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SUMMARY OF PAPERS 
The following summary presents the respective topics of the briefing papers followed by 
brief points on the main answers of the experts to the question asked. Only selected main 
points are mentioned here. For a complete argumentation, please refer to the subsequent 
papers. 

 
Topic 1) What role for the ECB in financial supervision? 
 
The financial crisis has clearly demonstrated that the regulation and supervision of financial 
institutions has to be improved. At the European Council of 18/19 June 2009, the 
implementation of a new framework for macro- and micro-prudential supervision was 
initiated. On the macro side, the "European Systemic Risk Board" (ESRB) shall monitor and 
assess potential threats to financial stability. The ESRB should also issue risk warnings, 
recommendations for actions and observe their implementation. On the micro side, the 
"European System of Financial Supervisors" (ESFS) should strengthen the quality and 
consistency of banking, insurance and securities industries supervision across European 
borders by setting up supervisory colleges and establishing a European single rule book 
applicable to all financial institutions. These reforms should solve the problems that 
originated from the emergence of multinational banks and financial markets over the past 
decades. In the Monetary Dialogue of 30 March 2009, ECB President Jean Claude Trichet 
supported these plans, but claimed that the ECB/ESCB needs access to the relevant micro-
prudential data from the national financial supervisors. However, are the foreseen role and 
powers for the ECB/ESCB adequate, and how should the micro and the macro levels 
interact to guarantee suitable results, especially against the background of preventing 
financial crises in the future? Furthermore, the experts were asked if the transfer of 
supervisory powers to the ECB compel changes as regards the accountability and 
transparency of the ECB. 

The introduction of the ESRB and the foreseen role for the ECB to enhance the macro-
prudential supervision is widely appreciated by experts. According to Karl Whelan, "the 
ECB's economics staff is undoubtedly the finest collection of economic and financial talent in 
Europe and I have always been impressed by their work ethic and dedication to public 
service." The reports and recommendations of the ESRB will undoubtedly become an 
important input into policy formulation for central banks and financial supervisors 
throughout Europe." Moreover, Charles Wyplosz believes that the ECB must be involved 
also in macro supervision since it is formally responsible for financial stability in the euro 
area. 

However, there are doubts if analysts can, in general, predict financial crises because 
neither the experts of the ECB nor the IMF had foreseen the extreme instability of the world 
financial system in 2007. Daniel Gros states that the proposed legal framework does not 
give the ECB any power to obtain critical information directly from the banks and that this 
fact severely limits the flow of information to the ECB. Although there are doubts about the 
ECB's role in the micro-supervision function, i.e. that several EU countries are not members 
of the euro area, Charles Wyplosz thinks that there are plenty of strong arguments for 
putting the ECB in charge of micro-supervision. The ECB has a highly competent staff and 
supervisors have to be independent from political and financial pressure, like the ECB is. 

Karl Whelan thinks that the ECB has no moral authority to play a lead role in the micro-
prudential supervision because of the fiscal costs of failures in financial supervision. These 
costs have to be paid by the national governments, so it is implausible that the national 
control of financial supervision will be transferred to a supranational board. He would prefer 
that the national central banks take over the financial supervision in all EU-Member states. 
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Karl WHELAN - The implementation of the ESRB will probably not prevent future 
financial crises, additional measures have to be implemented  

The ECB and the IMF failed to predict the current financial crisis, so even "the smartest 
analysts fail to see underlying sources of systemic risk before it is too late." So Whelan 
suspects "that expectations for the new macro-prudential body may be too high." In his 
view, additionally to the reforms in financial supervision, several other actions should be 
taken to strengthen the stability of the financial system. Banks should be forced to build up 
capital reserves in good times of the business cycle to provide for recessions. Whelan also 
wants to introduce a maximum gross leverage ratio to limit the threads of the leverage 
effect. A minimum core funding ratio and limits of credit growth can make the system more 
stable too. Because of the "too-big-to-fail-problem" and the moral hazard, large institutions 
should be required to hold higher capital levels than smaller institutions. 

 

Charles WYPLOSZ - The ECB will play a major role in macro supervision and no 
role in micro supervision 

Wyplosz agrees that the ECB has to be involved in macro supervision of the financial 
system because the ECB was formally in charge of financial stability. In the case of micro 
supervision, national regulatory and supervisory agencies will strongly oppose a reform 
because of the loss of political power and influence. Furthermore Europe has diverse 
banking and financial traditions, so a single regulatory regime would be difficult to agree 
upon. Wyplosz assumes that the European System of Financial Supervision will only 
federate the national supervisors of the euro and the non euro area and the national central 
banks should be involved as co-supervisors. 

 

Daniel Gros - The supervisory framework is not adequate, the ECB will not obtain 
the needed information from the national supervisors to detect systemic risks 

The proposed legal framework does not give the ECB any power to obtain confidential 
information directly from the banks; they have to ask the supervisors first. This severely 
limits the flow of information and hinders the work of the ECB. Gros suggests that all banks 
should lay open their balance sheets to the ECB and should fulfil simple criteria like overall 
leverage and liquidity ratios if they want to take place in the normal monetary policy 
operations of the ECB. Additionally, the ECB can increase the minimum reserve holdings to 
stabilize the financial system. In Gros' view, the new framework for financial supervision is 
an uneasy compromise between what most experts regard as necessary and what national 
governments are willing to cede. 
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Topic 2) Adjustments to Accountability and Transparency of the ECB 
 
Over the last decades, it became widely accepted that full operational independence of 
central banks is a welfare-enhancing quality. The ECB has a uniquely high measure of 
target, financial and operational independence but lacks formal procedures of accountability 
to the European Parliament or anyone else, which causes problems for legitimacy. With the 
financial crisis ongoing, the role of the ECB will become a more political one, which leads to 
the question of whether the present setting is a sufficient condition for accountability? 
Ongoing, the experts were asked what possible changes to ECB accountability might 
happen. Most of the experts think that the ECB lacks transparency, especially procedural 
transparency. The ECB does not publish its votes: indeed, votes are apparently not even 
taken; the ECB always insists that there is consensus. The ECB does not publish the 
minutes of the meetings of the Governing Council either. It is believed by some experts 
that their publication could possibly enhance monetary transparency in 3 ways: 

1. It presents an overview of the economic information that was considered at the meeting 

2. It describes the views that monetary policymakers have of current macroeconomic and 
financial developments  

3. It includes an account of the discussion of the policy choices 

The press conferences after each monetary policy meeting provide only little insight into 
the economic views of the members of the Governing Council and, according to Sibert, are 
not a substitute for publishing minutes. De la Dehesa thinks that the ECB should 
communicate more to the general public, to the markets and to the monetary experts to 
shape expectations. 

Furthermore, de la Dehesa states that the accountability of a central bank should be to 
political bodies which themselves derive their democratic legitimacy from being elected by 
those effected by the performance of the central bank. In the case of the ECB, the main 
issue is that the EU does not have equivalent political bodies corresponding to national 
governments or parliaments. The ECB is asked to be accountable to the European 
Parliament, however the EP is not representing a pan-European electorate. True 
accountability to the EP would, according to de la Dehesa, require this. In his view, the 
composition of the Governing Council of the ECB is causing problems as well. The Members 
are in a way accountable to the EP and the European Council, but neither body plays any 
role in the appointment of the national central banks governors, whose membership in the 
Governing Council is automatic. Therefore only the members of the Executive Board could 
be individually accountable to the European bodies who nominated them. 

 

Guillermo de la Dehesa - ECB has improved its level of transparency over the past 
10 years but further progress has to be made 

De la Dehesa states that the ECB lacks accountability because of the incompleteness of the 
political union in the EU. The only way to increase accountability is through transparency. 
Although the ECB improved its transparency by making a clearer definition of price stability 
and clarifying the role of the two pillar strategy and the crosschecking, transparency could 
be increased by publishing voting records and minutes.  The release of interest rate paths 
and inflation projections can also raise the transparency and the accountability of the ECB. 
The present system of using code in the press conferences is effective but has some 
limitations. It is short-sighted and does not give any indication of the refinancing rate 
around which the tightening process is likely to come to an end.  
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Sylvester Eijffinger - The new structure of European financial supervision will 
require adjustments to the accountability and transparency of the ECB 

Eijffinger argues that the working group chaired by Jacques de Larosière has 
accommodated too much to the desires of Germany and the United Kingdom, who oppose 
transferring responsibilities to a central European body. That is why the recommendations 
have not gone far enough. The European solution for micro prudential supervision is 
dissatisfying, the one for macro prudential supervision is much better. Eijffinger also 
recommends that the Committee of Economic and Monetary Affairs should establish a 
Financial Dialogue with the President of the ECB for discussing macro prudential supervision 
in the euro area and the EU on a bi-annual basis, preferably in June and December after 
the publication of the Financial Stability Review by the ECB. In conjunction with this a 
Financial Dialogue could be established with the Chairs of the Committee of European 
Banking Supervisors, the committee of European Insurance and Occupational Pensions 
Supervisors and the Committee of European Securities Regulators to discuss micro 
prudential supervision. 

 

Bruegel (J. Pisani-Ferry and J. von Weizsäcker) - The Financial Crisis is leading to 
a fundamental re-examination of the central banks' mandate and strategy  

The reforms in financial supervision bring the central banks to a much more political terrain 
and broaden their mandate. Over the past decades, independent central banks have 
achieved impressive results by reducing inflation. Since the 1990s most of the central 
banks are using the concept of inflation targeting, the ECB is influenced by that approach 
too. The transparency of the inflation targeting is ensured through publishing inflation 
forecasts and the models and assumptions used to prepare them. Inflation targeting 
ensures a high degree of transparency and predictability and combines the advantages of a 
ruled-based policy with the reliance on a wider set of information that is traditionally 
associated with the discretionary approach. The current financial crisis will likely have 
serious institutional and policy consequences and will probably affect the approach to 
transparency and accountability in a fundamental way. 

The central bank will be directly or indirectly in charge for financial stability, so the interest 
rate instrument will no longer be enough and needs to be complemented by other means. 
These should primarily belong to the financial regulation toolkit like countercyclical capital 
requirements. But other instruments can be thought of, such as supervisory guidance, 
legislative measures or possibly even tax measures that influence the effective real interest 
rate such as the deductibility regime of mortgage payments. 

 

Anne Sibert - Formal accountability requires both transparency and an obligation 
to disclose how decisions are reached 

The ECB appears to believe that, while transparency may be desirable, satisfying its 
reporting obligations is sufficient to satisfy formal accountability. But the ECB lacks 
transparency; the public does not know how decisions are reached. That is why voting 
records and minutes should be published; press conferences are no substitute for that. 
Articles 3.3, 25.1 and 25.2 in the Protocol on the Statute of the European System of 
Central Banks and the ECB are giving the ECB the responsibility to promote financial 
stability. The provision of financial stability is unlikely to conflict with monetary policy and 
there is no need to change the ECB's mandate to secure price stability. Within confines of 
the current institutional framework enshrined in the Treaty and the Statute, the ECB must 
become more transparent about its lender of last resort activities and eschew further 
involvement in supervisory activities. 
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1) THE ECB ROLE IN FINANCIAL SUPERVISION  
 

by Karl Whelan 
University College Dublin 

 
 
 
 
 

Abstract 
 
The Council’s decisions to implement the De Larosiere recommendations 
for a reformed approach to micro-level financial supervision and a new 
European Systemic Risk Board (ESRB) are to be welcomed. The ECB’s 
central role in the ESRB is also to be welcomed. However, the limited 
role envisaged for the ESRB means that it may not actually help much in 
preventing future crises. The ESRB should be given a central role in the 
implementation of counter-cyclical capital ratios and in promoting (and 
then overseeing implementation of) other changes such as maximum 
leverage ratios and limits on non-core funding. 
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THE EU COUNCIL'S RECOMMENDATIONS 
The Council of the European Union has agreed with the recommendations of the De 
Larosiere report that Europe’s financial regulatory framework should be enhanced by the 
establishment of a new macro-prudential body (the European Systemic Risk Board) and by 
the establishment of a new European System of Financial Supervisors which will be 
enhanced and better resourced versions of the existing Level 3 Committees. 

The Council’s recommendations envisage a central role for the ECB in the new Systemic 
Risk Board, with the President of the ECB chairing the Board and ECB staff providing the 
analytical and logistical support. In contrast, no direct role is envisaged for the ECB in the 
new micro-prudential structures. 

While I am happy to endorse the recommended role of the ECB in the proposed Systemic 
Risk Board, and will discuss the issue of macro-prudential regulation in further detail below, 
I have more mixed attitude in relation to its exclusion from the new micro-prudential 
system.   

Moreover, I suspect that expectations for the new macro-prudential body may be too high. 
Analysis of various past Financial Stability reports suggests that the type of macro-
prudential analysis envisaged for the ESRB may do little to prevent the recurrence of 
financial crises. A more fruitful approach may be to augment the new institutional 
structures with clear and transparent financial regulations aimed at making the system 
more robust. 

THE ECB AND MICRO-PRUDENTIAL SUPERVISION 
Central Banking and Micro-Supervision: General Considerations 
Section 171 of the De Larosiere report lists various arguments for excluding the ECB from a 
formal role in micro-prudential supervision. The first argument listed is that the addition of 
micro-supervisory duties may impinge on the ECB’s fundamental mandate for price 
stability. I do not agree with this argument. In contrast, I would agree with the assessment 
of Guilermo de le Dehesa (2009) that the current financial crisis has provided a lot of 
reasons to favour a regulatory structure in which the monetary policy and financial 
supervision are undertaken under the same roof. 

There are a number of reasons to favour an integrated approach to monetary policy and 
financial supervision Firstly, given the crucial role that financial institutions play in the 
macroeconomy, it is essential that central banks have as much information as possible 
about the health of these institutions as well as any potential frailties and instabilities. Such 
information---which can be provided as a natural by-product of the central bank taking a 
lead role in financial supervision---should enhance rather than weaken a central bank’s 
performance in relation to monitoring the economy and implementing its mandate for price 
stability.  

Secondly, the current crisis has established again the crucial role that central banks play in 
maintaining financial stability via their role as lender of last resort. The integration of 
central banking with financial supervision allows for interventions to provide assistance to 
troubled financial institutions to done in as efficient a manner as possible. In contrast, 
examples such as the Northern Rock situation have shown how the separation of central 
bank and supervisory powers can lead to slow and overly bureaucratic responses to crisis 
situations. 

The ECB and Micro-Prudential Supervision 
Of course, these are general considerations. In reality, any recommendation for a role for 
the ECB in relation to prudential supervision must start from the current institutional setup 
and these realities argue against introducing a direct role for the ECB at this point for a 
couple of reasons. 
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First, there is the fact that current supervisory frameworks vary significantly across the 
Eurosystem, with some countries adopting the traditional integrated model, while others 
using independent financial regulators. Without an involvement of all of its constituent 
central banks in micro-prudential supervision, it is hard to countenance a direct role for the 
ECB in this process. 

Second, there is the question of the fiscal costs associated with financial crisis. The crisis 
has demonstrated that the European Union’s current agreed procedures for dealing with 
financial crises (as outlined in the Memorandum of Understanding) are completely 
inadequate. The result has been a sequence of ad hoc interventions, the scale and nature 
of which have varied widely across countries, with governments directing their fiscal 
support almost completely on their own domestic banks. These interventions have set a 
series of very dangerous precedents and taxpayers across Europe are now aware that they 
are likely to suffer the costs associated with failures of their domestic banks.  

Against this background, it is hard to see how the European Central Bank can have the 
moral authority to play a lead role in micro-prudential supervision. With national 
governments “on the hook” for the fiscal costs associated with financial failures, it is hard 
to see how they can be asked to give up national control of supervision. In addition, states 
that have adopted a more aggressive approach to assisting troubled financial institutions 
may wish to impose a more restrictive regulatory framework in the future. 

The De Larosiere report recommends that some progress be made in dealing with the 
current patchwork of financial regulatory frameworks. The report (and the EU Council’s 
recent statement) suggests that the Commission and the level 3 committees should work to 
establish a core set of financial rules, eliminating unnecessary diversity in areas such as 
definitions of regulatory capital and accounting practices. The report also recommends the 
establishment of “a coherent and workable regulatory framework for crisis management in 
the EU.” 

These recommendations are to be supported but, to my mind, they do not go far enough. I 
would rather view them as first steps towards a more comprehensive restructuring of 
financial regulation in the Euro Area. This restructuring would see all Eurosystem National 
Central Banks take over financial supervision. This system could then lead to a more direct 
role for the ECB in micro-prudential supervision. For instance, supervision of all financial 
institutions over a certain size could be required to have ECB involvement.  

In addition, I would like to see any common framework for crisis management go beyond 
the commonly-discussed issues relating to resolving issues relating to cross-border financial 
institutions to also providing explicit limits on the various types of financial supports 
(liquidity supports, asset support programs) that can be provided. This would fit well with a 
common central-bank-focused approach to dealing with financial crises. 
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MACRO-PRUDENTIAL POLICY 
 

The EU Council has recommended setting up a European Systemic Risk Board (ESRB) 
chaired by the President of the ECB, supported by staff from the ECB, and with a steering 
committee and board featuring chairs of the new European Supervisory authorities, the 27 
EU Central Bank Governors and a representative of the European Commission. 

