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The crisis has exposed central banks all over the world to play a special – and partly new - 

role in advanced economies. This poses a series of challenges to the institutional framework 

underlying monetary and other policies. This is the issue I would like to address tonight. 

The fact that monetary policy has been called to play a special role during the crisis was to 

some extent unavoidable. The deleveraging process which takes place after a debt overhang 

needs to be well calibrated. If the deleveraging is too quick, there is a risk of financial 

meltdown with contagion effects to the real economy. If the deleveraging is too slow, on the 

contrary, the adjustment may never occur and the seeds of the next crisis are sown.  

If the deleveraging was left to market forces only, it would most likely lead to financial 

distress, as a result of market participants wanting to liquidate their positions before anybody 

else, to avoid incurring capital losses. We have experienced these events several times in the 

past, most recently after Lehman brothers’ bankruptcy, in September 2008, or after the Greek 

bailout, in May 2010. 

Policy action is thus required to avoid that financial markets panic during an excessively rapid 

de-leveraging. This requires that the lender of last resort function is performed not only for 

specific institutions but the markets in general.   

Central banks have very powerful instruments to counter financial instability. They can issue 

inside money in exchange for outside money, nearly with no limit, and can thus absorb any 

panic selling in the market. In a fiat money system, the unlimited ability to issue central bank 

money is necessary in order to reassure market participants to hold on to their savings, in 

particular in the form of bank deposits. If depositors feared that the central bank was limited 

in its ability to issue money, they would immediately ask the conversion of their deposits into 

cash, thereby provoking a bank run.   

The fact that central banks have powerful instruments and can act to counter financial 

instability does not mean that they are without constraints and can do whatever they wish. The 

possibility to issue central bank money for unlimited amounts does not mean that they should 

do so under any circumstance. 

There are clear institutional constraints to central bank actions. Central banks do not operate 

in a vacuum. They interact with other institutions, each with its own legitimacy. Central banks 
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are also under continuous scrutiny, to assess whether their actions are consistent with the 

underlying institutional set up, and whether the latter needs to be changed.  

Let me first address the issue of the adequacy – or the need to change - the institutional set up 

for the ECB. In particular, several academics and observers think that the ECB’s mandate 

needs to be changed to be made more similar to the Fed’s, with a dual mandate, possibly with 

financial stability being put on the same footing as price stability. 

I do not agree with this view. In my opinion, contributing to financial stability is one of the 

objectives that the ECB has already been given by the Treaty, subject to maintaining price 

stability. In my personal experience, the less price stability is endangered, the greater room 

the ECB has, to act with a view to contribute to financial stability.  

Over recent years the ECB was able to conduct operations aimed at financial stability because 

it was able to prove that they were fully consistent with price stability. The ECB proved its 

critics wrong. 

I would just like to mention, as examples, the August 2007 decision to fully accommodate the 

demand for liquidity, for over 90 billion euro, or the October 2008 decision to move to a 

fixed-rate-full-allotment mode to provide liquidity to the banks, or the December 2011 

decision to implement a 3-year LTRO. None of these operations – some of which go back to 5 

or 6 years ago – created inflation. Those who feared inflation simply had the wrong economic 

model, or stopped reading the economics literature before William Poole’s 1970 seminal 

paper about the use of monetary policy instruments in an uncertain environment.1 

What is implicit in Poole’s paper is that the Central bank needs to have an understanding of 

the main economic and financial developments to decide which instruments to use. The 

control of the money stock may be preferable if the economy is mainly subject to real 

disturbances, while an interest rate setting is preferable in the face of major financial shocks.  

This implies that monetary policy cannot just be conducted through an automatic pilot. It 

requires judgment about the shocks which affect the economy. 

                                                            
1 Poole, W. “Optimal Choice of Monetary Policy Instruments in a Simple Stochastic Macro Model”, Quarterly 
Journal of Economics, Vol 84, n.2. May 1970. 
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During the recent financial crisis central banks throughout the world have adopted new policy 

instruments mainly with a view to counteract financial instability. They have been able to do 

this without compromising price stability. In fact, by promoting financial stability central 

banks have been able to maintain price stability. The ECB, in particular, moved to an interest 

rate target for its monetary policy operations, letting money supply being determined 

endogenously by market participants’ demand. Had central banks, including the ECB, 

continued to use the old instruments, the financial markets would have been destabilized, with 

negative consequences on price stability. This means that the adoption of new monetary 

policy instruments – the so-called non-standard measures – were necessary to achieve price 

stability.  

