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INTRODUCTION

In September 2004, it was the ninth time that the International Conference, Future of
Banking after the Year 2000 in the World and in the Czech Republic, took place at the School
of Business Administration, Silesian University, in Karvind. Every year it focuses on a
specific topic of the banking and financial sector development, and this year, the topic was

Role of Banks in Corporate Governance and Financing.

The conference was introduced, like in the past years, by papers of our keynote
speakers, Hana Chlebna, the Deputy CEO for Strategic Development of Czechinvest,
Burkhard Dallosch, the general manager of Commerzbank, branch Prague, and Patrik
Choleva, the Member of the Board of Directors and Financial Director of Jithomoravska
plynarenskd, a.s. Their presentations perfectly fit in and covered very nicely general
macroeconomic environment for investments and financing, as well as conditions for

financing from the point of view of banks and large companies.

Hana Chlebna focused on Strategy of business and investment in the Czech Republic
from general as well as local point of view. She described basic features of the National
Development Plan supporting sustainable development based on competitiveness. Just in
competitiveness the Czech Republic is falling behind earlier EU member countries. The
ability of countries to compete depends on the capacity to adopt available technologies,
capacity to develop innovative activity, favourable business infrastructure promoting
competitiveness on local markets, sufficiently qualified labour force and available financial
and service resources. She also explained four key priorities of the Czechlnvest Strategy:
improving the business environment, supporting growing businesses, developing and
sustaining clusters and creating global connections. Hana Chlebna paid a great attention to the
situation in the North Moravian region, too. In the Czech Republic this region attracts the
lowest inflow of foreign investments and there is the lowest number of newly established
businesses there. The objectives of the Czechlnvest for North-Moravian region is to attract a
major investor, work with clusters (engineering, wood, IT), improve companies’ ability to
compete and innovate, provide quality sites and buildings, work with government on “special
projects” aimed at supporting job creation and support the university to realise its innovative

potential. Mainly this last goal was welcomed very warmly on the academic floor.



Burkhard Dallosch paid attention to wide range of very important topis. He underlined
that for an efficient management of companies more areas than just financial performance
have to be addressed. The increasing integration and interdependence of the markets
worldwide also require a broader basis of internationally applicable rules and principles,
despite the fact that besides international treaties also national legislation plays an important
role. He paid a special attention on how the new regulatory requirements of the Basel II
Accord require and/or enable banks to be part of the Corporate Governance of corporate
clients. Even though banks require a deep insight into a company they are not managing the
companies. The banks intention is basically directed at the financial performance and standing
of a company. They also require the companies to be more and more transparent and to be
more and more compliant with international standards. He considers Basel II Accord as the
most important regulatory requirement for the international banking industry. Among many
parts of Basel II he focused on the required “independence” of loan departments in the
decision process for loans, evaluation of the risk of individual loans and loans portfolios as
well as on ratings as a basis for loan decisions of banks. Burkhard Dallosch also explained
why covenants are an instrument which gained a lot of importance, how mezzanine financing

works and he paid a special attention to the CEE market and its current development.

Patrik Choleva, the graduate of the School of Business Administration in Karvina,
focused on mutual needs of banks and companies and underlined that the way of cooperation
reflects development of society, technologies, new needs, new bank products etc. He
mentioned some products used by big companies and explained in details cash pooling. This
is a modern banking product that enables utilization the positive and negative balances on the
accounts in corporations with more daughter companies and many accounts, respectively
among companies within one group. Cash pooling is a tool to centralize treasury in an
automated way and to minimize interest expenses and maximize interest income. Patrik
Choleva explained also rules that must be followed for utilization of cash pooling within one
group, different types of cash pooling (virtual and real cash pooling, one or two level real cash

pooling), legal and tax aspects of cash pooling.



In the afternoon and the following day, the meeting of registered participants was
divided into three sections. The first one was called Economics and Insurance, the second one
Banks, Capital Market, and Corporate Financing, and the third focused on Corporate
finance. More then 50 participants, including foreign guests from Turkey, Italy, Slovakia and
Poland, presented their papers. After every paper very interesting and rich ideas surfaced in

the discussion. There was a supportive working and friendly environment in all sections.

A vast majority of the papers presented at the Conference is included in the
Proceedings on CD, which you are looking at. They are also published on the University
website and you can find them in www.opf.slu.cz/pb2000/sbornik2004. The proceedings show
various viewpoints of the relations between banks and corporations. Different views of the
participants are reflected in various topics they focused on. Arguments of ideas and views
were the main contribution of the conference, which not only influenced the practical scope of
activities of the banks’ managing staff but also directed scientific activities of the university
workplaces both in the Czech Republic and abroad. That is why the conference has been
understood as a regular meeting of banking experts as well as academic and scientific

specialists from universities.

For the seventh year in a row, some graduates of the School of Business
Administration of Silesian University took part in the conference. The School of Business
Administration was founded in 1990, and nowadays, nearly 2000 students study here. Most of
the graduates who majored in Finance, or Banking, or Corporate Finance work mainly in the
finance sector now. Some of them are already practicing in well-known banking, leasing,
insurance, audit, and other financial firms and institutions. It was a great pleasure to have the
opportunity to welcome further of our graduates Patrik Choleva as our guest speaker this year.
We believe that we will have a chance to meet more graduates at the International Conference

in 2005.
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We expect next year’s Conference to take place on October 19-20, 2005. All this year
participants, as well as participants of previous eight conferences, are very warmly welcomed
next year. In 2005 we celebrate the 10™ anniversary of financial conferences. The Program
Committee now has a difficult decision on which topics to choose to discuss arrangements
and topic of the anniversary 10™ conference in 2005. Let us wish its members good luck and

let us hope next year’s conference will again bring fruitful papers and rich discussions.

Stanislav Poloucek

School of Business Administration

11
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BANKS, REGULATORY REQUIREMENTS AND CORPORATE GOVERNANCE

Burkhard Dallosch

The presentation held at the conference gives a brief overview from a commercial
bank’s point of view and practical experience on how the new regulatory requirements of the
Basle II Accord require and/or enable banks to be part of the Corporate Governance of
corporate clients and thus probably even leading to “Banks managing Companies”. Special

attention is given to the CEE market and its current development.

To ensure the stability of the financial sector banks have been supervised since a long
time by national authorities all over the world. With the integration of the former national
financial markets it was necessary to coordinate and to harmonize the national regulatory
requirements so that the global financial market has an accepted common basis for the
business that also insures its stability. With the Basle II Accord and its principles being
transformed into national laws this common basis has reached a new level and defines the
most important regulatory requirements for the international banking industry. This
relates especially to the required “independence” of loan departments in the decision process
for loans as well as to the fact that in future the risk of individual loans and of portfolios will
have a strongly increased influence on the capital required to support the loan business. That
basically means that the better the risk system of a bank is the more adequate its pricing will
be - leading to more success of the bank. Besides these international rules banks are of course
additionally governed by national laws which can have a positive or negative influence on the

market chances of the respective banks.

The increasing integration and interdependence of the markets worldwide also require
a broader basis of internationally applicable rules and principles the market participants
(buyers, suppliers, investors, creditors etc.) can expect thus providing more efficiency and
trust for national and international business. Besides national laws and international treaties

also Corporate Governance provides parts of this basis.

13



Slide Page No. 2

Given the above mentioned definition of Corporate Governance it is obvious that for
an efficient management of companies more areas than just financial performance have to be
addressed. This applies especially but not only to external costs like environmental pollution.
The history and the current situation of the Kyoto Protocoll show that the implementation of
mutually accepted international rules is a long process. An assumption is that today’s focus of
corporate governance on financial performance is basically due to the fact that with the
Financial Sector a “global” institution already exists to enforce this aspect of Corporate

Governance.

A good example for the importance of international frameworks and general principles
for business is the current development in CEE. The national markets in this area are currently
developing into a multinational integrated market with a regional character. But a regional
market with regional companies and regional banks on one hand and on the other hand with
different national rules is not stable. Therefore as well as to ensure fair chances for every
participant and even more important for the development of the region the
compatability/integration of that regional market with the global market the a.m. common

basis is required.

Slide Page No. 3

We are now experiencing the process of harmonizing the already existing international
rules and standards and the regional circumstances in terms of needs and possibilities. In that
process the possibility for compromises is different in each area. On one hand there is almost
no room in terms of Basle II and international accounting standards for example. For
Corporate Governance on the other hand the harmonization still has a long way to go. The
hurdle for foreign investment resulting out of that fact has been lowered remarkably with the

EU accession as we experience in our daily business.

Given the a.m. development in Regulatory Requirements as well as in the CEE market
the basic question for banks is how they can ensure compliance with Regulatory
Requirements and applicable laws and make profitable business. And what impact does that

have on Corporate Governance respectively does it lead to managing their corporate

14



customers? To better understand the implications for banks and corporates it is helpful to have

a look on the different interest groups involved and their main focus.

As shown in the graph below there are three basic focus of main interests: Return,
Servicing the Customer and Ethics. Return or basically money is the key focus for the
majority of investors as for example retirement funds. It is their task to make sure they receive
an adequate return from their investments. These investors and their requirements are
influencing and also limiting the strategy, behaviour and possibilities of corporations as well
as of banks (which in this respect are also corporations). The focus of corporations is
“Servicing the Customer” so that they can achieve adequate results to ensure sufficient
funding for the future. The publics main focus is “Ethics”, which as a term basically
summarizes all other interest groups/areas like customers, the state (law, tax, employment),
environment and the press, to name a few of them. Their interests are effected by the
behaviour of banks and corporations and consequently their consent or disconsent is also
limiting the strategy, behaviour and possibilities of corporations. Thus the public is also
influencing Managers and Owners of companies who with their decisions have to balance the
interests of the public and the investors whereby their own financial interests in the company
should not be underestimated as well as their interest in the future of the company (e.g. family

businesses).

