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Abstract

This paper considers the past, present, and future of the ECB
monetary policy. Looking backwards, the ECB has succeeded in
navigating through several crises. Looking forward, the paper
examines some of the main challenges confronting theECB in the
years ahead with climate change, digitalisation, inequality,
sovereign indebtedness, and the completion of Banking Union
complicating the pursuit of the price stability primary objective.

This document was provided by the Economic Governance and
EMU Scrutiny Unit at the requestof the Committee on Economic
and Monetary Affairs (ECON) ahead of the Monetary Dialogue
with the ECB President on 15 February 2024.
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EXECUTIVE SUMMARY

e From its inception until 2008, the ECB demonstrated considerable success in meeting its
inflation target of 2% year-on-year growth of the aggregated Harmonized Index of
Consumer Prices (HICP) in the euro area. Challenges emerged for the ECB in achieving its
inflation target after the global financial crisis (GFC) in 2008 and the sovereign debt crisis in 2011
and inflation was below target fora considerable period. The fight against inflation has also proven
to be achallenge since 2021 when inflation rates surged significantly abovetheinflation target.

e The euro remains the second most important currency after the US dollar. Maintaining this
international role will largely depend on whether it succeeds in ensuring a stable value and
whether the EU is confident and assertive on the international stage in terms of diplomacy and
trade policy.

e Household inequality affects monetary policy and, vice versa, monetary policy can
exacerbate inequality. New macroeconomic models have improved considerably our
understanding of how differences between households-i.e., their unequal income and wealth -
change the transmission mechanism of monetary policy. Household heterogeneity should be
takeninto accountinsofar asit altersthe effects of monetary policy. Atthe same time, the ECB must
ensure that redistributional effects, which are an inherent element of any monetary policy measure,
are kept toa minimum. The competent fiscal authorities remain first and foremost responsible for
addressing social inequalitiesand implementing redistributional measures.

¢ Heterogeneity among Member States also poses a challenge to the effectiveness of the ECB
monetary policy transmission. Fiscal policy responsibility rests with the Member States; the new
fiscal rules should strengthen fiscal discipline, a prerequisite for ensuring price stability.

o Digitalisation has reached the shores of central banks including the ECB. While the ECB must
keep up with digital private payment methods and private digital currencies, like stablecoins, the
digital euro is an important future project, whose functions and design must be thoroughly
scrutinised. But there is no rushinto this digital space; other important central banks, like the US
Federal Reserve, are advancing slowly and with great caution in this area.

e Climate change is not only a challenge for the real economy, but also for the financial
markets and its participants. Sustainable finance is a project that the ECB must tackle together
with other actors at all levels. While the ECB must ensure thatit addressesthe risksassociated with
climate change within the scope of its supervisory duties, it must proceed with utmost cautionin
the conduct of monetary policy. Climate change is first and foremost a governmental and
intergovernmental responsibility.

PE 755.719 9
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1. INTRODUCTION

The eurois marking its 25" anniversaryin 2024. This presentsan opportunity toreflect onthe currency’s
development on the international currency markets and the ECB’s performance in providing a stable
payment unit tothe European people. The ECB hashadto navigate the euro through various crises and
difficult times, including the global financial crisis, the European debt crisis, the global recession
triggered by the COVID-19 pandemicand - so far —the Russian invasion of Ukraine. The stability of the
euro area has been tested on numerous occasions. Despite these challenges, the euro area has
successfully withstood them. However, future challenges have arisen, which the ECB, national
governments, and the European Commission must address.

This paper examines, from legal and economic perspectives, the past, present, and future of ECB
monetary policy. Following this introduction, Section 2 considers the euro at 25 by looking backwards
at its history, considering the ECB’s mandate and assessing the evolution of the ECB’s analytical and
policy framework as well as its monetary policy toolkit and its performance in the control of
inflation. Section 3 outlines some of the main factorsandchallenges that may affect price and finandial
stability in the coming years orhave importantimplications forthe implementation of monetary policy.
In particular, the paper discusses climate change, digitalisation, inequality, the fiscal-monetary
interaction, the international role of the euro, and the Banking Union. This study is important in the
light of the upcoming monetary policy strategy review planned for 2025. The paper finishes with some
concluding observations.

10 PE755.719
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2. THEEURO AT A GLANCE

This section analyses the historyand significance of theeuroas an international currency after 25 years.
It assessesthe mandate of the ECB and evaluates its performancein controlling inflation.