The ESRB will be charged with analysing “all the information relevant for identifying, 
monitoring and assessing potential threats and risks to financial stability in the EU that 
arise from macro-economic developments and developments within the financial system as 
a whole” and to issue risk warnings and recommendations on measures to deal with these 
risks. 

I agree with the suggestion to set up an ESRB and to give the ECB a central role in it. I 
worked for five years (from 2002 to 2007) as an economist at the Irish Central Bank and 
visited the ECB many times. The ECB’s economics staff is undoubtedly the finest collection 
of economic and financial talent in Europe and I have always been impressed by their work 
ethic and dedication to public service. The reports and recommendations of the ESRB will 
undoubtedly become an important input into policy formulation for central banks and 
financial supervisors throughout Europe. 

That said, I think the vision of the ESRB set out in the EU Council’s statement of 10 June 
2009 and in the De Larosiere report is disappointingly limited and, as such, the new Board 
is unlikely to be as effective in preventing future crises as it could be. 

 
Previous Macro-Prudential Analysis 
The ESRB’s role will be to undertake macro-prudential analysis. This involves going beyond 
micro-level examinations of whether individual financial institutions are in good financial 
shape and complying with regulations to examining the financial system as a whole and 
whether the interconnections between its various components can lead to macro-level 
instability. 

It is hardly surprising that the recent financial crisis has led many to believe that there 
should be an increased focus on macro-prudential analysis and this is hard to disagree 
with. However, it would be wrong to argue that such analysis had not been undertaken 
prior to the crisis. In fact, the ECB, the IMF and many individual country central banks 
regularly produce macro-prudential analyses in the form of Financial Stability reports. As 
such, it is instructive to take a look at some of the Financial Stability reports released prior 
to the onset of the recent crisis. 

As a first example, consider the following statement from the overview of the June 2007 
edition of the ECB’s Financial Stability Review1  

                                          
1 Available online at http://www.ecb.int/pub/pdf/other/financialstabilityreview200706en.pdf 
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In late February and early March 2007, against a background of rising delinquencies 
in the US sub-prime mortgage market and increasing uncertainty about the US 
macroeconomic outlook, equity prices fell, credit spreads widened and market 
volatility rose across a host of asset classes – including foreign exchange markets, 
where some carry trades were unwound. Improvements in the risk management 
practices of financial firms appear to have contributed to ensuring that higher 
financial market volatility did not prevent capital markets from facilitating the 
intermediation of capital. 

It concluded that 

With the euro area financial system in a generally healthy condition and the 
economic outlook remaining favourable, the most likely prospect is that financial 
system stability will be maintained in the period ahead. 

In other words, just two months before the global financial system began to fall apart---
and much of the early action revolved around European banks---the ECB’s financial stability 
analysts concluded that the system was in a healthy condition and that banks had 
improved their “risk management practices.”  These same practices are, of course, today 
viewed as hopelessly flawed. 

The ECB Financial Stability Review is a document prepared with the close involvement of 
the Banking Supervision Committee and is thus likely to be similar in style to the 
documents that will be produced by the ESRB. If these analysts could not see the last crisis 
coming, it is legitimate to question whether they will get it right the next time.   

The ECB team were by no means on their own. Consider the following statement from the 
IMF’s Global Financial Stability Report of April 2006: 

There is growing recognition that the dispersion of credit risk by banks to a broader 
and more diverse group of investors, rather than warehousing such risk on their 
balance sheets, has helped make the banking and overall financial system more 
resilient. The improved resilience may be seen in fewer bank failures and more 
consistent credit provision. Consequently, the commercial banks may be less 
vulnerable today to credit or economic shocks. 

In other words, just a little more than a year before the onset of a global financial crisis 
triggered largely by securitisation and structured finance, the IMF’s analysts believed that 
these instruments made the global financial system less vulnerable to instability. 

My point here is not to criticise those involved in preparing these reports or to argue that 
better analysis would have seen the full dangers associated with structured finance. In fact, 
I would argue quite the opposite. Both the ECB’s Financial Stability Review and the IMF’s 
Global Financial Stability Report are excellent publications, full of hugely informative 
analysis, and the staff that produce them are to be commended.  

Rather, my point is to flag that even the smartest analysts may fail to see underlying 
sources of systemic risk before it is too late. If the highly trained staff of the ECB and the 
IMF failed to see that the world financial system was on the brink of extreme instability in 
2007, how can we be so confident that they will correctly call the next major event? 

One possible answer is to equip the new ESRB with more resources. This is a good idea but 
it is by no means certain to produce much better outcomes. Unfortunately, the poor risk 
assessments prior to the recent crisis are not just random examples but illustrate the 
general difficulties associated with financial stability analysis. Most of the time, thankfully, 
the financial system is stable. As such, it is particularly difficult to examine the system at 
such a time of stability and make the correct call about a particular aspect of the system 
that is likely to trigger instability at some point in the near future. 
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Moreover, Financial Stability practitioners are well aware that their business can lead them 
to be seen as “Boys who cry Wolf.”  The ESRB will undoubtedly be conscious of the damage 
that could be done to its reputation if it repeatedly issues warnings about instabilities that 
then don’t arise. 

To sum up on this issue, while I welcome the establishment of the European Systemic Risk 
Board, and the ECB’s role in it, I fear that its envisaged role---which principally involves 
issuing warnings---is unlikely to help much in preventing future crises. In the rest of the 
paper I propose some additional measures which can be taken by European authorities, 
either via the ESRB or in addition to it. 

 

The ESRB and Counter-Cyclical Capital Buffers 
It is now widely agreed that requirements for counter-cyclical capital buffers should be 
adopted: Both the De Larosiere and Turner reports come out in favour of this approach. 
The idea behind this recommendation is that banks should be forced to use good times to 
build up capital reserves and to allow banks to fall back to lower levels of capital during 
recessions.  

A similar idea that is being widely discussed is dynamic provisioning: This sees banks set 
aside larger provisions for bad loans during good times than are warranted by prevailing 
rate of loan losses and to run down these provisions during recessions.  These suggestions 
are designed to prevent the problem of banks running into solvency problems during 
recessions, leading to credit crunches and interventions paid for by taxpayers. 

I recommend that beyond issuing analyses and warnings, the new ESRB become directly 
involved in achieving the implementation of counter-cyclical capital requirements 
throughout the EU. This would be a challenging task, involving getting agreement on this 
point from all the relevant supervisors, establishing a harmonised methodology to estimate 
were each economy stood in relation to its business cycle and deciding the extent to which 
capital buffers should fluctuate over time. 

By co-ordinating the implementation of this important measure, the ESRB may do more to 
contribute to financial stability than could be achieved by any number of reports. 

BEYOND COMMITTEES: WHAT ELSE IS NEEDED? 
One lesson that we can take from this and previous financial crises is that it is hard for 
regulators to design sophisticated regulatory frameworks that keep up with a banking 
industry that is constantly being transformed by financial innovation. Of course, many 
lessons have been learned about the risks associated with specific new products, risk 
management techniques and business models and we are clearly already on the road to a 
Basle 3 that will attempt to deal with these. 

However, I think there is now a strong argument for accepting that ever more sophisticated 
financial regulation is not likely to deliver improved financial stability, or at least that it 
cannot do so on its own. 

I recommend that the new ESRB should become a focal point for the discussion (and 
hopefully implementation) of a range of policy options aimed at making the financial 
system fundamentally more robust. Some of the options that I would recommend include 
two that have been proposed by Lord Turner in his superb review document of March 2009: 

1. A Maximum Gross Leverage Ratio: One of the main reasons financial instabilities 
went undiagnosed in the recent crisis was that the Basle procedures allowed risky 
products to be classified as though they were safe. Thus, many institutions that ran 
into trouble had massively expanded their balance sheets and become highly 
leveraged, while at the same time maintaining their risk-weighted capital ratios.  
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Because risk-weighting will never be a perfect tool, Turner recommends a gross 
maximum leverage ratio as a “backstop” to the Basle system. Canada, which has 
survived the financial crisis better than most, imposes a maximum leverage ratio of 
20. This would have to be imposed in conjunction with a greater regulatory effort to 
minimise off-balance sheet activities driven by regulatory avoidance. 

2. A Minimum Core Funding Ratio: Throughout the crisis, various banks got into 
trouble because of their reliance on sources of funding that quickly disappeared once 
market sentiment turned against them. Turner recommends a minimum limited ratio 
of “core funding” defined as deposits plus certain types of longer funding.  

Three other potential suggestions that I would put forward for consideration are: 

1. Limits on Credit Growth: Setting limits on how fast individual firms can expand their 
credit, with limits getting smaller as banks increase in size, is one way to limit the 
problems associated with irresponsible lending that may not be caught by 
supervisors. 

2. Increasing Capital Requirements with Size: The too-big-to-fail problem is a difficult 
one to deal with directly but we can at least establish that large institutions (which 
are more likely to end up being rescued by the state if they fail) be required to hold 
higher capital levels. 

3. Credit Concentration Rules: Basle 2 requires that, as part of the Pillar 2 supervisory 
process, supervisors assess whether banks have excess concentrations in particular 
areas, leading to large amounts of highly correlated risks. Example such as the huge 
exposure to property lending of the Irish banks, which then needed to be rescued by 
the Irish government, show that it may be helpful to outline specific quantitative 
rules in this area. 

Perhaps some of these suggestions have a bit too much of the “sledgehammer” about 
them. However, they all seem to be worth discussing and potentially implementing in some 
form. Without a body such as the European Systemic Risk Board to analyse these proposals 
and then get them implemented, they seem likely to remain talking points rather than 
reality. 
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2) WHAT ROLE FOR THE ECB IN FINANCIAL MARKET 
SUPERVISION 

 
by Charles Wyplosz 

Institute of Graduate Studies, Geneva 
 
 
 
 
 

Abstract 
 
This note develops two arguments: 
1. Ideally, there should be one regulator and one supervisor for the euro 
area, and quite possibly for the EU as well. 
2. The ECB is essential for macro-supervision and the least badly suited 
for micro-supervision.  
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 EXECUTIVE SUMMARY 
Capital mobility is one of the four freedoms promised by the European Union. Its corollary 
is the integration of financial services market. One of the stated purposes of the Single 
Currency is to further enhance financial services market integration by removing the hurdle 
of exchange rate fluctuations. Ten years after the launch of the euro, integration is lacking. 
One of the reasons is that financial market regulation and supervision remains in national 
hands. This situation has long been identified as an oddity that persists mainly because of 
lingering protectionist forces. The financial crisis has shown that the situation is not just 
detrimental to economic effectiveness, it is also dangerous. Dealing with market stress 
requires quasi-instantaneous decision making. Reaching the right decision requires in-depth 
knowledge of the situation in the affected financial institutions. In addition, when the 
financial institutions operate across borders, different regulations allow for “regulatory 
arbitrage”, i.e. the ability for regulated institutions to “shop around” and partly evade the 
lawmaker’s intention. For all these reasons, the case for a common regulator and a 
common supervisor has been strengthened. From an economic viewpoint, the case is 
overwhelming.  

It may be surprising that more than two years into the crisis, the principle of a common 
regulator and a common supervisor has not been adopted. Powerful interests – the national 
regulatory and supervisory agencies and the regulated institutions – strongly oppose such a 
reform. The de Larosière group, set up to study the issue, has come out with a delicately 
balanced proposal. The report proposes to separate out micro from macro supervision. In 
each case, it recommends a EU-level system that federates the national-level supervisors. 
The ECB is expected to play a major role for macro supervision and no role at all for micro 
supervision.  

The note agrees that, indeed, the ECB must be involved in macro supervision since it is 
formally responsible for financial stability in the euro area. The note also agrees that there 
are powerful arguments against involving a central bank in general, and the ECB in 
particular, in micro supervision. But the note argues that compelling counter-arguments 
should be recognized and that the balance of the debate lies in favour of delegating micro 
supervision to the ECB as well. The decisive factors are the need for foolproof institutional 
independence and for a high degree of competence.  

The note also identifies a few difficulties with the proposal of devolving financial supervision 
to the ECB. First, the ECB can only supervise euro area institutions. The other countries 
would have to retain full responsibility for their own institutions, even though a common 
regulation would be necessary. Second, national central banks would have to share 
supervisory authority with the ECB because any emergency operation would need prior 
approval from the corresponding national fiscal authority.  
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THE ISSUE 
Even before the launch of the euro, it was pointed out that the common currency should 
lead to an integration of financial markets, that this was a desirable implication, but that it 
would have to be accompanied, possibly even preceded, by the adoption of common 
regulation to be enforced by a common supervisor.  

Financial integration, it was believed, would occur as currency conversion costs and risks 
would be eliminated. It was seen as a good thing because it would offer both savers and 
borrowers a wider menu of possibilities, partly as a result of more competition in the 
financial sector. The emergence of multinational banks and financial markets would 
challenge national-level regulation and supervision because the playing field would then not 
be even. This could seriously distort competition. It could also lead financial institutions to 
seek to evade regulations by moving certain activities in one jurisdiction and other 
activities in another jurisdiction.  

A decade later, we still do not have euro-area level regulation and supervision. The de 
Larosière report envisions a relatively complex organisation with a European System of 
Financial Supervision (ESFS), which would coordinate and oversee national supervisors, 
and a European Systemic Risk Council (ESRC), which would concern itself with aggregate 
risk.  

An optimist interpretation of the ESFS is that it is a first step on a path that would gradually 
bring national supervisors under one roof. A pessimistic interpretation is that it is fudge 
that creates the appearances of cooperation. Time will tell. As for the ESRC, it is a direct 
response to the crisis. Focused on individual financial institutions, the micro-supervisors 
looked at the trees, not at the forest. The ESFS is meant to look at the financial system as 
a whole.  

The de Larosière report suggests that the ECB should play a prominent role within the 
ESRB, but this has drawn opposition particularly from countries that do not belong to the 
euro area. The proposal is clearly incongruous, even though all countries without a 
derogation are expected to eventually adopt the euro. In addition, within the euro area, it 
may seem surprising to create a new system when we already have the European System 
of Central Banks (ESCB) which brings together the ECB and the national central banks, 
which are explicitly or implicitly in charge of financial stability, a task mandated for the 
European Treaty (Article 105(2)). The answer is that in some euro area member countries, 
supervision is not entrusted to the central bank but to an independent body, an often 
controversial situation that the report does not wish to wade into.  

THE DESIRABLE SOLUTION 

One money, one financial system 
With a single currency, there is no reason why European financial markets (banking, asset 
markets) should be segmented along national lines. Before the adoption of the euro, 
depositors from one country were concerned that assets held in another country’s currency 
could be subject to significant uncertainty in case of unexpected parity changes. With the 
elimination of this source of uncertainty – a key reason for the adoption of the euro – 
depositors can still be concerned about doing business in other countries if: 

- depositor protection differs from one country to another 

- regulations governing the financial institution differ in ways that affect the profitability 
and stability of assets 

- regulations impose explicit or implicit restriction on cross-border services. 
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The Single Market has been designed to eliminate all these restrictions. Ten years after the 
introduction of the euro, there is substantial evidence that many hurdles remain in place. 
This has led the European Commission and the European Parliament to take measures 
designed to gradually eliminate these barriers, which are often seen as driven by 
protectionist motives. This includes cutting costs on cross-border transactions as well as 
the complex Financial Services Action Plan (FSAP). Officially, therefore, removing all 
barriers to an integrated financial market is an important objective.  

In practice, however, many countries are reluctant to remove existing barriers to trade in 
financial services. They have national champions that they would like to see in the pole 
position, if not at the European level at least at the national level. Another challenge is that 
agreeing on the desirability of common rules of the game is one thing, agreeing on 
particular rules is another one. The FASP is a welcome but slow effort to deal with these 
difficulties. Indeed, given formidable resistance against the effort, the FASP was designed 
to deliver gradual progress.   

One money, one regulatory regime 
Even so, the FASP does not really address the issue of regulation and supervision, where 
difficulties abound. Indeed, some countries have traditionally favoured light regulations and 
supervision, others have always seen finance as an activity of dubious economic and moral 
value. The crisis seems to vindicate the latter while the former consider that what went 
wrong is mostly poor regulation and supervision. The rift is deep and ancient; it will not be 
resolved this time around.  

Yet action is needed because poor regulation and supervision is a key reason behind the 
crisis and also because the “light touch” approach, which relies on self-appraisal by 
financial institutions, has been found wanting. Banks and financial institutions have taken 
unacceptable risk partly because they were allowed to do so under existing regulation, 
partly because supervisors did not seek to close the loopholes.  

An additional important reason to make adjustments is that dealing with troubled 
institutions that operate across borders has proven to be challenging, as well illustrated by 
the case of Fortis bank, which called for emergency negotiations between Belgium, 
Luxembourg and the Netherlands. Negotiating on committing tens of billions of taxpayer’s 
money in a few hours with imperfect information about the bank’s financial situation is not 
just challenging but also unwise. National supervisors have every reason to conceal 
information if doing so can save their taxpayers’ money. They may also seek to protect 
national institutions. Worse perhaps, troubled institutions, which exploit fears of turmoil to 
extract favourable conditions, can play national supervisors against each other and fail to 
disclose unfavourable information.  