Slide Page No. 4

A good example for these conflicting interests is the current discussion in Germany
whether General Motors should respectively can close its main car factory in Riisselsheim for

cost reasons and transfer the production to another country.

Banking Authorities seem to be less influenced by the public and their main focus is to
ensure the functionalty of the banking sector (servicing the client) but also to ensure ethics
(e.g. money laundring). The general conclusion from this chart is that none of the interest
groups is able to manage a company solely on its own neglecting the interests of the other
groups. That leads to consequences for banks and corporates in terms of what do banks do to

match these interests as much as possible and what is the result from that for corporates.

15



The basis for loan decisions of banks are Ratings that will be mandatory with Basle II
implementation. Usually there are separate ratings for the company (Financial Rating) and for
a special loan of a company (Credit Rating). Based on the financial rating the latter
incorporates also the structure and collateral of a specified loan. These ratings which are
based on preagreed methods and standards make it possible to evaluate and compare risks of
different clients in different markets. This is the basis for a better integration and
harmonization of the financial markets. A good example therefore a the rating agencies like

Moody’s and S & P which have pushed that development for quite a while.

Slide Page No. 5

These rating procedures require that companies provide more information than before
and thus leading to more transparency and that companies obey certain key criterias for the
rating if they want to secure sufficient funding for the future. But since the ratings are
influenced by a variety of factors and ratios it is up to the company’s management to decide

how they combine these factors.

A further consequence results from the fact that loan decisions of banks very often
have a longer term character and banks have to ensure that the basis for their actual decision is
also sufficiently available in the future. Therefore Covenants are an instrument which gained

a lot of importance. There are basically three kinds of covenants:

Information Cov.:  requires the company to disclose actual financial data on a regular
basis
Negative Cov.: the company undertakes not to e.g. raise new loans, grant additional

collateral to other banks, invest without consent of the bank etc.
Financial Cov.: the company promises to maintain preagreed financial ratios (e.g.

equity, cash flow etc.) or not to pay out profits to shareholders

Slide Page No. 6

The collaterals can on one side partly substitute collaterals and stabilize the financial
rating respectively enhance the credit rating for a company. On the other hand they limit the
companies in their decisions how to run the business. In setting the covenants banks have to

be prudent to ensure that the necessary level for the bank is set but that it does not

16



unnecessarily limit the company in its possibilities. Usually a mutual discussion with the

client based on mid- or long-term plans leads to an adequate agreement.

If collaterals and covenants are not sufficient enough to justify a positive loan decision
but the prospects are good other forms of financing are required. Usually start-ups and fast
growing companies that have a good business model are lacking equity to enhance their
balance sheet structure and stability. In these cases banks are increasingly offering Mezzanine
Financing. This is an equity-like mid- to long-term subordinated financing which besides the
pure funding function enables the company also to get more financing from other sources

through a better financial rating.

Slide Page No. 7

Mezzanine financing transfers some of the entrepreneurial risk to the banks which are
in turn compensated for this by some entrepreneurial rights like a higher and risk-appropriate
margin as well as increased information rights. Usually the bank also has to agree to certain

fundamental decisions of the company like major investments or devestments.

There are cases where mezzanine is not enough because it is ment for repayment after
a certain period of time (5 — 7 years usually). This is the case when otherwise not enough
equity from stable investors is available. In that case banks have been a preferred partner for
Participations especially from faster growing companies and family held companies as well as

large companies.

Slide Page No. 8

Nowadays this sort of financing has a reduced importance. Banks have seen that being
a financial investor is not their core competence. Consequently they are more and more
devesting as the example of Germany shows where the former “Deutschland AG” (major
German companies and banks holding participations in each other) has been dissolved. Banks
have established or participated Private Equity firms where they transferred this type of
business to. These companies, that are doing business apart from banks, are also very active

in Central-/Eastern Europe.

17



This short overview of the Regulatory Requirements that bank have to obey and what

that means for banks and the financing of corporations leads to two conclusions:

1) Even though banks require a deep insight into a company they are not managing
the companies. The banks intention is basically directed at the financial performance and
standing of a company. Regarding that banks are clearly influencing corporate decisions and
behaviour because they are a provider of the companies and also have to satisfy the need of
their investors as well as of the public. Companies and banks are partners with sometimes

different priorities in their interests.

Slide Page No. 9

2) With their focus on financial performance banks banks are an important partner
in corporate governance systems because they require the companies to be more and more
transparent and to be more and more compliant with international standards. Otherwise banks
would not be able to incorporate their business in the global market. But financial
performance is not the only aspect of corporate governance. The intended or discussed
harmonization of some tax issues in the EU as well as environmental issues also have an

important impact on how to run and manage a company.

18



Appendix: Presentation No 1

| Banks, Regulatory Requirements and
Corporate Governance /

Karvina, 20th October 2004

Burkhard Dallosch
General Manager
Commerzbank AG

-Pobocka Praha-
| ideen nach vorn | COMMERZBANK

No 2

Definitions

* The most important Regulatory Requirements are set by Basle Il

«,,Corporate Governance is a field in economics that investigates how to
secure/motivate efficient management of corporations by the use of incentive
mechanisms, such as contracts, organizational designs and legislation. This
is often limited to the question of improving financial performance ...“
(www.encycogov.com)

Karvina, 20.10.2004 | ideen nach vormn | COMMERZBANK

No 3

A look on the market

The current national markets in CEE will develop into a multinational integrated
market with a regional character

- The core of that market will be CZ, HU, SK (and southem part of PL)
- Importance of “domestic” market will increase
- Market share of SMEs and regional corporates will increase

- The number of FDI projects will increase (SMEs -second wave-)

- Increased development of groups with regional background and activities
- Substantial growth potential for banking services for SMEs

- Increased banking competition

- Integrated markets need a mutual framework/basis of general principles
to ensure fair chances for every participant (e.g. Basle Il)

Karvina, 20.10.2004 | ideen nach vorn | COMMERZBANK
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No 4

Interest Groups involved and their main focus

Return
.

Serving the CorporationsH Banks
Customer
Authorities
Ethics The Public
Karvina, 20.10.2004 | ideen nach vormn | COMMERZBANK

No 5

Consequences for Banks and Corporates
| Ratings| -

-Needed to evaluate, compare and decide on the risk of a company/loan for various
purposes (pricing, portfolio-fit-develpoment, Basle II)

-Requiring companies to obey certain requirements of lenders/investors to secure
sufficient funding (amount, time) and lowest possible pricing

-Required by regulators to increase the stability of the market and its participants

(1/4)

Karvina, 20.10.2004 | ideen nach vormn | COMMERZBANK

No 6

Consequences for Banks and Corporates

-Secures the necessary financial standing/rating of a company needed to further
support current risk-/return profil of a loan

-Can (partly) substitute collaterals

-Limits companies in their decisions how to run the business

(2/4)

Karvina, 20.10.2004 | ideen nach vorn | COMMERZBANK
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No 7

Consequences for Banks and Corporates
| Mezzanine | -

-Banks provide debt and equity-like subordinated debt (conflict of interest ?)

-Increased information rights and active involvement in supervising the company
(strategy, organization, investments)

-Better access to debt financing through improved balance sheet structure

(3/4)

Karvina, 20.10.2004 | ideen nach vormn | COMMERZBANK

No 8

Consequences for Banks and Corporates

-Banks provide equity which otherwise is not sufficiently available from stable
investors

-Increased information rights and active involvement in supervising the company as
well as share of profit and increased business potential

-Better access to debt financing through improved balance sheet structure and
better standing

(4/4)

Karvina, 20.10.2004 | ideen nach vormn | COMMERZBANK

No 9

Conclusion

Banks have to obey Regulatory Requirements that are
ment to ensure a healthy market and investment environ-
ment as well as fair chances for all participants.

Banks are not managing companies but are clearly
influencing corporate decisions and behaviour.

In Corporate Governance Systems Banks have their
competence in aspects regarding financial sustainability
and performance.

Karvina, 20.10.2004 | ideen nach vorn | COMMERZBANK
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No 10

/ Thank you for your attention /

COMMERZBANK AG
Pobocka Praha
Jugoslavska 1
CZ-120 21 Praha 2
Telefon: 221 193 115

burkhard.dallosch@commerzbank.cz

Ostrava Office
Na Hradbach 2
CZ-702 00 Ostrava

Telefon: 596 114 090

Bratislava / Brno / Budapest / Ostrava / Prag www.commerzbank.cz

Karvina, 20.10.2004 | ideen mach vorm | COMMERZBANK -2
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COMPANY VS. BANK: EFFICIENT COOPERATION

Patrik Choleva

Company and Bank need each other for “ages”. The way of cooperation changes based

on development of society, technologies, new needs, new bank products etc.

Noncash payment system is usual now. Company has to make a choice of suitable
bank/banks. The selection is influenced by Company needs and, in the case of company with

high quantity of individual customers paying by bank transfers, on customers needs as well.

Usual ways of communication between Company and Bank are electronic banking,

phone, email, Internet.

Bank offers to Company various products, Besides execution of payment, Bank offers
products that represent certain way how to make mutual transactions among Company and

counterparts more safety, for example using guarantees, documentary credits etc.

Bank provides Company with loans, bank may cooperate with company in the case of
issuance bonds. On the other hand bank accepts from Company term deposits and offers Asset

Management.

Company often has several or even more accounts to distinguish incoming payments.
Cash Pooling is a tool that enables to utilize positive and negative balances on the accounts on
the automated way, to minimize interest expense and maximize interest income. Cash Pooling

can function among companies within one Group.

Certain rules have to be followed for utilization of Cash Pooling within one Group:

e one currency, one Bank for all bank accounts
e active accounts of each Member company must be incorporated in the system
e daily transfers of balances from all Operating Accounts to the Master Account and to

the Pool Account

23



the agreement among all Members (companies) of Cash Pooling and Bank
the agreement between the Pool Leader and Members

approval of Shareholders — General Assembly.

Cash Pooling may be virtual (no real transfers are executed) or real.

Jihomoravska plynarenskd, a.s. has experience with One-Level Cash Pooling in the

Group (balances of all operating accounts of all Members were transferred directly to the Pool

Account, it means directly to Pool Leader) and with Two-Level Cash Pooling.

1)

2)

3)

Two-Level Zero Balancing Cash Pooling:

All credit balances on the Operating Accounts are transferred to the Master Account of
the Company and the balance is transferred to the Pool Accounts. There is an agreed
amount of possible debit limit on the Master Account. The amount of debit balance on
Master Account is settled by transfer of necessary amount from Pool Account. This
means that the balances of all accounts of the Company are equal to zero.

The functioning of the system can be seen in the schemes in the presentation.

Bank calculates interest for the companies.

Pool Leader may function as a bank and to lend or borrow money to/from the other

companies based on pre-defined conditions:

all members are tax residents in the Czech Republic

Cash Pooling implies real money transfers

transfers of money are considered to be loans between Pool Leader and Members and
are based on agreements signed by Pool Leader and each participating company
transfer pricing — transaction between relating parties must be charged at usual market
price

interest is subject to standard tax treatment

legal rules must be in accordance with Commercial Code.

24



Companies in RWE Group sell and deliver gas to customers in the Czech Republic.
Companies have to receive advance payments, because in the case of households the period of
invoicing is approximately one year. Companies used various ways of deposits and Asset

Management in the past

RWE Group proposed and executed intercompany Cash Pooling in the Czech
Republic based on rules shortly mentioned above. Based on a tender, two banks were chosen

to test the system in the Group.

After certain change in one of the banks, Two-Level Zero Balancing Cash Pooling is

used in both banks now.

The necessary condition for successful functioning of Cash Pooling is proper planning
of cash flow for each bank in all Member companies, the unified way of communication with
Pool Leader (forms of plans weekly up-dated) and direct communication in the case of

deviations.

After one year of functioning we can say that no significant problem, that could
influence daily operation of the company, appeared. It is reason why I decided to present our

experiences with Cash Pooling.
According to my opinion the future relationship between banks and companies will be

based on more widened scale of electronic services, however, the physical contact between

bankers and company representative always will be necessary.
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Appendix: Presentation

Ymi

Smamerarka phpbrasshe. n

Company vs. Bank: Efficient Cooperation

Ing. Patrik Choleva
Member of the Board and CFO
Jihomoravska plynarenska, a.s.

WS> N

Ore Group.
Multh Usfities.

Agenda @ﬂ[ﬂ—ﬂ@

Smamerarka phpbrasshe. n

Mutual needs of Company and Bank
B Transactions
B Cash pooling

B Further cooperation

Future of relation Company and Bank

RWE 2 H:

Ore Group.
Multh Usfities.

Agenda @ﬂ[ﬂ—ﬂ@

B Mutual needs of Company and Bank
B Transactions
B Cash pooling

B Further cooperation

B Future of relation Company and Bank

R‘WE% . 3

Ore Group.
Multh Uefities
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Ymi

Mutual needs of Company and Bank ¢ =7

B Noncash payment system

B Selection of Bank
— Company needs

— Customer needs

B Communication tools

— Internet, phone, email, electronic banking

B Assurance between companies

— Credit notes, guarantees

B Bank realizes profit from transactions and services

rweD B

Agenda @@E

B Mutual needs of Company and Bank
B Transactions

B Cash pooling

B Further cooperation

B Future of relation Company and Bank

RWE% . 5

Transactions @@E

B Financing Company
- Loans

— Bonds

B Assessing free sources
— Asset management

— Term deposits

RWE% . 6

Multh Usfities.
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Agenda

B Mutual needs of Company and Bank
B Transactions

B Cash pooling

B Further cooperation

B Future of relation Company and Bank

L]

RWE

Group.
Multh LEiities.

mi

Snamerariis siasrasme. n1

Cash pooling

> Definition

» Necessary conditions

Types of cash pooling

One-Way Cash Pooling, Two-Level
» RWE Group

» Main advantages

L]

RWE

Ore Group.
Multh LEiities.

mi

Snamerariis siasrasme. n1

Cash pooling

> Definition

» Necessary conditions

Types of cash pooling

One-Way Cash Pooling, Two-Level
» RWE Group

» Main advantages

L]

RWE

Ore Group.
Multh LEiities.

mi

Snamerariis siasrasme. n1

28



Definition @@E
B modern banking product fully compliant with Czech legislation
B product that enables utilization the positive and negative balances
on the accounts
B tool to centralize treasury in an automated way, to minimize interest
expense and maximize interest income

B can function among companies within one Group

”
BwE Mo

Multh

mi

Cash pooling i, sl

» Definition

» Necessary conditions

» Types of cash pooling

» One-Way Cash Pooling, Two-Level
» RWE Group

» Main advantages

mi

Necessary conditions . oo

B One currency, one Bank for all bank accounts
B Several legal units (companies) within one Group

B Active accounts of each member company must be incorporated in the
system

B Daily transfers of balances from all Operating Accounts (credit and debit
balances) to the Master Account and to the Pool Account

B The agreement among all Members (companies) of Cash Pooling and
Bank

B The agreement between the Pool Leader and Members

B Approval of Shareholders - General Assembly

”
E—WE .12
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Cash pooling

» Definition
» Necessary conditions

» Types of cash pooling

» One-Way Cash Pooling, Two-Level

» RWE Group

» Main advantages

L]

RWE

Multh LEiities.

mi

Snamerariis siasrasme. n1

Types of cash pooling

B Virtual cash pooling

B Real cash pooling

B One level

B Two level

L]

RWE

Ore Group.
Multh LEiities.

mi

Snamerariis siasrasme. n1

Cash Pooling — One-Level

Pool Account
owned by Pool Leader)

mi

Snamerariis siasrasme. n1

connected Bank

Memberl|[Memberl|[Memberl|[Memberl Member2| [Member2|  |Member3||Member3
account 1 account 2 || account 3 account 4 account | account 2 account 1 account 2

L]

RWE

Ore Group.
Multh LEiities.

B
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Cash Pooling — Two-Level e

Pool Account
(owned by Pool Leader)

BN

/ \ nnected Bank accounts

Member 1 Member 2 Member 3
Master Account Master Account Master Account
of Company 1 of Company 2 of Company 3

Operational Operational Operational Operational Operational Operational
Account of Account of Account of Account of Account of Account of
Company 1 Company [ Company 2 Company 2 Company 3 Company 3
Operational Operational
Account of Account of
Company 1 Company 3
09 This scheme is easier for planning and daily operation.
RWE B
Group.
Multh Uities.

mi

Cash Pooling — Two-Level s 1
Pool Account
(owned by Pool Leader)
Member 1 Member 2 Member 2
Master Account Master Account Connected Account
of Company 1 of Company 2 of Company 2
Operational Operational Operational Operational
Account of Account of Account of Account of
Company 1 Company 1 Company 2 Company 2
Operational
Account of
Company 1

Remark:  Model variant of Two-Level ZBA Cash Pooling
% Connection of 2 main accounts of one company

RWE . 17

Ore Group.
Multh Usfities.

mi

Cash pooling — e

» Definition

» Necessary conditions

» Types of cash pooling

» One-Way Cash Pooling, Two-Level
» RWE Group

» Main advantages

RWE 2 B

Ore Group.
Multh Usfities.
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)i

Intra-group interest v, "ol

B Bank calculates intra-group interest in connection with transfers between the
Connected Accounts and Pool Account (,Net Position“ principle). Intra-group
interest is booked by the bank on the invidividual Connected Accounts after being
confirmed by Pool Leader.

B Net Position = sum of the transfers between the Connected Accounts and Pool
Account from the commencement of Cash Pooling operations

B Pool Leader acts as a bank which lends or borrows money to/from the other
companies based on pre-defined conditions

B Comprehensive report is generated and distributed on monthly basis

Booking of the intra-group interests on monthly basis by the bank

Legal and tax rules

B All members are tax residents in the Czech Republic
B ZBA implies real money transfers between the Connected Accounts and Pool
Account

B Transfers are considered to be loans between Pool Leader and Members of the
Group and are based on agreements signed by Pool Leader and each
participating entity

B Transfer pricing — transactions between relating parties must be charged at usual
market price

B Accrued interest on Pool Account is subject to standard tax treatment in
accordance with applicable tax laws

B Legal rules — Commercial Code

Legal Documents

Real One-Way Zero-Balancing Cash Pooling Agreement
B Counterparts: Bank, Pool Leader, Members

B Main rules: daily CP transfers, interest calculation for all members settlement, limit
for the group and intra-day limits for all acounts

Roll-over Loan Agreement
B Counterparts: Bank and Pool Leader

B Roll-over loan enables the Pool Leader to finance working capital of the Pool
Account and to refinance the intercompany loans in the Group

Agreement on Provision of Loans
B Counterparts: Pool Leader and Members
u %ement about providing loans

E—WE . 21
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Agreements @))[ﬁ]ﬂlﬁ)

Snamerariis siasrasme. n1

Roll-Over Loan Agreement

Pool Leader =77

Member 1

Real One-Way Member 2
ZBA Cash Pooling /
— |

Agreement

Agreement on Provisions of Loans

Member 3

L]

RWE

Group.
Multh Usfities.

N
N

Intercompany loans @))[ﬁ]ﬂl@

Snamerariis siasrasme. n1

B Pool Leader, Members
B Terms and conditions concerning interest calculation are submitted to the Bank

B Term Loans and interest calculation are just a matter of agreement between Pool
Leader and the Member of the Group, participating on Cash Pooling (Bank is not
involved in these loans and interests).

RWE 2 o

Cash pooling @@E
» Definition

» Necessary conditions
» Types of cash pooling

» One-Way Cash Pooling, Two-Level

A\

RWE Group

A\

Main advantages

RWE"Q . 24

Ore Group.
Multh Usfities.
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RWE Group in the Czech Republic ®ﬂm@

Snamerariis siasrasme. n1

|TRANS Gas Market Share
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RWE - key numbers 2003 @ﬂm@“
B Turnover 107 bilion CZK  (JMP — 13 bilion CZK)
B Employees 6182 (JMP —1179)
B Net profit 10 bilion CZK  (JMP — 532 milion CZK)

B Interests expense 614 milion CZK  (JMP — 19 milion CZK)

mw> B
RWE group cash pooling @@E
Transgas - Pool account \
7 g
| IMP | | STP | | vCP | | SMP |
| zcp | | SCP | | GAS NET | |RWE Energy|
mw> -
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Cash pooling @@Pﬂ

» Definition

» Necessary conditions

» Types of cash pooling
» One-Way Cash Pooling, Two-Level
» RWE Group

» Main advantages

= u

mi

Main advantages eamare .

B Liquidity of the Group is concentrated on one account, which enables the
optimum utilization of total liquidity position of the Group.

B Due to maximum possible balancing of the different (credit and debit) balances
on accounts the paid interest of the Group are lowered. Final interest for the
Group are calculated based on the balance of the Group.

”

Agenda @J)[ﬁ]ﬂlﬁ’

Snamerariis siasrasme. n1

B Mutual needs of Company and Bank
B Transactions

B Cash pooling

B Further cooperation

B Future of relation Company and Bank

”
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Further cooperation @J)[ﬂ?ﬂl@

Snamerariis siasrasme. n1

B Pension scheme for employees
B |easing
B Guarantees, Documentary Letters of Credit

B Trading on financial market (Forward Transactions, Options,

SWAP etc.)

RWE 2 B

Multh Usfities.

Agenda @ﬂ[ﬂ—ﬂ@

Snamerariis siasrasme. n1

B Mutual needs of Company and Bank
B Transactions

B Cash pooling

B Further cooperation

B Future of relation Company and Bank

RWE 2 B

Ore Group.
Multh Usfities.

mi

Snamerariis siasrasme. n1

Future of relation Company and Bank

B Electronical contact — widenning scale of services
B Major customers — retail + small companies

B Regular contact between banker and company

RWE 2 B

Ore Group.
Multh Usfities.
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STRATEGY OF BUSINESS & INVESTMENT IN THE CR

Hana Chlebna

Strategy of business & investment in the CR
Role of Banks in Corporate Governance and Financing
Karvina 20 October 2004

Hana Chlebna

f"fl""P? CZECHINVEST

Ministry of Industry and Trade www.czechinvest.org

Policy Framework
for Business Support

¢ Lisbon Agreement

@ Czech National Development Plan
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L[]
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Lisbon Agreement

Information and Communication
Research and Innovation
Innovative SME Environment
Investing in People

Sustainable development

Benchmarking Performance

i

i

National Development Plan

Sustainable development based on competitiveness

4 Strengthening competitiveness of businesses and business
environment

Improving skills, competitiveness and labour mobility
Development of transport infrastructure
Sustainable development , improvement of environment

Balanced development of regions

L ]

Defining national competitiveness

The ability of countries to compete depends on:

Capacity to adopt available technologies
Capacity to develop innovative activity

Favourable business infrastructure promoting
competitiveness on local markets

Sufficiently qualified labour force

Available financial and service resources

Source: United Nations

38




Competitiveness Index-
Lisbon criteria

Information society

Sustainable 22 Innovation, R & D
Development y

q N Liberalisation,
Socil State support
. @ USA
Bus'mess ICT W EU
environment
[ Czech Republic

Financial services

Key factors affecting
competitiveness

siness Environment

e = Macro-economic stability
L] Clear economic development policy
[ ) Business infrastructure and professional service to business
&

HR/ labour market development (management and
marketing skills)

Legal framework governing business environment

@ Protection of intellectual property associated with
innovation and R&D

a Business property market development

Business Development

& Access to technologies & financial resources to acquire
them
- Cooperation between companies on national and

international level

Competitiveness Index

Basic factors

Macroeconomic environment indicator (1/3)

macroeconomic stability (1/2), country’s credit rating
(1/4), government expenditure (1/4)

Technological advancement (1/3) Institutional efficiency (1/3)

development of information and communication legal environment (1/2),
technology (1/2), transfer of technologies and

tion level (1/2
knowledge (3/8), innovation (1/8), Coruptienlie Slb2)

Result:

i1. UsAa

2. Finland —— | 40. Czech Republic |—— 51. Poland

: 3. Taiwan
e Source: WORLD COMPETITIVENESS INDEX 2002 / 2003
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Key factors enhancing
competitiveness

& Access to capital and technologies
& Development of human resources and managerial skills
L]

Increases attractiveness of the national market enhances
productivity

Through supplier chains integrates indigenous business
into international production and marketing networks

&

Export growth

& Export promotion strategy focused on industrial sectors
producing high added value goods or services which are
increasingly oriented towards science and technological
progress

Competitiveness Indicators

Country or Region Company

& FDI attraction & Profits

= Export growth = Exports

# Employment & New Products % of sales
= New Firm formation = Productivity

# Skills & Knowledge & Value Added

= Patents = Growth rate

# Business Environment
= Infrastructure
= GDP

Business needs

Access to finance

Business & legal environment
New technology

New products & services
Business strategy and marketing
Market Intelligence

Management and technical skills

& & & &

[ ]
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Areas for improvement

Technology exploitation
Auto industry expert
1S/T

Companies’ view [N
Consultants’ view [N

Study Visits
Grant aid

Tax Planning
Employment Law
Market Research

Finance and MIS

Human resources

Inventory Management

Customer Contacts
Motivation

Quality Management
Export advice

ing processes

Marketing

gi g

00%  100%  200%  300%  400%  500%  600%  700%  800%  90,0%  100,0%

Czechinvest Strategy

"~ 4 key priorities

Improving the business environment
Supporting growing businesses
Developing and sustaining clusters
Creating global connections

[ 1]

i

Services for Businesses

New company
establishment:

=Incubators
=Know-how transfer
=Hi-tech start-ups
=Spin-outs
=Clusters
=Consulting

Existing company development:
=Innovations
*New technologies
=New management systems
=Benchmarking
=Consulting

=Incentives

FDI:
*FDI Promotion
=Incentives

=Sourcing & supplier
development

=After care
=Internationalisation of CZ

Information and IT
HR development
Finance
Clusters

Entrepreneurial environment development:
Legislation, investment properties, HR development infrastructure

Services for entrepreneurs
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Budget 2004 - 2006

Budget 2004-2006
14 bn Kc
Clusters®
Global Links Development
9% 3%
Business
Environment
Support 50%
growin_g
companies
38%
Funding Sources
Govt Funds Private sector
+ v Loans/Credits
Structural Funds | | o Ve Eae
v OPIE ~ PPP
v JROP
v OPHRD
Strategic Partners
<+ CZMRB = Municipal & Regional
= Czech Trade authorities
2 Chamber of # Private developers
Commerce # Venture Capital Funds

Centre for Regional
Development

Ministry of Labour and
Social Affairs

-

Business Angels
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Delivery Partners

=  Universities

& RPIC’s

& BIC

Private Consultants

Other economic development organisations
(RRA, business associations, etc.)

[ 1]

Czechinvest Targets 2004 - 2006

Priority No. I -
* Area of newly built and spaces for ifacture and services (in square 85,000
meters)
* Area of regenerated land - brownfields (in hectares) 330
* Area of newly prepared land for i pment - greenfields (in 800
Priority No. Il - Support of Setting Up New Companies and Developing the Existing Ones
* Number of newly established companies 390
« Number of companies to be granted support 2,130
« Number of supported jobs in companies that will be provided with the support 80,000
Priority No. lll - Global Links
« Amount of investment mediated by CzechlInvest (in million CZK) 72,000
. Nun;\ber of investment projects mediated by Czechlnvest (the first stage or the second 140
one;
Priority No, IV - Clusters‘ Developmenti
« Clusters development identification and support (a minimum number of supported ‘ 4
clusters in the period 2004-2006)
Specific Indicators for Priorities I to IV in Total
« Number of newly created direct jobs ‘ 24,000
« Ratio between public and private funds used in business development ‘ 1:5

Our Objectives for Moravia-Silesia

# Attract major investments
# Work with clusters (engineering, wood, IT)

# Improve companies’ ability to compete and
innovate

Support the university to realise its innovative
potential

# Provide quality sites and buildings

= Work with government on “special projects”
aimed at supporting job creation
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Guiding Principals

@ Clear regional vision

# Coordination and concentration of resources

# Work with regional partners

# Regional marketing strategy — Business Friendly Region
# Focus budgets where they can make a difference

L |

Measure need, quality and impact to ensure we
maximize effectiveness of money spent - deliver
value for money

4 Create productive partnerships

MINISTER
OF INDUSTRY AND TRADE CR

R

MNYVEST

Our Organization

STEERING COMMITTEE

[
PR SUPPORT DEVELOPMENT | SIZED ENTERPR. [| PROPERTIES DEVELOP. PRG.
AND REGIONS.
CHICAGO LONDON
L] PARIS PRAGUE
SILICON VALLEY COLOGNE®

° BRUSSELS YOKOHAMA
{ ]

HONG KONG

{

Czechinvest’s Regional Offices

Liberec
Hradec Kralové

Olomouc

Ostrava
Plzen

Praha
Zlin

Ceské Budsjovice
Jihlava
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Conclusion

Public Sector .
National and Regional Govt Policy & programmes
Development Agencies Infrastructure
Environment
Legislation
Facilitation and networks

Sources of
Finance

Government
Structural funds
Banks
Private investors
(VC/Angels)

Companies &
entrepreneurs

Specialist Skills
Innovation

Universities RED

THANK YOU

] [ CZECHINVEST
1 ey = mr— ot b D b
Ministry of Industry and Trade www.czechinvest.org
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ECONOMICS



THEORY OF MONEY AND THE ROLE OF CENTRAL BANK IN THE THEORY
OF MODERN AUSTRIAN ECONOMIC SCHOOL

Jan Lisy

Key words

money, money market, monetary base, central bank, commercial banks, business cycle

1. The views of Hayek on money in the 1930s and 1940s

Hayek is the author who most comprehensively explained the monetary theory of the
economic cycle. He proved on the basis of scientific analysis, that money, specifically bank
loans, causes economic imbalances. According to Hayek, if the central bank increases the amount
of money in circulation, the commercial banks increase the availability of credit, which means
lower interest rates on loans. Cheaper loans enable increased investment activity by businessmen.
Voluntary or enforced savings can be a resource for the growth of investment activity by
businesses. Voluntary savings mean that part of the money intended for consumption is diverted
to investment. In this case economic imbalance does not arise, since the demand for investment
and its supply increases in proportion to the decline in demand for consumer goods and their
supply. In conditions of so-called forced saving, when the central bank rapidly increases the
amount of money in circulation, the supply of loans increases, the production of capital goods
grows, but not enough consumer goods are produced. The growth of investment accelerates the
growth of incomes, which raises the demand for consumer goods, but the supply is not increased.
The imbalance between the supply of consumer goods and the demand for them leads to rises in
their price. Further growth in production requires further investment. However, in reality, it was
only a matter of a one-time and time limited expansion of money. Businessmen learn that the
supply of credit resources is exhausted, that the banks are charging higher interest rates for loans.
Interest in loans declines, because the interest rate reaches a level at which businessmen cannot
effectively gain credit, which slows down investment activity. The structure of capital also

changes as a result of the general availability of cheap loans. Businessmen also invest in capital
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demanding production. In reality it is a matter of bad investment caused by forced savings with
an advantageous interest rate. Therefore a recession occurs, in the course of which the structure
of capital can be improved. The bad structure of capital is improved during a recession, but, at the

same time, much productive capacity disappears and many people lose their jobs.

Hayek later supplemented his monetary theory of the economic cycle with real factors. In
his view interest in credit declines when modern facilities are unavailable to the majority of
businessmen as a result of high prices, which result from high demand. At the same time, real
wages fall because the prices of consumer goods rise. Therefore, businessmen prefer to pay for
more labour rather than for modern production equipment, so investment gradually declines. A
recession is manifested in inadequate investment and insufficient use of existing productive
capacities. Hayek proposed to solve these problems with the help of so-called neutral money.
This is money which does not influence relative prices or interest rates. It does not influence
breakdowns in production or the level of profit. Neutral money should eliminate the
disproportionate development of prices, and this should lead to the balanced development of the
economic activities of businessmen. According to Hayek, this requires an unchanged quantity of
money in circulation. Later Hayek corrected his view and admitted that it is possible to change
the quantity of money in circulation, depending on the number of transactions, the speed of
circulation of money and other factors. Hayek later came to the conclusion that it is actually very
difficult to influence the course of the economic cycle with the help of neutral money. However,
he still claimed that the less monetary circulation is controlled and influenced by the central bank,

the better it will be for the economy.

F.A. Hayek explained the monetary theory of the economic cycle in the works: “Prices
and Production”, “Monetary Theory and the Trade Cycle”, “Profits, Interest and Investment” and
“The Pure Theory of Capital”. The most important contribution of these works is Hayek’s
conclusion that a change in the quantity of money in circulation and changes in the volume of
loans available in the economy cause a whole series of situations, which direct financial resources
into areas they would not go in normal conditions. He considered that changes in the quantity of
money in circulation was also harmful if the aim was to stabilize the price level. In these works

from the 1930s, he does not mention the free market and competition in the issuing of money.
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Even in “The Road to Serfdom” published in 1944, he regards the issuing of money and banking
as unavoidable exceptions in the functioning of free markets. At that time, he openly expressed
the view that no reasonable person had ever denied the fact that a monetary system must be

centrally directed. Thus, Hayek definitely rejected freely competing banking.

Do we need a central bank?

Hayek’s views on this problem developed and finally radically changed in the course of
the 1970s. He became a great supporter of laissez faire in the issuing of money and claimed that
this was the only way to secure a stable price level. Analysis of the causes of the high inflation in
the 1970s motivated Hayek to a more detailed study of this problem. He came to the conclusion
that abolition of the monopoly position of the state as the only issuer of money would help to
reduce inflation and secure monetary stability. Hayek explained the essence and principles of
free issuing of money by private banks in his work “The Denationalisation of Money”, published

in 1976.

In the introduction to this book, Hayek says that the basic problem of the market system,
to which he most frequently points, is the tendency to the occurrence of regularly repeated
periods of depression and unemployment. In his view, this is caused by the traditional state
monopoly of the issuing of money. Hayek believed that private money would help to remove
these problems. The basic idea of this book by Hayek is the statement that money is not different
from other goods, and so supply of it can be secured best by private issuers, since private interest
represents the most effective motivation to achieve the best results. Hayek thought that
governments had failed in the supply of money, were still failing and would always fail. This
inadequacy could be removed by competing private currencies and abolition of the government

monopoly of issuing money.

He also supposed that the name and denomination of a bank’s currency would be
protected against unauthorized use like the protected trade mark or name of a company, and
protected against falsification in the same way as other documents. Currencies issued by different

banks would have different denominations and their value against other currencies could vary
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freely. If various competing currencies existed, people would be able to see whether their value
was maintained on a stable level. They would naturally choose the currency which was most
stable and least subject to inflation. Apart from the fact that the relative values of individual
currencies could change, the currencies of different banks could distinguish themselves by their
degree of acceptability to different groups of people, liquidity and so on. Thus, the desire of the
public to have the currency of a certain bank would be an important factor on which its value
would depend. The issuing bank would also have an interest in securing a stable price level in
units of its currency in relation to a certain basket of commodities. To secure a stable value for its
currency, the issuing bank should issue only the amount of money the public is willing to hold
and accept. It cannot increase the quantity of a given currency, since this would cause growth in
the price level of commodities in units of its currency. The bank would also avoid a decline in
the quantity of its currency below the level the public wants to hold, so that it would not have to
reduce issues, which would cause a decline in prices of commodities in the given currency. The
exchange rate of the currency of the given bank against other currencies would be important
information for the issuing bank. Banks would react to the need to reduce or raise the quantity of
its money in circulation either by means of granting loans or selling its own currency. Rapid and
immediate operations with direct effects would be carried out by purchase or sale of currencies in
an exchange. Operations with long term effects would be performed by changes in credit policy.
Hayek observed that a stable value of money can be secured only by appropriate regulation of the
amount of money in circulation. The quantity of money in circulation would depend on the desire
of the public to hold the money of a particular bank and not on demand for credit. Irresponsible
raising of the amount of money in circulation would result in the return of money to the bank
becoming more rapid than the demand of the public to hold the money. Banks should issue
money covered by assets defending its stability, and competition would prevent it being issued in
excessive quantities. In his analysis of the problem of how the public would choose a currency,
Hayek started from the assumption that people choosing from several currencies issued by private

banks would always choose a better currency than the state provides today.
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Hayek’s position on the quantitative theory of money

Some authors identify the understandings of money of Hayek and Friedman. However,
Hayek rejected this, saying that he differed from M. Friedman in the view that, even when there
is only one currency in a country, he regards the quantitative theory of money as nothing more
than a useful rough approximation to an adequate explanation. However, it is absolutely
unusable if several competing currencies are used in the territory of a given country. Hayek
regarded the unambiguous emphasis on the mutual relationship between the quantity of money in
circulation and the overall price level as the main inadequacy of the monetarist theory of money.
It does not respect the much more important and more dangerous results of changes in the
quantity of money in circulation for the structure of relative prices and the resulting ineffective

allocation of resources, especially the disadvantageous and ineffective allocation of investment.

Hayek also doubted the validity of the quantitative theory of money in conditions of the
existence of one currency in a given country. He claimed that there is really no such thing as the
quantity of money in circulation and that every attempt, which considers a certain group of means
of exchange expressed in one denomination to be homogeneous and perfectly substitutable, is
erroneous and misleading. A stable price level and high stable level of employment does not
require or admit that the total quantity of money in circulation be constant or that it changes at a
constant rate. According to Hayek, the aim of monetary regulation is not to determine the
quantity of money in circulation either in the conditions of a monopoly or in conditions of
competing issuers. Monetary policy has to secure by market principles a quantity of money

adequate to maintain stable price levels in the long-term.

The main advantage of abolishing the government monopoly of the issuing of money lies
in the fact that in conditions of competing issuers, responsibility for the quantity of money, its
value and stability is given to entities, which have a direct economic interest in influencing the

quantity of money in the most advantageous way for the users.

Hayek was aware that proposals for the free issuing of private competing currencies

would encounter strong opposition from politicians, governments and the banking establishment,
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but also from many economists, both theoretical and practical. Implementation of such a radically
new monetary system would require far-reaching political and institutional changes. The reforms
proposed by Hayek in this context are complementary. The monetary system he proposes —
private competing currencies —could be implemented only in conditions of reduction of
government intervention in the economy. At the same time, government intervention in the
economy can be reduced by the abolition of the state monopoly of the issuing of money. Strong
opposition to the abolition of the state monopoly of the issuing of money can also be expected
from bankers, who are used to the routine mechanism of the functioning of banking, from central
banks and from many important personalities in banking, who cannot imagine how a monetary
system of competing private currencies could function, and so consider these ideas impossible
and impractical. In spite of such strong opposition to private currencies, Hayek did not give up.
He enthusiastically argued in favour of abolition of the state monopoly of the issuing of money
and in favour of competing private currencies. He also proposed abolition of the state monopoly
in this area because throughout history governments had misused their position and so seriously

disturbed the automatic functioning of the market mechanism.

The introduction of competing currencies would give people an alternative, but would not
mean change in their familiar use of money. Experience would show them how they could
improve their position by changing to a different kind of money. According to Hayek, the
introduction of competing currencies and abolition of the state monopoly needs to be done
suddenly and not gradually. Successful implementation of this proposal requires the creation of
free competition between the issuing banks and complete freedom of movement for all currencies
and for capital, also across frontiers. People will trust the new currencies only if they are
convinced that they are not subject to any state control. It is possible to assume that the private
banks will maintain the stability of the value of their currencies only if the private banks are
under strict control by competition. Only if people can choose which currency they use for a
purpose will there be a general spread of good and stable money. Banks will be cautious and able
to adopt the necessary measures only if the exchanges function flexibly and well. Certainty that
cartel agreements and collusion between local banks with the aim of misusing a particular

currency will not occur is possible only if there is free movement of money and capital across
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frontiers. The process of adaptation of supply and demand will function only if there are free

commodity markets, leading to stable average prices of commodities.

Hayek believed that competition would create new, previously unknown possibilities in
the area of currency. If a new monetary system is created, competition will exclude unsuccessful
companies, with only a few widely used currencies remaining in a free system. One or two
currencies will have a dominant position in large areas of the world, although the frontiers of
their use will not be precisely determined. Naturally, if the money issued by a state is recognized
and stable, people will probably still give priority to it, but pressure from competing private

currencies would contribute to stabilization of price levels and controlling inflationary pressures.

Hayek realized that his proposal to deprive the state of its ages old monopoly position in
the area of issuing currency was so unusual and radical for many people, that there was no hope
of implementing the proposal in the near future. However, Hayek believed that the public and the
people responsible for the effective functioning of society could gradually change their view on

this.

It is interesting that Hayek was against the creation of a single currency for the European
Union. He thought that a single currency would not be better than the individual national
currencies. He proposed that the individual national currencies could be used freely without any
limitation in all the countries of the EU, and that banking should be deregulated in all the member
states of the EU. This would create a level of discipline and responsibility in the existing currency
and financial structures, which would ensure that only reliable and stable money was issued.
Each country would issue only the amount of money for which it could ensure a stable value.
Governments would not be allowed to misuse the issuing of money to cover deficits and “solve”

other problems.
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2. Mises’ theory of money as the starting point for the theory

of the economic cycle

In 1912, Mises published the ,,Theory of Money and Circulation®, the aim of which was
create a scientific theory of money in harmony with the theoretical starting points of the Austrian
School. Mises’ predecessors — Menger and Bohm-Bawerk — had not succeeded in explaining a
clear and comprehensive theory of money. Mises supplemented and developed the theoretical
system of the Austrian School in precisely this area. Menger explained the historical and logical
process of the origin of money as the result of the spontaneous behaviour of people, who sought
the most rational method of producing and exchanging goods. He understood money as a
universal medium of exchange, a universal valuable, which all people accept, and which can be
used always and everywhere. Therefore, economic entities do not have to keep large stocks of
heterogeneous goods, it is enough to have a supply of money and exchange it for the necessary
goods according to need. However, Menger did not explain the value of money in accordance
with the theory of limit utility. Therefore, Mises’ aim was to explain the value of money in the
same way that the value of anything else is determined. In this way, Mises attempted to unite the
macro-economic conception of money with the micro-economic theory of utility. Mises
explained that money as a medium of exchange, held with the aim of use in future exchange,
could not arise other than in the form of product money. Mises understood money very broadly.
He regarded as money, everything, which helps to mediate exchange, including goods, precious

metals, later coins, banknotes, but also bills of exchange, cheques, obligations, shares and so on.

According to Mises, the basis for the theory of money is the claim that the value of a
monetary unit is determined by the subjective value of the goods, the individual can buy with the
given monetary unit. That is, the value of a given monetary unit depends on the purchasing power
of the money, that is, on the quantity of goods, which can be bought with the given monetary
unit. Mises proved that, if the quantity of produced consumer goods and investment goods
increases, this represents an increase in overall social wealth, but this does not apply to money,
He proved that if the quantity of money in circulation increases, it brings no social benefit, but
only causes a decrease in the purchasing power of money, that is, a decline in the value of money.

It was clear to Mises that the purchasing power of money depends on demand for money, but
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demand for money depends on the purchasing power of money, since if prices are lower, people
will wish to hold a smaller quantity of money. Mises attempted to solve this charmed circle with
the claim that the present demand for money is determined by the purchasing power of money in
the past period. The present purchasing power of money is, therefore, determined by the relations

between the present demand for money and the present supply of money.

Mises also devoted attention to the inflationary consequences of increasing the amount of
money in circulation. He explained that increasing the amount of money does not cause a
simultaneous and proportionate increase in the prices of all types of goods, but causes a change in
the whole system of relative prices and incomes. Mises thought that inflation represents a form of
hidden taxation and redistribution of income in favour of the state and in favour of individuals
and companies advantaged by the state. He explained why governments and central banks prefer
tendencies to act and decide in an inflationary way. He started from the knowledge that
increasing the quantity of money in circulation is not equally advantageous for everybody. The
government and the central bank decide about the increased quantity of money. On the basis of
their decision, the prices of an ever larger quantity of goods progressively rise. During this
process, there is a systematic redistribution of income in favour of the original owners of the
money and to the disadvantage of those, who acquired the money later or did not acquire it at all.
According to Mises, inflationary development can be avoided only if the state or central bank
loses the monopoly on the issuing of money and the position of the central bank is replaced by

the gold standard based on free and competitive banking.

For Mises, the theory of money was the basis and starting point for his monetary theory of
the economic cycle. Although J.M. Keynes and K. Wicksell were concerned with these questions
in the same period as Mises, the difference between the approaches of these economists and
Mises lies in their views on the roles and responsibilities of the government and the central bank.
Knut Wicksell, a representative of the Swedish School (1851-1926) thought that the central bank
can correctly tune monetary policy to moderate the fluctuations of the economic cycle. Mises had
the opposite view, he even claimed that the monetary policies of governments and central banks
help to create and deepen the economic cycle. Mises regarded changes in the quantity of money

as the main cause of the cyclical development. When a central bank increases the quantity of

55



money in circulation, it leads to expansion of credit from the commercial banks, which leads to a
fall in interest rates and increased investment activity by businessmen. However, credit
expansion and investment expansion do not have corresponding coverage in real savings. The
result of the investment activity is an increase in the production of investment goods. This
activity is characteristic of the phase of expansion. After a time, it is found that the tendencies to
consume and to save have not changed, and that the tendency to invest is too high and does not
correspond to the real possibilities of the economy. With a certain time delay, many investments
turn out to be bad and ineffective, which leads to a phase of recession, when the bad investments
are weeded out, there is a period of disinvestment, increased unemployment, decline of demand
and decreased production. All this results from forced savings and bad investments, caused,
according to Mises, by the incorrect monetary policy of the central bank. Mises finally proposed
that it is necessary to prohibit the issuing of banknotes backed by gold, in the interest of
excluding the possibility of cyclical development. On the basis of his theoretical research, Mises
came to the firm conviction that every intervention by governments and central banks is counter

productive and really only deepens the problems they originally wanted to solve and remove.

3. The causes of the cyclical developmentof economies (Rothbard)

Rothbard describes and justifies the influence of inflation on the course of the economic
cycle. On the initiative of the government, the banking system creates new money and puts it into
circulation in the form of loans granted to businesses, for which these resources represent a form
of real investment. Such raising of the supply of loans causes a decline of interest rates. This
situation influences the activity and decision making of all actors in the credit market.
Businessmen and investors take their decisions as if the interest rates were reduced as a result of
increased savings. An impression arises that the amount of capital, which can be invested in the
production of new products, has increased. The decline of interest rates leads to consumers
reducing their savings, but entrepreneurs increase their demand for credit and continue to invest
as a result of the low interest rates. From their inflationary credits, the companies finance higher
wages for their employees and pay higher prices for investment goods. Production of investment
goods increases and previously unused productive resources begin to be used. This leads to a

situation in which the market does not have enough capital in relation to the growing production.
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The consumers do not increase their savings, because they increase their consumption, which
increases demand for consumer goods. An economy existing in conditions of scarcity with a
limited quantity of productive resources cannot produce a greater quantity of consumer goods and
a greater quantity of investment goods at the same time. Rothbard shows that when new
inflationary money gets into circulation, the wealth of the economy does not change, only its
structure changes in conditions in which market principles are not applied. The granted credits
are not the product of voluntary savings, as in the case of investment generated by a freely
functioning market. Businessmen invest this new money obtained in the form of credits in
various products, and pay for the purchased productive factors in the form of higher wages and
prices. This new money gives the impression that savings increased, although this is not true in

reality and so the investments turn out to be ineffective, uneconomic and unpromising.

As a result of the issuing of inflationary money, the economy gets into a situation, in
which many productive resources are placed in branches, where they cannot be completed and
used. Businessmen begin to perceive a shortage of money, interest rates rise, and pressure to limit
business activity appears. Thus the artificially evoked expansion of the economy by issuing
inflationary money and a policy of cheap money leads to a phase of recession, which begins the
gradual process of removing the bad investments and returning to the effective allocation of
productive resources. The process of allocating productive resources so that they will be placed
in accordance with market principles and will be effective and promising, requires significant
costs, since part of the expended resources cannot be recovered.

Analysis of the essence of money and the banking system enabled Rothbard to explain the
causes of the origin of inflation as well as its influence on the cyclic development of the
economy. According to Rothbard, inflation is always dangerous for an economy, since it causes
economic imbalance, which leads to the enrichment of some actors in the market at the expense

of others.

Rothbard was convinced that the market and the market mechanism can decide most
effectively about the size of the money supply. Freedom can function effectively in the area of
monetary circulation, just as in other spheres of the market economy. According to Rothbard,

even monetary circulation does not require state intervention, since the government is an
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essentially inflationary institution. Rothbard thinks that the structure of the banking system,
headed by the central bank and the operating commercial banks, is responsible for the origin of
the economic cycle. In his view, central banking in a free market economy is an artificial and

heterogeneous element, which causes all the serious economic problems.

Rothbard thinks that paper money, appearing in various forms, is also a means of
unjustified enrichment in the international sphere. He showed that all the systems of paper money
are products of the state, and the formation and effort to perfect the international monetary
system is a continuation of the redistribution of wealth in the international framework. Therefore,
Rothbard takes a critical view of the future development of international monetary problems. He
states that “world paper money and a world central bank are the ultimate aim of world leaders
inspired by Keynesianism, and the more immediate aim is a return to a form of the Bretton
Woods system. Various central banks are already endeavouring to coordinate monetary and
economic policy, harmonise inflation rates and set exchange rates. The militant pressure for the
creation of a European paper currency issued by the European central bank is apparently bringing
very early success. This aim is interpreted for the gullible public on the false pretext that the
European economic community based on free trade requires an overall European bureaucracy,
unified taxation in the whole territory and especially the creation of a European central bank and
paper currency. When this aim is achieved, co-ordination with the Federal Reserve System will
follow. Is the establishment of a world central bank unforeseeable? Thus, according to Rothbard,

the future of the dollar and the whole international monetary system is very uncertain.

Rothbard supposes that if we do not return to the classical gold standard with realistic
prices of gold, the international monetary system is condemned to constant shifts from floating
exchange rates to fixed exchange rates and back again. Both these systems bring insoluble
problems, function badly and finally collapse. This prediction can be changed only by a
fundamental change in the American and world monetary system, consisting of a return to
commodity money in a free market, for example gold, and complete exclusion of the state from

the monetary scene.
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4. Conclusion

Representatives of modern Austrian School strongly criticized and refused the state
intervention in the economy. They suggested an abolition of the state monopoly of the issuing of
money. In their view it could prevent a economy from a rise of inflation and the cycle repeated
crises. According to their opinion the decision on the level of monetary base should be made by
a market and market mechanism. Central banking is considered as the artificial unit that give a

rise to all serious economic problems.

Abstract

Prispevok analyzuje a charakterizuje teorie penazi najvyznamnejSich predstavitel'ov modernej
raktskej ekonomickej Skoly, vyznam a postavenie centralnej banky a komercénych bank. F. A.
Hayek tvrdi, ze ¢im menej bude penazny obeh riadit’ a ovplyviiovat’ centralna banka, tym lepsie
pre ekonomiku. L. E. Mises bol presvedCeny, Ze kazdy zasah vlady a centralnej banky v oblasti
regulovania pefiaznej masy je kontraproduktivny a v skuto¢nosti len prehibi tie problémy, ktoré
chceli povodne riesit’ a odstranit’. Podl'a M. N. Rothbarda najefektivnejSie moéze o vysSke ponuky
penazi rozhodnut’ trh a trhovy mechanizmus. Domnieva sa, Ze Struktura bankového systému, na
cele ktorého je centralna banka a posobiace komeréné banky, je zodpovedna za cyklicky vyvoj
ekonomiky. Centrdlna banka je podla neho v slobodnej trhovej ekonomike umelym a

cudzorodym ¢lankom, ktory vyvolava vsetky vazne hospodarske problémy.
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1. Introduction

Joseph Stiglitz, professor at Columbia University and convinced Neo-Keynesian, received
the Nobel Prize jointly with G. A. Akerlof and A. M. Spencer in 2001 for research into
»information asymmetry in the market™ and analysis of ,,moral hazard* in economics. The aim of
the paper is to point out how the information assymetry influences the markets, especially the
financial markets, whereas I would like to present opinions of J. Stiglitz on transformation

process in postcomunism countries as well as his critical view of work conducted by IMF.

2. Information asymmetry in the market

Stiglitz's scientific work on uncertainty in economics led him to knowledge about
information asymmetry and the general imperfect informedness in the market, which was only a
short step from the generalization, that the market is not ideal. Stiglitz and his colleagues G.A.
Akerlof and A.M. Spencer are convinced that even small deviations from rationality in the rela-
tions between individual actors in an economy cause macro-economic break downs. In classical
or neoclassical economic models, a key element is the assumption that the market is perfect.
Buyers and sellers have equal power and opportunity to achieve a satisfactory price. They have

perfect information, they know who sells cheaper and who buys at a higher price. However, the

! University of Economics, Bratislava, Department of the Economic Theory, Slovak Republic. E-mail:
martamartincova@pobox.sk, phone: +421-2-67291510
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real market is not perfect, on one side are privileged actors, on the other disadvantaged
participants. Some companies can wait before selling because they have reserves, while others
must sell at any price. Some know much about the goods and conditions in the market, others

know nothing.

According to Stiglitz and the neo-Keynesians in general, unequal access to information

and the unequal position of actors are typical of real markets.

If we take this assumption into account, it is entirely clear that the market does not
contribute to the optimal redistribution of the resources available to society. In other words, the
theory of economics needs to be supplemented.The balance of supply and demand as the basic
thesis of every standard economics textbook is only a theoretical hypothesis. Well managed
companies employing highly qualified workers should clearly prosper in the market, but the
reality is much more complicated. The company wins by illegally destroying the ethics of trade,

because by doing so it eliminates the competition.

Stiglitz's views on the inadequacy of the standard model were fully expressed in the
discussion of the process of transformation of the former socialist economies into market
economies. In this process, he emphasized the importance of competition, the central
government, finance and more widely also the institutional including the legal infrastructure.
However, he did not place much emphasis on privatization. He belonged to the group of experts
sometimes called "gradualists" in contrast to the supporters of the theory of shock therapy, who
concentrated on rapid changes with rapid privatization. The transformation strategy supported by
Stiglitz was clearly different to that promoted by the IMF and its supporters. The failure of many
countries in the attempt to successfully change to a market economy provided a new view of

what influences the functioning of market economies.

Stiglitz had the possibility to research one of these views during the period he worked as
chief economist of the World Bank. However, wide agreement was gradually reached on the
importance of the institutional infrastructure and the danger of rapid privatization in the process

of transformation to a market economy. Stiglitz was deeply convinced that government has to
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play an important role in the economy. In his work on the economy of the public sector, he
attempted to clarify how the government can perform this role as effectively as possible. One of
the important questions he was concerned with in this context, was the problem of how to achieve
the redistribution of income in a way, which minimizes loss of effectiveness, which cannot be

prevented and are connected with tax breakdowns.

3. Evaluation of the IMF activity in dealing with financial crisis in respect to information

asymmetry

Stiglitz criticizes the IMF for mechanically promoting the liberalization of capital flows
and applying its views as if they were Pareto dominant, that is, the policies, which should raise

the living standards of all, so there should be no compromises.

Short-term capital is especially harmful. It prefers countries, which guarantee high profits.
The result is that the domestic currency strengthens unhealthily, but capital immediately leaves
the country, because it does not want to pay for a financial crisis.
Stiglitz points out that foreign capital most prefers the areas where it is least needed. Economic
booms especially attract investors. When recessions begin, capital leaves, the crisis deepens and

capital strengthens the economic cycle.

The IMF mainly analyses macro-economic indicators: inflation, budget deficits and
balance of payments deficits. If crisis threatens a country, the fund recommends introduction of a
restrictive anti-inflation policy of reduced expenditure and reform of the financial system. Stiglitz
considers this recipe harmful. According to him, the protective activities of the fund are the most
harmful. Assistance to threatened countries enables them to maintain a high exchange rate until
rich investors have removed their money and deposited it in safer places. The crisis in the East
Asian economies further sharpened Stiglitz's disagreement with the policies of the IMF. The
approach of the IMF to solving this crisis was not in harmony with his findings from the areas of

information asymmetry and bankruptcies, central government and finance.
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4. Innovative approaches of Joseph Stiglitz with regard to financing the economic growth

J. Stiglitz analysed the causes of the origin of the financial crisis in Argentina and also
criticized the recommendations of the IMF in this case. He criticized the introduction of the

"currency board" system for the following reasons:

e Fixation to a currency such as the dollar is a very risky policy. Argentina already had to
abandon this method of currency fixation years ago,

e A one-sided emphasis on inflation, without regard for unemployment or economic growth is
risky,

e Argentina was praised for enabling foreign entities to own banks. A more stable banking
system was created in the short term, but it did not lend to small and middle-sized companies.
Growth does not happen without financial institutions, which lend to domestic companies,

e The IMF bears a large part of the blame for the Argentinian crisis by insisting on a restrictive

policy.