2.1. Inflation controlinthe last 25 years

Fromtheinception of the EMU until 2008, the ECB demonstrated considerable success in meeting its
inflation target of two percent year-on-year growth of the aggregated HarmonizedIndex of Consumer
Prices (HICP) in the euro area over the medium term (Figure 1). The actual euro area inflation rate
consistently fluctuated narrowly around the 2% target. However, challenges emerged for the ECB in
achieving its inflation target following the onset of the global financial crisis (GFC) in 2008 and the
sovereign debt crisis in 2011. Despite the implementation of a variety of unconventional monetary
policy measures to counteract disinflationary pressures, headline inflation declined and, until the
beginning of 2017, was often below the inflation target, and even negative on brief occasions between
2014 and 2016 andin 2020.

Box 1: The ECB’s mandate

The ECB's mandate is laid outin Art. 127 TFEU. Price stability is the ECB's primary objective in the
conduct of monetary policy according to Art. 127(1) TFEU.

"Price stability" is not spelt out in the treaties and its interpretation has changed over time. The
originalmeaning of the term hasbeen discussed at lengthin the academicliterature. Resorting to
the economic theory of the time and the Maastricht-criteria for accession to the euro area, price
stability was interpreted as aiming at an inflationrate of close to, but below 2% annualincreasein
the Harmonized Index of Consumer Prices (HICP). The ECB Governing Council revisited this
understanding during the monetary policy strategy review in July 2021 and concluded that this
definition no longer reflects the macroeconomic situation and needs of the euro area. In
conclusion, it adopted instead a symmetric 2% inflation targetover the mediumterm.’

Article 127(2) TFEU defines the secondary objective of the ECB as follows: "[W]ithout prejudice to
the objective of price stability, the ESCB shall support the general economic policies in the Union
with a view to contributing to the achievement of the objectives of the Union as laid down in
Article 3 of the Treaty on European Union". The wording of this provision reflects the competence
structure in EMU: while monetary policy is centralized at Union level and is the exclusive
competence of the ECB, economic policies remain decentralized at the level of the member
states.! The scope of the secondary objective has been a focal point of discussion in the last years
with regard to the question of whether and to what extent the ECB may also contribute to other
policy objectives beyond price stability; for example, sustainability and the fight against climate
change (see below 3.3).

Financial stability is a contributory task of the ECB pursuantto Art. 127 (5) TFEU. In line with the
so-called Tinbergen rule and the tradition of the Bundesbank, the Treaty founders decided that
the ECB should focuson one primary objective- price stability — in the conduct of monetary policy.
Though after the globalfinancial crisis otherjurisdictions changed their central banking legislation
(forexample the U.K.) to give financial stability equal ranking to price stability, the Treaty was not
changed. This means that though de factofinancial stability is key fora sound monetary policy, de
Jurethe ECBis not mandated to addressrisksto financial stability.

The independence of the ECB (Art. 130 TFEU) vis-a vis EU and national institutions is an integral
part of its mandate. The ECB was granted independence from political controlin order to be able
to control inflation. Yet, in a democratic system, independence is only one side of the coin;
accountability is of essence.

PE 755.719 11
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In March 2020, the COVID-19 pandemic caused a global economic standstill and once more fuelled
deflation concerns. To addressthis,the ECB resumed its asset purchase programmesand launchedthe
new Pandemic Emergency Purchase Programme (PEPP), while governments provided significant
subsidies and loans to support the private sector’s collapsing revenues and economic activity.
Monetary and fiscal policy measures successfully averted the risk of deflation after several months of
falling prices. However, from mid-2021, the pendulum then swung in the other direction and HICP
headline inflation in the euro area began to rise well above the inflation target. This increase can be
attributed, in part, to global supply constraints and an escalation of energy pricestriggered by Russian
invasion of Ukraine.In October 2022, overall inflation reached a record high 10.6 %, a level five times
higher than the ECB’s inflation target. Since then, inflation has continuously declined and stood in the
euroareaat 2.8% as of January 2023 according to the Eurostat January 2024 flash inflation estimate.

Figure 1: Headline Inflation, measured by HICP (in %)
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Source: Macrobond and own calculations.

Notes: The minimum-maximum range indicates the lowest and highest value of headline Inflation in the cross-section of euro
area Member States. The latest data is for December 2023.

