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Abstract

The European Central Bank (ECB) recently became engaged in macro-prudential policies
and the micro-prudential supervision of the largest Euro area banks. These new tasks should
help complete financial integration, and make the Euro area more resilient to financial
instability risks. However, the multiplicity of mandates and instruments involves a risk of
their inconsistency which could compromise the ECB’s core price-stability mandate as well
as its independence. The experience of central banks during the recent global financial crisis
confirms that such risks are not purely hypothetical.



Executive Summary

e After the global financial crisis of 2007-2009, the European Central Bank (ECB) became

engaged in macro-prudential oversight of the financial system via the European System-
ic Risk Board and, more recently, in banking regulation and supervision within the Single
Supervisory Mechanism. Although this would be nothing exceptional in the practice
of other central banks, this is quite a new situation for the ECB, which began its operations
in 1999 as a “pure” monetary authority.

Policymakers do not always realize that financial regulations, monetary conditions and
monetary policy remain interlinked in various ways. Financial regulations affect monetary
conditions via the money multiplier and money velocity, i.e. money supply and demand
for money. On the other hand, monetary conditions resulting from monetary policy decisions
have an impact on financial stability and financial institutions’ incentives. Both high inflation
and substantial deflation have devastating effects for financial stability. However, although
sustainable low inflation provides the best macroeconomic environment for financial
stability, it is not totally free of risk. Under specific circumstances, such as those prevailing
in the early and mid-2000s, it may be conducive to building financial and asset bubbles.

e The above interdependencies as well as other potential synergies (use of the same

statistical databases and scarce human resources) may serve as an argument in favour
of central banks’ involvement into both macro- and micro-prudential regulation and
supervision. On the other hand, the multiplicity of central bank mandates, which requires
using multiple instruments, involves the risk of their potential inconsistency which may
lead to compromising the core mandate of price stability and central bank independence.
The experience of numerous central banks, including the ECB, during and after the recent
global financial crisis, confirms that such arisk is not purely hypothetical.

It is still too early to assess the effects of the new ECB mandates. While its involvement in
macro-prudential policies and micro-prudential regulation and supervision is not free of risks,
it may offer substantial Euro area-wide externalities such as completing financial market in-
tegration, reducing financial stability risks and fears of Euro area disintegration. Other crisis-
related engagements of the ECB, in particular, quasi-fiscal support to the distressed sover-
eigns and banks, must be considered temporary and should be terminated as soon as possible.




1. Infroduction

Apart from its core price stability mandate and monetary policy task, the European
Central Bank (ECB) has recently become engaged in the macro-prudential oversight of the
financial system via the European Systemic Risk Board (ESRB) (since January 2011) and in
banking regulation and supervision within the Single Supervisory Mechanism (SSM) (since
November 2014). Although this would be nothing exceptional in the practice of other central
banks (most of which are also involved in both macro-prudential policies and banking
supervision), this is quite a new situation for the ECB, which started its operations in 1999
as a “pure” monetary authority.

The multiplicity of central bank missions and mandates, which requires using multiple
instruments and analytical approaches, has raised theoretical and practical questions
regarding their potential inconsistency or even conflicting goals which, under specific
circumstances, could lead to compromising the basic mandate of price stability. In particular,
the pros and cons of mandating central banks with the tasks related to banking regulation
and supervision, macro-prudential policy, and financial stability have been discussed in the
literature related to central bank independence and financial vs. business cycles.

This debate came to the forefront again after the 2007-2009 global financial crisis when
most central banks, especially in advanced economies, became involved in rescue operations
aimed at restoring financial stability; their engagements in macro- and micro-prudential
policies expanded and the operational framework of monetary policymaking changed
dramatically.

Still, several issues remain either open or underexplored both in conceptual and practical
terms, especially those concerning the interaction between monetary policy and financial/
banking regulation. Relatively little is reflected in daily operational practices in both spheres
of how monetary policy decisions affect financial stability, on the one hand, and how changes
in regulatory regimes influence monetary conditions.

