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Abstract

The ECB is clearly not responsible for the era of lax supervision and fiscal policy of 
the mid-2000s and fought valiantly against the relaxation of the Stability and 
Growth Pact. However, during that long period of excessive credit growth, it could 
have acted by using the interest rate tool to pursue price stability and structural 
measures to pursue financial stability. Moreover, the ECB would have kept its 
reputation intact and maintained cohesion within the Governing Council if it had 
recognised earlier that Greece represented a problem of insolvency.
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EXECUTIVE SUMMARY
‘Let bygones be bygones’, as the saying goes. When assessing the challenges facing the 
incoming president it seems of little use to dwell on the performance of his predecessor.

The main criticism we would address to President Trichet is that under his leadership the 
ECB failed to take any action against a too rapid expansion of money and credit, which at 
an average annual growth rate of 7% far exceeded the ECB’s own target of 4.5%. The ECB 
was prevented from taking action by its exclusive focus on price stability. Financial stability 
should have been considered as important even before the boom turned to bust.

It would have been very useful if the ECB had succeeded in moderating credit growth at 
least to some degree: the European banking system would then be more stable today and 
the euro crisis less virulent.

The incoming president now faces one key challenge that might be put in fairly stark terms: 
save the ECB and fracture the euro or fracture the ECB to save the euro? 

Continuation of the Securities Markets Programme (SMP) on a large scale risks fracturing 
the Governing Council, but abandoning the SMP totally might lead to an even bigger
financial crisis and the end of the euro. 

We show that there is a middle ground that preserves the euro, but avoids deepening the 
internal split within the Governing Council of the ECB by transferring the responsibility for 
secondary market intervention to the EFSF, while giving it access to ECB liquidity. 
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1. INTRODUCTION
On 31 October 2011, the eight-year term of Jean Claude Trichet as Head of the European 
Central Bank (ECB) comes to an end and Mario Draghi will step in as his successor. 

The first seven years of the Trichet term are considered by most to have been a success in 
that it achieved price stability and intervened promptly and decisively at the onset of the 
financial crisis in 2007. However, we would not exonerate the ECB from criticism or Mr 
Trichet for having presided over a long period of excessive expansion, during which its own 
(intermediate) growth target for money supply was ignored. 

The policy of the ECB over the last year, in particular after the spring of 2010, has clearly 
been much more controversial and Mario Draghi will, in particular, have to deal with its 
legacy. This includes, in the first instance, the decision to buy the public debt of peripheral 
countries under the so-called Securities Markets Programme (SMP).

The change of guard could represent an opportunity to limit the damage and clarify two 
issues:

i) For the long term: an acknowledgement that financial stability is part of the 
mandate of the ECB, and,

ii) For the short term: a clarification of the relative roles of the ECB and the EFSF (ESM 
after 2013) as lenders of last resort.

The rest of the paper is structured as follows. Section 2 briefly assesses the Trichet era,
emphasising the limits of a narrow approach to price stability. Section 3 focuses on the 
possible division of roles between the EFSF and ECB in dealing with the crisis. The last 
section concludes.



2. THE TRICHET ERA: All eyes on price stability
When the ECB was set up only one target was clearly identified: price stability. Under the 
presidency of Trichet the ECB clearly achieved this target. Over the past ten years, the 
inflation rate in the euro area has remained below but close to 2%. At the start of the 
Trichet presidency this led to the characterisation of the ECB as the “ultimate narrow 
central bank” with a very limited role in ensuring financial stability (confined to ensuring 
the smooth functioning of the TARGET payments system).1

We would argue that the exclusive focus on price stability led the ECB not to take action 
when money and credit growth remained at elevated levels leading to an excessive build-
up of leverage. Unfortunately this mistake cannot be easily undone. 

2.1. The run-up to the crisis period
It will be remembered that in its initial monetary policy strategy, the ECB had set for the 
growth rate of M3 a reference value (intermediate target) at an annual rate of 4.5% for 
guiding the economy towards price stability. However, the ECB then ignored this target 
completely, as can be seen from the money gap displayed in Figure 1, below. 

Figure 1. Money growth in the euro area, theoretical and actual (1999=100)

Source: ECB Statistical warehouse.

This figure shows that the actual growth rate of M3 continuously exceeded the reference 
value of 4.5%. The actual growth rate of M3 was above 7% on average per year. Only after 
the bust of 2008 did the M3 growth rate fall back below the target (but was then probably 
too low).

During the boom years the failure to control the growth rate of monetary and credit 
aggregates did not seem to matter because inflation remained low. The reason was, of 

                                               
1 See, among others, Schinasi (2003). 
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course, that the excessive expansion of bank credit was channelled mainly into asset 
markets, while leaving goods markets relatively unaffected. In other words, excessive 
credit growth materialised in the form of asset price inflation rather than goods price 
inflation, which was the only relevant indicator in the ECB policy setting. 