Opposition to the single regulatory regime 
These are strong arguments in favour of a single regulatory regime, at least within the euro 
area. These arguments have been known and formulated even before the creation of the 
euro but they have never been taken up by decision-makers. Three main counter-
arguments have been advanced, listed here in order of increasing strength. 

First, given Europe’s diverse banking and financial traditions, a single regulatory regime 
would be difficult to agree upon. Compromises could lead to an inefficient arrangement. 
Historical diversity is an argument that has been used again and again to deter integrative 
efforts.  

Second, given the size of the euro area, a single authority would be too large to be 
efficient. The US offers the example of many authorities that do not cooperate efficiently 
and even occasionally compete. Existing authorities have considerable know-how that 
would be diluted and ultimately lost. But the US situation is rather an argument of fewer 
authorities, and a testimony to the ability of plethoric institutions to survive against 
reasonable criticism.  
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Third, the ultimate outcome of financial instability is that some institutions fail and may 
have to be rescued. Rescue operations (lending-in-last resort or straight bailouts) involve 
the commitment of taxpayers’ money, quite possibly in very substantial amounts as the 
recent crisis showed. In such a situation, the decision can only be made by the national 
government that bears the cost. It implies that, one way or another, each government 
must control the regulatory and supervisory authorities whose actions can trigger massive 
fiscal commitments.  

But the unspoken and most influential argument lies elsewhere. It combines protectionism 
and turf defence. National regulatory and supervisory authorities do not want to lose power 
to a “federal” authority. This concern is often shared by national governments, equally 
opposed to relinquishing power. Both views are shared by most banking and financial 
institutions. They prefer to deal with local authorities, which they know well and which are 
likely to want to protect national firms.  

 

THE POLITICALLY PALATABLE SOLUTION 
The de Larosière Group has attempted to draft a compromise between the economically 
desirable solution and politically acceptable reforms. As shown in Figure 1, it envisions two 
new institutions: 

- The European System of Financial Supervision (ESFS) that would federate national 
supervisors. Supervising individual financial institutions, it would rely on national 
supervisors for data collection and analysis but would take initiative in some identified 
cases such as cross-border institutions or crises, and would arbitrate disagreements. It 
would also try to harmonize national regulations.  

- The European Systemic Risk Council (ESRC), which would use information provided by 
national supervisors to detect macro-risks of the kind that materialized during the crisis. 
The ECB is expected to play a role an important role in the Council. The following figure 
summarizes the proposal. 
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Figure 1. The de Larosière Proposal 
 

 
 

 

The proposal does not deliver the single regulatory and supervisory arrangement that is 
most desirable since it explicitly envisions the continuing existence of national authorities 
with unchanged responsibilities.2 This is obviously a concession to political realities. An 
optimist view is that the two new institutions are of a federal nature and, as is often the 
case, they will gradually erode the power of national supervisors. A pessimistic view is that 
this erosion will only be the most desirable outcome of conflicts and mistakes, both of 
which may be extremely costly. The crisis has exposed how inadequate the flow of 
information among supervisors can be. The row between the FSA and the Bank of England 
at the time of the Northern Rock crisis, or among national supervisors when Fortis 
collapsed, illustrates the inherent tendency of national supervisors to retain information 
that, they believe, may be detrimental to national financial institutions. In fact, as it 
discusses the crisis, the de Larosière Report explicitly acknowledges this fact: 

“The regulatory response to this worsening situation was weakened by an inadequate crisis 
management infrastructure in the EU, both in terms of the cooperation between national 
supervisors and between public authorities. The ECB was among the first to react swiftly by 
provide liquidity to the inter-bank market. In the absence of a common framework for crisis 
management, Member States were faced with a very difficult situation. Especially for the 
larger financial institutions they had to react quickly and pragmatically to avoid a banking 
failure. These actions, given the speed of events, for obvious reasons were not fully 
coordinated and led sometimes to negative spill-over effects on other Member States.” 

 

                                          
2 An important part of the proposal is the upgrading of competence of national supervisors through better pay and 
mobility between the public and private sectors.  
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In summary, a lesson of the crisis is that the fragmented regulatory and supervisory 
system in Europe is inadequate. Yet, we are not likely to shift overnight to a radically better 
system. It is likely that the recommendations of the de Larosière Report will shape the 
limited reform. There remains to examine the role that the ECB could and would play.  

WHAT ROLE FOR THE ECB? 
The case for central banks to take over macro supervision is very strong. Formally, 
macroeconomic stability is a function of central banks. As a consequence, they should 
already be adequately informed of the situation of local financial institutions; in fact a 
nearly half of EU central banks are also in charge of micro-supervision as the table below 
shows.  

 

 

EU countries where 
central bank is 
supervisor 

EU countries where 
central bank is not 
supervisor 

Bulgaria Austria 

Cyprus Belgium 

Czech Republic Denmark 

France Estonia 

Greece Finland 

Italy Germany 

Lithuania Hungary 

Netherlands Ireland 

Portugal Latvia 

Romania Luxembourg 

Slovakia Malta 

Slovenia Poland 

Spain Sweden 

 UK 

Source: Committee of European Banking Supervisors 
 

Doubts about a role for the ECB role only concern the micro-supervision function. The de 
Larosière Report dutifully considers the issue and concludes that the ECB should not be in 
charge, although it would be kept informed by the ESFS. The Report justifies its conclusion 
with the following five arguments: 

1. The task of monetary stability requires the ECB’s full attention. 

2. With many countries, the task would be too complex for a single supervisor. 

3. Several euro area national central banks are not in charge of supervision. 

4. Not all EU countries are euro area member. 

5. Statutory, the ECB is not allowed to oversee insurance companies while the frontier 
between banking and insurance is fuzzy.  
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The first argument is unconvincing. The second argument effectively rules out a single 
supervisor, for the political reasons presented above. The third argument is only valid if the 
system is to remain decentralized. The fourth argument is important and will be considered 
further below. The last argument is correct but purely technical.  

Thus one key reason for not putting the ECB in charge of micro-supervision is the view that 
supervision should be kept at the national level, in many cases in the hand of the local 
central bank. The fact that a number of countries are not in the euro area does necessarily 
not rule out putting the ECB in charge of micro-supervision in the euro area, leaving these 
countries free to carry out supervision as they see fit. The ESFS could then federate the 
euro area supervisor and the non-euro area supervisors.  

A further important argument concerns a potential conflict of interest of central banks. 
Being in charge of lending-in-last-resort (when a financial institution fails), a central bank 
may feel compelled to intervene generously if it has failed to detect early enough a serious 
difficulty in one of its banks. Thus one mistake in supervision could lead to another mistake 
in the form of unjustified bailout.  

Yet, there are at least three strong, possibly overwhelming arguments for putting the ECB – 
and other central banks in the EU – in charge of micro-supervision: 

1. Supervisors must be highly skilled and supported by a highly competent staff. The de 
Larosière Report explicitly notes that this is not generally the case and, indeed, the crisis 
probably would not have happened had supervisors skilfully exercised their prerogatives. 
The ECB has been able to assemble a highly competent staff for its current functions; there 
is no reason why it would not proceed in the same manner if it were given the supervision 
task. 

2. Supervisors must be independent. They are likely to come under powerful political and 
financial pressure when they deal with important financial institutions. While it is possible to 
build up new institutions with adequate independence, the risk of capture by the financial 
sector is high, even in countries with a good system of government control. The ECB is 
already an independent institution, unlikely to yield to national pressure.  

3. In order to carry out macro-supervision, the ECB anyways need to be informed in real 
time of the situation of systemically important institutions. The idea that an independent 
supervisor will provide timely information was convincing before the Northern Star crisis in 
the UK. As it turned out, the FSA failed to adequately inform the Bank of England. In the 
euro area context, the idea that supervisors in Dublin, Vienna or Athens will fully share 
detailed information with the macro-supervisor is simply unbelievable.  

Thus, in spite of all the arguments to the contrary, entrusting the ECB with both macro and 
micro-supervision seems the least risky solution. Obviously, the ECB is only suited to 
supervise the euro area.  
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WHAT SHOULD CHANGE AT THE ECB? 
Obvious changes would be required for the ECB to assume new responsibilities. It would 
have to hire a staff of highly qualified supervisors. This could require a different pay-scale 
than the current one. It would also have to develop methodologies, starting for best 
practice elsewhere.  

The most delicate issue concerns lender-of-last-resort operations. Currently, these 
operations are to be conducted by national central banks with the ECB agreement. 
Crucially, the costs are to be borne by the corresponding national fiscal authorities, which 
must therefore give prior agreement to their respective central banks. If the ECB is given 
the authority to supervise, it will have to directly seek approval by the concerned 
government to commit (quite substantial) fiscal resources prior to any intervention. This 
could easily be contentious at a time when decisions must be made instantly. This issue 
alone probably implies that the national central bank must be involved all along, both as 
co-supervisor and as co-sponsor of any proposal to bail out or not ailing financial 
institutions. This is how the ESCB already operates so all that is needed is to transfer the 
new authority to the ESCB.  
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3) THE ECB CAN DO IT ALONE 
 

by Daniel Gros 
Director, CEPS 

 
 
 
 
 

Abstract 
 
The proposed legal framework for macro-prudential supervision does not 
give the ECB sufficient powers to directly collect the information it needs 
to assess macro- or systemic risk. However, the ECB could easily obtain 
this information within the present legal framework, if it only granted 
access to its lending facilities on the condition that the banks in question 
allowed the ECB to look closely at their books to verify their solidity. 
Given that banks attach so much importance to having access to central 
bank financing, they are highly likely to cooperate with this scheme. 
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EXECUTIVE SUMMARY 
 
This note mainly addresses the first question: 

“Are the roles and powers foreseen for the ECB and the ESCB in the outline of the new 
supervisory framework adequate?” 

The short answer is no, but there is a relatively straightforward way to ensure that their 
roles and powers are made adequate. 

This Briefing Note starts from the assumption that the ECB has no interest in supervising all 
the thousands of banks in the euro area. The ECB is (and should be) interested only in 
systemic or macro-risk, and thus in the soundness of the about 40 major cross-border, 
systemically relevant banks. Assessing systemic risk requires detailed information and 
analysis of this small group of systemically relevant banks. The new supervisory framework 
makes it unlikely that the ECB will obtain this kind of information. The ECB can only ask for 
information from supervisors and has to justify each request. 

However, the ECB does not have to accept this situation. It could simply require banks that 
want to participate in its various tenders or draw upon its lending facilities to provide the 
ECB with all the necessary information so that it can properly assess the counterparty risk 
it takes. Given that access to central bank money is at present a question of survival for 
the banking system, it is likely that few banks would not allow the ECB to perform akin to a 
‘due diligence’ to assess their soundness. 

In this way, the ECB could acquire all the relevant information it needs, irrespective of the 
details of the proposal for the new legal framework now published by the Commission 

INTRODUCTION 
The ECB is the first ‘post-modern’ central bank. Central banks were originally created to 
prevent or at least manage the banking crises, which have been a feature of modern 
economies for centuries. As Padoa Schioppa (2003) put it: “The role of central banks in 
financial stability was thus part of their genetic code.”3 For example, the Federal Reserve 
System was created in response to a particularly severe banking crisis. 

It was mainly in reaction to the persistent rise of inflation during the 1970s and 1980s that 
the focus of central banking shifted decisively towards the control of inflation. ‘Modern’ 
central banking arose when it became widely accepted that the main aim of monetary 
policy should be price stability. However, most central banks remained deeply involved in 
supervision. In some countries central banks retained the sole responsibility for banking 
supervision and in some others they shared this responsibility with other supervisory 
authorities. However, even in countries where the central bank no longer had any 
competence in supervising banks, it usually remained involved in the supervisory process, 
thus ensuring its access to all relevant information. 

The ECB is the first ‘post-modern’ central bank in the sense that the modern focus on price 
stability was pushed to an extreme: the ECB has only this one target and had, until now, 
not only no supervisory powers, but also no mechanism to acquire the information required 
to assess systemic risk. 

It is now clear that this approach is untenable.4 The historical background should be kept 
in mind when one discusses the role of the ECB in banking supervision. Any move in this 
direction would represent a return to the origins of central banking. 

                                          
3 Shinasi (2009) provides a number of further authoritative statements in a similar vein. 
4 The disadvantages of this approach were recognised early on: “The new central bank may find itself at the centre 
of European financial markets with limited information and tools for independently assessing creditworthiness of 
counterparties and rapidly assessing the systemic implications of a crisis.” (Prati & Shinasi, 1999, p. 50). 
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ARE THE ROLES AND POWERS FORESEEN FOR THE ECB 
AND THE ESCB IN THE OUTLINE OF THE NEW 

SUPERVISORY FRAMEWORK ADEQUATE? 
The short answer is no, but there is a straightforward way to correct this situation. 

The proposed legal framework does not give the ECB any power to obtain critical (usually 
confidential) information directly from banks. Instead, the ECB can ask supervisors for this 
information and has to justify each request. This latter requirement is likely, in practice, to 
severely limit the flow of information to the ECB because each request must presumably be 
motivated by at least the potential for systemic risk. During tranquil times, the ECB will 
thus have difficulties in ‘motivating’ its requests. Moreover, the ECB might often not even 
know in advance about developments which might lead to systemic risk, and hence would 
not even be in a position to ask for information about them.  

The assessment of systemic risk requires intimate and frequent contact with the key 
institutions of systemic importance concerned. The ECB will not be able to contribute 
decisively to the monitoring of systemic risk if all the information it obtains is filtered, and 
probably delayed, by (national) supervisors who are likely to give to the ECB only tables in 
some aggregate form in order to protect their turf.  

This is likely to apply in particular during difficult market conditions. It is noteworthy in this 
respect that there has not been a single cross-border warning of impending difficulties in 
large cross-border institutions over the last two years. It is unlikely that national 
supervisors will react differently in future. 
 

 A SIMPLE SOLUTION 
The framework proposed is thus clearly not adequate; but fortunately an alternative route 
exists, which would not require any new Community legal act: the ECB could simply decide 
that it would accept as counterparty to its normal monetary policy operations only banks 
whose solidity it can assess itself to reduce its own counterparty risk.5 To implement this 
would require only a decision by the Governing Council of the ECB; a decision that could be 
taken by a simple majority of its members. In practice the ECB would ask banks that wish 
to continue to participate in its tenders to open their books to the appropriate department 
in the ECB. The ECB would of course not be interested in the accounts of the thousands of 
smaller banks that use its lending facilities. It would be sufficient for the ECB to assess the 
soundness of the about 40 major (mostly cross-border) institutions that are of systemic 
relevance. Assessing the position of these banks in terms of the relevant risk parameters 
(liquidity and funding risk, capital position, etc.) would not take a very long time, nor a 
huge staff, as the ECB would not be interested in checking whether the banks satisfy the 
many requirements of Basle II, but rather how sound they are and whether they pose any 
systemic risk. 

 

                                          
5 I am indebted to Tommaso Padoa Schioppa for suggesting this idea to me. As mentioned in the text, it would 
require ‘only’ a decision of the ECB’s Governing Council to implement this change. Unfortunately the national 
central bank presidents represent a large majority of the members of the Governing Council and they face a 
conflict of interest: this change might be in the interest of the ECB (and the eurozone), but might not be in their 
own bureaucratic self-interest in the sense that the direct access of the ECB to this vital information would 
probably diminish the residual role national central banks still play in both the domestic and international context. 
Moreover, some presidents of national central banks might fear that some of ‘their’ banks might no longer qualify 
for access to the ECB’s financing facilities if the ECB found out about the true state of their balance sheets. This is 
unlikely to happen except in extreme circumstances, but its mere possibility is likely to be a factor explaining the 
reluctance of national central banks to agree to such a simple change which does not involve any increase in the 
competences of the ECB (whether supervisory or otherwise). 
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The issue of confidentiality, which has been the key reason why there has been so little 
exchange of information among supervisors, should not arise in the case of the ECB, which 
has a relatively small and highly professional staff and a track record of being able to 
maintain confidentiality. 

In the unlikely event that a significant part of the banking system should refuse to allow 
the ECB to perform regular ‘due diligence’ on them, those banks that do not have a 
problem with providing the information required (presumably because their position is 
strong) would de facto become the ‘clearing banks’, which would have the explicit stamp of 
approval of the ECB. All financially strong banks would have an incentive to be part of this 
group so there would be no need to force them to open their books to the ECB. At this 
point, the ECB would have the information it needed to properly assess systemic risk. 

All this could be done without any transfer of formal supervisory powers. However, the ECB 
would then, de facto, have an important influence because it could take away access to its 
facilities if a bank represents, in the view of the ECB, an unacceptable counterparty risk. 

In a next step, the ECB could then set simple criteria (e.g. overall leverage and liquidity 
ratios) that it would require from the banks that want to participate in monetary policy 
operations. Most banks will want to do this and the few that cannot fulfil these criteria 
would undertake every effort to achieve them over time.  

The access criteria to monetary policy could then become, de facto, minimum standards, 
which the ECB could vary in function of the systemic risk it perceives. The ECB does not 
have to take this route, but it could if it wanted to. The main argument made here is that 
the ECB already possesses all the powers it might need because it provides a very precious 
good: access to central bank liquidity. The ECB has so far not used these powers because it 
(or rather its decision-making organ, the Governing Council) has chosen not to. 