Allin all, it has been a bumpy ride with many challenges for the ECB. Nevertheless, we conclude that if

the ECB succeeds in bringing the current inflation rate back closer to its target again the next months

ahead, it will have fulfilled its primary mandate of maintaining price stability.

In a monetary union, however, it is also advisable to look not only at average inflation, but also at
inflation dispersion across allMember States. Inflation divergences within a single currency framework,
especially with a one-size-fits-all monetary policy, can pose challenges. Differences in inflation rates
have the potential to amplify heterogeneity in the business cycles among Member States, making it
more probable that the common monetary policy may not be suitable for individual countries.
Furthermore, if inflation differentials persist over an extended period, they can contribute to the
accumulation of real exchange rate misalignments by fostering disparities in price levels. This, in turn,
can have adverse effects on international competitiveness and lead to more asynchronous business
cycles between Member States, thusimpeding the conductof monetary policy.

The shaded area depictedin Figure 1 represents the range betweenthe smallest and highestvalues of
headline inflation across euro area member states. Figure 2 illustrates the (unweighted) standard
deviation of headline and core inflation ratesobserved across euroarea countries. Particularly in times
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of crisis, we see that the dispersion of inflation rates increases. Conversely, in the post-crisis period
between 2011 and the end of 2021, inflation was relatively homogeneous across euro area Member
States, which facilitated the ECB’s single monetary policy. However, since the beginning of the surge in
inflation at the end 0f 2021, we also observea marked increase in inflation dispersion that has exceeded
the peak experienced in the run-up to the Great Recession. The evolution of the energy componentis
asignificant factor, asdemonstrated by the difference in standard deviation between overall (blue) and
core (orange) inflation.” Energy price inflation varies significantly across countries due to differencesin
in the structural features of energy markets and the national energy mix, as well as household utility
contracts and regulation. Different government intervention measures in the Member States to
mitigate priceincreases atthe consumer level also playarole, so that the divergencein inflation trends
is also an expression of a lack of political coordination. With the recent decrease in energy prices,
inflation dispersion has alsoresumed, but it is stillat a high level.

Figure 2: Standard Deviation of Headline and Core Inflation (in %)
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Source: Macrobond and own calculations.

Notes: The standard deviation gives the average percentage point deviation around the average inflation rate of the euro
area member countries. The more dispersed the inflation rates are, the higher is the standard deviation.

2.2 Second most important currency in the world

The euro has the necessary preliminary settings to be an international currency. There are no
restrictions onits purchase, sale, or holdings. Global exporters can invoice sales in euros, while private
and publicinstitutions canissuein euros. Additionally, the euro provides value stability comparable to
that ofthe US dollarin terms of inflation and exchange rates (Dabrowski, 2020).

However, although the euro currently holds an international status, it is certainly not the most
dominant currency in theinternational monetary system. The euro remainsthesecond most important
currency after the US dollar, according to various indicators of international currency use, such as
holdings of foreign exchange reserves, international debt and loans, global payment currency (SWIFT),
or foreign exchange turnover (ECB, 2023). About 60 countrieshavechosento usethe euroas their own
currency or to peg their currencyto the euro.However, the euro tendsto be more a regional currency,
i.e. it is used to a significant extent for (cross-border) transactions concentrated in the European

! Further, core inflation is still almost twice as high as before the latest inflation episode, suggesting that price developments have been
heterogeneous across EMU Member States in areas other than energy.
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neighborhood, while the use of the US dollar for cross-border transactions and banking activities is
global.

The European Commission has repeatedly emphasised the importance of a strong international role
forthe euroinjoint communications with the European Parliament, the Council, the Commission, and
the ECB (EU Commission, 2019 and 2021). An important reason for this is the increasing reliance on
economicinstrumentsto achievepolitical goals. The use of currency-relatedlegislationallows a nation
to extend its extraterritorial reach forunilateral sanctions. This trend is exemplified by various measures
in US foreign policy, such as the “America first” approach, as wellas US sanctions againstlran and the
Nord Stream 2 project. Thus, a strong international role for the euro plays a crucial role in increasing
the autonomy of European businesses and governments. In turn, this strengthens economic
sovereignty by reducing the European Union’s (EU) financial risks, increasing resilience to US sanctions
andrefining the EU’s sanctions framework.