The counterpart to the excessive expansion of money can be seen by looking at a measure 
of leverage in Figure 2, which shows the debt levels of the different sectors of the economy 
relative to GDP. This has increased significantly since the creation of the monetary union, in 
particular in the financial sector. 

Excessive leverage is an essential ingredient in any major financial crisis and the current
one is no exception. In financial markets, leverage is defined as the ratio of debt to equity 
financing; when this ratio increases in general the capacity of a firm to absorb losses 
declines and hence its fragility is increased. In macroeconomic terms, leverage is better 
defined as the ratio of debt-to-GDP and the concept can be applied to all sectors of the 
economy. Leverage defined this way increases when credit expands without a consistent 
adjustment in GDP. Since regular cash flows are proportional to GDP, this implies that 
many agents have issued promises to pay a certain nominal amount but do not necessarily 
have the ‘expected’ regular cash flow to honour these promises (see Minsky, 2008, for the 
classical description of leverage schemes leading systems towards instability). It is not 
possible to establish an absolute benchmark for leverage, as different financial systems can 
support quite different ratios of credit to GDP. Rapid and persistent increases in this ratio 
constitute alarm signals, however, which have been identified as reliable predictors of 
financial crisis. These signals were clearly sounding before 2007 but they were ignored. 
Figure 2 shows that over the last decade euro area private debt relative to GDP increased 
by almost 200 percentage points and the increase took place mostly in the financial 
system, whose fragility became apparent first in 2008 and then again in May 2010. 

Figure 2. Eurozone leverage over the last decade

Source: ECB Statistical warehouse.



Excessive leverage in the banking sector was mostly due to a combination of lax financial 
regulation and the generalised absence of risk aversion, for which the ECB certainly cannot 
be blamed. Yet the ECB could at least have tried to limit the phenomenon by invoking the 
separation principle it uses today: interest rate tools to achieve price stability and using 
structural measures, like reserve requirements, to limit the ability of banks to extend 
credit. This could have made the crisis less virulent, at least to some extent, but these 
measures were not deployed.

To be fair to President Trichet, one has to acknowledge that the ECB uttered a few 
warnings about potential asset price bubbles, but it was wrong to claim that it could do 
nothing to prevent a bubble from forming.2

2.2. The ECB response to the sovereign debt crisis
The ECB is right in viewing the sovereign debt crisis as falling entirely under the 
responsibility of the national fiscal authorities. Monetary policy can certainly not be 
responsible for a lack of fiscal discipline in the euro Member States; if anything it should be 
remembered that President Trichet fought valiantly against any relaxation of the Stability 
and Growth Pact and applied pressure when he thought that heads of state were not acting 
responsibly. But in the end fiscal troubles did emerge and the ECB was thrust into an 
objectively difficult position. This occurred, notably in May 2010, when financial markets 
got into a vertiginous tailspin about possible Greek insolvency, despite the financial safety 
network (EFSF) newly established by the euro area governments with a headline figure of 
EUR 750 billion. However, the decision of the ECB to begin a purchase programme of 
government securities in the secondary markets, the SMP, was not the right answer to the 
Greek problem, which was one of insolvency, not just liquidity.

The official justification for this controversial decision was to re-establish the functioning of 
some broken monetary policy transmission mechanisms. But this goal was not achieved, as 
theory would predict, given that the problem was one of insolvency. Figure 3 shows the 
evolution of the spreads of Greece, Ireland and Portugal (GIP), the countries under an 
official emergency programme, against the amount of the ECB purchases. The chart 
indicates that the spreads are on a clear upward trend, after the first significant fall 
coinciding with the beginning of the programme suggested a limited overall effect. The SMP 
might have been justified for a few days after May 10th, but it should have been stopped 
immediately rather than continuing over the summer.

                                               
2 See De Grauwe and Gros (2009) for a more detailed investigation of this point.
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Figure 3. Spreads of GIP countries and ECB purchases (in million euro)

Sources: ECB statistical Data warehouse and Bloomberg.
Note: GIP stand for Greece, Ireland and Portugal.

The SMP was not the only extraordinary measure taken by the ECB. The ECB had also
adopted, on three separate occasions, changes in the eligibility of debt instruments issued 
or guaranteed by the governments of the most troubled countries, namely the three 
countries under the emergency programme.3

These repeated decisions negatively affected the credibility of the ECB, which had 
previously asserted that it would never undertake any such measure in favour of any 
individual country. Instead it should have recognised the severity of the problem earlier 
and established a sliding scale of haircuts much earlier.

Moreover, the ECB continued to oppose any ‘private sector involvement’ long after a 
decision on this had been taken by the Heads of State and Government of the Monetary 
Union. The ECB might even feel vindicated in this opposition but the threat to no longer 
accept Greek collateral should Greece be rated in ‘default’ or even ‘selective default’ was 
clearly not appropriate.