To sum up, I do not think that the institutional framework of the ECB needs to be changed, as 

far as monetary policy is concerned. Price stability is the ECB’s primary objective. As long as 

this objective is maintained, the ECB has a clear mandate to support the general objectives of 

the Community, which are “to promote economic and social progress and a high level of 

employment and to achieve a balanced and sustainable development, in particular through 

the creation of an area without internal frontiers, through the strengthening of economic and 

social cohesion”.  

The other issue that I would like to address is the impact of monetary policy on other policy 

actors and on the overall institutional framework of the monetary union.  

The crisis has shown that monetary policy can produce unintended consequences. This is to 

some extent unavoidable. In a monetary union made of different, not fully integrated 

economies, the setting of a single interest rate may produce different effects across countries. 

We knew it from the start. The union has been constructed on the principle that such 

unintended effects, when they occur, should be compensated by other policies and by greater 

market flexibility. In pursuing its price stability objective the ECB should thus not be diverted 

by these differentiated effects. Otherwise it would risk losing its independence, which is a 

pollar of monetary union.  

There are no doubts that such independence is continuously under threat. It is under threat in 

particular when monetary policy decisions are being discussed on the basis of national 

economies’ interests and advantages, rather than on the basis of the whole monetary union. 
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The ECB needs to be protected from the risk of such debates, in particular by the NCBs which 

generally have a large influence on their national public opinions. NCBs have the 

responsibility to explain to their national audiences the ECB’s decisions, and the reasons why 

they have been taken, and why the unintended consequences are the responsibility of national 

policy makers.  

This is consistent with the distribution of tasks within the Eurosystem, where the ECB has the 

responsibility for defining and deciding the monetary policy of the euro area, while the NCBs’ 

task is to implement these decisions.  

As the Statutes clarify, the NCBs are an integral part of the Eurosystem and shall act in 

accordance to the guidelines and instructions of the ECB. The Statutes also clarify that the 

members of the Governing Council participate in their personal capacity and do not represent 

their national interests, nor can be influenced by them.  

Outside observers cannot avoid being surprised – or even shocked – when NCBs report 

different views from those of the ECB, in particular on monetary policy which is not under 

their own responsibility.  

On the other hand, some of the unintended consequences of monetary policy deserve special 

attention. They relate to the incentives that monetary policy generates for other economic 

actors, in particular the political authorities, which have to play an important role in ensuring 

a smooth deleveraging process.  I would like to address in this context two main issues, 

related in particular to prudential supervision and fiscal policy. 

Let me start with prudential supervision. When the central bank intervenes to counter 

financial instability, it runs the risk of providing support to financial institutions that face not 

only liquidity problems but also solvency problems. The pre-crisis European institutional 

framework, in which bank supervision remained a national responsibility, did not allow the 

ECB to have full information on the viability of its counterparties. This allowed weak 

financial institutions to remain eligible for central bank money, while postponing balance 

sheet restructuring and capital increase.  
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In some cases, the ECB had to threaten to suspend the provision of central bank money in 

order to force national authorities to proceed with bank restructuring and recapitalization. This 

is not a very effective way to operate, and might even exacerbate financial instability. 

The transfer of supervisory responsibilities to the ECB is certainly welcome. It ensures not 

only a level playing field in the euro area. It also addresses the problem of information 

asymmetry that prevailed during the crisis.  

I would like to take this opportunity to restate my view that the concerns about possible 

conflicts of interests between monetary and supervisory responsibilities have been largely 

overstated. The risk to finance insolvent banks is much larger when the central bank does not 

have supervisory information. The ECB can now be held accountable for the selection of its 

counterparties, which was not previously the case.  

I see nevertheless three main issues which have emerged with the transfer of supervisory 

responsibility to the ECB, in the context of the current European debate. 

The first has to do with the absence of a convincing fiscal backstop, especially in a situation 

in which the closing down of a financial institution requires time and may produce contagion 

effects. This institutional shortcoming puts at risk the independence of the central bank in the 

conduct of supervisory activity. Indeed, without a clear backstop the supervisory action – such 

as for instance the request for a capital increase – may undermine the position of specific 

banks. There would be pressure to postpone action. 

By delaying the creation of a credible fiscal backstop European governments are undermining 

the independence of the ECB as supervisor of the euro area major banks. The solution based 

on a coordination of national backstops, which has been proposed by some, is inefficient and 

unfair. With a single supervisor, the responsibility for both success and failure of regulation 

have to be shared. Maintaining national backstops while supervisory responsibility has been 

shared undermines the legitimacy of the system. Furthermore, maintaining national backstops 

does not allow to cut the link between sovereign and bank risk, which contributes to the 

fragmentation of the financial market in the euro area.  