 

 CONCLUDING REMARKS AND FURTHER CONSIDERATIONS  
I have argued here that the ECB could easily induce banks to provide it with the detailed 
(usually confidential) information it would need to assess both its own counterparty risk 
and the systemic risk for the sector as a whole. This kind of information would be 
particularly useful in the present juncture, when parts of the banking system are still fragile 
and the ECB is aware of the risk of a premature ‘exit’ from its extraordinary operations. For 
example, at present the ECB can only observe that some systemically important institutions 
make a very large recourse to its various facilities. But it has no way of determining to 
what extent these institutions depend on access to cheap central bank (re-)financing for 
their sheer survival. Direct information on the main systemically important institution would 
thus be of invaluable help to the ECB in the timing and shaping of its ‘exit’ strategy. 

But even outside crisis times, the information about potential systemic risk the ECB could 
obtain in this way might be invaluable. Obtaining the required information is of course only 
the first step. The next step is what the ECB could do if it discovered systemic or macro 
risks. In principle it would be the responsibility of the ESRB to counter systemic risk. But 
the legal basis that has been proposed does not foresee any substantial decision-making 
power for the ESRB. It could only issue non-binding recommendations and appeals for 
action by others.  

However, here again it is usually forgotten that the ECB has an instrument that it could use 
to foster financial stability. This instrument is the setting of legal reserve requirements (see 
de Grauwe & Gros, 2009, for more details).  
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The ECB has the formal legal authority to impose the minimum reserve holdings by banks 
in the eurozone. It has used this authority to impose a uniform reserve requirement of 
2%.6 However, it has deliberately not actively used this instrument and has not changed 
the levels of minimum reserves since the start of its operations. The ECB has thus chosen 
to use variable reserve requirements neither to support its monetary policy, nor as a means 
to rein in the growth of the credit and monetary aggregates, which it has consistently cited 
as a key element in its strategy.  

There is no reason why the ECB could not use this instrument when there is a danger to 
financial stability. For example, during periods of excessive credit growth, like during the 
period 2004-07, the ECB could raise the minimum reserves to be held by banks. In so 
doing, the ECB would increase the cost of extending bank credit and would discourage 
credit expansion in the banking system. Such an action would, of course, be deeply 
unpopular with the banking system and would raise the familiar objection that it would lead 
to massive migration of deposits offshore (probably mostly to London). However, in light of 
recent events, this might actually be in the longer-term interests of the euro area as it 
would lower the size of the balance sheets of euro area banks and thus limit the size of the 
burden on euro area governments should another crisis arise. 
 
It is in this context that I wish to address the second question the Committee had asked: 

“Would the transfer of supervisory powers to the ECB compel changes as regards the 
accountability and transparency of the ECB?” 

The legal framework now being proposed for the supervisory framework in the EU does not 
really entail any transfer of supervisory powers to the ECB. Hence there is no need to 
change the accountability (and transparency) of the ECB. However, as argued elsewhere 
(see de Grauwe & Gros, 2009) there is now a strong case for the proposition that the ECB 
should have financial stability as a second primary objective and that, at times, there might 
be a conflict between price and financial stability. It is clear that such a conflict arises only 
occasionally; however, booms and busts in financial markets have had a major influence on 
the global economy (and also on the euro area) over the last decade. Preventing them 
must thus be a major task of public policy, and the central bank is the institution best 
suited to this task. 

The new framework for financial supervision proposed in response to the De Larosière 
report represents an uneasy compromise between what most experts regard as necessary 
and what national governments are willing to cede. However, this is not really the problem. 
The ECB, if it wanted, could ensure that it has all the required information to assess 
systemic risk and it has an instrument, however crude, that could be used to rein in a 
credit boom. 

 
 
 
 
 
 
 
 
 
 
 
 

                                          
6 Required reserves work like a tax on bank deposits because they force banks to hold funds equal to a certain 
percentage (at present 2) of their deposits with the central banks. In the eurozone, reserve requirements are 
remunerated at close to market rates. This was done because it was feared that banking business would otherwise 
migrate outside the euro area. However, reserve requirements still work like a tax at the margin, as can be seen 
from the fact that during normal times banks do not leave any excess reserves with the ECB. 
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TOPIC 2) ADJUSTMENTS TO ACCOUNTABILITY (AND 
TRANSPARENCY) OF THE ECB 
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Abstract 
 
ECB’s accountability rules are laid down in an Intergovernmental Treaty, 
very unlikely to be changed.  Thus, the ECON Committee should try to 
reach an agreement with the ECB President in order to transform the 
present Monetary Dialogue into a Monetary Hearing.  
ECB’s transparency has improved significantly over the years, but it 
could go further by publishing minutes and voting records of the 
Governing Council meetings and by better communication with markets 
and monetary experts through its “introductory statement” to every 
monetary policy meeting.  
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ACCOUNTABILITY 
The concept of accountability assumes the existence of a contractual relationship between a 
principal delegating a specific task to an agent who assumes responsibility for the proper 
execution of this task and enjoys a certain degree of freedom to conduct such a mandate. 
In the case of central banks, there are two types of independence to conduct such a task. 
The first is “instrument independence” if the agent is given a very specific mandate (e.g. a 
target inflation rate) and the agent is given freedom to choose the instruments and 
procedure to reach it. The second is “goal independence”, in which the agent can define its 
inflation target as well. According to Jürgen von Hagen (1998) the ECB enjoys both 
freedoms as lay down in article 105 of the Treaty, that is, both to assure price stability and 
to use instruments which are compatible with an open, competitive economy and the 
delegation of powers is of great importance. Accountability is the balance to independence 
that assures that the latter does not become an untamed discretion. When the central bank 
enjoys goal independence, accountability must start with the following two questions: did 
you give an adequate definition of your goal? Did you achieve it using the proper 
instruments and procedures? 

Tommaso Padoa-Schioppa (2004) defines accountability as a basic precondition for 
democratic legitimacy in general, meaning that institutions with power to affect the lives of 
the people should be subject to scrutiny of the elected representatives of the people. Thus, 
accountability can only be effective if there is a well specified course of actions and the 
principal can take to discipline the agent in cases where the answers to these questions are 
not satisfactory and the principal must also have a clear idea of the goals the agent is to 
achieve. In the context of central banking there are two different interpretations of this 
principal-agent relationship. In one case the principal is the government like in the UK 
where the Chancellor sets the inflation objective and the Bank of England must explain and 
defend its efforts to reach this objective, or the case of New Zealand, where the governor 
of the Reserve bank can be dismissed from his office if inflation exceeds a critical value set 
by the government.  

In another case, the principal is the Parliament. This is the situation in the United States, 
where the Chairman of the Federal Reserve Board of Governors must regularly testify 
before the US Congress and explain to what extent and how the Fed monetary policy is 
consistent with the goals defined by Congress. Accountability is made effective by the 
threat that Congress can abolish or remodel the Fed by legal action. In the same way the 
Bundesbank was accountable to the German Parliament given that the Bundesbank Act 
could be changed or revoked by a simple law. Both systems are based on models of 
democracy, given that the central bank is vested with the power over an important public 
good: money and monetary policy. Its accountability should be to political bodies which 
themselves derive their democratic legitimacy from being elected by those affected by the 
performance of the central bank. That is, the citizens of the country concerned.  

According to Jürgen von Hagen (1998), in the case of the ECB, the main issue is that in the 
EU does not have the equivalent political bodies corresponding to a national government or 
a national parliament. The Treaty implicitly suggests that the ECB should be accountable to 
the European Parliament (EP). This notion is reflected in article 109b, which holds that the 
EP can call the president of the ECB and the other members of the ECB Board to testify 
before the EP prior to their appointment and that the EP has the right to give an opinion on 
their appointment. But the issue is that EP does not represent an electorate consisting of all 
European citizens.  
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Since a European electorate does not exist, members of the EP represent the different 
nations from which they have been elected, that is, their national constituencies, although 
there are also party coalitions within the EP. True accountability to the EP would be justified 
only if the Parliament were elected in pan-European Union elections. Furthermore, the ECB 
is neither a creation of an EP decision, nor can it be abolished or disciplined by the EP. The 
ECB cannot be held accountable to the European Council (EC) either, because it would 
undermine its independence and because the EC does not represent a European electorate. 
It can be said that, in the last instance, the ECB is accountable to the Euro Area general 
public al large, because they are the users of its currency and they are going to suffer the 
consequences of any wrong decision or policy coming from the ECB, but the public in 
general does not have either the means to act collectively to discipline the ECB.  The 
conclusion is that the ECB does not have an obvious principal to be accountable to. This is 
an outflow of the well known general democratic deficit of the EU.  

This is one of the reasons why the much debated status of the ECB is criticized as a 
contradiction to the common understanding of democracy. Independence does not imply 
the total absence of democratic control but the need for an unambiguous of the limits and 
the way in which democratic control is exercised. As Timo Tohidipur (2006) puts it, the 
main political question confronting the ECB is how this institution can maintain 
independence and benefit from the benefits of political autonomy and, at the same time be 
viewed as legitimate and accountable to the European public. The formulation and 
management of monetary policy in the Euro Area has been taken out of the hands of the 
politicians and entrusted to the technocrats of the ECB and of the national central banks. 
The ECB has been constructed as an institution which is based on the idea of technocratic 
decision-making, comparable to the early High Authority of the European Coal and Steel 
Community in 1952. In such a scheme, the only way to increase accountability is through 
transparency, at least while accountability remains limited by the incompleteness of 
political union in the EU. 

Moreover, as Daniel Naurin (2007) shows the rules and the statute of the ECB are laid 
down in an Intergovernmental Treaty, which can only be changed if all member states are 
in agreement, so that the probability of changing them is extremely low. Therefore, the 
ECB is probably the most independent central bank in the world and, at the same time, its 
accountability is very low. Its Governing Council (GC) consists of the national central bank 
presidents and the six Executive Board members appointed for eight years. There are no 
ways for the elected political institutions to put sanctions on the GC members should they 
engage in agency shirking or performing poorly. These are the reasons why concerns have 
been raised about the democratic legitimacy of the ECB. 

This is not the view of Lorenzo Bibi-Smaghi and Daniel Gros (2001) who consider that 
central banks have received a mandate from the government or through a legal act, to 
perform specific tasks in view of specific objectives and define accountability as the act of 
listening to criticism and responding to questions about past and future behaviour that may 
be put forward by a democratically elected body. But they consider that a priori there is not 
a trade-off between independence and accountability, if the two concepts are appropriately 
defined. Accountability can be seen as a complement, if not a necessary requirement of 
independence. A central bank cannot be fully independent if its objectives are not clearly 
and precisely defined and it cannot be independent if it does not give a public account of its 
actions, which derive from the delegation of power. In the case of the ECB they think that, 
although it has precise reporting obligations, its accountability can be understood in a very 
general sense, to be exercised not only to the Council and the Parliament but also to the 
public at large. 
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Clive Briault, Andrew Haldane and Mervyn King (1996) created an accountability index 
based on four criteria: a) Whether the central bank is subject to external monitoring by 
Parliament; b) Whether the minutes of the meetings in which monetary policy is decided 
are published; c) Whether the central bank publishes an inflation or monetary policy report 
in addition to the standard central banks bulletins and d) Whether there is a clause that 
allows the government to override a decision by the central bank.  Bini-Smaghi and Gros do 
not agree with this all four criteria, mainly with the fourth that is more a criterion for 
independence and the third where they do not see that an inflation report adds much 
accountability besides the monthly reports. Finally, on the issue of publishing the minutes 
of the monetary policy committee, they think that it is a two-edge sword and it raises 
delicate issues at the ECB but, disregarding this special case, they believe that publication 
of votes increases transparency.  

Bini-Smaghi and Gros asked themselves why the ECB in the different polls conducted with a 
large pool of market operators is less credible than the Fed or the Bank of England: They 
establish a ranking among the six major central banks: ECB, Fed, Japan, Canada, England 
and Germany (before joining the ECB) based on 15 objective criteria about accountability 
and transparency and find that the ECB comes out the more accountable and transparent 
after the Bank of England. Being more independent than the Bank of England and the Fed 
and charged with the clear objective of price stability, the ECB should in a better position to 
adopt, announce and implement a credible strategy. Thus, they attribute the ECB’s lack of 
credibility to the inefficient and hesitant use of its existing procedures and its institutional 
setting.  

For instance, the ECB has a European objective, price stability in the Euro Area, but the 
members of its Governing Council (GC), are not nominated on the basis of a fully European 
procedure. The GC members are accountable only to the European Parliament (EP) and the 
European Council (EC), but both bodies however do not play any role in the appointment of 
the NCB governors, given that their membership in the GC is automatic, not subject to a 
confirmation by a European body (as in the case of the Court of Justice or the 
Commission).and the EP does not organise hearings to confirm the appointments of the 
NCB governors.  

Only the members of the Executive Board could be individually accountable to the European 
bodies that have nominated them. But it would not make any sense to publish only the 
votes of the Executive Board members, while the others are kept secret. That is, its 
members cannot be individually accountable. The solution that has been chosen is to have 
a collegiate accountability for the whole GC to the European political bodies and such 
collegiality makes confidentiality of proceedings necessary, as called for by the Treaty. They 
do not call for changes in the procedures and institutional setting but rather for a more 
consistent fixing of targets and use of channel communications and interfacing with the 
general public and the rest of the world.  

According to Naurin (2007) the problem with these indexes is that confound accountability 
with transparency. In most of them (De Haan and Eijffinger; Briault, Haldene and King and 
Bini-Smaghi and Gros) the large majority of the criteria are about transparency and clear 
policy goals and not about real accountability. That is, it is possible to achieve a high 
degree of accountability, through transparency, even though, first, there is no sanctioning 
mechanism available and if any member of the GC does perform badly we have to wait for 
8 years and second, the two major transparency criteria: publishing the minutes and the 
voting records are not met by the ECB. Therefore, transparency is not so much about the 
“public’s right to know” but about the “public’s need to understand”, or what is the same, it 
is more important the understanding of the decisions taken that the availability of 
information. According to this logic, publishing more objective information like minutes and 
voting records may rather decrease the level of transparency, as people will misunderstand 
the content of this information without the banker’s assistance in interpretation.   
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Under these serious constitutional and institutional limitations, which reduce the scope of a 
true accountability, what can be done in the meantime to improve ECB’s accountability? 
The ECB is obligated, by article 109 (b) of the Treaty, to address, once a year, an annual 
report on the activities of the ESCB and on the monetary policy of both the previous and 
the current year, to the EP, the only elected institution to which it is formally accountable, 
but also to the Council, the Commission and the European Council. In fact, the president of 
the ECB has agreed to meet the ECON Committee of the EP every quarter. In addition, the 
other ECB Board members also meet the ECON Committee on a fairly regular basis. The 
problem is that the limited visibility of the hearings- as opposed to the high media visibility 
of the hearings that the US Congress regularly holds with the Chairman of the Board of 
Governors of the Federal Reserve System- indicates that accountability is far from strong. 
Of the 53 articles of the ECB statute only section 3 of article 15 titled “Reporting 
commitments”, mentions that the ECB should address the above mentioned annual report 
to the EP the C and the EC. 

According to Petra Geraats, Francesco Giavazzi and Charles Wyplosz (2008) there are 
several reasons why this is so: The Committee includes 51 members. It is simply 
impossible for such a large group, which includes MEP from all political persuasions and all 
nationalities, to conduct tough hearings. The event is rather unstructured and the questions 
put to the president of the ECB cover a wide range, from pointed questions to general 
declarations, including very parochial ones. Obviously, the ESCB does not bear any 
responsibility for this state of affairs. But the ECB could do more to enhance the status of 
these meetings. The title of these meetings, Monetary Dialogue, remains far short from 
what it should be, namely “hearings”. Apparently, the ECB refuses to upgrade the title. 
More importantly, the president of the ECB sticks tightly to the script of the press 
conference that followed the previous policy-making meeting of the General Council.  

In contrast to the Congressional hearings of the chairman of the Fed, which are feverishly 
expected, widely reported and intensely scrutinised, the European media have long learnt 
that there will be no news and, understandably they devote little space, if any, to reporting 
on the Monetary Dialogue.. While the president of the ECB cannot break stunning news 
every quarter, he could occasionally use the event to provide some important signals, if 
only to share his thoughts beyond the formal monthly press conference statements: 
Accountability will remain formal and not effective, as long as the Monetary Dialogue is not 
fundamentally restructured, a task that is incumbent upon both the EP and the ECB.         

 

TRANSPARENCY 
As it was mentioned earlier, central bankers are non-elected officials to whom very 
important tasks have been delegated. They must be accountable for their decisions, of 
course, but when confronted with powerful critics, including politicians, they cannot ignore 
public opinion. For this reason, transparency and communication are essential to obtaining 
and retaining popular support but not only to the financial markets but to the general public 
as well. Transparency can help to improve accountability. This issue has been taken by the 
CEPR in its latest Monitoring the ECB (2008) written by Petra Geraats, Francesco Giavazzi 
and Charles Wyplosz where they try to look for ways and means of how the ECB could still 
improve its accountability through further transparency and  better governance.  