14 PE755.719
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3. CHALLENGES FOR MONETARY POLICY INTHE FUTURE

This section outlines some main factors and challenges that may affect price and financial stability in
the coming years orhaveimportant implicationsfor theimplementation of monetary policy. These will
be importantin light of the upcoming monetary policy strategy review plannedfor 2025.

3.1. Inequality

Monetary policy affects the distribution of economic outcomes, but more crucially it affects (wealth
and income) inequality in society, which in turn also has repercussions on monetary policy and its
transmission.

Households are different across many dimensions - their income, their assets and liabilities, and their
socioeconomic characteristics. All of these differences can be summarised under the definition of
household heterogeneity or household inequality. Monetary policy always has distributional effects.
Interest rate changesaffect macroeconomic variables and may contribute to the increaseor reduction
in income or wealth inequality. Unconventional monetary policy measures also show substantial (re-
)distributional effects, benefitting some Member States, market participants, orgroups of society at the
expense of others. Thus, understanding how income and wealth inequality affect the strength of
monetary policy is crucial. If monetary policy displays such income and wealth effects, it is inevitably
charged with a political dimension, which must be in line with the ECB’s mandate and institutional set
up. Recent years have seen a significant increase in the public interest in the topic of income and
wealth inequality (e.g. seminal work such as Atkinson, Piketty, and Saez, 2009).

Standard macroeconomic Representative Agent New Keynesian (RANK) models have long abstracted
from the differences between households by using a representative agent setup (Gali 2005). In this
framework, the representative agent optimises his/her decisions about work, leisure, consumption,
savings,and others. Aggregate consumption dynamics are then just the aggregated outcomes of this
single representative agent scaled up for the whole economy. In this set-up, the rational, optimising
individual reacts to interest rate changes by adjusting their consumption and saving more or less
respectively for a later period. Thus, the overall effect of monetary policy is mainly driven by an
intertemporal substitution of spending from today to tomorrow. Keynesian aggregate output effects,
as in the classical IS-LM-AS-AD, have a relatively weak contribution to aggregate dynamics of the
economy.?

The recent findings and developments from the Heterogeneous Agents New Keynesian (HANK)
macroeconomic literature however disprove the thesis that such models replicating the average or
median (“representative agent”) value of key macroeconomic variables are enough for a proper
macroeconomic analysis. These models introduce different dimensions of household heterogenetity,
but most importantly they impose idiosyncratic risks in the economy, which agents cannot insure
against because markets are incomplete. The inability of agents to insure against individual or
macroeconomic shocks then leads to inequality in outcomes - income and wealth. This then drives
consumption behaviour to diverge from the standard framework and delivers differences in
macroeconomic dynamics aftermacroeconomic shocks orpolicy changes.?

2The IS-LM-AS-AD is the classical model of aggregate supply and aggregate demand where economic output and prices are determined by
the interactions on goods, financial and labour markets. The standard New Keynesian models address these relations through modelling
one single, representative agent - individual or household. Extensions of the standard model introduced a simplifying assumption of two
types of households — Keynesian and optimising, rational households (Gali, Lépez-Salido and Vales, 2007). While this changed the relative
contribution of the aggregate income and intertemporal substitution channels to macroeconomic dynamics, it did not change the logic
behind it fundamentally.

3 Seminal papers milestones in the development of this literature include work by Bewley (1983), Imrohoroglu (1989), Huggett (1993), and
Aiyagari (1994).
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The combination of growing computational capabilities alongside detailed microeconomic evidence
on household balance sheets, consumption behaviour, and income enable these heterogeneous
agents models to describe the dynamics for the whole distribution of individual agents following
shocks and policy changes. In the euro area, the ECB Household Finance and Consumption Survey is
the data source providingsuch detailed information.

HANK models extend the mainstream New Keynesian model by focusing on the relationship between
interest rate changes and consumption responses. The monetary policy transmission mechanism is
affected in HANK by amending consumption behaviour so that the model replicates heterogeneous
MPCs of households, earnings inequality between different household types, and percentiles and
heterogenous household balance sheets.* The seminal work of Kaplan, Molland Violante (2018) shows
how the transmission of monetary policy changes when households are different - the effects of
monetary policy on consumption are then dominantly driven by the indirect effects of interest rate
changes on income, taxes, and labour supply, instead of intertemporal substitution as in the classical
RANK model. Further, Auclert (2019) shows that after a monetary policy change there are implicit
channels of redistribution between households along their different income, nominal assets, and
interest rate exposures. Thus, heterogeneity changes both the strength of the transmission of
monetary policy and the relative role of its different channels. Changes in aggregate income and
redistribution become relatively more important and drive the broader consumption and output
changes in the economy after an interest rate change. This new understanding has implications for
how monetary policy is designed and for decision-making in the Euro area - it opens new avenues, as
well as challenges for the setting of interest rates, as they have a well-analysed distributional
implication, but the distributionofincome and wealth also plays a vital role for monetary policy itself.

