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1 Available at http://www.europarl.europa.eu/committees/en/econ/monetary-dialogue.html  

http://www.europarl.europa.eu/committees/en/econ/monetary-dialogue.html
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  These considerations suggest that too a rigid and binding inflation target should be avoided 

in the forthcoming review of monetary policy strategy.
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● The presumption that negative interest rate policies (NIRP) depress profitability of banks and 

lead to more risk-taking is widespread, but difficult to document. The available evidence does 

not suggest a large effect either way. 

● Much of the literature does not distinguish between low and negative rates . This contribution 

focuses mainly on negative policy rates, not “low for long”. 

● Negative rates are supposed to constitute a special case of low rates because banks have not 

been able or willing to institute negative deposit rates for retail deposits, thus leading to a loss of 

revenues. 

● This potential impact of negative rates on bank profitability could be substantial, but it has been 

offset by two other policy measures: targeted longer-term refinancing operations (TLTROs) and 

tiered deposits. 

● Banks have re-financed almost half of their lending to non-financial corporations (NFCs) through 

very cheap long-term lending from the ECB (longer-term refinancing operations [TLTRO]). The 

interest savings alone from the TLTRO compensated the loss of income from not charging negative 

rates on household deposits.  

● Under the two-tier deposit scheme introduced in 2019, the negative rate applies only to about 

three quarters of excess reserves, providing further relief to banks . 

● The popular model of a “reversal rate” (Brunnermeier and Koby, 2018) does not assume that 

negative rates are special. On the contrary, the reversal rate, i.e. the level below which further 

rate cuts become contractionary, could well be positive in this model. 

● Bank profitability has not shown a clear trend in the euro area since NIRP was introduced in 

2014. Profitability as measured by standard indicators has in general remained low, but increased 

slightly since NIRP started. Whether this was because of NIRP or in spite of it is impossible to prove, 

given that different indicators point in different directions. Moreover, there is great heterogeneity 

across different national banking markets. 

● A number of indicators suggest a slight reduction in banks’ risk since 2014 , and again there are 

large differences between different countries. 

 A more important negative side effect of “low for long” might arise through an entirely different 

channel, namely through the impact on competition since low rates give an advantage to 

incumbent firms, making it easier for them to either buy up competitors or price them out of the 

market. A prolonged period of low/negative rates could thus have a negative impact on growth.
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Background 

The European Central Bank (ECB) is the most important institution for the success of the Economic 

and Monetary Union (EMU). It is more independent than its peer central banks of other advanced 

economies, and it has been entrusted with far broader discretionary authority to fulfil its mandate. 

However, its record has been uneven. Following a good start, that surpassed expectat ions, it was 

challenged during the global financial crisis (GFC) and the euro crisis that followed.  Overall, the euro 

area performed worse than other advanced economies since the crisis. The ECB pursued a policy of 

lowflation that unnecessarily restricted growth and employment below what could be achieved 

without compromising price stability.  In addition, ECB policies contributed to a sharp macroeconomic 

divergence within the EMU, a continuing source of fragility. 

A unique challenge for the ECB, relative to its peer central banks, is that it serves as the common 

central bank to multiple sovereign states that do not form a political union. In the absence of a 

common government and common fiscal policy, the ECB is confronted with political pressure and legal 

challenges that reflect conflicting national interests. The prohibition of monetary financing and fiscal 

transfers, in particular, has been invoked to challenge ECB policy.  We find that the ECB has the 

independence and authority to fulfil its mandate better, but has been too timid to use its power, owing 

to an overcautious interpretation of these prohibitions.  

The ongoing review of the ECB’s monetary policy strategy can examine improvements on several 

dimensions. Two weaknesses stand out and demand urgent attention. First is the lack of a precise 

definition of the ECB’s interpretation of its primary mandate of price stability. Unlike all other major 

advanced economy central banks that have adopted a clear 2% inflation goal as their definition of 

price stability, the ECB’s interpretation remains vague. This makes monetary policy less effective in 

general, but especially so in the face of adverse developments such as the ongoing pandemic. 

Adopting a 2% inflation goal the soonest would re-anchor inflation expectations and improve the ECB’s 

ability to promote growth and employment without prejudice to price stability, in accordance to its 

mandate. 

https://www.europarl.europa.eu/RegData/etudes/STUD/2020/652753/IPOL_STU(2020)652753_EN.pdf
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The second weakness relates to the implementation of monetary policy: It has contributed to an 

excessive fluctuation and widening of the spreads between Member States and has impaired the 

transmission of the single monetary policy. As it currently stands, the ECB’s collateral framework has 

the propensity to introduce uncertainty about sovereign debt roll-over. The ECB can address this issue 

by making more effective use of its authority under Article 18 of the Statute of the European System 

of Central Banks and of the European Central Bank. 

We further discuss the role of the ECB in addressing the challenges of environmental sustainability 

and climate change. This should be considered in the broader context of the substantial spending 

power of the ECB. The ECB has incredible discretionary authority that can be employed to support  

various desirable goals. The choice between these goals has large distributional effects, not only 

between industries, but also between Member States. This is political in nature and outside the scope 

of the ECB’s authority. 

The ongoing pandemic hit the euro area economy while the adverse consequences of the euro crisis 

of the 2010s were still lingering. So far, the ECB responded more aggressively to the challenges posed 

by the pandemic, with important temporary deviations from its underlying policy strategy. These 

temporary corrections should lead to permanent adjustments to the ECB’s monetary policy strategy.  

The ECB’s monetary policy strategy review presents a unique opportunity for the ECB to examine how 

to best employ its immense power, in accordance with its mandate, to serve the people of Europe. 

Recommendations  

1. Adoption of a symmetric 2% inflation goal.       

A clearly communicated inflation goal anchors inflation expectations and improves the effectiveness 

and efficiency of monetary policy. In addition, it improves accountability and thereby protects against 

political pressures. Among the central banks of the world’s largest advanced economies, the ECB 

currently stands out as the only one that has not yet adopted a clear inflation goal. 2% has emerged 

as a global standard. 

2. Implementation of the 2% inflation goal.     

In implementing a 2% goal, the ECB should consider a policy strategy that accounts for persistent 

downside misses of the goal. The lower bound on interest rates introduces an asymmetry in the risks 

relating to the achievement of price stability. To counterbalance this asymmetry, the ECB could 

tolerate temporary overshoots to its 2% target after episodes of downside misses to ensure that 

inflation over the long term is consistent with the 2% goal. Such a policy reduces long-term uncertainty 

about the price level, which reinforces the institution’s commitment to price stability over the long 

term. 

3. Economic cohesion.       

The ECB’s monetary policy strategy should support economic cohesion of the Union more strongly 

than in the past. Economic cohesion of the Union is part of its overarching goals as defined in the 

Treaty, and therefore part of the broader mandate of the ECB. More directly, however, cohesion is 

essential for protecting price stability in individual Member States, and thus part of the ECB’s primary 

mandate.  Furthermore, lack of cohesion as reflected in divergences of macroeconomic developments 

across Member States hinders the effective deployment of monetary policy in an even fashion within 

the EMU, which poses an unworkable challenge to monetary policy.  

4. Other objectives.       
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The ECB’s broader mandate contains several other objectives, as stated in Article 3 of the Treaty, that 

are less directly related to monetary policy. For instance, scientific and technological advance, and 

environmental sustainability, both are important objectives of the Union and demand attention. With 

respect to economic sustainability, the ECB can and should address it directly by being ecologically 

mindful and avoiding waste. However, this issue is only vaguely related to the primary mandate and 

core central banking functions. The ECB should abstain from prioritizing some of the Union’s objectives 

that are only vaguely related to price stability over other objectives. Doing so would be a distraction 

from the ECB’s legitimate tasks, risk its politicisation, and compromise its independence. 

5. Impairment of the monetary transmission mechanism.        

Since the euro crisis, the ECB has repeatedly experienced challenges associated with the effective 

transmission of its monetary policy across Member States. The temporary measures that have been 

adopted in the ECB’s forceful response to the pandemic have demonstrated that this issue can be 

addressed better than in the past. We recommend that the ECB draw lessons from this experience to 

ameliorate on a permanent basis the structural weakness that manifested in the euro crisis.  

6. Cliff effects in the collateral framework.       

The ECB’s reliance on private credit rating agencies (CRAs) in the determination of collateral eligibility 

for credit operations produces dangerous cliff effects, and is contrary to best practice as advocated by 

the Financial Stability Board (FSB). The ECB has the authority to establish the principles used to 

evaluate the adequacy of collateral, based on Article 18 of the Statute. Given the prime role of 

government debt in the monetary transmission mechanism, we recommend that the ECB remove 

reliance on ratings for sovereign debt. 

7. Overreliance on market prices.       

In evaluating debt sustainability of Member States, the ECB should strictly rely on fundamental factors, 

instead of the ECB’s current practice of relying on market-based interest rate projections. Market 

prices can be excessively volatile and misleading in times of stress, and relying on them is procyclical. 

In addition, using market rates for debt sustainability analysis invites the possibility of multiple self-

fulfilling equilibria. By relying on market interest rates as an assumption for debt sustainability, the 

ECB effectively chooses to validate whatever equilibrium is reflected in market rates. This can inhibit  

the safe equilibrium that the central bank could have chosen to validate instead.  

8. Communication of policymaker projections.       

Policy communication could benefit from publishing ECB Governing Council projections, especially 

about inflation. While staff projections are very useful for understanding the state of the economy, 

they are less informative than the view of the Governing Council as these can better incorporate policy 

intentions and show differences of opinion among committee members regarding the outlook. To 

improve transparency and guidance, we recommend that the ECB publish the Governing Council’s 

projections. 

9. Instrument for systematic policy.     

The ECB could consider communicating the systematic nature of its policy calibration with a 

benchmark policy rule, similar to the implicit rule that described ECB monetary policy before the 

GFC.  Since the overnight interest rate instrument cannot serve this role well in the current low 

interest rate environment, the ECB could replace it with a longer-term interest rate or the size of its 

balance sheet. A rule could explain how the ECB intends to adjust the size of its balance sheet, or its 
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longer-term interest rate instrument, in response to changes in the outlook of inflation. Such a rule 

would buttress the ECB’s commitment to pursue its primary mandate in a systematic fashion. It would 

also reinforce that the purpose of public sector purchases or lower long term interest rates is the 

pursuit of the primary mandate alone, and is not to be misunderstood as monetary financing.  

10. Protect against politicisation.      

In designing its monetary policy strategy, the ECB should avoid the appearance that it is willing to 

deploy its monetary policy instruments to enforce fiscal discipline. Doing so would obviously be 

outside of the purview of the ECB. Since the euro crisis, the ECB has allowed this appearance to take 

root. This appearance alone threatens the independence of the ECB and its effectiveness in fulfilling  

its mandate. We recommend that the ECB reaffirm that “[…] it is not and cannot be the ECB’s role to 

enforce fiscal discipline and to correct shortcomings in the implementation of the Stability and Growth 

Pact’’ (Issing, 2005). 

11. Historical policy records.       

The ECB is overly secretive regarding its policy deliberations. Unlike other major central banks, it does 

not make available to the public detailed minutes or transcripts of meetings, and the staff documents 

associated with the discussion. This hinders transparency and accountability, and it obstructs historical 

policy evaluation that would benefit the ECB’s policy assessment process. We recommend that the 

ECB makes historical policy records available, in lightly redacted form, with a 5-10 year delay. 

12. Periodic policy strategy review.     

Periodic strategy reviews are an integral component of transparency, accountability, and the 

democratic legitimacy of the ECB. The ECB’s strategy review in 2003, about five years after the 

adoption of its original strategy, was constructive and improved policy. We recommend that the ECB 

embraces the practice of regular strategic reviews in reasonable intervals. 