A) They recognised that ECB has improved significantly its level of transparency in the 
conduct of its monetary policy in its ten years of existence. It has improved in the rankings 
of central bank transparency and it is ranking number 6, behind those of New Zealand, 
Sweden, UK, Canada and the Czech Republic, and just above the FED (Nergiz N. Dincer and 
Barry Eichengreen, 2007). According to Geraats, Giavazzi and Wyplosz, these 
improvements have taking place mainly in the following three areas:  

1) Its first improvement was made the 8 of May 2003, when the Governing Council (GC) 
made clearer its definition of price stability by confirming that “in the pursuit of price 
stability it will aim to maintain inflation rates close to 2 per cent over the medium term”. 
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This was an important step in the sense that it was not targeting the midpoint of the 0 to 2 
per cent inflation rate, but it did not specified how close to 2 per cent. 

Otmar Issing clarified this point at a question by the press the same day, by saying that 
“this close to 2 per cent is not a change, it is a clarification of what we have done so far, of 
what we have achieved, keeping inflation expectations in a narrow range of between 
roughly 1.7 and 1.9 per cent and what we intend to do in our forward-looking monetary 
policy”. Years later, medium term inflation expectations reached 2 per cent and financial 
markets now think that 2 per cent is the HICP objective and not just below 2 per cent, 
unless there is further clarification.  

2) Its second improvement was also in 2003 when the GC decided to clarify the role of its 
two pillar strategy, by confirming that “the monetary analysis serves as a means of cross-
checking, from a medium to long term perspective, the short to medium term perspective 
coming from economic analysis” Therefore, since then, its monetary policy assessment 
starts with the economic analysis, which identifies the risks to price stability over the short 
and medium term and it is followed by the monetary analysis, which assesses the trend 
inflation in the medium to long term as a cross-check. 

Stefan Gerlach (2003) interprets this revised two pillar strategy by saying that the 
monetary pillar aims at anchoring inflation in the long run, on the assumption that money 
growth determines inflation at that horizon and that leaves the ECB free to use the 
economic pillar to limit output fluctuations in the short and medium term. But then he 
warns that, in the long run, it is inflation that tends to cause money growth and not the 
other way around. Thus, in the short run, the economic pillar drives inflation through the 
impact of output fluctuations and these effects determine longer-run inflation, while money 
is demand determined, since the ECB just sets the nominal interest rate. Guenter W. Beck 
and Volker Wieland (2007) argue that the monetary aggregates tend to provide a way of 
checking potential errors in the output gap, that is, the difference between actual and 
potential level of GDP as a per cent of potential GDP (a more efficient or at full capacity 
utilization one) and it is negative if the first is lower than the second and positive if first is 
higher than the second. The problem is that although the output gap is the heart of the 
economic pillar, it is quite difficult to measure with high reliability. Both interpretations 
seem to be in line with the idea that, in reality, the ECB tends to follow an inflation-
targeting strategy. 

3) Its third improvement has been on the publishing of its macro-econometric model and 
projections for the Euro Area (EA), which, since the beginning in 1999, were urged by the 
ECON Committee. At the beginning, it was releasing semi-annual projections for the EA, 
constructed by the Euro-system staff at its December Bulletin and in the following January 
its EA wide macroeconomic model. Since September 2004, it started to release semi-
annual projections produced by the ECB staff, which are an update of those of the Euro-
system staff. Now it publishes staff projections every quarter, which are expected to 
provide a more important input into its policy decisions, mainly when it started to publish 
them on the day of the monetary policy meeting.  

Moreover, since June 2006, its staff projections have been based on the assumption that 
short-term interest rates, measured by the 3 month EURIBOR, are in line with forward 
rates derived from the yield curve, while the assumed path for long-term interest rates, 
measured by the EA ten-year nominal government bond yields, continue to be based on 
market expectations.  

Jean Claude Trichet (2006) has made clear that the GC pays a great attention to the staff 
projections and considers them as an important input when taking their decisions. The 
problem is that sometimes it is difficult to understand policy decisions in the light of its staff 
projections given that the GC tends to react raising rates by more than these projections 
would signal. 
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B) But Geraats, Giavazzi and Wyplosz (2008) also signal other areas in which further 
transparency is possible and much needed and they make interesting recommendations: 

The ECB is placed only number six in the total ranking of transparency of central banks, 
because it is more opaque in its decision making than any of the other major three central 
banks (US, UK and Japan) given that it fails to publish voting records, minutes or some 
other timely account of deliberations of its GC meetings. Therefore, its “procedural 
transparency” receives one of the lowest scores as shown by Nergiz Dincer and Barry 
Eichengreen (2007). For this reason, the ECB has been repeatedly urged by the ECON 
Committee of the European Parliament, supported by resolutions of the European 
Parliament in 2004 and 2006, to start publishing, in its Annual Report, the minutes and the 
non-attributed voting records of its GC meetings. Moreover, its improved two pillar strategy 
continues to be insufficient to provide concrete guidance to financial markets about how it 
is likely to set monetary policy, so that it needs to be more transparent in decision making 
procedures to give more informational inputs to the markets.  

1) First, there is a clear need for the ECB to publish the voting records. According to article 
10 (2) of the ECB and ESCB statutes, “save as otherwise provided by for in this statute, the 
GC shall act by a simple majority of the members having voting right, and in the event of a 
tie, the President shall have the casting vote”. Nevertheless, it appears that the GC does 
not use or has never used that decision rule but instead takes its monetary policy decisions 
by consensus as it has been said many times by its Presidents. 

The problem with the word consensus is that it is less clear than that of simple majority. On 
the one hand, it can mean unanimity, general agreement and in any case a greater degree 
of agreement than simple majority. On the other hand, consensus can be achieved on the 
final decision in spite of a strong disagreement by some of its members: eventually, 
quantity of disagreement plays a larger role than intensity of it, so that to call consensus 
when a minority of members strongly disagree with the decision is inappropriate, even 
more if they happen to be some of the largest members of the GC. Thus a central bank that 
decides by consensus whether to adjust the policy or refinancing rate is more likely to be 
inertial than another that acts by simple majority.  

Another reason for publishing the voting records is that it is more informative and helps the 
public to understand better monetary policy decisions. If it is by unanimous vote it shows 
that they see the economic outlook very clear and if is was by simple majority then their 
views on the economic are less clear and made the final decision a close call. If most 
members of the GC vote to hold the policy rate and a minority to raise it, it sends a signal 
that their bias is toward tightening in the next meeting and if the minority dissenters vote 
for a rate reduction, then the bias of the trend is toward loosening and finally if the 
dissenters are very few the highest probability would be for no change of refinancing rates 
in the next meeting.  

Therefore, it provides much more information to the markets about how the GC responds 
to economic information which increases the predictability of its monetary policy decisions 
not only in the short run but also in the long run. Moreover, it will not be necessary to 
disclose the individual votes. In a monetary union, it could be detrimental because it could 
subject national central bankers to greater political pressures, mainly if he has voted for a 
rate raise, because he is thinking on the whole of the EA, while his country is in recession 
or the other way round.  

Moreover, Hans Gersbach and Volker Hahn (2004 and 2005) show that the publication of 
individual voting records can be socially beneficial when governments use them to identify 
and reappoint central bankers with desirable characteristics and to reappoint only those 
central bankers who have sown themselves highly qualified.  
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2) Second, there is also a need to publish the minutes of the ECB monetary policy 
meetings. Their publication enhances monetary transparency in three ways: On the one 
hand it presents an overview of the economic information that was considered at the 
meeting. On the other, it describes the views that monetary policymakers have of current 
macroeconomic and financial developments, and finally, it includes an account of the 
discussion of the policy choices. These are the reasons why, the publication of the meetings 
minutes is an important component of the communication strategy of an increasing number 
of central banks. 

As the ECB does not publish the minutes, tries to remedy partially this problem by two 
other communication tools: First, in its Monthly Bulletin, presents an elaborate analysis of 
economic developments in the EA. Second, the GC issues an “introductory statement“, 
after each monetary policy meeting, which is followed by a press conference by the ECB 
President and Vice President. But the statement provides little insight into the economic 
views of the members of the GC and their diversity and it is completely devoid of any 
information about the actual deliberations and their underlying arguments. 

According to Jean Claude Trichet (2005) “we have various views inside the GC, as it is 
necessary… The pertinent entity, which is the GC, relies very much on a collegial, very 
confident and very comprehensive exchange of views. And there emerges from that 
exchange of views a majority sentiment which can, from time to time, be a unanimous 
sentiment”. The problem then is that the GC fails to share its insights and collegial wisdom 
with financial markets and the public. The ECB introductory statement pales in comparison 
to the minutes of the FED FOMC and the Bank of England MPC. Unfortunately, this lack of 
information is not compensated by the press conference of the President and Vice President 
of the ECB following the GC monetary policy meetings. The argument for the ECB is based 
on article 10 (4) of its Statute, which states that “the proceedings of the meetings shall be 
confidential”. But, later, the same article states that “the GC may decide to make the 
outcome of its deliberations public”. 

3) Third, there is finally a need to communicate more to the general public, to the markets 
and to the monetary experts. Monetary policy works chiefly by shaping expectations since 
its main objective is the management of inflation expectations. Most central banks use 
implicitly or explicitly Taylor rules, which attract attention to expectations of inflation and 
the output gap as the key drivers of interest rate decisions. Although the main objective of 
the ECB is price stability, its aim is to achieve it over the medium term, so it needs also to 
take into account the effect on the real economy. This is the reason why most central 
banks report their forecasts on these two variables, but the ECB presents them as staff 
projections and emphasizes that the policy-makers (GC) do not necessarily share its staff 
views. So that it reduces the information value of its forecasts. But, it is important to note 
that, since December 2005, the ECB has improved this situation in the Introductory 
Statement, by complementing the staff forecasts with an explicit statement of the GC view 
on the balance of risks, either to the outlook or to the projections.   

Nevertheless, the publication of the monetary policy committee’s own expectations would 
provide a much clearer view of what the central banks thinks, because the policy 
committee, in order to communicate its forecasts, needs a negotiation among its members 
reflecting the relative influence of its members at that point of time. For example, since 
November 14 2007, the FED FOMC new procedure provides considerable information about 
its member’s points of view, however, subjecting them to individual disclosures.  

The forecasts produced by each member are now explicitly based on her or his own 
assessment of “appropriate monetary policy”. The aggregated forecasts show the range of 
every projection and the central tendency, which is the result of the exclusion of the three 
highest and the three lowest, because their range views are often very wide.  
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Another communication issue is related to the interest rate path. There are already four 
central banks that publish the expected interest rate path (Iceland, New Zealand, Norway 
and Sweden) The interest rate assumptions are crucial because other variables, such as 
energy prices, the exchange rate, assets prices or the path of the world economy are 
beyond their control but the short-term interest rate is the key monetary policy instrument. 
For a while, central bank forecasts were based on the assumption that the interest rate will 
remain constant over a specific horizon. But this is an inconsistent assumption. If inflation 
forecast indicate that inflation is diverging from its target, keeping the rates constant is not 
an option and it would be misleading.  

Private forecasters and markets incorporate what they believe is a plausible path for the 
interest rate and evaluate the impact on exchange rates and asset prices, resulting in a 
yield curve that incorporate market expectations. This has led the ECB and other central 
banks to assume an interest rate path that is consistent with the observed yield curve, so 
that the central bank forecasts are internally consistent. But central banks forecasts are 
informative about expected future outcomes to the extent that the markets correctly 
foresee the interest rate path that the central bank intends to follow. Whatever the central 
bank does, it must rely upon some expected interest rate path. If it uses markets 
expectations, it acquiesces in these expectations, if does not, and communicates its own 
expected path, it has the potential to shape market expectations and produce the desired 
yield curve. If it does not agree with the market and does not say so, it may engage in 
double talk. Therefore, revealing its own interest rate path forecasts allows the central bank 
to bypass this problem. 

Until now, most key central banks have not decided to publish their own expected interest 
rate paths, because their committees do not discuss it, or because its members would find 
it hard to agree on it, since they may agree on a trend but not on a precise path, because 
they do not want to be “boxed in”, when future interest rates deviation from the pre-
announced path would entail a loss of credibility or finally, because it may be perceive by 
the market as a pre-commitment. Therefore, there is the need to find a way in the middle 
to avoid such problems, because the market needs some indication and this is the single 
most frequent question asked to the ECB president at the press conferences. At the 
beginning answers were evasive. Now evasiveness has been replaced by the use of code 
words, which has made central bank watchers develop considerable linguistic skills at 
interpreting financial statements.  

But the trade-off is not between an explicit revealed interest rate path and remaining silent, 
but between explicit communication and foggy signal to avoid getting boxed. The ECB has 
been successful in using code words resembling traffic lights, to communicate next interest 
rate movement. The president statement at the press conference uses three key phrases: 
“monitor closely”, “monitor very closely” and “strong vigilance”. Only on three occasions 
has used other very similar code words: “monitor carefully”, “particular vigilance” and 
“vigilance”. For instance, since 2005, nearly in every increase of the refinancing rate has 
been signalled in advance by the use of “strong vigilance” with one exception where he 
used “vigilance”.  

Nevertheless, this system, although effective, has some limitations. First, it is short-sighted 
because it does not go beyond the next rate movement. So that it could be improved by 
giving signals beyond the next rate change, by showing a trend. Second, it does not give 
any indication of the refinancing rate around which the tightening process is likely to come 
to an end.  

It could be close to the neutral interest rate, at which policy is neither accommodative nor 
contractive. This may be a reason why the 10 year ahead implied forward overnight rate 
has been so volatile. Third, until now these code words have only been used to signal policy 
tightening and it should also be used for policy accommodating.  
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A way to overcome this third shortcoming is using the EBC communication about the 
balance of risks, in its “Introductory statement”. The overall balance of risks to price 
stability and to economic growth could provide a useful indication about the ECB policy 
inclination. President Trichet clarified, at his press conference of October 4 2007 that “we 
do not balance the risks to the real economy and the risks to price stability to make a 
judgment of which risks is more important. That is not the way to proceed. We analyse the 
real economy… but our decisions on monetary policy are based on the risks to price 
stability”.  Thus, the ECB could use this balance of risk to price stability to provide guidance 
about the direction of the next policy move. The rest of the shortcomings of the code words 
could only be eliminated by publishing the anticipated interest rate path.    
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Abstract 
 
The new structure of European financial supervision will require 
adjustments to the accountability and transparency of the ECB. We 
would advise to establish a Financial Dialogue with the President of the 
ESRB/ECB for discussing macro-prudential supervision in the EU on a bi-
annual basis after the publication of the Financial Stability Review. In 
conjunction with this a Financial Dialogue could be established with the 
Chairs of CEBS, CEIOPS and CESR to discuss micro-prudential 
supervision in the EU on a bi-annual basis 
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INTRODUCTION 
It is a widely acknowledged fact that central banking should not be subject to "political 
business cycles". Consequently, in the last decades, it has become an integral part of 
modern central banking policy that full operational (or functional) independence of central 
banks is a welfare-enhancing quality. However, given such a degree of independence, the 
objectives of the central bank should be clearly defined from the outset, the bank should be 
accountable for its actions and the public should have a solid trust in the actions taken by 
it. The ongoing crisis may well have made central banking in general more complicated. 
Specifically, with the European Central Bank (ECB) probably about to gain more powers in 
financial supervision (see e.g. discussions on a European Systemic Risk Board), ECB 
objectives may in the future no longer be as clear and monothematic as the under pre-
crisis conditions of "simply and only price-stability". The ECB has little formal procedures of 
accountability to the European Parliament or to anyone else. Is the present setting of 
accountability that has evolved over the last few years a sufficient condition for 
accountability also after current events and prospective changes to the ECB's tasks? 
Recently in March 2009, the European Parliament (EP) commissioned a study on 
"Accountability and Transparency in Central Banking", written by Paul de Grauwe and 
Daniel Gros. The authors propose, inter alia, that the ECB formally and practically 
differentiate in its policy and objectives between normal and crisis times, and they also 
propose some changes to the accountability of the ECB and its relation with the EP. First, 
we will review financial supervision in the United States and the United Kingdom. Second, 
we will discuss financial supervision in the euro area and the European Union (EU). Third, 
we will evaluate the new structure of European financial supervision and whether it will 
really work. Finally, we conclude on adjustments to the accountability and transparency of 
the ECB with respect to financial supervision, in particular regarding macro-prudential 
supervision. 

 

 FINANCIAL SUPERVISION IN THE UNITED STATES AND 
THE UNITED KINGDOM7 

The US government now envisages another role for the Federal Reserve System (Fed). To 
protect financial stability, the latter will primarily focus on macro-prudential supervision of 
financial institutions (banks, insurance companies, hedge funds and investment funds), 
while detailed supervision of solvency (micro-prudential supervision) will be assigned to a 
new authority that takes over the tasks of the various current supervisors. The envisaged 
design of the US system resembles that of the Dutch model in which the Authority Financial 
Markets (AFM) and the DNB are jointly responsible for supervision of the solvency of 
financial institutions. The model with two separate supervisors is sometimes called the ‘twin 
peaks’ model. Kremers and Schoenmaker (2008) prefer this system not only at the national 
level, but also at the European level. They support their position by referring to the 
coordination problems between the British Financial Services Authority (FSA) and the Bank 
of England (BoE) after the collapse of Northern Rock. The FSA became responsible for 
financial sector supervision about twelve years ago, while the BoE would look only after 
financial stability. However, the British Finance Minister has recently announced measures 
to adjust the British supervisory model. The BoE will be given more power to avert financial 
instability. Financial supervison in the US is a patchwork that has spontaneously evolved 
after the Civil War. However, decentralised supervision leads to fighting over competencies 
and hampers communication among the various authorities. While one might expect 
resistance from those who stand to lose responsibilities, in the longer run the consolidation 
of competencies will lead to a better-working model.  