The purpose of this report is to answer some of those questions in the context of
the ECB institutional mandate and activity. We start with an analysis of the impact of
bank regulation on money supply and demand for money, and the impact of inflation and
monetary policy on financial intermediation and financial stability (Section 2). Then we look
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at the impact of financial instability on monetary policymaking in the context of the recent
global financial crisis (Section 3). In Section 4, we discuss the pros and cons of central
banks’ involvement in macro- and micro-prudential regulation and supervision. Section
5 brings the previous analysis to the particular context of the ECB’s institutional mandate,
governance framework, and operational practices. Section 6 offers a summary of discussions
and conclusions.
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2. The Interplay between Financial
Regulation and Monetary Policy

In this section, we will briefly discuss the impact of financial regulation (and the micro-
economic behavior of banks and other financial institutions) on monetary conditions
and vice versa, i.e., the impact of inflation and monetary policy on the conditions in
which the financial sector operates.

2.1 The Impact of Bank Regulation on Money Supply and Demand
for Money

Tounderstand the potential impact of bank/ financial regulation on monetary conditions
it is helpful to remember basic money supply and money demand equations, especially
money multiplier and money velocity, the two parameters which determine both broad
money supply and demand for money balances.

The money multiplier is defined as the ratio between the broad money aggregate
(i.e. money created by commercial banks and non-banking financial institutions) and the
central bank’s base money (also called reserve money, monetary base or high-powered
money). While there are various definitions of broad money, ranging from the sum of cash
in circulation, demand and time deposits (M2) to broader aggregates which also include
various quasi-money instruments (M3, M4 or MS5), this does not change the basic
characteristic of the money multiplication mechanism of a fractional-reserve banking system.

In our analysis, the two most important questions are: (i) the role of the money multiplier
in determining money supply and (ii) factors that may cause changes in the money multiplier.

As for the first question, the higher money multiplier increases broad money created
by a unit of the central bank’s base money. In turn, as suggested by the quantity theory
of money, an increase in broad money without simultaneous changes in demand for money
(as determined by changes in money velocity and real GDP) must have inflationary
consequences. In the case of a decrease in the money multiplier, the consequences are
exactly the opposite, i.e., it leads to less broad money creation and deflationary impact
(other things being equal). Putting this in other, more practical words, a higher money
multiplier narrows the central bank’s room for maneuver in changing base money.
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As for the second question, changes in the money multiplier can result from monetary
policy instruments, banking and financial sector regulations, and changes in the demand for
various types of money balances from economic agents.

The mandatory reserve requirements (MRR) have been the traditional monetary policy
instrument. The MRR set the minimum ratio of customer deposits that commercial banks
must keep in liquid form (most frequently on a special central bank account). An increase
in the MRR rate slows down the mechanism of money multiplication, i.e., makes the money
multiplier lower and vice versa. However, several central banks in advanced economies
de iure or de facto abandoned this instrument in the last two decades. It is still of use in
emerging-market and developing economies, for example, in China.

Banking and financial sector regulations may have a similar although sometimes less
direct impact on the money multiplier. In particular, this concerns the liquidity coverage ratio
(LCR) and capital adequacy ratios (CAR). Increasing the LCR has a similar (negative) effect on
the money multiplier and broad money creation as increasing MRR (see above). Increasing
CAR can also suppress the money multiplier at least in the short term until commercial banks
supplement their capital. The same concerns fiscal instruments such as taxes on banking
transactions, e.g., a financial transaction tax proposed by the European Commission and
introduced or considered to be introduced in several EU member states would inevitably
lead to financial disintermediation and a dampening of the money multiplier.

The way in which various regulatory standards are defined may also affect changes in the
money multiplier. This concerns, for example, the methodology of calculating risk-weighted
assets introduced by the Basel-Il accord. Apart from its obvious pro-cyclicality with respect
to banks and other financial institution activity (risk decreases during a boom and increases
during a downfall - see Repullo and Suarez, 2008), it also has a pro-cyclical impact on money
multiplier and money supply.

Finally, the size of the money multiplier also depends on a bank’s own liquidity and
capital adequacy preferences beyond the MRR, LCR and CAR. Especially in a time of financial
distress and market uncertainty, commercial banks may conduct a more “conservative”
business model, preferring to retain additional liquidity and capital margins (beyond what
is required by prudential standards) rather than become engaged in risky lending. Such
practices can explain the phenomenon of excess voluntary reserves kept by commercial
banks in central banks. In monetary policy terms, this means a lower money multiplier as
compared to when banks work at full lending capacity (i.e., within the limits set by regulatory
norms).

Bank regulation may also have a certain impact on demand for money. Tighter banking
regulation increases the costs of financial intermediation and can lead to an increase
in the demand for cash and narrow money aggregates (M1) at the cost of demand for broad

11
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money. The same concerns periods of financial distress when the liquidity of quasi-money
instruments comes under question. Such fluctuation in demand for money can cause changes
in the velocity of various monetary aggregates.