Thus, turning to the legal aspect of this relationship, inequality and monetary transmission
demonstratesa reciprocalinteraction.With regard to theimpact ofinequality on the monetary policy
transmission, Art. 127 TFEU mandatesthe ECB to take into accountall aspects that are relevant for the
conduct of a price stability oriented monetary policy including equality considerations. As the
economic analysis demonstrates, inequality affects the monetary policy transmission. Therefore, the
ECB must understand to what extent the increasing heterogeneous wealth distributions impact its
monetary policy measures. Equality considerations feed directly into the primary task of the ECB with
regard to price stability (Art. 127 (1) 1 TFEU). Financial stability is also affected by wealth distribution,
as financial crises may exacerbate economic inequality among financial market participants,
households, andbusinesses.®

In its 2021 Monetary Policy Strategy Review, the ECB decided to take steps toward accounting for
inequalities by adapting the Harmonised Index of Consumer Prices (HICP) with the inclusion of owner-
occupied housing costs in a process of four stages to be completed by 2026. This adaptation of the
HICP gives a more realistic picture of consumption expenditures by households and, hence, also
provides a better basis to understand the transmission of monetary policy.¢

The principle of proportionality enshrined in Art. 5 (4) TEU requires the ECB to considerthe side effects
of its measures within its proportionality assessment. Art. 127 (1) 2 TFEU makes reference to the
objectives of the Union - including equality objectives — thus requiring the ECB to take equality
considerationsinto account. Although the ECB enjoys broad discretion when conductingits monetary

“Kaplan, Moll and Violante (2018) show that the differences in household MPCs are central for replicating realistic consumption responses to
macroeconomic shocks.

> See Monnin (2018) with further references; Cihak and Sahay (2020), p. 18 ff.
¢ See also Schnabel (2021a).
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policy’, it must explain and justify its measures, especially with regard to its side-effects if they show
substantive distributional effects.

Asthe ECJemphasised with regard tothe ECB’sdutyto state reasonsin accordance with Art. 296 TFEU:

‘It should be recalled that, in situations such as that at issue in the present case, in which an EU
institution enjoys broad discretion, a review of compliance with certain procedural safequards —

including the obligation for the ESCB to examine carefully and impartially all the relevant elements of
the situation in question and to give an adequate statement of the reasons for its decisions —- is of
fundamentalimportance”®

This duty to state reasons entails the obligation to thoroughly assess the potential positive and
negative effects of its monetary policy measures bothwith regardto its effectiveness to safequard price
stability and with regard to other side-effects. The ECB must analyse, describe, and explain which
distributional effects the envisaged monetary policy measure will entailaccording to its prognosis and
why expected positive effects for price stability outweigh distributional effects.’ This duty is important
also from an accountability perspective.

3.2. Climate change

Climate change can have serious macroeconomicimplications that areimportant for monetary policy
makers and the euro area asa whole. The EU has set itself ambitious goals in the area of climate change
and the reduction of greenhousegas emissionsto become the first-climate neutral continent by 2050.
This goal is embedded as part of the European Green Deal, which constitutes the EU “new growth
strategy”. It is further expanded by the Fit for 55 Package', launched in mid-2021 with an upwards
revision of targets for emissions reduction. The macroeconomic contribution of the European Green
Deal will be to reduce therisks of climate change and future climate disasters, which would otherwise
representanimmense burdenonthe globaland EU economy.

Theimportance of climate change for macroeconomic outcomesand for monetary policy comes, first
and foremost, from the tail risks that climate change can create for the global and the EU economy.
Most importantly, the physical impact of extreme weather can have detrimental effects on economic
output and growth. Such effects can be a result of destruction of capital and infrastructure,
displacement or migration due to weather risks, and/or productivity losses spurring from all these
developments (Bank of England 2022). In addition, shocks to economicactivity and outputcan havea
negative inflation effect, albeit temporaryand short-lived. Furthermore, and importantly, along-term
increase in globaltemperature willreduce labour productivity, harm human capital accumulation and
human health,andmayincrease political instability, most probably in a non-linear way (Dell et. al 2012,
Felbermayrand Groschl 2014).

Inthe EU, policies have been introduced toaddress andreduce climate-related risks. These policies also
haverealeconomicand, ultimately, inflationaryimplications, which is why they need to be taken into
account by the ECB when considering the consequences of climate change for price stability. For
instance, carbon pricing is one of the main tools for the reduction of greenhouse gas (GHG) emissions
in the euro area and worldwide. Carbon pricing imposesadditional coststo production by factoringin
the economicand social costsimposed on theeconomy from carbon emissions. These additional costs

7 ECJ, Judgement of the Court of 11 December 2018, Case C-493/17, Weiss, ECLIEU:C:2018:1000, para. 73: “since the ESCB is required, when it
prepares and implements an open market operations programme of the kind provided for in Decision 2015/774, to make choices of a
technical nature and to undertake complex forecasts and assessments, it must be allowed, in that context, a broad discretion (judgment of
16 June 2015, Gauweiler and Others, C62/14, EU:C:2015:400, paragraph 68 and the case-law cited).”

2d) Judgement of the Court of 11 December 2018, Case C-493/17, Weiss, ECLI:EU:C:2018:1000, para. 30.
9 See also Dietz (2023), p.1377 ff.
1% See Fit for 55.

PE 755.719 17


https://www.consilium.europa.eu/en/policies/green-deal/fit-for-55-the-eu-plan-for-a-green-transition/

#EURO

IPOL | Economic Governance and EMU Scrutiny Unit (EGOV) at25

should provide incentives to firms to pursue investment and technologies that decrease carbon
emissions. Carbon pricing in the EU is implemented dominantly through the EU emissions trading
system (ETS), as well as through different environmental and carbon taxes. The macroeconomic
consequences of these higher carbon prices hinge on various factors. In general, however, they are
expected to influence economicactivity and inflationthrough elevated energy costs. The effectiveness
will then depend on the credible implementation and how these policies are communicated,
influencing investment and consumption decisions. An efficient transition will have the effect of
transforming the economy by incentivising firmsto replace carbonintensive productionwith greener,
carbon-free production. This transition to more sustainability also bears distributional effects,
especially with regard to consumption as higher prices will play a more significant role for low-income
households than for high-income households. The macroeconomic effects of these higher prices wil
reduce aggregate demand in the economy due to lower household income and corporate profits
(Brand, Coenen, Hutchinson, and Saint Guilhem 2023).

It will be for fiscal policy to address these complexinteractions in termsofaggregate demand and the
distributional effects on lower-income households in response to carbon pricing. Select policy
initiatives require thatfiscal revenue gathered through higher carbon pricing be redistributed to the
most affected households. So far, most such programmes have been keptat the national level with the
exception of the Just Transition Fund, which is part of the current EU Multi-Annual Financial Framework
(MFF) 2021-2027 but s relatively limited in scope. Besides carbon pricing to reduce emissions, the EU
Green Deal will also largely be implemented through significant publicinvestments todecarbonise EU
economies.

The ECB embedded some of the challenges of climate change and the envisaged transition to a CO2-
neutraleconomywithin its new monetary policy strategy made publicin July 2021 by announcing its
Climate Change Action Plan.™ "In this plan, the ECB declared its goal to better incorporate climate
change considerations into its monetary policy operations: (1) by restructuring its Corporate Sector
Purchase Programme (CSPP) to gradually decarbonise the corporate bond holdings (the so-called
‘tilting’ exercise); (2) by amending the collateral framework to include climate-related disclosure
requirements for collateral; and (3) by strengthening its risk assessment tools and capabilities and
management relating to climaterisks.' Additionally, rating agencies will have to incorporate climate
risks into their ratings.™

In its Press Release on the ECB’s actions to fight climate change, the ECB stressed that the proposed
“measures are designed in full accordance with the Eurosystem’s primary objective of maintaining
price stability. They aim to better take into account climate-related financial risk in the Eurosystem
balance sheet and, with reference to our secondary objective, support the green transition of the
economy in line with the EU’s climate neutrality objectives. Moreover, ourmeasures provide incentives
to companies and financial institutions to be more transparent about their carbon emissions and to
reduce them'®.

