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The ECB shows that central banks are sometimes the only game in 

town
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The European Central Bank’s 

expansionary monetary policy 

(http://www.ft.com/indepth/europe-

quantitative-easing) of the last 18 

months seems to have reached its 

limits. The ECB’s primary objective 

of lifting inflation back towards the 

bank’s target of two per cent remains 

a distant goal. Inflation expectations are low and at risk of falling further.

Meanwhile the distortionary effects of this policy are becoming evermore 

apparent, as recognised even by ECB board member Benoit Coeure at the 

recent gathering of central bankers in Jackson Hole, Wyoming. Savers are 

getting hurt, bank profitability is undermined, credit flow to the real economy 

is not picking up.

There is a widespread view, shared by the ECB itself, that without the 

contribution of other policies — in particular fiscal expansion and structural 

reforms — the effects of monetary policy are waning 

(http://next.ft.com/content/ea27f208-6aaf-11e6-ae5b-a7cc5dd5a28c). Yet, 

Europe’s politicians do not seem to be listening. Fiscal policy remains 

unchanged, even in countries where there is room for manoeuvre, such as 

Germany. Reform fatigue is spreading.

What should the ECB do? Does it continue to be “the only game in town”, or 

stop, and possibly reverse its current policy, thus issuing a challenge reminding 

the other authorities of their responsibilities? If it sticks to its price stability 
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mandate, might it lose its credibility, and thus its independence and in the end 

its legitimacy?

In addressing this, it might be useful to consider what would happen if we 

faced the opposite situation. Suppose the ECB was facing protracted 

inflationary pressures as a result of higher oil prices, rising wages and 

inflationary expectations, with core prices remaining systematically above the 

set objective — say three to four per cent — while at the same time confronting 

low economic growth or even a recession. Add to this the fact that despite 

repeated restrictive policy actions — higher interest rates or unconventional 

measures such as credit controls — inflation continued to remain above target. 

The recessionary impact of monetary policy would be increasingly felt, as 

credit conditions tightened and higher interest rates discouraged investment 

and consumption.

Such a scenario would undoubtedly trigger a similar debate to the current one. 

Questions would be raised about the limits of tight monetary policy in the 

absence of other supporting policies aimed at containing price pressures, in 

particular restrictive fiscal policies and — as always! — structural reforms 

aimed at reducing labour market rigidities. It would not take long for a rising 

clamour to emerge, claiming that the distortionary effects of tight monetary 

policy outweighed the beneficial effects of achieving lower inflation.

An unrealistic scenario? Not really. It is the one central banks faced in the mid 

1970s and in early 1980s. Back then, near all the major central banks thought 

that implementing restrictive measures to fight inflation without the 

contribution of other policies was counterproductive. It did not feel 

appropriate for monetary policy to be the only game in town. And so they 

postponed interest rate changes and thus accommodated the underlying 

inflationary pressures while they waited for other measures, in particular 

income policies, to take the effect.

There were notable exceptions. The German Bundesbank in the mid 1970s and 

the US Federal Reserve in the early 1980s took a different stance. They were 

fully aware of the undesired consequences of tight monetary policy, but they 

understood that their main objective was price stability. The political 

authorities had to take responsibility for the collateral effects. So they 

tightened monetary conditions to unprecedented levels, until inflation was 

brought back under control. At the Fed under Paul Volcker, the main interest 
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rate was pushed up to a record 14 per cent, despite a chorus of criticism from 

politicians, public opinion and financial markets. The policy was changed only 

when the inflation objective was achieved. It was not a popular policy, but it 

brought the economy back to a sustainable path and ultimately protected the 

independence of the central bank.

The lessons of the past are not necessarily relevant for solving the current 

problems. But they are useful for assessing the coherence of policy proposals 

and they may help to avoid repeating mistakes. Central banks lost their 

credibility when they accommodated higher inflation, giving priority to the 

side-effects of their actions rather than sticking to their price stability mandate. 

They would similarly lose their credibility if they now decided to give up on 

deflation for fear of being the only game in town.
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