Regretfully, policymakers do not always understand the impact of changes in the banking/
financial sector regulatory regimes on money supply and demand for money. As a result, they
are rarely taken into consideration in monetary policymaking and regulatory policies.

2.2 The Impact of Inflation and Monetary Policy
on Financial Intermediation and Financial Stability

Inflation and monetary conditions have an impact on financial intermediation and
financial stability and, therefore, on financial regulations and their effectiveness. The vast
empirical experience demonstrates that high inflation discourages and distorts financial
intermediation and may undermine the stability of banking and financial systems (Bordo et
al. 2001; Borio and White 2003; Poole and Wheelock 2008). This is due to high-inflation
volatility and unpredictability with respect to its exact rate, resulting in difficulties in
assessing the future real rate of return, a worsening of the asymmetric information
problems between lenders and borrowers, and frequent recessions following high-inflation
periods (Issing 2003). High inflation also leads to the real depreciation of bank capital.

Changes in inflation levels (especially if unexpected) create numerous risks. In periods
of inflation acceleration, banks suffer losses resulting from a maturity mismatch. They must
borrow in the short-term at higher nominal interest rates (adjusted for higher inflation)
to finance their long-term lending contracts and other assets which previously offered
lower interest rates. The disinflation process, often associated with a slowdown in economic
activity or even recession, leads to the deterioration of banks’ assets portfolios (an increase
in the non- performing loan ratio) even if the above-mentioned maturity mismatch allows
borrowing at lower rates.

Deflation understood as systematic decrease in price level (and expectation of its
continuation) associated with declining output is also damaging for the financial system.
The real value of debt is increasing even if interest rates are close to zero. The ratio of non-
performing loans is increasing. Assets prices are going down; the same is true for the value
of credit collateral.

Based on the above analysis, one can draw the conclusion that sustainable price stability
is the best macroeconomic environment for ensuring financial stability. In principle, this
is true but it does not mean that a low-or zero-inflation environment is free of risks.
On the contrary, success in bringing actual inflation and inflationary expectations down
can weaken the perception of potential risks among both financial institutions and their
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clients (Borio and White 2003; Issing 2003; Adrian and Liang 2014). This may manifest it-
self in underpricing risk, accepting excessive maturity mismatches and leverage, and pref-
erence for complex financial instruments (see Adrian and Liang 2014). Low nominal and real
interest rates in commercial banks (resulting from the absence of inflationary pressure) can
tempt economic agents to invest their money balances in more risky but higher-yield financial
instruments, so financial institutions feel pressed to provide them with such opportunities.

Furthermore, the disappearance of immediate inflation risk (as occurred in most
advanced economies in the 1990s) may shift monetary policy’s focus on stabilizing output
and employment, which can sometimes result in more expansionary monetary policies than
dictated by the price stability goal alone. As a result, the additional money supply created
by a looser monetary policy stance combined with a low risk perception can fuel credit and
asset bubbles. Because asset prices are not part of the consumer price basket, the most
frequent measure of inflation, i.e., consumer price index (CPI), does not reflect changes
in their level. Therefore, they can remain unnoticed by the monetary authority if it focuses
on price stability in a traditional, narrow sense (see Section 4).

Historical experience confirms the dangers of building up financial sector instability
in low- inflation periods, for example, in the US in the 1920s, 1990s and early 2000s,
in some of the EU member states in the early and mid-2000s, in Japan and Scandinavia
in the 1980s, or in East and South East Asia in the 1990s. In particular, there is vast evi-
dence that the low interest rates of major central banks in the early and mid-2000s may have
contributed to building financial and asset bubbles, which eventually led to the 2007-2009
financial crisis (see e.g. De Larosiere et al. 2009; Taylor 2010; Maddaloni and Peydro 2013).
It may also happen that the current period of historically record-low interest rates will
contribute to building up new financial bubbles.

13



14

3. The Impact of Financial Instability
on Monetary Policy Making

Periods of financial instability radically change the environment in which monetary
policy is conducted. Liquidity and solvency problems faced by banks and other financial
institutions impair their ability to continue their previous business strategies and practices.
Furthermore, the difficulty of any larger bank (sometimes only suspected) in meeting its
obligations vis a vis depositors can trigger a far-reaching confidence crisis in the entire
banking system (systemic banking crisis). If this happens, a massive deposit withdrawal
may follow, which would dry up the interbank market and possibly cause a flight from the
national currency (in economies which suffer from currency substitution). As a result,
the level of financial intermediation drastically collapses, at least temporarily. In such
a situation, economic agents prefer to keep their money balances in liquid form, often
outside banks. In turn, commercial banks want to keep more of their assets in cash and
as demand deposits in the central bank.

The money multiplier collapses (Adrian and Liang 2014) and broad money supply shrinks.
The central bank must step in not only as the lender of last resort (LOLR) to stop/ limit
theliquidity crisis but also to avoid the monetary crunch caused by a decline in the money
multiplier. Thus, it must compensate for the decline in the money multiplier with additional
base money supply.
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Figure 1: Money multiplier in the US, Euro area and Japan, 2002-2014
(broad money/base money)
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Source: International Monetary Fund, International Financial Statistics (www.data.imf.org)
and author’s own calculation

In countries which suffer from the limited credibility of their currencies, the demand
for money balances denominated in the local currency also collapses as a result of financial
crisis (because of the flight to foreign currency) which will be reflected in increasing mon-
ey velocity. In such cases, the room for maneuver of the central bank to provide emergency
liquidity to local banks and compensate for the decreasing money multiplier remains
limited. However, in advanced economies, this is rarely a problem. On the contrary, a financial
crisis usually results in increasing demand for (the decreasing velocity of) base money and
narrow money (M1).

The recent global financial crisis, which was triggered by the bust of the subprime
mortgage market in the US in the summer of 2007, provided good empirical evidence
of how a major episode of financial instability can affect monetary policymaking and central
bank functioning.
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Figure 1 demonstrates a dramatic decline in the money multiplier in three major monetary
jurisdictions: the US, Euro area and Japan. At the beginning, this was the result of spontane-
ous financial disintermediation caused by the financial crisis. In subsequent years, this effect
was magnified, however, by tighter prudential regulations (see Section 2).

On the other hand, broad money velocity recorded a modest decrease (Figure 2), which
reflects the increasing demand of economic agents for money balances. Given these two
trends (decreasing multiplier and velocity), central banks had to rapidly expand their
monetary bases and, consequently, balance sheets, which was done in a relatively short
period of time (Figure 3) to avoid a monetary crunch and deep deflation of the sort observed
in the early 1930s.

Figure 2: Broad money velocity in the US, Euro area and Japan, 2002-2014
(nominal GDP/ broad money)
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and Author’s own calculation
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The US Federal Reserve Board (the Fed) recorded the largest expansion of its base
money (almost 5 times) between 2007 and 2014. The ECB responded in a milder way;
its basemoney nearly doubled between 2007 and 2012 and started to decline thereafter
(Figure 3). The Bank of Japan started to follow other central banks with a significant time
lag. However, between 2012 and 2014, it more than doubled its base money.

Figure 3: Base money in the US, Euro area and Japan, 2002-2014 (in national currencies)
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Source: International Monetary Fund, International Financial Statistics (www.data.imf.org)

Central banks in advanced countries had also to deal with other challenges brought on by
the global financial crisis (Gerlach et al. 2009). First, they started to accept the lower quality
of collateral to be able to continue extending credit to commercial banks. Second, in response
to the paralysis of various segments of the interbank market, they increased the maturity of
their lending to commercial banks. Third, for the same reason, they substituted the interbank
market by conducting two-way monetary operations, i.e., simultaneously lending to banks
faced by structural underfunding and absorbing excessive liquidity from overfunded banks.

17
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Such an engagement could be seen as an emergency measure aimed at temporarily substi-
tuting the dead interbank market to allow for the uninterrupted operation of monetary trans-
mission channels. However, once the central bank steps into the role of commercial banks
intermediary, it may not be easy to restore the interbank market afterward. Moreover, such a
substitution can further decrease money multiplier.

Fourth, the aggressive monetary easing quickly brought central bank interest rates to the
near- zero level. Losing their traditional “ammunition”, central banks have started to look for
unconventional monetary tools such as massive asset purchases, so-called quantitative eas-
ing (QE). Furthermore, because of the limited and not always sufficiently liquid market of pri-
vate securities (especially in Europe), QE has inevitably led to massive purchases of treasury
bonds in a situation when public debt in most of the advanced economies has grown rapidly.
In this way, central banks have become hostages of the troubled fiscal policy, even if formally
the QE has been justified by money supply considerations and conducted exclusively on the
secondary market.

Finally, some central banks, the US Fed for first instance, have become engaged beyond
monetary policy and LOLR responsibilities. For example, they have participated in cleaning
up commercial bank portfolios, taking over part of their non-performing assets, recapitalizing
banks, arranging bank mergers, etc., i.e., in activities which should be conducted by govern-
ments and which often have a quasi-fiscal character which might eventually compromise cen-
tral bank independence. The ECB has been much more “conservative” in this respect; howev-
er, it has become engaged in rescuing distressed sovereigns, especially in the case of Greece
(Sections 5 and 6).

Even if central banks did not cross the limit which might compromise their independence,
their tasks expanded and operational frameworks became more complicated as compared to
the pre-crisis situation. Before the crisis, most central banks in advanced economies aimed
primarily at achieving/maintaining price stability (defined in various ways in individualjuris-
dictions) and to achieve this goal they used a single instrument, i.e., short-term interest rates.
During and after the crisis, their focus on output and employment increased, partly as a result
of very low or even negative inflation. In addition, they assumed de iure or de facto new man-
dates, especially with respect to financial stability and prudential supervision. On the other
hand, once short-term interest rates hit the zero band, some central banks resorted to other
less conventional and more controversial policy tools such as QE. Wewill come back to these
problems in the subsequent sections of this report.



4. Central Banks and Financial Stability

As previously mentioned, the statutory missions and legal mandates of most central banks
go beyond price stability goals and conducting monetary policy and include various aspects
of financial stability, banking and financial regulation and supervisory powers. They fall into
two categories: (i) regulation and supervision of individual banks and (sometimes) other
financial institutions (micro-prudential regulation and supervision) and (ii) monitoring
and counteracting the system-wide risks to financial stability (macro-prudential policies),
which we will discuss briefly below.

4.1 Central Banks and Banking Regulation and Supervision

Most central banks in the world are involved in banking regulation and supervision either
directly or indirectly through autonomous regulatory bodies operating within central bank
structures. In some countries (such as the US), the central bank shares regulatory and super-
visory responsibilities with other, usually government bodies. As a result of the recent global
financial crisis, central banks’' regulatory and supervisory responsibilities have increased.
In some countries, they were moved back from government regulatory bodies to central
banks. The best example is the UK, where, in 2010, the newly created Prudential Regulation
Authority within the Bank of England replaced the governmental Financial Services
Authority, which was in charge of banking regulation and supervision between 1997
and 2010.

With the launching of the SSM in November 2014, the ECB also joined the group
of central banks involved in micro-prudential regulation and supervision (see Section 5).

4.2 The Content and Role of Macro-prudential Policies

Macro-prudential policy is a relatively new concept and is not always precisely defined
in conceptual or operational terms. Although the origins of this approach go back to the late
1970s (Clement 2010), it was the recent global financial crisis, which made policymakers
around the world excited about this idea and truly interested in its practical adoption.

19
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The aim of macro-prudential policy is to identify and limit a systemic risk, i.e., the
risk of widespread disruptions to the provision of financial services. Its focus is on the
financial system as a whole, including the interactions between the financial and real
sectors, as opposed to its individual components. Macro-prudential policy uses primarily
prudential tools calibrated to target the sources of systemic risk (Macroprudential 2011).
This means that macro-prudential policy is to build a bridge between micro-prudential
regulation and the supervision of banks and other financial institutions, on the one hand,
and monetary and other macroeconomic policies, on the other.

The launch of macro-prudential policies raised expectations in terms of preventing
a new systemic financial crisis on the scale of the one in 2007-2009 and smoothing out both
business and financial cycles (Brunnermeier et al. 2009; Angelini et al. 2012). However,
it is still too early to say whether those expectations are justified and can be met. Most
countries are still at the stage of building their respective governance structures,
developing research and analyses, and experimenting with various policy tools. The IMF
cross-country analysis for the period up to 2013 (Cerutti et al. 2015) suggests that (i) emerg-
ing-market economies more actively use macro-prudential tools than advanced economies;
(ii) emerging market economies concentrate on foreign-exchange related measures (in some
instances it is just a reincarnation of capital controls under a new label) while advanced
economies prefer borrower-based measures such as caps on loans-to-value (LTV) and debt-
to-income (DTI) ratios; (iii) some of these measures are associated with a reduction in the
growth rates of real credit and home prices; (iv) nationally adopted measures tend to be
circumvented through cross-border financial transactions.

The implementation of macro-prudential policies has been, in most cases, delegated to
central banks. They are involved either directly or through external policy bodies in which
they play a leading role. In the UK, it is the Financial Policy Committee within the Bank of
England, which is appointed similarly to the Monetary Policy Committee. In the case of the EU
and Euro area, it is the ESRB with a leading role played by the ECB (see Section 5). Only the
US Fed has a less privileged position within the Financial Stability Oversight Council (FSOC).

In practice until now, a broad spectrum of macroeconomic and financial indicators has
been used to detect the potential dangers of systemic risks within financial systems. How-
ever the list of those indicators and data sources is a subject of discussion and needs further
improving (see Macroprudential 2011; Cerutti et al. 2015; ESRB 2014). The same concerns
concrete policy tools.

The existing cross-country evidence (Cerutti et al. 2015; ESRB 2015) records the most
frequent use of the following macro-prudential measures: Countercyclical Capital Buffer/
Requirement, Leverage Ratio for banks, Time-Varying/ Dynamic Loan-Loss Provisioning, LTV
ratio, DTI ratio, Limits on Domestic Currency Loans, Limits on Foreign Currency Loans,
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Reserve Requirement Ratios, Levy/Tax on Financial Institutions, Capital Surcharges on
Systemically Important Financial Institutions (SIFls), Limits on Interbank Exposures,
and Concentration Limits.

4.3 The Pros and Cons of the Central Bank’s Involvement in Bank
Regulation and Macro-Prudential Policies

Although most central banks have been involved in bank/ financial regulation and super-
vision for a long time and, more recently, also in macro-prudential policies, their involvement
is not free of controversy.

On the one hand, there are a number of arguments in favor of central banks’ engagement
in banking regulation and supervision. They refer to the synergy between monetary policy
and banking regulation and supervision. As discussed in Section 2, both are interlinked, i.e.,
banking and financial regulations have an impact on money supply (via money multiplier)
and demand for money (via money velocity), and monetary conditions and monetary
policy have an impact on financial stability. Thus, bringing banking regulation and super-
vision under a central bank’s jurisdiction offers the chance of better mutual coordination.
Similarargumentsrefertothe synergy between price and financial stability. The former cannot
be sustainable and will not ensure sustainable economic growth without the latter.

Furthermore, the legal and operational independence of central banks from both the
executive and legislative branches of government offers the opportunity to carry out micro-
-prudential supervision in a less politicized way, disregarding the political cycle (as com-
pared to the model where these tasks belong to a government agency even if the latter
possesses a high degree of operational autonomy).

Other, more practical, arguments refer to the similarity of professional skills and
knowledge (sometimes of a unique character) required by both monetary policy and bank-
ing supervision and use of the same statistical data sources based, to a large extent, on bank
reporting.

The above arguments sound even stronger in the case of macro-prudential policies,
which are closer to monetary policy in terms of their substance, potential synergies, statis-
tical databases and required professional expertise than in the case of traditional, micro-
prudential regulation and supervision. Some analyses take for granted that they should be
conducted by central banks or under their leadership (see e.g., Brunnermeier et al. 2009;
Gersbach 2010; Adrian and Liang 2014). Others make a strong argument in favor of such
a mandate (De Larosiere et al 2009).

The opposite opinions argue that price and financial stability do not always go hand-in-
hand (see Section 2) and achieving them requires different policies, which may be contra-
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dictory in a given point in time. Furthermore, the concept of financial stability is not always
precisely defined in operational terms (Issing 2003; Wall 2014) and there are no good
operational models, which can guide central banks in how to achieve financial stability
goals by using monetary policy tools (Wall 2014).

This argument can be further developed by referring to the so-called Tinbergen rule,
which says that the number of policy goals cannot exceed the number of instruments at the
policymakers’ disposal. Thus if a central bank uses the short-term interest rate as its only
instrument, it cannot focus on two different goals - price stability and financial stability
(however it is defined).

However, as we discussed in Section 3, since the 2007-2009 global financial crisis,
most central banks in advanced economies do not conduct monetary policies using only
one instrument, i.e., the short-term interest rate. The largest central banks (the US Fed,
the ECB, the Bank of Japan, and the Bank of England) are involved in various forms of
QE. Thus, they use more than one instrument, and de facto take care of financial stability
goals. To formalize this practice, Gersbach (2010) proposes setting two central bank poli-
cy goals, price stability and the stabilization of output fluctuations, by avoiding or reducing
financial instability. This can be accomplished by using two separate instruments (the short-
-term interest rate and the aggregate equity ratio of the banking sector).