The second problem lies in the bail-in rules, as they are currently interpreted by the European 

Commission in its August communication. By requesting an automatic bail-in, in all cases, 



7 
 

the process of bank recapitalization may lead to a weakening – rather than a strengthening – 

of the banking system, especially during turbulent times. Consider the case in which a bank is 

asked to raise capital by a given deadline, in order to comply with the new supervisory 

requirements. Given that investors know that shareholders and junior bondholders will be 

bailed-in if the deadline is missed, they will be reluctant to participate to the capital increase 

unless they are convinced that others will also join. The risk of missing the deadline may 

actually scare away current shareholders. This is a typical problem of coordination failure, 

described by Keynes in the form of the beauty contest. It requires public intervention, or the 

expectation of public intervention, to avoid increased uncertainty or multiple equilibrium.  

This is the same mistake as the one made in October 2010 in Deauville when Merkel and 

Sarkozy agreed on automatic bail-in for creditors for countries that apply for adjustment 

programs, independently of the sustainability of their debt. The spreads on sovereign bonds 

increased immediately thereafter, fuelling new tensions. There is the risk of similar 

consequences as soon as the new rules for bank bail-ins will be applied. 

The third issue that I would like to raise is ELA – Emergency Lending Assistance – to banks 

which are still solvent but do not have enough eligible collateral to participate to regular 

tender operations. In the current system, ELA is decided by NCBs, if not opposed by two 

thirds of the Governing Council on grounds that it interferes with monetary policy. The risk is 

currently entirely on the NCBs. 

These rules have been seriously tested during the crisis. It was at times very difficult for some 

NCB to prove that the bank applying for ELA was solvent, and even to provide full 

information about the collateral.  

As the responsibility for prudential supervision is now in the hands of the ECB, at least for the 

130 largest banks, it is doubtful that ELA can remain exclusively in the realm of NCB’s 

powers. The solvency situation of any of these counterparties, and the possible liquidity 

problems that they will encounter will become subject to decisions taken by the ECB. The 

ECB should thus take responsibility for addressing temporary liquidity problems of these 

institutions, and bear the risks, setting the collateral requirements for this type of emergency 

operations.  
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Let me turn now to fiscal policy. A credible deleveraging of the public sector can take place 

only if budgetary policy is set on a sustainable adjustment path, with a continuous reduction 

of the deficit, while monetary policy ensures that the financing conditions remain sustainable, 

i.e. that the nominal interest rate, while consistent with price stability is sufficiently low 

compared to the economy’s growth rate.  

Two problems can emerge in the interaction between monetary and fiscal policy.  

The first is that fiscal authorities change the adjustment path, after the accommodative 

monetary policy has been set. This puts the central bank in a difficult position. It’s the threat 

of fiscal dominance. The issue is relevant not only in Europe but also in the US and Japan, 

where the very accommodative stance of monetary policy, which so far is consistent with 

price stability, takes away from the fiscal authorities the incentive to do their part. Monetary 

policy risks being the only game in town. It becomes subject to political pressure and its 

independence is at risk. 

The second problem arises when the central bank is not able to implement a sufficiently 

accommodative monetary policy to accompany the fiscal adjustment. In this case the 

adjustment process risks being seriously undermined as the combination of both a restrictive 

fiscal and a restrictive monetary policy may generate a vicious circle with decreasing growth 

and rising debt. This problem is particularly relevant in the euro area, where the full 

separation between monetary and fiscal policy, and the fragmentation of financial markets, 

may lead to multiple equilibrium, with interest rates on the debt incorporating a high, and 

potentially unsustainable risk premium. An additional concern is the correlation between bank 

and sovereign risk, which pushes up the interest rate charged by banks to the private sector in 

countries with high debt. As a result, the fiscal adjustment conducted within the euro area 

tends to be accompanied by a credit crunch and an unduly high interest burden on the debt. 

This undermines the fiscal effort and over time leads to adjustment fatigue and possible 

political backlash.  

To conclude, the monetary union construct is quite unique. It has been designed for good 

times, in the hypothesis that crises would not occur. But crises do occur, and monetary policy 

needs to play its role in ensuring that they do not end up into catastrophes for society. 

However, monetary policy cannot be the only game in town and substitute for other policy 
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actors. This is a difficult balancing act. It requires more than ever an independent central 

bank.  

Central bank independence is being put at risk throughout the world, both: 

- by those who want to push monetary policy to do other people’s job and 

-   by those who want to prevent monetary policy to do its part of the job.  

This is the reason why central bank independence needs to be defended. More than ever. 

Loudly.  

 

Thank you for your attention. 


