpublished research. University of

Vienna.

Kirchler, E. 2002. Eurowertversta‹ndnis: Einstellungen, Wissen und Erwartungen. Universita‹t Wien.

Arbeitsgruppe Wirtschaftspsychologie und Fessel+GfK.

Klausinger, H. 1998. Krisentheorien und Krisenpolitik in O‹ sterreich. Einige Anmerkungen zur Rolle von

Staat, Markt und Verba‹nden. In: Nautz, J. und E. Brix (Hrsg.). Zwischen Wettbewerb und Protektion.

Zur Rolle staatlicher Macht und wettbewerblicher Freiheit in O‹ sterreich im 20. Jahrhundert. 199—214.

Kramer, H. 2004. Sozialpartnerschaft im 21. Jahrhundert. In: Altzinger, W., M. Marterbauer, H. Walther

and M. Zagler (eds.). O‹ ffentliche Wirtschaft, Geld- und Finanzpolitik: Herausforderungen fu‹r eine

gesellschaftlich relevante O‹ konomie. Symposiumsband zum Geburtstag von Ewald Nowotny. Wirt-

schaftswissenschaftliche Tagungen der AK Wien. Volume 9. Vienna: Lexis Nexis Verlag. 19—28.

Lauber, V. 1997. Kapitel VI. 1 Wirtschafts- und Finanzpolitik. In: Dachs, H., P. Gerlich, H. Gottweis,

F. Horner, H. Kramer, V. Lauber, W. C. Mu‹ller und E. Ta«los. Handbuch des politischen Systems O‹ ster-

reichs. Die Zweite Republik. 3rd edition. Vienna.

MoP_E - Seite 67 - 16. 8. 2005, 10:25 Ernest Gnan, Claudia Kwapil, Maria Teresa Valderrama

EU and EMU Entry:

A Monetary Policy Regime Change for Austria?

Monetary Policy & the Economy Q2/05 67�



Liebscher, K. 2002. Vom Schilling zum Euro — Kontinuita‹t einer stabilita‹tsorientierten Wa‹hrungspolitik.

In: Liebscher, K. (ed.). Vom Schilling zum Euro. Beitra‹ge zur Zeitgeschichte der o‹sterreichischen Wirt-

schaftspolitik und der Oesterreichischen Nationalbank. Festschrift fu‹r Adolf Wala zum 65. Geburtstag.

53—70.

Meltzer, A. 1995. Monetary, Credit and (other) Transmission Processes: A Monetarist Perspective. Jour-

nal of Economic Perspectives 9. 49—72.

Mishkin, F. 1996. The Channels of Monetary Transmission: Lessons for Monetary Policy. NBER Working

Paper 5464.

Mundell, R. 1961. A Theory of Optimum Currency Areas. American Economic Review 51. September.

Ongena, S. and D. Smith. 1998. Bank Relationships: A Review. In: Harker, P. T. und S. A. Zenios (Hrsg.).

Performance of Financial Institutions: Efficiency, Innovation, Regulation. Cambridge, New York und Mel-

bourne: Cambridge University Press. 221—258.

Pech, H. 2002. Zur Entstehung wa‹hrungspolitischer Strategien. In: Liebscher, K. (Hrsg.) Vom Schilling zum

Euro. Beitra‹ge zur Zeitgeschichte der o‹sterreichischen Wirtschaftspolitik und der Oesterreichischen

Nationalbank. Festschrift fu‹r Adolf Wala zum 65. Geburtstag. Vienna. 111—124.

Rajan, R. and L. Zingales. 2003. Banks and Markets: The Changing Character of European Finance.

NBER Working Paper 9595.

Raschauer, B. 1976. Rechtsfragen der Wechselkursfestsetzung — eine erste Orientierung. Wirtschaftspo-

litische Bla‹tter. 23(3). 75—83.

Schubert, A. and T. Theurl. 2002. Zwischen Krone und Euro — Der o‹sterreichische Schilling. Bank-

Archiv. March.

Seidel, H. 1982. Austro-Keynesianismus. Wirtschaftspolitische Bla‹tter 3. 11—23.

Socher, K. 1982. Vom Austro-Keynesianismus zum Austro-Monetarismus. Wirtschaftspolitische Bla‹tter 3.

43—49.

Stenkula, M. 2003. Essays on Network Effects and Money. Lund Economic Studies 117.

Taylor, J. B. 1993. Discretion versus Policy Rules in Practice. Carnegie-Rochester Conference Series on

Public Policy 39. 195—214.

Theurl, T. 1998. Zum Wandel des wa‹hrungspolitischen Paradigmas in der o‹sterreichischen Wirtschafts-

politik des 20. Jahrhunderts. In: Nautz, J. und E. Brix (Hrsg.). Zwischen Wettbewerb und Protektion.

Zur Rolle staatlicher Macht und wettbewerblicher Freiheit in O‹ sterreich im 20. Jahrhundert. 215—232.

Tichy, G. 1985. Wie funktioniert die o‹sterreichische Wechselkurspolitik? II. Theoretische Erkla‹rung und

wirtschaftspolitische Folgen. Wirtschaftspolitische Bla‹tter 6. 630—640.

Tumpel-Gugerell, G. and M. Schu‹rz. 2002. Begriff der Stabilita‹tspolitik im Wandel der Zeit: Paradig-

menwechsel und Paradigmenkontinuita‹t. In: Chaloupek, G., A. Guger, E. Nowotny und G. Schwo‹diauer

(eds.). O‹ konomie in Theorie und Praxis. Festschrift fu‹r Helmut Frisch. Vienna.

Valderrama, M. T. 2001a. Balance Sheet and Bank Lending Channel: Some Evidence from Austrian

Firms. In: Focus on Austria 3—4. Vienna: Oesterreichische Nationalbank.

Valderrama, M. T. 2001b. Credit Channel and Investment Behavior in Austria: A Micro-econometric

Approach. ECB Working Paper 108.

Valderrama, M. T. 2003. Banking Structure and Investment in Austria: Some Empirical Evidence. In:

Focus on Austria 1. Vienna: Oesterreichische Nationalbank.

van Els, P., A. Locarno, J. Morgan and J.-P. Villetelle. 2001. Monetary Policy Transmission in the

Euro Area: What do Aggregate and National Structural Models Tell Us? ECB Working Paper 94.

1
7

MoP_E - Seite 68 - 16. 8. 2005, 10:25 Ernest Gnan, Claudia Kwapil, Maria Teresa Valderrama

EU and EMU Entry:

A Monetary Policy Regime Change for Austria?

68 Monetary Policy & the Economy Q2/05�




