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Abstract 

We can conclude that one-size-doesn’t-fit-all: the current policy rate is too low 
for both strong and weak Member States of the euro area. It seems that the 
ECB is (implicitly) compensating the consequences from fiscal austerity for the 
weaker Member States. In other words, the ECB is too lenient at the moment 
when it comes to curbing inflation.  Given the ‘long and variable lags’ in the 
monetary transmission mechanism, its fair to conclude that the ECB should use 
its monetary breaks in a gradual but firm way. Therefore, the ECB must 
continue with the process of monetary tightening. 

Additionally, the low interest rate may also exacerbate the financial stability 
problems, since it means that banks can still leverage up too cheaply at the 
ECB. The establishment of the European Systemic Risk Board (ESRB) at the 
beginning of this year gives the ECB indirectly the responsibility for financial 
stability as well. The main question is how the ECB having only one policy 
instrument, namely the policy interest rate, will combine its mandate for 
monetary stability with its new responsibility for financial stability, that is how 
the ECB will trade-off financial and monetary stability. 
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1. INTRODUCTION1 

Excessive volatility of commodity prices has been constantly observed over the recent 
period. The increase of commodity prices may be the result of global financial change 
(notably by commodities coming into the investment focus of financial players) associated 
with excess liquidity in several countries and nourished by the low interest rates set by 
central banks. The commodity price explosion may be seen as a harbinger of future 
inflation.  

The European Central Bank (ECB) has lately reacted to rising inflationary pressure in the 
euro area by a tightening of monetary policy and increased the key interest rates by 25 
basis points in April 2011.  

At the same time the Member States of the euro area hit most by the financial crisis and 
struggling with a sovereign debt crisis are implementing fiscal austerity measures in order 
to ensure future access to funding in the financial markets. The relevant questions to be 
addressed are: 

 How does the monetary policy consider divergent economic developments within the 
euro area?  

 Especially what does a tightening of the monetary policy mean to those Member 
States of the euro area which fiscal policy is bound by austerity measures? 

 Is there a conflict in terms of monetary policy between fighting recession in some 
euro countries and remaining vigilant about inflation (expectations)? 

 
To answer these questions, in Section 2, we will first compare and take a closer look at the 
austerity measures taken by the troubled Member States and their effects on growth, 
deficits and debt. Then, in Section 4, we will assess how the ECB’s current monetary policy 
is affecting the different Member States and how the ECB policy would affect them by 
employing the Taylor rule as a policy reaction function, i.e. if the central bank would 
respond to deviations of inflation and output from their optimal levels. Finally, in Section 4 
we conclude that one-size-doesn’t-fit-all: the current policy rate is too low for both strong 
and weak Member States of the euro area. It seems that the ECB is (implicitly) 
compensating the consequences from fiscal austerity for the weaker Member States. In 
other words, the ECB is too lenient at the moment when it comes to curbing inflation.  

                                                      

1 The author gratefully acknowledges the excellent research assistance of Mr. Rob Nijskens, MSc. 
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2. COMPARISON OF THE FISCAL AUSTERITY MEASURES IN 
WEAK MEMBER STATES 

In Table 1 below, we can see an overview of the different fiscal austerity measures taken 
by the weak Member States of the euro area, namely Greece, Ireland, Portugal and Spain. 
These measures comprise both spending cuts and tax increases. The spending cuts mainly 
relate to public sector remuneration policies and retirement schemes, while the tax 
increases are mostly aimed at raising Value Added Taxes (VAT) and excise taxes on fuel, 
alcohol and tobacco. Portugal and Spain, additionally, target the rich by increasing personal 
income tax for high wage earners. 

Table 1: Overview of fiscal austerity measures 

 

Country Measures 

Greece 

 
 Reduction of tax evasion and civil service corruption. 
 Early retirement schemes will be restricted 
 Average retirement rate will rise from 61.4 to 63.5 
 Abolish bonuses in the public  
 Public sector salaries and pensions frozen for at least 

three years 
 VAT will rise from 19% to 23% and taxes on fuel, alcohol 

and tobacco by 10% 
  

Ireland 

 
 Reduce spending by € 4bn 
 Reducing public servants’ pay by 5% 
 Cutting social welfare 
 Increasing taxes 

 

Portugal 

 
 5% pay cut for public sector top earners, including 

politicians 
 VAT (sales tax) will increase with 1%  
 Higher income taxes for incomes above € 150,000  
 Sharp cuts in the military budget is being cut sharply 
 Two high-speed rail projects have been postponed 

 

Spain 

 
 Cut overall spending cut by 7.7%, to € 122bn 
 Departmental spending cuts of about 16% 
 Public sector pay cut of 5% 
 Tax rise for personal income above € 120,000 
 Tobacco tax increase of 28% 
 Retirement age raises to 67 
 Government sells stakes in national lottery and airport 

 
Source: BBC News2 

                                                      

2 BBC News. EU austerity drive country by country. April 6, 2011. http://www.bbc.co.uk/news/10162176. 
Retrieved May 24, 2011. 
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Taking these measures into account, we will now look at development of Gross Domestic 
Product (GDP), government deficit and government debt as a percentage of GDP, and their 
forecast numbers for this year and the next. Figures 1, 2 and 3 illustrate the development 
of these economic indicators3. We can see that especially Greece and Portugal will profit 
from fiscal austerity measures, as their GDP growth is set to pick up from this year on. Also 
Ireland is forecast to have a significant increase in GDP growth during the coming two 
years. In terms of government deficit, Greece has at least managed to not let the budget 
deficit worsen, although it will still have a deficit of 9.5% of GDP on average in 2011 and 
2012. The other three countries will improve their budgetary balance. This development is 
also reflected in Figure 3, which shows that Greece still has a very large government debt 
of 160% of GDP. This debt will continue to rise steeply, while the other countries manage 
to curb the growth of their debt pile. 

 

Figure 1: GDP growth in % 

 

 

 

 

 

 

 

 

 

 

 

 

                                                      

3 The data are taken from the Spring 2011 Economic forecast by the European Commission’s Directorate General 
Economic and Financial Affairs, which can be found at 
http://ec.europa.eu/economy_finance/publications/european_economy/2011/ee1_en.htm 

http://ec.europa.eu/economy_finance/publications/european_economy/2011/ee1_en.htm
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Figure 2: Government budget balance, % of GDP 

 

 

Figure 3: Government debt, % of GDP 
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3. EFFECTS OF THE MONETARY TIGHTENING BY ECB 
MONETARY POLICY 

To assess how current ECB monetary policy affects the separate EMU Member States, we 
can compare the current policy to the monetary policy that would be prescribed by a 
certain policy rule. To this end, John Taylor4 devised in 1993 a policy reaction function that 
has become known as the Taylor rule: a central bank responds to deviations of inflation 
and output from their optimal levels. The standard Taylor rule is specified as follows in 
Equation 1: 

,   

 

where it is the nominal (3-month) interest rate, rt is the equilibrium real interest rate, πt is 
actual inflation, π* is the central bank’s inflation target, yt is actual output, y* is optimal 
output and εt is an error term. Finally, the fixed coefficients b1 and b2 reflect the degree to 
which the central bank reacts to deviations of inflation and output, i.e. the inflation gap and 
the output gap. Taylor put these coefficients b1 and b2 both at 0.5, and the resulting policy 
rule very adequately described the monetary policy of the Federal Reserve System (Fed) 
during the Volcker and Greenspan eras.  

However, for the Economic and Monetary Union (EMU) the rule has not always worked well. 
Although several authors found that the ECB responded to some kind of Taylor rule with 
fixed coefficients b1 and b2 around 0.5 (Gerlach and Schnabel, 2000; Gerlach-Kristen, 
2003), this rule does not describe the working of the ECB in a consistent way during the 
last decade. Therefore, other authors set out to use different data and different estimation 
methods, to determine which coefficients the ECB uses. The discussion especially focused 
on the use of real-time data instead of ex-post data, started by Orphanides5 in 2001. He 
argued that estimates of a policy rule should be based on the data available at the moment 
of decision, instead of data that are available now, as these may have been revised at a 
later point in time. Therefore, monetary economists now use real-time data to estimate a 
policy rule for the ECB (Adema, 2004; Gorter et al., 2008). Furthermore, it is argued that 
the ECB does not react to the output gap (yt – y*) as such, but to a broader consensus 
indicator of economic sentiment. It has, for instance, been shown by Gerlach and Lewis 
(2010) that this kind of indicator works well in predicting the ECB’s monetary policy. 
Therefore, we will replace the output gap (yt – y*) by an Economic Sentiment Indicator for 
the euro area, abbreviated to ESIt, to estimate at the following policy reaction function for 
the euro area as a whole and the seventeen Member States of the euro area: 

 .   (2) 

To take into account the recent developments described above when performing our 
analysis, we will also employ real-time data. For the interest rate we use the three-month 
Euribor, as published by the ECB. The inflation data are the annual change in the HICP 
index (measured on a monthly basis) and come from the ECB’s real-time database.  

                                                      

4 Taylor (1993) 
5 Orphanides (2001) 
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The data on economic sentiment (ESI) are taken from the European Commission’s 
Directorate General Economic and Financial Affairs (DG ECFIN). DG ECFIN publishes the so-
called Economic Sentiment Indicator (ESI), which is a weighted average of economic 
confidence in the industry, services, consumer, retail trade and construction sectors. We 
use these data to obtain estimated coefficients for c1 and c2 in the adjusted Taylor rule in 
Equation 2.  

Table 2: Interest rates from the Taylor rules for monetary policy 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Members 
States 

Fixed coefficients 
(Equation 1) 

Estimated coefficients 
(Equation 2) 

    
Euro area 3.09 4.99 
    
Austria 5.21 5.97 
Belgium 4.41 5.76 
Cyprus 4.75 4.81 
Estonia 6.77 7.85 
Finland 3.59 5.72 
France 1.68 4.42 
Germany 3.77 6.26 
Greece 0.82 3.69 
Ireland 0.83 3.15 
Italy 3.18 4.81 
Luxembourg 4.95 6.17 
Malta 3.81 4.30 
Netherlands 2.45 4.39 
Portugal 5.15 5.48 
Slovakia 5.49 5.74 
Slovenia 0.78 3.78 
Spain 3.25 5.04 
Source: author’s calculations6. The numbers are interest rates in %. 

 

Using these estimated coefficients for c1 and c2 in the adjusted Taylor rule, we then 
calculate the interest rates implied by the standard Taylor rule with fixed coefficients and 
our estimation described above. As follows from Table 2, the current nominal interest rate 
of 1.25% is too low for the whole euro area according to both policy rules. However, the 
standard Taylor rule states that for Greece, Ireland and Slovenia (the grey cells in the 
table), 1.25% is too high, confirming partly that the ECB’s current policy is not suitable for 
these countries. 
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6 The values in the first column are calculated by using real-time inflation and output gap data for the first quarter 
of 2011 in the following equation: , where 1.25 is the equilibrium real 

interest rate in the euro area . The values in the second column are calculated by using real-time inflation and ESI 
data for the first quarter of 2011 in the following equation:  
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On the other hand, when we employ a rule that is estimated particularly for the euro area 
we see a different picture emerge. Applying our estimated coefficients from Equation 2 to 
the real-time inflation and economic sentiment indicators for the separate euro area 
countries, we see that the current interest rate is too low for all countries, even for Greece 
and Ireland. Countries such as Austria, Germany and Luxembourg, which are not having 
large problems with their public finances, and Estonia, which is growing fast, even need an 
interest rate of 6% or higher. 

This short analysis shows that the current ECB policy does not fit all in the euro area: it is 
too low for the euro area as a whole, but too high for a few troubled Member States. 
However, when considering a specific euro area policy rule, it is too low even for the 
Member States that are currently facing serious problems with their budget deficits and 
government debt. 
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4. CONCLUSION 
We can conclude that one-size-doesn’t-fit-all: the current policy rate is too low for both 
strong and weak Member States of the euro area. It seems that the ECB is (implicitly) 
compensating the consequences from fiscal austerity for the weaker Member States. In 
other words, the ECB is too lenient at the moment when it comes to curbing inflation.  
Given the ‘long and variable lags’ in the monetary transmission mechanism, its fair to 
conclude that the ECB should use its monetary breaks in a gradual but firm way. Therefore, 
the ECB must continue with the process of monetary tightening. 

Additionally, the low interest rate may also exacerbate the financial stability problems, 
since it means that banks can still leverage up too cheaply at the ECB. The establishment 
of the European Systemic Risk Board (ESRB) at the beginning of this year gives the ECB 
indirectly the responsibility for financial stability as well. The main question is how the ECB 
having only one policy instrument, namely the policy interest rate, will combine its 
mandate for monetary stability with its new responsibility for financial stability, that is how 
the ECB will trade-off financial and monetary stability. 
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