2.3. The Trichet legacy
The Trichet legacy at the ECB is therefore a complex one because, whether it liked it or not, 
over the last year the influence and the responsibility of the ECB for the resolution of the 
crisis has grown enormously. The legacy comprises a financial sector that is still highly 

                                               
3 The ECB changed eligibility rules for Greece, Ireland and Portugal, see its press releases for 3 May 2010:
http://www.ecb.europa.eu/press/pr/date/2010/html/pr100503.en.html; for 31March 2011: 
http://www.ecb.int/press/pr/date/2011/html/pr110331_2.en.html; and 7 July 2011: 
http://www.ecb.europa.eu/press/pr/date/2011/html/pr110707_1.en.html.



leveraged and thus fragile combined with a Governing Council that is split over the future 
of the SMP and more generally over the decision to buy the government bonds of the one 
country with a real solvency problem. The ECB should have been more prudent in the case 
of Greece, which is clearly insolvent, to be now more credible when asserting that it is
buying Italian and Spanish bonds because these countries only face a liquidity problem and 
not a solvency problem.4

                                               
4 We do not dwell here on the positive aspects, which include a sterling reputation for price stability.
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3. CHALLENGES AHEAD: DEFINING ECB AND EFSF ROLES
The key challenge for Mario Draghi will be to redefine the role of the ECB in the context of 
the euro crisis. 

The core problem is simple: the European Financial Stability Fund (EFSF) simply does not, 
and will not, have enough funds to undertake the massive bond purchases required to 
stabilise financial markets. It was sized to provide emergency financial support only to 
small peripheral countries like Greece, Ireland, and Portugal.

Does this imply that the ECB is condemned to just continue its SMP and buy potentially 
hundreds of billions of Spanish and Italian government bonds?

We would argue that it cannot be the role of a central bank to support the bond prices of
any particular member country or group of member countries.5

What could be done to extricate the ECB from this predicament? Gros and Mayer (2011b) 
argue that given that the existing cascade structure of the EFSF is part of the problem, the 
solution cannot be a massive increase in its size. Rather, the EFSF could simply be 
registered as a (special) credit institution with access to re-financing by the ECB in case of 
emergency. The new EFSF would then have access to ECB funding as do other banks, for 
which the central bank acts as a lender of last resort. 

Should another big liquidity crunch arise the EFSF could then access normal ECB facilities 
by using the government bonds it is purchasing as collateral. Assuming that the ECB insists 
on the top quality of the assets it takes for collateral – as for instance assured by a high 
rating – it would ensure that it only lends in case of a liquidity crunch and not when a 
country suffers insolvency. The decision to intervene to buy national government bonds in 
order to protect financial stability would be taken by the EFSF, based on expert 
assessments and under the supervision of Finance Ministers, in conjunction with the ECB 
and the European Systemic Risk Board (as already foreseen in the Conclusions to the July 
21st European Council). Hence, the ECB, whose task it is not to determine fiscal policy in 
specific countries, would again be able to look after price and financial stability for the euro 
area as a whole.

The ECB would still be able to control liquidity developments for the entire euro area 
because once financial markets have returned to normal it could simply stop its policy of 
full allotment. At this point any refinancing by the EFSF would simply crowd out financing to 
other banks and thus not increase area-wide liquidity.

Backstopping the EFSF via the ECB – i.e. by creating a European Monetary Fund (EMF)6 –
would have the advantage over the current mess in that it leaves the management of 
public debt problems in the hands of the finance ministries, and provides them with the 
liquidity backstop that is needed when there is a generalised breakdown of confidence. In a 
crisis of confidence the fundamental problem of banks and governments is always one of 
liquidity. This is exactly when a lender of last resort is most needed. 

But would our proposal be consistent with the European Treaties? We think so. Article 123, 
Paragraph 1 of the TFEU forbids direct ECB credit to public institutions so as to avoid 
monetary financing of fiscal deficits. However, Article 123, Paragraph 2 exempts banks 
owned by the public sector from this prohibition. Thus, public banks such as the European 
                                               
5 One cannot justify the SMP with a reference to the quantitative easing (QE) undertaken on a large scale by the 
Federal Reserve. QE for the ECB would mean that it buys pro rata the bonds of all member countries.
6 Note the IMF finances its own lending mostly by 'drawing' the currencies of its stronger member countries from 
their national central banks.  In other words the IMF is mostly financed through the creation of liquidity.  Allowing 
the EFSF to do the same would make it into a real analogue to the IMF.



Investment Bank or the German KfW (which extends the German part of funds for the 
adjustment programme to Greece) have access to ECB windows. Moreover, Council 
Regulation No. 3603/93 from 13 December 1993 exempts the IMF and the balance-of-
payments-assistance-facility (renamed as the EFSM) from the prohibition of receiving ECB 
funds. Hence, we do not see a serious legal obstacle to giving emergency access to ECB 
funds. 
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4. CONCLUDING REMARKS
Save the ECB and fracture the euro or fracture the ECB to save the euro? One is tempted 
to put the problem facing the incoming President Mario Draghi in these stark terms. 

We would argue that there is a middle ground that preserves the euro, but avoids an 
internal split within the ECB by transferring the responsibility for secondary market 
intervention to the EFSF, while giving it access to ECB liquidity. 
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