While Gersbach’s (2010) proposal can solve the dilemma related to the Tinbergen rule,
it may not be able to ensure the consistency of price stability and financial stability goals
at a given point in time. As discussed in Section 2, price stability can encourage, under certain
circumstances, excessive risk taking and there can be a discrepancy between business and
financial cycles. Thus, at least hypothetically, central banks’ engagement in macro-prudential
policies may expose them to the necessity of pursuing conflicting policy goals.

These kinds of risks increase when the central bank is involved in micro-prudential
regulation and supervision and takes outright responsibility for the stability of the bank-
ing and financial system. What seems to be its institutional advantage, i.e., independence
from government (see above), may be compromised when the central bank deals with
the politically sensitive issues of bank/ financial sector regulation, supervision and
resolution (in the case of failures), which also involve fiscal responsibility.

This danger has been discussed in the literature on central bank independence
(e.g. Cukierman 1996), in particular, in the case of emerging-market and transition
economies. However, the experience of the recent global financial crisis (see Section 3)
demonstrates that this is also a serious challenge for central banks in advanced economies,
due to their deep involvement in policies of rescuing and rehabilitating the financial sector.
This was also the reason why the De Larosiere (2009) report did not recommend mandat-
ing the ECB with the task of micro- prudential supervision.



5. The Experience of the ECB

The ECB started its operations in 1999 as a “pure” monetary authority following the
tradition of the German Federal Bank (Bundesbank). Its primary objective is to maintain
price stability, which has been operationalized by the ECB Governing Council as maintain-
ing “... inflation below, but close to, 2% over the medium term” (ECB 2011, p.7). In its monetary
policy decisions, the ECB follows the stability-oriented two-pillar strategy based on
economic and monetary analysis (ECB 2011, p. 69-72), which differs from both traditional
monetary targeting and direct inflation targeting frameworks but draws from the
experience of both.

In the first decade of its operation, the short-term interest rates (the rate on the main
refinancing operations, the rate on the deposit facility and the rate on the marginal lend-
ing facility, mutually interlinked) served as the main monetary policy tools. Since 2008,
the ECB started to use several “non-standard” measures aimed at addressing the con-
sequences of the global financial crisis and then, since 2010, of the European sovereign
debt and financial crisis. In January 2015, after its short-term interest rates hit the zero-lev-
el band, the ECB launched large-scale QE operations (Constancio 2015), which primarily
target the sovereign debt market (due to the insufficient supply of commercial bonds and
papers).

The global and European financial crises also led to the ECB involvement in financial-
stability related tasks, including prudential regulation and supervision. Following the
recommendations of the De Larosiere (2009) report, the European Parliament and Council
approved two EU regulations in December 2010 which created the ERSB and determined
ECB tasks with respect to its functioning. The ESRB started its operations in 2011 as the
part of the European System of Financial Supervision (ESFS) with the mission of macro-
prudential oversight of the EU financial system. The main tasks of the ESRB include identify-
ing and prioritizing systemic risks, issuing warnings in the case of significant risks and
offering recommendations for remedial actions.

The ECB plays a leading role in the ESRB operation. First, the ESRB General Board
includes the President and Vice-President of the ECB and the governors of national
central banks of EU member states. The ECB President chairs the ESRB General Board.
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Second, the ESRB Steering Committee is led by the Chair of the ESRB (i.e., the ECB
President) and includes the ECB Vice-President and four members of the General Council
of the ECB. Third, the respective department of the ECB performs the role of the ESRB
Secretariat.

It is still too early to make a comprehensive assessment of the ESRB’s activity and its
effectiveness in reducing financial stability risks. It is even more difficult to discuss
at this stage the potential synergies or conflicts between macro-prudential policies
and their tools and monetary policy goals and instruments. Macro-prudential policy in the
EU is still in a relatively early stage of operationalization and, even more, implementation.
The two major macro-prudential regulations the Capital Requirements Directive (CRD)
and the Capital Requirements Regulation (CRR) - became effective as recently as January
1, 2014. Their implementation remains, primarily, in the hands of national regulatory and
supervisory authorities, which are proceeding at various speeds, and retain a wide room
for maneuver in terms of their interpretation and concretization. The role of the ESRB
is mainly overseeing and monitoring this process.