                                          
7 Sections 2 and 3 of this briefing paper are mainly based on Beetsma and Eijffinger (2009). 
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The potential weakness of the plan is the possible conflict between the traditional and new 
tasks of the Fed. In the case of a bank failure, the Fed might feel pressurized to provide 
liquidity, while from the perspective of monetary stability this might be undesirable. This 
problem manifested itself during the Savings & Loans (S&L) crisis in the 1980s when the 
portfolios of the US savings banks featured a large share of weak debtors and the US 
federal government was forced into a large bail-out (600 billion dollars or even more). After 
the S&L crisis the Fed kept the official interest rate (the Federal Funds Rate) low for longer 
than would have been desirable from the perspective of monetary stability. By keeping 
interest rates artificially low, interest rate margins and reserves of the savings banks and 
loan associations could increase to improve their balances. In other words, financial sector 
supervision may have spill-over effects (externalities) onto monetary policy. In fact, when 
banks realise that the Fed is both responsible for financial supervision and has the means 
to act as a lender of last resort, they may be tempted into taking on additional risks (moral 
hazard) from which they will reap the full benefits if things go well, while in the case of 
failure the losses will be limited by intervention from the Fed. Moral hazard has also played 
a role in the emergence of the current crisis. Financial institutions that took too much risk 
in providing mortgages are now helped out by the Fed’s interest rate decreases. 

Given that the US plans for the restructuring of financial supervision still need to be worked 
out further, it is hard to judge them at the current moment. The preferred format would be 
one in which both macro- and micro-prudential supervision of individual institutions are 
brought under the roof of a single and independent authority that is not responsible for 
monetary policy and that is also not able to independently decide about the possible rescue 
of institutions in trouble. Given the potential risks to the financial system, this does not 
imply that a rescue will never take place. The Fed remains responsible for the stability of 
the financial system as a whole, but has no role in the prudential supervision of individual 
institutions. The likelihood of an individual rescue becomes smaller, which suppresses the 
incentive for moral hazard. Further, because an authority other than the supervisor needs 
to provide the resources for any rescue, the consequences for price stability will be more 
explicitly taken into account. Also with the Fed and the new supervisor both having to 
assess the need for the rescue, judgmental errors will be reduced. Finally, the 
independence of both authorities limits the likelihood of interference by politicians. 

Of course, separating the supervision of individual institutions from the Fed also has its 
disadvantages. In the event of a crisis, it will be important for the central bank to be able 
to immediately judge the amount of liquidity to be supplied to the banking sector. For these 
situations one could construct crisis scenarios. However, one might also consider the 
possibility of an obligation to provide the Fed with the necessary information about the 
liquidity of individual institutions without making it jointly responsible for the supervision of 
these institutions. As mentioned earlier, there exists also the British model of a separate 
financial supervisor (FSA), which exerts both macro- and micro-prudential supervision on 
the financial sector, while the BoE is only responsible for financial stability. This model of a 
separate supervisor is the legacy of the BCCI failure. BCCI was the only internationally-
operating, pan-Arabic bank, which failed on a large scale. Because BCCI’s headquarters 
were located in London, the BoE was the main supervisor involved, although it was hardly 
informed about problems with this bank. The failure had a negative effect on the BoE as a 
monetary policymaker and for this reason the Finance Minister at the time decided to 
separate the responsibilities for financial and monetary stability by setting up the FSA and 
making it responsible for financial supervision in the UK.  
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FINANCIAL SUPERVISION IN THE EUROPEAN UNION 
Also Europe can draw a number of useful lessons from the current crisis. Financial 
supervision in Europe is even patchier than in the US. Responsibility for financial 
supervision is at the national level in Europe. In principle, each country is free to design its 
supervisory system to its own liking. This should be clear from Table 1, which provides an 
overview of the national responsibilities of financial stability and financial supervision in the 
European Union. Clearly this patchwork of supervision will become more and more difficult 
to maintain due to the ongoing economic and financial integration in Europe. Internationally 
operating financial institutions have to simultaneously fulfil requirements imposed by 
different national supervisors. It would be a missed opportunity to not exploit the current 
crisis as an instrument to undertake a substantial step towards uniform financial 
supervision in Europe under the responsibility of a single authority. 

 
Table 1: The role of central banks in the European Union in promoting financial 
stability 
Country CB responsible 

for financial 
stability? 

Supervisor 

Austria Yes Ministry of Finance 
Belgium Yes Banking and Finance Commission 
Denmark Yes Financial Inspectorate 
Finland Yes Bank Inspectorate/Bank of Finland 
France Yes Banque de France/Commission Banqaire 
Germany Yes Federal Banking Supervisory Office and 

Deutsche Bundesbank 
Greece Yes Bank of Greece 
Ireland Yes Central Bank of Ireland 
Italy Yes Banca d’Italia 
Luxembourg Yes Commission de Surveillance du Secteur 

Finance (CSSF) 
Netherlands Yes De Nederlandsche Bank 
Portugal Yes Banco de Portugal 
Spain Yes Banco de España 
Sweden Yes Swedish Financial Supervisory Authority 
UK Yes Financial Services Authority 
EMU No National supervisors 
Source: Eijffinger (2007), based on update of Goodhart and Schoenmaker (1995). 
 
A number of developments, in particular the ongoing financial integration and the growing 
number of banks with cross-border activities, have led to initiatives to strengthen 
agreements at the EU level for maintaining financial stability in the medium run. These 
agreements are intended to bolster financial crisis management in line with the strategic 
framework by the European Council of Finance Ministers (ECOFIN) in October 2007 and the 
extension of the Lamfalussy-framework for regulation and supervision. The framework was 
installed in 2001 for the purpose of regulating the asset markets and extended in 2004 to 
include the insurance sector and the banking sector. In 2007 the framework was evaluated 
from different angles (among others, the European Commission and the ECB), resulting in 
a number of suggestions for improvement that were put on the ECOFIN agenda for 
December 2007. These proposals concern in particular the Level-3 Committees of 
supervisors aimed at convergence and collaboration in supervision. These committees will 
be enforced on three accounts.  
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First, their legal basis will be strengthened. Second, their accountability is enhanced by 
making their objectives explicit and requiring them to report annually to the Commission, 
the ECOFIN and the European Parliament. Also the possibility of taking decisions by 
qualified majority will be introduced. These adjustments should lead to more convergence 
of supervision and improved international collaboration in this area. The current European 
framework to guard financial stability consists of three layers: (1) crisis prevention, (2) 
crisis management and (3) crisis resolution. These are described in Table 2. Crisis 
prevention is initiated by the supervisors, who guard the solidity of financial institutions, 
and the central banks, which guard the stability of the financial system as a whole. There 
exist a number of instruments for crisis management. The supervisors may raise the 
required capital to be held by a financial institution or they may impose a reorganisation, 
while the central bank may provide liquidity. Financial stability has a distinct international 
dimension because the failure of one institution may produce a domino effect of failures 
through the cobweb of obligations financial institutions have towards each other. Hence, 
collaboration at the EU-level is inevitable. Currently, this is based on a framework that has 
been largely harmonised via EU law and that is supported by the Level-3 Committees of the 
Lamfalussy framework.  

 
Table 2. The EU framework for safeguarding financial stability 

Functions Structures for cross-border cooperation between 
authorities 

 
Crisis prevention 
 
Supervisory functions Level 3 Committees for the convergence of supervisory 

practices  
Colleges of Supervisors 

Financial stability monitoring by 
central banks  

ESCB Committees 

 
Crisis management 
 
Supervisory measures Colleges of Supervisors 

EU MoUs 
Provision of liquidity by central 
banks 

Eurosystem 

Actions on payment systems ESCB Committees 
EU MoUs 

 
Crisis resolution 
 
Private sector solutions EU MoUs 
Public sector measures by finance 
ministers 

EU MoU’s 

Reorganisation and winding up of 
financial institutions 

Bilateral relationships between the competent 
authorities of Member States 

Deposit guarantee schemes Bilateral relationships between the competent 
authorities of Member States 

Source: ECB (2008, Table 1). Note: MoU = Memorandum of Understanding 
 
Crisis management and crisis resolution mainly concern sharing information and the 
procedures for collaboration among the various national supervisors. In this connection, in 
2005 the various parties have signed a memorandum of understanding (MoU) for 
collaboration during a crisis.  

IP/A/ECON/RT/2009-08 43                                                     PE 429.975



A new MoU is in the pipeline as part of the aforementioned strategic framework of the 
ECOFIN. One part will be a set of common principles for cross-border crisis management in 
the case of an internationally operating bank. For example, in solving the crisis, priority will 
be given to a private sector solution and, in those cases where public money is involved, 
the direct costs will be shared across the Member states that are affected. The new MoU 
also foresees the use of a recently developed common analytical model that will be used to 
assess the effects of a potential crisis on the financial system and the real economy. This 
will facilitate the comparison of the views of the various authorities on the consequences of 
the crisis. Finally, the MoU will provide a number of practical guidelines for crisis 
management, such as the exact procedures for sharing relevant information and the 
coordination of decisions. The recent turbulence on the financial markets has given rise to a 
number of new initiatives at both the EU and the global level. The ECOFIN has agreed on a 
list of concrete actions aimed at enhancing transparency, improving valuation of financial 
instruments, strengthening the role of markets into various dimensions and improving risk 
management by banks (as expected, through adjustment in the Capital Requirements 
Directive). Parallel to this, and at the global level, Financial Stability Forum (FSF), which is 
composed of representatives from national and international financial and monetary policy 
institutions, has recently published a report that recommends certain actions in the 
aforementioned and other areas. Unfortunately, these developments have given insufficient 
rise to a serious discussion about restructuring financial supervision in Europe. 

 

 THE NEW STRUCTURE OF EUROPEAN FINANCIAL 
SUPERVISION: WILL IT REALLY WORK? 

Almost three months ago the European Heads of State and Government convened to decide 
about financial sector supervision in Europe. To prevent this financial crisis from repeating 
itself, banks and insurers that operate cross-border within Europe are subjected to stricter 
rules and stricter supervision, starting next year. After a long negotiation process, on June 
19th, 2009 the Heads of State and Government of the European Union agreed on a new 
supervisory structure for the European financial sector. This structure is mainly based on 
the recommendations of the High-level Working Group chaired by Jacques de Larosière. 
This committee has accommodated too much to the desires of Germany and the United 
Kingdom, who oppose transferring responsibilities to a central European body. The 
recommendations have not gone far enough. In an earlier stage Onno Ruding, former 
Dutch finance minister and member of the De Larosière group, already admitted that the 
recommendation to set up a real European supervisory authority would be a political bridge 
too far. National supervisors now coordinate their supervisory activities through three 
colleges of supervisors for banking, insurance companies and pension funds, and financial 
markets, respectively: CEBS (Committee of European Banking Supervisors), CEIOPS 
(Committee of European Insurance and Occupational Pensions Supervisors) and CESR 
(Committee of European Securities Regulators). In the future, these colleges have to 
cooperate more closely on micro-prudential supervision of banks, insurers and pension 
funds that operate cross-border. For now, this will be arranged in setting up a European 
System of Financial Supervisors that will be a “coordinating and steering group” for 
supervising European financial institutions, although the EU leaders have not decided on a 
central body that will coordinate these different supervisory colleges. Ultimately, these 
colleges will be transformed into authorities that will be able to impose decisions in case 
national supervisors disagree. However, the current colleges as well as the future 
authorities do not have the instruments to act in bad times, as they are not allowed to 
influence the autonomous budget of member states. The solvency instrument will remain 
under the responsibility of individual member states. Additionally, it is not at all clear who 
will be in charge of these colleges or authorities. We can easily envisage a situation in 
which forty people meet to discuss a single bank, without anyone being in the lead.  
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The best solution is to give the home supervisor of the supranational bank the role of lead 
supervisor. When there are troubles at for instance ING, taking an arbitrary case, the Dutch 
central bank (De Nederlandsche Bank) should have decision rights. When Banco Santander 
is concerned, the Spanish central bank is responsible. Fortunately, the European solution 
for macro-prudential supervision is a lot better. The so-called European Systemic Risk 
Board (ESRB) will guard financial stability in Europe and should warn European banks and 
insurers when they are taking too many systemic risks. This board will be indirectly 
governed by the ECB, but is not formally a part of the institution. Since the ESRB is 
connected to the ECB, it is indirectly able to make use of the liquidity provision instrument. 
The Board consists of the central bank governors of all EU member states and thus has a 
complete overlap with the ECB’s General Council. Its chairman can be the president ECB, 
but this is not necessarily so. Clearly, the British thought this was a step too far. However, 
an important question is how macro-prudential supervision by the ESRB will have to be 
coordinated with micro-prudential supervision of the separate banks, insurers, pension 
funds and financial markets by the current colleges as CEBS, CEIOPS and CESR or the 
envisaged supervisory authorities. Although the European heads of government are very 
confident about the new supervisory structure, which protects the European financial 
system against future systemic risks, they have not found any solution for the burden-
sharing problem. This problem involves the issues of how to divide the bill of a bank failure 
between the countries in which it operated. Without a solution to this problem it is 
impossible to set up solid European Supervision. Clearly, the EU leaders have postponed 
deciding about this problem. The recent capital injections and nationalizations have made 
very clear how high the bill of these actions may be. In the Netherlands, for instance, the 
government debt (as percentage of GDP) has already risen with 15 to 20 percentage points 
because of the support to the financial system. Will the new European supervisory structure 
really work? I am afraid that this structure will not help in a systemic crisis as we have 
seen recently. Sadly, Europe has not learned enough from this crisis. 

 

 ADJUSTMENTS TO THE ACCOUNTABILITY AND 
TRANSPARENCY OF THE EUROPEAN CENTRAL BANK 

The new structure of European financial supervision will require, of course, adjustments to 
the accountability and transparency of the ECB within the framework of the Monetary 
Dialogue with the Committee on Economic and Monetary Affairs of the European 
Parliament. De Grauwe and Gros (2009) propose, inter alia, that the ECB formally and 
practically differentiate in its policy and objectives between normal and crisis times, and 
they also propose some changes to the accountability and transparency of the ECB and its 
relation with the European Parliament. In practice it is very hard to distinguish between 
normal and crisis times and, therefore, we would advise the Committee on Economic and 
Monetary Affairs to establish a Financial Dialogue with the President of the ESRB/ECB for 
discussing macro-prudential supervision in the euro area and the EU on a bi-annual basis 
after the publication of the Financial Stability Review by the ECB.8 Article 105(6) of the 
Treaty explicitly mentions the possibility for the Member States to decide to confer upon 
the ECB specific tasks in the domain of financial supervision. In conjunction with this a 
Financial Dialogue could be established with the Chairs of CEBS, CEIOPS and CESR to 
discuss micro-prudential supervision in the EU on a bi-annual basis. Preferably, the 
Financial Dialogue should take place in June and December after the bi-annual publication 
of the Financial Stability Review. 

                                          
8 The issue of the Financial Stability Review of June 2009 describes the main endogenous and exogenous trends 
and events that characterised the operating environment of the euro area financial system over the period from 
November 28th, 2008 until May 29th, 2009. The Financial Stability Review is bi-annually published by the ECB.   
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6) CAN A LESS BORING ECB REMAIN ACCOUNTABLE  
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Abstract 
 
Until recently, there was a widespread agreement that central banks 
should primarily focus on one objective, namely price stability. However, 
with the crisis a new consensus is emerging that calls upon central banks 
to take on more responsibility for macro-prudential supervision. But 
there is no fool-proof way to identify bubbles before they burst, so this 
new responsibility is likely to require increased discretionary decision 
making. In addition, the ECB will also require new instruments, including 
financial regulation. As a result, some forms of shared responsibility 
between the ECB and other institutions appear almost unavoidable. But 
increased discretionary decision making coupled with shared 
responsibility for policy instruments pose serious accountability and 
reputational risks for the ECB that deserve to be addressed proactively. 
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INTRODUCTION 
Accountability and transparency in central banking were defined and promoted as 
objectives at a time when central banks around the word thought their mission was to be 
predictable, guarded and conservative – “boring”, as Mervyn King, the governor of the 
Bank of England, aptly said in 2000.9 Indeed, over recent decades the trend has been for 
central banks to become more independent in order to credibly focus monetary policies on 
price stability. This clear focus and independent mandate has gone hand in hand with 
greater transparency and accountability of central bank action.  

Yet, since the crisis started in 2007 and especially as it evolved into a global shock of 
historic proportions, central banking became all but boring. Central banks have de facto 
taken on a much enhanced role and they have successfully contributed to limiting the 
consequences of the financial crisis. Especially the ECB emerges from the last two years as 
a greatly strengthened institution that has been able to react to unexpected events 
forcefully and innovatively. 