Stiglitz also predicts the reaction of the IMF - accusations of corruption and failure to

implement the necessary measures.

A further idea, which J. Stiglitz brought into the discussion of the search for new
innovative approaches to financing economic development, is a new form of global currency,
similar to special drawing rights (SDR). SDR is global money issued by the IMF. The member
countries receive it and exchange it for the dollar and other hard currencies. According to Stiglitz
the essence of the system would be simple: The countries of the world deposit financial reserves
every year for unforseeable events. These resources cannot be used to finance the investment the
poor countries need. If a new “global currency” was introduced, countries could hold their
reserves in this currency instead of in dollars. According to Stiglitz, this money could be
transferred to developing countries to finance development programmes. The IMF, which also
issues SDR, or a new institution should issue this “global money”. A group of administrative
funds for the areas of education and health would be created at the same time. Countries would

compete for projects.
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This scheme would not be inflationary. Global money would compensate for inflationary
prejudices, which are a result of the fact that the part of state revenue deposited as a reserve is

never reflected in overal global demand.

5. Conclusion

A conclusion could state that the scientific research of J. Stiglitz was strongly influenced
by his experience of life. The dominant theme of his scientific works is the implications of
economic information for the macro-economics and especially for monetary theory. Another
important area of his research is his still continuing analysis of the appropriate role of the state in
the economy, especially the combination of measures of the governement in the areas of

economic effectiveness, social justice, individual responsibility and other liberal values.

He does not consider himself to be an enemy of the free market. He also defends his
spiritual father John Maynard Keynes against such accusations. He writes: Keynes was above all
aradical conservative. He fundamentally believed in the market, although with the reservation

that the market will be effective only when the government can correct its mistakes.

Abstract

Prispevok vo svojej prvej Casti vysvetluje teoreticky prinos Josepha Stiglitza k vysvetleniu
informacnej asymetrie na trhu. Podla Stiglitza je nerovnaky pristup k informéacidm a nerovnaka
pozicia subjektov pre redlny trh priznacna. V dalSej Casti sa prispevok zameriava na kritické
zhodnotenie pristupov MMF k rieSeniu finan¢nych kriz vo svete. Stiglitz zazlieva MMF, ze
mechanicky presadzuje liberalizadciu kapitalovych tokov, pricom upozoriiuje, ze zahranicny
kapital priteka najradSej tam, kde ho najmenej potrebuji. Zaroven kritizuje reStriktivnu
antiinflaéni politiku a reformu finanéného systému podla odporucani MMF. Joseph Stiglitz
navrhuje nové pristupy k financovaniu ekonomického rozvoja a novii podobu globalneho platidla
podobného zvlastnym pravam cerpania (SDR). Globalne peniaze by podl'a neho kompenzovali

infla¢né predsudky.
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1. Introduction

Three years ago Alan Greenspan was described as the most powerful man in the world
and the majority of commentators expressed a highly positive view of his work in directing the
financial system of the USA. In the course of performing the function of chairman of the FED,
Greenspan had to deal with a period of strong growth, low inflation and unemployment, with a
crisis, stock market crash and terrorist attack. Greenspan became the embodiment of the ,,new
economy*“. The result of his prudence was prosperity, from which millions of Americans profited
in the form of a boom in business, higher wages and development of the stock market. However,
more recently, doubts have been expressed about this “icon” of central banking, and he has even
become the target of variously formulated accusations. His hesitant decision making during the
stock market boom of the nineties, when company shares climbed to dizzy heights, is described
as his greatest mistake. According to the critics, he should have solved the situation differently by
raising interest rates, so that the bubble would have burst without irreparable losses. They are
even beginning to speak of the “Greenspan bubble”, which brought the loss of 7 billion USD in
the stock markets and 3 billion USD outside the stock markets, when it burst. The arguments of
those, who would like to change the strategy of the central bank after Greenspan’s departure, are
still strengthening. In 2002, for the first time in four years, two of his staff openly disagreed with
his view that the strategy of the central bank on the setting of interest rates should not change.
Support for the flexible type of monetary policy oriented towards the new economy, of which

Alan Greenspan was the main representative, is weakening.
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2. On Central Banking

Money, with its functions as a store of value and a medium of exchange, is something,
which enables society to function with the aim of achieving economic progress. The ability to
store the results of our labour for future consumption is essential to the accumulation of capital,
the extension of technological progress and raising of the standard of living. In this context, the
general price level, that is, the average exchange rate between money and all goods and services,
plays an important role in every society, since it influences the nature and extent of economic and

social relations, without regard for time.

In a democratic society, the central bank is a filter and magnet for various tensions and
confrontations, which exist in society. Every institution, which has the ability to influence the
purchasing power of money, is regarded as an institution, which can influence the level and
distribution of wealth between the members of society. The most important task of the central
bank is monetary policy. As Greenspan observes, he would like to say that he has on his desk a
thick volume of instructions on how to effectively implement policy to achieve the maximum
level of employment, sustainable economic growth and price stability. Instead of this, however,
the central bank must confront a dynamic, constantly changing economy, the structure of which
changes during every business cycle. Since monetary policy must work with a delay, the central
bank needs to look forward, to adopt measures to deal with future imbalances, which are,
however, often not visible. There is no alternative to the central bank acting on the basis of
prognoses. However, this means that the central bank must often tighten or relax monetary
policy, although these steps may not appear necessary to the public. At the same time, it must be
as transparent as any other government institution. According to Greenspan, it is unacceptable in
a democratic society, for a group of unelected individuals with important legal powers not to be
sufficiently open to public scrutiny and responsibility. There is no simple model of the American
economy, which can effectively explain the levels of output, employment and inflation.
Therefore, it appears to be unavoidable for the central bank to use specially produced partial
models and intensive information analyses, which facilitate the evaluation of economic

development and implementation of the relevant measures.
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All the recent initiatives, which strengthened the payments system and supervision, are
very important for the main aim of the central bank. This aim is the maintenance of financial
stability and reduction of risks to the system. This mission is a widening of the original
understanding of monetary policy. A country will not experience a maximum level of
employment and stable prices in the long-term, if its financial system is unstable. In this context,
Greenspan considers that success means not so much solving visible problems, as avoiding

potential crises.

3. The Monetary Policy of the Central Bank

Alan Greenspan took over the office of chairman of the Board of Governors on 20" June
2000 for the fourth time and his four year term of office will end in 2004. He is also chairman of
the Federal Open Market Committee, which is a key body for carrying out monetary policy. He
was repeatedly appointed to the committee for a period of 14 years, starting from 1* February
1992. He was appointed chairman of the FED by presidents Reagan, Bush and Clinton.
Greenspan’s approach to monetary policy means great progress for central banking. Up to now,
this area was directed by fixed rules and strategies, based on personal opinion and the claim that
the development of the economy is always a reaction to particular changes, for example, in
technology. As a result the guidelines for monetary policy, which function and are successful in a
certain period, need to be changed in a different period. Greenspan is convinced that the central
bank has learnt to quickly identify changes in the functioning of the economy. The central bank
continually monitors a wide range of data and information in real time and on the basis of these
observations consistently adjusts its prognostic models. The result of this approach is a monetary
policy, which changes in harmony with changes in the structure of the economy. This means
progress in comparison with the traditional methods of economic forecasting, which were often

applied without noticing important changes in the economy.

In the course of performing the function of chairman of the FED, Greenspan had to deal
with a period of strong growth, low inflation and unemployment, with a crisis, stock market crash
and terrorist attack. Greenspan became the embodiment of the ,,new economy*. The result of his

prudence was prosperity, from which millions of Americans profited in the form of a boom in
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business, higher wages and development of the stock market. Greenspan assumed that
information technology would increase productivity, which would lead to rapid economic growth
without inflationary tendencies. It is necessary to say that vigorous growth in productivity is
continuing in the present period of slower economic growth. On the other hand, he is blamed for
the fall in the technology and telecommunications sector, the threat of deflation and the still
continuing stagnation in the labour market. The expert public fear that he is not flexible enough

and is not finding a strategic solution to the present problems of the economy.

4. Views on the Asset Market and Inflation Targeting

According to influential economists of the type of Cecchetti and Henry Kaufman, the
central bank needs new rules for monetary policy, not only because of inflation, but also to
moderate the excesses of the financial markets. They accuse Greenspan of allowing the stock
market bubble to deform the economy in the nineties. Lawrence B. Lindsey was one of the first to
point to the danger the bubble brought. In autumn 1996, as a member of the board of the FED,
Lindsey privately demanded higher interest rates, which would guarantee control of “irrational
volatility”, to which Greenspan pointed only two months after this event. Lindsey finally gave in
to Greenspan and voted to keep interest rates at the same level. Other “anti-bubble” economists
include A. Crockett, director of the Bank for International Settlements in Basel, who considers
that financial bubbles can be a cause of economic instability with deflationary consequences,
which will be difficult to control. Precisely these critics would like to see someone in
Greenspan’s position, who would intervene against excesses in all markets, that is, against
dangerous growth in the price of shares, property price bubbles and an overvalued currency.
Bankers are increasingly discussing the need to set a public inflation target. The FED carefully
monitors the development of price levels, but Greenspan resists the setting of explicit inflation
targets. He is convinced that an inflation target cannot be precisely determined, because of the
constantly changing character of the economy. In his view, an inflation target could tie the hands

of the FED, when taking decisions in the event of unexpected deviations.

He thinks that setting a target for inflation makes little sense. He fears that any

formalization of the monetary-