Finally, contrary to the recommendations of the De Larosiere (2009) report, the ECB
has become involved since the end of 2014 in the micro-prudential regulation and supervision
of the largest banks in the Euro area via the SSM. The SSM constitutes one of the pillars of
the Banking Union, which has the chance to make a substantial contribution to the Euro area
and EU-wide financial stability, increasing the transparency of its banking system, reducing
the hypothetical risks of Euro area disintegration, deepening financial market integration
and, therefore, making the monetary transmission mechanism in the Euro area more efficient.

The increasing market calm in the Euro area financial markets (even during the period
of the returning risk of Grexit in the first half of 2015) may serve as evidence of the sub-
stantial externalities provided by the Banking Union project and the positive expectations
of economic agents related to its launching. Whether those expectations prove justified
will depend on the speed of implementation of the Banking Union (which still remains in-
complete) and its practical operation, especially in the case of financial market distress.

If successfully implemented, the other pillars of the Banking Union, i.e., the Single
Resolution Mechanism (which is in early stages of implementation) and the Euro area-wide
deposit insurance system (the lacking element), can diminish the risk of pressure on the ECB
to provide support to the banking system beyond its price stability mandate and the LOLR
role. The experience since 2010 demonstrates that this is not a purely hypothetical risk.
The ECB involvement into rescue programs to peripheral Euro area countries suffering
various forms of public debt and financial crises (especially Greece) raised doubts and insti-
gated heated public debate over whether the ECB went beyond its statutory mission and be-
came involved inquasi-fiscal activities, a debate which goes beyond the remit of this analysis.



6. Conclusions

Historically, many central banks around the world have been involved in various tasks
related to financial stability and prudential regulation. This involvement is not free of con-
troversy. On the one hand, it allows for better coordination of monetary policy and banking/
financial sector regulation, which affect each other. On the other hand, under certain circum-
stances, such a dual mandate can lead to compromising the central bank’s core mission, i.e.,
price- stability oriented monetary policy and - as a result - the central bank’s independence.

The developments during and after the global financial crisis of 2007-2009 have con-
firmed these concerns. Central banks’ involvement into banking and financial sector
regulation and supervision increased and a new framework of macro-prudential policies
with central banks playing a leading role emerged. Several central banks provided quasi-fis-
cal support to the distressed financial institutions and, sometimes, sovereigns, going well
beyond their statutory remit.

For the first decade of its existence, the ECB was free of this dilemma. It operated
as a “pure” central bank with a sole price-stability mission, using short-term interest rates
as its only policy tool. However, since 2008, at the culmination of the global financial
crisis, its status, tasks and toolkit started to change. First, like the US Fed and other cen-
tral banks, the ECB acted, on various occasions, as the LOLR. Second, due to the disruption
of the interbank market, it decided to substitute its role, providing banks with liquidity
support of various maturities and conducting two-way open market operations. Third,
since the eruption of Greece’s debt crisis in 2010, the ECB became involved in offering
support to distressed sovereigns and banks in crisis-affected countries (especially
in Greece), evidently going beyond its mandate and probably breaching Article 123 of the
Treaty of the Functioning of the European Union, which prohibits the ECB and national
central banks to finance governments. Fourth, since 2011, the ECB has become indirectly
involved (via the ESRB) in macro- prudential oversight. Fifth, since 2014, the ECB has be-
come directly involved in micro- prudential regulation and the supervision of the largest Euro
area banks within the SSM.

All of these novelties form serious challenges for the ECB in terms of coordinating
its various policies and protecting its independent status. While the ECB’s involvement
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in macro- prudential policies and micro-prudential regulation and supervision, although
not free of risks, may offer substantial Euro area-wide externalities (completing financial
market integration, reducing financial stability risks and fears of the disintegration of the
Euro area), other engagements must be considered temporary and a clear timetable of their
termination should be adopted. This concerns, in first instance, its quasi-fiscal support to the
distressed sovereigns and banks.

Rapidly launching the SRM and a common deposit insurance scheme for the Euro area
can diminish the risk of ECB involvement into bank rescue operations in the future.
On the other hand, the adoption of the third rescue package for Greece in July-August 2015
financed by the European Stability Mechanism (ESM) will facilitate the gradual ECB
disengagement from financing Greece’s sovereign debt and supporting its distressed
banking sector.
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