But these developments also have longer term implications for the role of central banks. In 
particular, recent experience suggests that they need to worry about financial stability as 
bubbles are building up and not only – as was the famous Greenspan doctrine – once they 
burst. This would break with the trend of the last decades towards a single policy objective 
of central banks, namely price stability, and a precise, even numerical definition of that 
objective.  

To attempt to stop bubbles before they have a chance to become systematically 
threatening will be a considerable challenge.  The reason is that, almost by definition, there 
is no fool-proof way to identify bubbles before they burst. Empirically to distinguish them 
from genuine productivity boosts (that should be accommodated by monetary policy) will 
require delicate judgement calls. This is why central banks before this crisis were reluctant 
to take on responsibility for the price of assets in the same way as for the price of goods 
and services.  

Furthermore, beyond their specific remit central banks are bound to be given an enhanced 
and qualitatively new role in the monitoring and prevention of financial risks. In the US, the 
Obama plan envisages to give the Fed responsibility for the supervision of all large financial 
institutions and to create a Financial Services Oversight Council in which the Fed will 
participate and on which it will be able to rely. In Europe, the European Council has agreed 
in June to implement the proposal of the De Larosière report and create a European 
Systemic Risk Board10  chaired by the president of the ECB as a macro-prudential early 
warning mechanism.   

This new mission is bound to bring central banks to a much more political terrain than the 
one they have been confined to so far. For these “warnings” may intrinsically cover a much 
wider range of policy domains than traditional monetary policy, not only those of regulatory 
and supervisory agencies but in some cases domains where the usual players are 
governments and parliaments.  

The likely broadening of the central bank’s mandate to include directly or indirectly macro-
financial stability immediately raises delicate issues about the desirable division of labour. 
Which of these powerful instruments should be placed under the direct control of 
democratically elected and immediately accountable governments, which under the control 
of specialised agencies with sometimes considerable autonomy in decision making, and 
which under the control of independent central banks? And how should these different 
actors exchange information and coordinate themselves? 

 

                                          
9 “Our ambition at the Bank of England is to be boring”, King (2000) said, “our belief is that boring is best [for the 
management of the economy]”.  
10 Report of the High Level Group on Financial Supervision in the EU, Jacques de Larosière et al (2009).  
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To explore the possible implications of this macro-prudential agenda on central banking 
and, in particular transparency and accountability, the remainder of this note proceeds as 
follows. The next section outlines how central banking evolved before the current crisis. 
The third section explores the new agenda in more detail. Finally, the fourth section 
formulates a set of questions that might be of particular interest for the dialogue of the 
European Parliament and the President of the European Central Bank. 

This note does not address any of the exit strategy issues and is entirely devoted to the 
longer-term post-crisis agenda.  

 

CENTRAL BANKING IN RECENT DECADES11  
Perhaps the most marked trend in central banking in recent decades has been the rapid 
increase in central bank independence as evidenced in Figure 1. 

Figure 1: Central bank independence in the 1980s and the 2000s 

‐  
Note: central bank independence index based on “four components, relating to, respectively, appointment 
procedures for the head of the central bank, the resolution of conflict between the central bank and the executive 
branch of government, the use of an explicit policy target, and rules limiting lending to government. 
Source: Crow and Meade (2008), based on Cukierman, Webb, and Neyapti (1992).  

In parallel, the trend has been to make price stability the priority for monetary policy, 
steering away from the tradition trade-off between inflation and output stabilization (with 
the notable exceptions of the US and, formally at least, Japan). It is worth noting that 
greater central bank independence and the strengthened focus on price stability has yielded 
impressive results. Inflation rates have come down significantly in recent decades on a 
global scale. More than 15 percent inflation per year has now become a rarity even in the 
developing world (Figure 2). 

                                          
11 This section partially draws on Bénassy-Quéré, Coeuré, Jacquet and Pisani-Ferry (2010).  
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Figure 2: World distribution of inflation rates, 1980-2007 

 

Source: IMF, World Economic Outlook database. 

Differences in outcomes do remain, not only because of differences in the general 
institutional set up. It matters not only what central banks aim to do but how they go about 
doing it. Since the early 1990’s, central banks have increasingly relied on a specific implicit 
rule based on medium-run inflation forecasts - inflation targeting. This started in 1990 in 
New Zealand, soon followed by Canada, the United Kingdom, Sweden, Australia and others. 
The ECB itself has been increasingly influenced by this approach, although it always fell 
short of adopting it.  

Inflation targeting is a sophisticated strategy. Contrary to what is commonly believed, it 
does not target the current rate of inflation, but the central bank’s own inflation forecast. 
This forecast is conditional on all available information, including the current (and possibly 
future) monetary stance. The transparency of the rule is ensured through publishing both 
inflation forecasts (frequently accompanied by their standard deviation) and the models 
and assumptions used to prepare them.  

This strategy has two significant advantages. First, it ensures a high degree of 
transparency and predictability of monetary policy since the central bank has one primary 
objectives and communicates in real time on how likely it is to reach its objective within a 
given time frame. Second, it combines the advantages of a rules-based policy with the 
reliance on a wider set of information that is traditionally associated with the discretionary 
approach.12 

This recent trend has indeed further enhanced transparency and accountability in central 
banking. These effects were quantified by Eijffinger and Geraats (2006) who define 
transparency as “the extent to which central banks disclose information that is related to 
the policymaking process”. They even distinguish between several types of transparency as 
seen in Table 1.  

By the late 2000s central banking around the world was therefore converging on a model 
characterized by high degrees of independence, specialization (on the price stability 
objective), and transparency. These three characteristics were mutually consistent as well 
as consistent with accountability.  

                                          
12 For a recent survey of inflation targeting see Svensson (2008).  
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However, this has fundamentally changed with the crisis where asset price bubbles have 
played a key role. The crisis is leading to a fundamental reexamination of the central banks’ 
mandate and strategy. As will be discussed in the next section, this step is not merely a 
marginal shift. It is likely to have serious institutional and policy consequences that will 
require intense political reflection over the coming months and beyond. And it is likely to 
affect in a rather fundamental way the approach to transparency and accountability.  

Table 1: Central bank transparency index, 2002 

 Australi
a 

Canada euro 
area 

Japan New-
Zealan

d 

Swede
n 

Switzerla
nd 

UK USA 

Political 3 3 3 1.5 3 3 2.5 3 1 
Economic 2 2.5 2.5 1.5 3 2 1.5 3 2.5 
Procedura
l 

1 1 1 2 3 3 1 3 2 

Policy 1.5 2 2 1.5 3 3 2 1.5 3 
Operation
al 

1.5 2 2 1.5 2 3 0.5 2.5 1.5 

TOTAL 9 10.5 10.5 8 14 14 7.5 13 10 
‐ Source:  Eijffinger and Geraats, (2006). 

 

A NEW POLICY FRAMEWORK 
The current global financial crisis was triggered not least by asset prices bubbles that 
developed during years of price stability. As a result, the notion that financial stability 
needs to feature much more prominently among the objectives of central banks and that a 
framework for macro-prudential supervision should be developed has rapidly gained 
prominence and can today be considered mainstream13. However, it has important 
doctrinal, institutional and procedural implications that matter for accountability and that 
are far from fully understood at this stage. 

Perhaps a good starting point is the “Tinbergen rule” that states that an institutions needs 
as many policy instruments as there are policy objectives.14 The past trend towards 
specialization was very much an application of this rule: in a nutshell, the central bank was 
given one objective, price stability, and was in control of one instrument, the short-term 
interest rate.15  

If a policy institution has more than one objective and only one instrument, or more 
generally more objectives than instruments, it must engage in trade-offs across objectives 
– which is precisely what the monetary policy framework developed over the last decades 
had tried to avoid. Trade-offs complicate accountability and transparency as the institution 
needs to rank equally desirable objectives and make real-time choices among them16.  

This is an especially important question for a pan-European institution like the ECB. In the 
past, countries like Spain and Ireland experienced serious real estate bubbles. It would 
have been very hard to explain to the other countries of the euro area that a country 
without any suspected bubble should suffer increased interest rates and subsequently 
higher rates of unemployment as a result of fighting a suspected bubble elsewhere despite 
the absence of an immediate inflation risk.  

 

                                          
13 See eg De Larosière (2009) and IMF (2009) 
14 After Jan Tinbergen, Dutch economist who was awarded the Nobel prize in 1969.  
15 This is clearly a simplification, but one that comes close to the representation of the role of central banks in the 
modern macroeconomic literature.  
16 See De Grauwe and Gros (2009) for a detailed discussion of the trade-off involved for central banks with only 
the interest rate instrument to deal with price and financial sector stability. 
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The solution to this dilemma is to have as many instruments as there are objectives – 
which in principle ensures that these objectives can be reached. But this does not eliminate 
all questions. Notably, one question that remains is whether each instrument should be 
assigned to a particular objective pursued independently by a particular institution or 
whether instruments and objectives should be managed in conjunction. Whatever the 
response, however, ensuring the accountability and transparency of a multi-task institution 
is bound to be more complex than for a single-task institution.  

The accountability challenge becomes even more complex when coordination between 
different institutions controlling different instrument is involved. In fact, one of the frequent 
arguments against coordination among institutions is that it blurs responsibility and 
complicates accountability.  

In concrete terms, if the central bank is to be directly or indirectly given responsibility for 
financial stability, the interest rate instrument will no longer be enough and needs to be 
complemented by other means. These should primarily belong to the financial regulation 
toolkit, as is the case for countercyclical capital requirements to “dampen rather than 
amplify the financial and economic cycle” (as indicated in the April 2009 G20 declaration).17 
But other instruments can be thought of, such as supervisory guidance, legislative 
measures or possibly even tax measures that influence the effective real interest rates such 
as the deductibility regime of mortgage payments. 

This perspective helps shed light on the current debates. The system currently envisaged in 
the EU (Box 1) would give to the European Systemic Risk Board the task to “monitor and 
assess potential threats to financial stability and, where necessary, issue risk warnings and 
recommendations for action and monitor their implementation” (European Council 
conclusions, 18-19 June 2009).  This suggests that the ECB at the same time will 
potentially have to pay more attention to financial stability in the setting of interest rates 
and contribute to ensuring that other means are used to contribute to the same end.   

                                          
17 There is still discussion in the supervisory community and among experts on what is the best instrument to 
reach this goal. No consensus conclusion has been reached yet. An alternative is the “dynamic provisioning” in the 
reserve requirements for banks as is already current practice in Spain. 
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Box 1: Macroprudential Recommendations of the De Larosière report 
In October 2008, the European Commission President requested a group of high-level 
experts to prepare a report on the future of financial regulation and supervision against the 
background of the economic crisis. This report, published in February 2009, contains a host 
of recommendations regarding the micro-prudential regulation of financial institutions and 
products at the European level. However, it recognises that in addition these steps will 
need to be complemented by better macro-prudential supervision, taking into account that 
seemingly independent micro-risks can be highly correlated because of system wide and 
macro-economic linkages. As a result, excellent micro-prudential regulation may fail to 
detect the build-up of major economic risks.  
To address this problem, the De Larosière report recommends the creation of a European 
Systemic Risk Council (ESRC), to be chaired by the President of the ECB and organised 
under the auspices and with the logistical support of the ECB. ESRC members should be the 
member of the General Council of the ECB, the chairpersons of the Committee of European 
Banking Supervisors, the Committee of European Insurance and Occupational Pensions 
Supervisors, the Committee of European Securities Regulators as well as a representative 
of the European Commission. Whenever justified by the issues at stake, the Governor of 
the relevant national central banks could choose to be represented by the head of the 
relevant insurance or securities supervisory authorities. The ESRC should pool and analyse 
all information relevant for macro-prudential supervision and assure a proper flow of 
information between it and the micro-prudential supervisors.  
If and when the ESRC issues a macro-prudential warning, there should be mandatory 
follow-up and actions by the relevant authorities in the EU. If the warnings are of a serious 
nature, then the chairman of the Economic and Financial Committee (EFC) is to be 
informed, so that the EFC, together with the European Commission, can implement a 
strategy to address these risks. Should the risks be of a global nature, then appropriate 
international bodies (IMF, Financial Stability Forum, Bank for International Settlements) are 
to be informed to define appropriate actions at EU and global level. Enforcement at the 
European level is proposed to be organised via the EFC in case the response by a national 
supervisor to a risk warning is deemed inadequate.  
This proposed creation of European macro-prudential supervisory body has received 
widespread support and has been endorsed by the European Council in June 2009 (which 
decided the creation of a Board  rather than a Council, hence ERSB).  
However, while the desirability of an early warning system is almost universally agreed, 
there are legitimate questions about how effective it will be in practice. First, historical 
experience shows that bubbles generally have an plausible narrative of a positive 
productivity shock that is accepted by a significant proportion of the economic actors and 
experts. Second, it is unclear whether, in times of crisis, the coordination and free 
information flow between the national authorities and the European macro-prudential 
supervisory body would continue to function adequately despite possibly divergent 
incentives. In view of these difficulties in times of stress, it may well be that a functional 
macro-prudential supervision at the European level will ultimately require truly European 
micro-prudential counterparts. However, such a step has proven difficult politically because 
national governments jealously guard their national micro-supervisory role which is why 
even the De Larosière report treads carefully in this respect. 
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QUESTIONS FOR THE FUTURE  
The above analysis raises a number of questions that can be summarised as follow:  

a) Should the definition of the objectives of the ECB be amended to give more weight 
to financial stability? If not (assuming the treaty language can accommodate the 
increased weight likely to be given to it in practice), where and how should the 
objective be defined in a way that facilitates the monitoring of the central bank’s 
performance? Should financial stability be considered part of the “general economic 
policies” that the ECB should support? Or should financial stability be considered a 
condition of lasting price stability? 

b) If the central bank is to give more weight to financial stability, what are the 
implications for the assignment of monetary policy to the primary goal of price 
stability? Does it mean that the central bank should be able to trade-off short-term 
price stability for longer-term financial stability, in other words to set the interest 
rate at a level that is higher than what is required to achieve price stability over the 
usual forecast horizon? Or should the central bank limit itself to erring on the side of 
caution? How should such decisions be communicated and how should central bank 
accountability be ensured?  

c) When pursuing financial stability, how can the ECB as an interest rate-setting 
institution take into account the variety of situations within the euro area? Do 
serious threats to financial stability in some countries or markets justify reacting 
more aggressively, implicitly giving them more importance than justified by their 
quantitative weight?   

d) How much discretion should there be in the management of countercyclical 
regulatory instruments? Should action be based on rules, or should there be room 
for discretion, at least during a learning phase?  

e) How does the ECB intend to manage the risk that increased competencies coupled 
with an increased political character of its decisions could ultimately undermine 
support for its independence?  

f) Can the ECB be held accountable for the achievement of financial stability in spite of 
not being fully in charge of the corresponding instruments and of leaving the 
responsibility of implementation with the regulatory and supervisory agencies?    
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Abstract 
 
In a democracy, it is only acceptable to delegate power to an 
independent institution if that institution has legitimacy. Both formal and 
substantive accountability can create legitimacy. The ECB’s extraordinary 
degree of independence precludes it from being substantively 
accountable; hence, to have legitimacy it must be formally accountable. 
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EXECUTIVE SUMMARY 
• In a democracy, it is only acceptable to delegate power to an independent institution 

if that institution has legitimacy. Both formal and substantive accountability can 
create legitimacy. The ECB’s extraordinary degree of independence precludes it from 
being substantively accountable; hence, to have legitimacy it must be formally 
accountable. 

• Formal accountability is generally thought to require both transparency and an 
obligation to explain and justify actions that are taken. The ECB appears to believe 
that, while transparency may be desirable, satisfying its reporting obligations is 
sufficient to satisfy formal accountability. 

• The ECB lacks transparency, especially procedural transparency. We do not know 
how decisions are reached; it appears that votes are not even taken. Press 
conferences are no substitute for a failure to publish minutes. 

• The ECB has a responsibility to promote financial stability. This is specified, although 
rather vaguely, in Articles 3.3, 25.1 and 25.2 in the Protocol on the Statute of the 
European System of Central Banks and the ECB. The provision of financial stability is 
unlikely to conflict with monetary policy and there is no need to change the ECB’s 
price stability mandate. 

• In acting as lender of last resort, the ECB has the ability to redistribute income. Its 
current opacity with regard to this activity is unbecoming, given its independence 
and the political nature of the task. 

• If there were no constraints on change, it might be desirable to make the central 
bank the lender of last resort and the supervisor of financial institutions, to remove 
its independence, and to make the monetary policy committee a separate and 
independent body. Within the confines of the current institutional framework 
enshrined in the Treaty and the Statute, the ECB must become more transparent 
about its lender-of-last resort activities and eschew further involvement in 
supervisory activities. 
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ACCOUNTABILITY AND THE ECB 

Accountability and legitimacy 
Elected authorities in a democratic society delegate certain responsibilities to 
independent institutions. This delegation is acceptable only if the institutions have 
legitimacy. Legitimacy exists when the electorate believes that the institution has both 
the right to exercise the powers that it has been granted and that the institution is the 
most appropriate one to perform the tasks that it has been given. There are two sources 
of legitimacy: output legitimacy and input legitimacy.  Output legitimacy occurs when 
the institution performs its assigned tasks in a satisfactory manner and when it does not 
undertake tasks that it has not been assigned, even if it can do these tasks well. Input 
legitimacy can arise if the citizenry approve of the way in which the delegation of the 
tasks to the institution occurred and if the institution is held accountable to the elected 
officials, and thus to the citizenry.  

As regards output legitimacy, the ECB has existed for less than 11 years and this is a 
short period on which to base a firm conclusion. Nevertheless, most economists would 
probably view the ECB’s performance, both in ensuring price stability and in satisfying its 
financial stability mandate, at least since August 2007, as being as good as that of the 
world’s other two leading central banks, the US Federal Reserve and the Bank of Japan.  

In principle, some input legitimacy for the ECB could have been derived from the 
manner of its birth: the ECB is a creation of the Treaties and the Treaties were 
confirmed unanimously by all of the EU member states.  In reality, however, the Treaty 
was the size of novel, although far less readable than most. Covering an astonishing 
number of issues in bewildering detail it had to be voted either yes or no in whole by 
national legislatures and sometimes by citizens in referenda.  Because input legitimacy 
by virtue of the manner of its origin is questionable for the ECB, the other source of 
input legitimacy, procedural legitimacy, of which accountability is the key dimension, is 
essential.  

Schedler (1999) defines accountability as "A is accountable to B when A is obliged to 
inform B about A’s (past or future) actions and decisions, to justify them, and to suffer 
punishment in the case of eventual misconduct".  From this definition, it is seen that 
accountability has three components for the ECB: first, the public should be able to 
observe or be provided with the relevant information about the ECB’s actions and 
decision-making process; second, the ECB should explain and justify its actions; third, it 
should be possible to reward or punish policy makers at the ECB in response to good or 
bad behaviour. The first two components are often referred to as formal accountability; 
the third component is often referred to as substantive accountability.18 

 

                                          
18 See Buiter (2006, 2008). 

IP/A/ECON/RT/2009-08 59                                                     PE 429.975



The ECB’s view of accountability 
The ECB’s own concept of accountability is rather more restricted than the usual and 
accepted versions. On its website one finds the definition in Box 1 below. 

 
Box 1. The ECB Definition of Accountability 

 

 
 
 
 
 
 
 
Source: /comm/html/accountability.en.html. 
 
 
 
 
 
 
 

Accountability 

To help the ECB carry out its mandate to guarantee price stability, it has been 
granted political independence. But this independence needs to be balanced with 
accountability.  

 
Accountability is the legal and political obligation of the ECB to explain and justify its 
decisions to the citizens of Europe and their elected representatives.  
Accountability is enhanced by a high degree of transparency.  

Transparency  

Transparency means providing the public with all relevant information on the ECB's 
strategy, assessments and policy decisions as well as on its procedures in an open, 
clear and timely manner. 

  

The ECB considers accountability to be solely the second part of what I have referred to 
as formal accountability: an explanation of and justification for its actions. It says that 
its notion of accountability is ‘enhanced’ by transparency, or the first part of what I have 
referred to as formal accountability, although this is not apparently viewed as a 
necessary component of accountability.  

Substantive accountability requires that sanctions can be imposed on the ECB by 
society’s elected officials if they do not deem the explanations and justifications offered 
by the ECB to be satisfactory.  I argue that the ECB is highly independent and subject to 
little substantive accountability. 

The ECB enjoys an extraordinary amount of independence. It has an unusual amount of 
target independence; its degree of operational independence is probably unprecedented; 
it almost completely financially independent; it is nearly functionally independent.  

Out of the US Federal Reserve, the Bank of Japan, the Bank of England and the ECB, 
only the ECB has significant target independence.  The Treaty mandates that the over-
riding goal of the ECB is ‘price stability’. But, the Treaty does not define theoretical 
concept of price stability in terms of observable data. Instead, the ECB is allowed to 
define what sort of behaviour of which price index is consistent with price stability. 

The ECB also has a uniquely high measure of operational independence.  This is given to 
it by the Treaty and in the Statute, which can be changed only with the unanimous 
consent of all member states.  ‘Neither the ECB nor the national central bank, nor any 
member of their decision-making bodies shall seek or take instructions from Community 
institutions or bodies, from any government of a Member State or from any other body. 
Community institutions and bodies and the governments of the Member States 
undertake to respect this principle and not seek to influence the members of the 
decision-making bodies of the ECB or of the national central banks in the performance of 
their tasks.’ (Treaty establishing the European Community, consolidated version, Article 
111).  
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The ECB has financial independence: its arrangements are kept separate from the rest 
of the European Community.  It has its own budget and its capital is subscribed to and 
held solely by the national central banks. Finally, the Eurosystem has a high but 
incomplete degree of functional independence. The ECB has been given most of the 
instruments necessary for the conduct of monetary policy and is authorised to decide on 
its own how and when to use them. The only exception is the exchange rate, which is a 
joint competency of the Council of Ministers and the ECB (see Treaty establishing the 
European Community, consolidated version, Article 111).  

Members of the Executive Board serve eight-year, non-renewable terms; national 
central bank governors serve at least 5-year terms.  Their compensation is internally 
decided.  Governors of national central banks and members of the Executive Board have 
security of tenure: they can be fired only in the event of incapacity or serious 
misconduct; the Court of Justice of the European Communities is competent to settle 
any disputes.  

It is clear that no one, not the European Parliament, nor the Council of Ministers, nor the 
European Commission can impose sanctions on the ECB.  Even gross incompetence is 
not a firing offence.  The ECB is not substantively accountable.  The citizenry is forced to 
hope that fear of shame and embarrassment, the threat of being pilloried by the press 
and reputational concerns will keep ECB officials in check.  

While the lack of substantive accountability is a problem for legitimacy, there is a trade-
off.  The independence of the ECB in making monetary policy is desirable: independence 
shields policy makers from politicians who might wish to influence monetary policy 
opportunistically. However, without substantive accountability, formal accountability 
becomes crucially important for legitimacy.  

As previously discussed and seen in Box 1 below, the ECB appears to view accountability 
as merely explaining and justifying its actions, which it can do by fulfilling its reporting 
obligations. Unfortunately, the formal reporting obligations of the ECB are minimal.  It is 
required to publish quarterly reports on the activities of the Eurosystem, a consolidated 
Weekly Financial Statement and an Annual Report on its activities and on the monetary 
policy of the previous and the current year.  

Transparency is apparently viewed as an optional extra which might be useful in 
carrying out this task. A video on the ECB web site reinforces this: entitled 
“Independence, Accountability and International Relations,” it makes no mention about 
accountability other than talking about reporting obligations and keeping the European 
Parliament informed.   

While not considering it a component of accountability, the ECB highlights the 
importance of transparency on its website; see Box 2, below. 

 
Box 2. The ECB’s Statement on Transparency 

 
The ECB considers a high level of transparency as crucial for the 

effective conduct of monetary policy for three main reasons:  
Credibility: when monetary policy is well understood and a central 

bank is perceived as able and willing to achieve its policy mandate, price 
expectations are better anchored.  

Self-discipline: facilitating public scrutiny of monetary policy actions 
is a strong incentive for the decision-making bodies to fulfil their mandates in 
the best possible manner. 

Guidance to markets: Market participants can better understand the 
response pattern and thus anticipate the broad direction of monetary policy 
over the medium term. This in turn can shorten the transmission process and 
thus make the ECB's monetary policy more effective. It also reduces the 
incidence of major policy surprises and thereby helps to smooth market 
developments.1 
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Unfortunately, despite the promising statement, the ECB is far from transparent.  

The ECB continues to befuddle the markets, as well as professional economists, with its 
unnecessarily vague and ambiguous formulation of its quantitative definition of price 
stability.  As de Grauwe and Gros (2009) put it, ‘The ECB repeats incessantly that its 
definition of price stability is inflation below, but close to 2%, refusing to make explicit 
whether it considers 2% better than zero. Under current circumstances it would be 
important to clarify this point.’ The reactions of some other economists are seen in Box 
3, below. 

Box 3. Views of the ECB’s Inflation Objective 
 

 
 
 
 
 
 
 
 
 
 
 
 
 

‘The ECB tightened its definition of price stability, but what it really means 
remains very ambiguous … given the ECB’s high degree of goal independence … 
the case for an explicit inflation target would provide greater focus for ensuring 
the bank’s accountability in a democratic society. ‘ Truman (2003, p. 134) 
 
‘We are told that below 2% remains the desirable level, but also that the 
Eurosystem will aim to maintain inflation rates “close to 2%”. This statement is 
unnecessarily cryptic.‘ Wyplosz (2003) 
 
‘Why not say what it means, and remove the remaining ambiguity of “close”. 
What is the point of this ambiguity?’ Svensson (2003) 
 
‘ … the ECB’s inflation-target-that-dare-not-speak-its-name … .’ Buiter (2008) 

Translating the abstract concept of price stability into a numerical target for a price 
index is a technical task that is appropriate for the ECB. The exact choice, be it 1.8 
percent or 2.0 percent, is not of great importance.  An explicit numerical inflation point 
target is simple, visible, verifiable, and easily understood and would foster 
accountability.  

The ECB’s performance with respect to procedural transparency is woeful. According to 
Eijffinger and Geraat’s (2006) index, it ranks behind the Bank of Japan, the Reserve 
Bank of New Zealand, the Swedish Riksbank, the Bank of England and the US Federal 
Reserve. 

The ECB does not publish its votes: indeed, votes are apparently not even taken. At the 
Q & A session of the 10 Jan 2008 press conference, President Trichet commented, ‘As 
you know, we do not vote and have never voted in the past.’ In this case, how are 
decisions reached? The ECB representative usually insists that there is consensus, but 
what does this mean? It is important for markets and policy makers to know. To see an 
example of why this is, Geraats (2008) points out that if consensus were to mean that 
there is no rate change unless everyone agrees, or does not object strongly, then 
monetary policy will be too inertial. 

The ECB does not publish minutes of the meetings of the Governing Council.19 Its press 
conferences, with their “introductory statements” and Q & A sessions, are no substitute.  
Indeed, the length and detail of the introductory statements raise the suspicion that 
they are prepared in advance. And, even if completely unfounded, this may raise the 
even worse suspicion in some observers that the outcome of the meeting might have 
been decided in advance. This casts further doubt on exactly how the ECB reaches a 
policy decision.  

 

                                          
19 There is confusion in the policy debate about the difference between minutes and transcripts. The minutes of 
a monetary policy committee are generally unattributed summaries of the arguments; transcripts are verbatim 
reports. 
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The Committee for Economic and Monetary Affairs (ECON) has been expressing its 
concerns to the ECB over its lack of procedural transparency since it first began to make 
monetary policy. In April 1999, Mrs Randzio-Plath pointed out that the European 
Parliament attaches great importance to transparency in policy making and since then, 
at the Committee’s quarterly dialogue with the ECB, she and her colleagues have 
pressed for details about the decision-making process, minutes of the meetings and the 
details of the votes. They have been unsuccessful, not only in producing answers, but 
even in engaging the ECB representative in serious conversation. Instead, the ECB uses 
this as an opportunity to extol its virtue: ‘Amongst the major central banks we are still 
the only one to hold a press conference immediately after decisions are taken. So, in 
terms of transparency, we are really bold and innovative.’ (Jean-Claude Trichet, 
September 2005). Or, they are told that further information would only ‘create more 
confusion’. (Wim Duisenberg, April 1999) 

The ECB’s lack of transparency damages its legitimacy, but this may not be the only 
cost. Geraats (2008) argues that, based on the statistical evidence, the ECB has lost 
credibility over time and that this cannot be explained on the basis of its inflation 
performance. She points out that if this is true and if the ECB really does have an 
unwavering commitment to price stability, then it has been unsuccessful at convincing 
the market of this commitment and this may suggest a need to increase transparency. 

 

ECB ACCOUNTABILITY AFTER THE FINANCIAL CRISIS 

What the Statute says about ECB's role 
As well as providing low and stable inflation, modern central banks have a responsibility 
to promote financial stability. For the ECB this is given in Articles 3.3, 25.1 and 25.2 of 
the Protocol on the Statute, shown in Box 4, below. 

 
Box 4. Articles in the Protocol on the Statute of the European System of 

Central Banks and of the European Central Bank Relevant for Financial 
Supervision 

 
 3.3 In accordance with Article 105(5) of this Treaty, the ESCB shall 
contribute to the smooth conduct of policies pursued by the competent 
authorities relating to the prudential supervision of credit institutions and 
the stability of the financial system.  
 
25.1. The ECB may offer advice to and be consulted by the Council, the 
Commission and the competent authorities of the Member States on the 
scope and implementation of Community legislation relating to the 
prudential supervision of credit institutions and to the stability of the 
financial system. 
 
25.2. In accordance with any decision of the Council under Article 105(6) of 
this Treaty, the ECB may perform specific tasks concerning policies relating 
to the prudential supervision of credit institutions and other financial 
institutions with the exception of insurance undertakings. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Unfortunately, these articles are rather vague, failing to specify objectives, instruments 
or accountability mechanisms. The exclusion of insurance is strange and worrisome: 
think AIG (regulated by the hopelessly out of its depth New York State Department of 
Insurance), the AEGON Group, Swiss Re and the Fortis Group. 

IP/A/ECON/RT/2009-08 63                                                     PE 429.975



Accountability and monetary policy when the ECB has a financial 
stability role 
The pursuit of financial stability is important in normal times and in crisis times, but this 
need not change how the central bank makes monetary policy.  Financial stability is  
about preventing crises through appropriate monetary policy and macro-prudential 
management as well as about managing crises.  During periods of low current and 
expected future inflation, central banks should manage their macro-prudential 
instruments, such as countercyclical capital requirements or liquidity requirements for 
banks, counter-cyclical changes in maximum loan-to-value ratio for household and 
commercial mortgages, to prevent excessively rapid growth of credit and leverage. 

In a financial crisis, the central bank can inject massive liquidity without jeopardising its 
price stability mandate. This is because the defining characteristic of financial crises is a 
dramatic shift in financial institutions’ preferences towards liquidity. After the crisis, the 
central bank must withdraw the liquidity in a time fashion or inflation will result. But, 
this should not be a problem for the ECB as it cannot be forced to monetise debt. 

Even if a financial crisis were to create a temporary conflict between the ECB’s 
objectives, there would be no need to change the ECB’s inflation mandate. It is 
understood that inflation targeting means flexible medium-term inflation targeting. We 
would not, for example, necessarily expect the ECB to completely offset a massive 
transitory supply shock at the expense of volatile output and employment. I, therefore, 
do not support the proposal of De Grauwe and Gros (2009) that the ECB formally and 
practically differentiate in its policy and objectives between normal and crisis times.   

The broadening of the scope of responsibilities of the ECB 
Since the crisis, the financial stability role of the ECB has increased and it will, no doubt, 
be increased further. The Treaty and the Statute focused mainly on the ECB’s 
macroeconomic price stability objective and its official policy interest rate. During the 
crisis, the ECB and the Eurosystem have greatly expanded the scope of their actions and 
the size of their balance sheets. National central banks have officially conducted lender-
of-last-resort actions for their own governments’ accounts; the Eurosystem has 
participated in currency swaps with other governments on its own account and, through 
the provision of repo facilities, to non-euro area countries such as Hungary.  

When the ECB engages in lending activities, it must value the collateral that it is offered 
and impose a proper liquidity ‘haircut’ or discount on this valuation. If the ECB values 
the collateral properly and imposes the right haircut, then the risk-adjusted expected 
return to the Eurosystem on its lending will equal the market risk-free rate: there will be 
no subsidy or tax. But, if the ECB is not sufficiently aggressive with is discounts and 
haircuts, then it is transferring wealth to the borrower: a political act that could threaten 
its legitimacy. 

Is the ECB being sufficiently aggressive? We cannot tell. In a financial crisis, a security 
offered as collateral may not have traded recently or it may not be marketable. In this 
case the Eurosystem defines a ‘theoretical price’. Unfortunately, the ECB refuses to 
divulge either the price or the method that they used to determine it. As a consequence, 
the ECB is not accountable in its loan operations. As the body charged with ensuring 
accountability, the Committee on Economic and Monetary Affairs is responsible for 
looking into these operations and requesting that the members of the ECB’s Board and 
Governing Council behave in a more transparent fashion. 
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It is unclear exactly how the ECB’s supervisory role will evolve, but it likely to be closely 
involved with the prudential supervision of large financial institutions in the euro zone.  
Supervision is inherently political as it involves telling firms what they can and cannot 
do, and hence, affects their income.  Unfortunately, this presents a conflict. It is 
desirable for monetary policy committees to have substantial independence so that they 
cannot be influenced by politicians who might be tempted to use monetary policy 
opportunistically. But, independence is not consistent with tasks that are political, rather 
than purely technical.  

A possible solution to this problem in a country or currency area where institutional 
change is feasible is to take away some of the central bank’s independence and give it 
the responsibility for providing liquidity and acting as supervisor. Make the monetary 
policy committee a separate and independent entity and charge it solely with setting the 
policy rate. Within the confines of the Treaty and Statute, this is not possible and for it 
to be palatable for the ECB to retain its independence it must not increase its role as a 
supervisor and it must become far more transparent in its liquidity provision.  
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