"ECB(2021).

2 Furtherinformation on the new monetary policy strategy is found in ECB (2021a). A historical overview of the development of the ECB's
approach to its primary mandate in relation to climate concerns can be found at Smits (2022). See also Dietz (2022), p. 398 f. Lastra and
Skinner (2023) provide a comparative analysis of the approaches taken by the ECB, Bank of England, and Federal Reserve System with regard
to climate change.

3 At the end of January 2024, the ECB also published its new Climate and Nature Plan 2024-2025, but since it was after the cut-off of this
report, we donotexplore it here in detail.

“ECB(2022).

5 Lastra and Dietz (2024).

'ECB (2022).
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The decisive question arises: is the Eurosystemreally stickingto its mandate or is it - though with best
ofintentions - overstretchingits competencies with its new green monetary policy?

Without a doubt, as analysed above, climate-related risks influence the price level and the monetary
transmission channels'; therefore these are a necessary part of the conduct of monetary
policy."” "Greening” monetary policy, by integrating climate-related risks in the conceptualization of
the monetary policy strategy, the risk assessment, and the collateral framework, is an integral part of
the ECB’s mandate to safeguard price stability according to Article 127 (1) 1 TFEU and to support
financial stability according to Article 127 (5) TFEU. The ECB must be “climate-conscious”.™

Thus, measures that support sustainability objectives arein conformity with theECB’s mandate aslong
as they do not discriminate against market participants or financial instruments that are considered
less sustainable.’ Enhancing disclosure with regard tothe carbonfootprint of financial assets is a useful
measure to support environmental-friendly financial instruments and incentivize market participants
to be more conscious about their carbon footprint. Such measures fall within the ECB’s mandate in
accordance with Article 127 (1) 1, 2 and (5) TFEU when defining and implementing monetary policy
(seealso Article 3.1 of the ESCB Statute).?

With regard to the CSPPin particular, whether the ECB maysupport the green transition more directly
by buying more green bonds within its corporate bond purchases is a much-debated topic.?’ Such
measures directly discriminate against “brown” counterparties, bonds, or assets by treating “green”
bondissuers and corporations more favourably. Before the ECB introduced these ‘tilting measures’, it
adhered to the so-called principle of market neutrality when implementing its bond purchases and
purchased bonds proportionally to market capitalization. Some scholars and central bankers support
departing from this principle of market neutrality in favour of purchases according to the principle of
market efficiency, i.e. buying more “green” bonds (bonds from climate-friendly, non-polluting
industries).? In our view, this is a slippery slope: discriminatory measures can overstretch the ECB's
mandate and should be the competence of democratically elected bodies and not of technocratic
independent institutionstasked with price stability.

In conclusion, climate change and the policies related to the reduction of greenhouse gas emissions
andthegreen transition may have a significant impact on the macroeconomy of the monetary union,
depending on numerous, partly uncertain, factors. These effects will be stronger on aggregate
demand, investment, and economic activity and, thus, may push prices higher, consequently
increasing inflation. This will have direct implications for monetary policy decision-making. As long as
the ECB’s primary mandate is price stability, monetary policy will need to react to climate changeand
the green transition only to the extent that these developments push inflation above the inflation
targetinthe medium-termand, therefore, require a monetary policy response.

3.3. Digitalisation

Digitalisation presents challenges and opportunities for the ECB. Digitalisation has been reshaping
payments for some time; it is now also reshaping money and central banking. Central Bank Digital

17 See also Zilioli and loannidis (2021), p. 1065 f. concerning the incorporation of climate-related risks into the collateral framework.
'8 Dietz (2022), p. 416.
19 See generally Dietz (2022), p. 417 ff.

2 Zilioli and loannidis (2021), p. 1063 and p. 1065; de Boer and van't Klooster (2021), p. 9 f. See also van't Klooster and de Boer (2022) and Dietz
(2022), p. 417 ff.

21 Zilioli and loannidis. (2021), p. 1065.
22 See, for example, Honohan (2019), pp. 17 f.; de Grauwe (2019); Schnabel (2021).
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Currencies (CBDCs) are a manifestation of public digital money, while stablecoins and otherunbacked
crypto-currenciesare formsof private digital money.?

OnJune 28,2023, the Commissionunveiled a comprehensive legislative package, including a proposed
regulation on the establishment of the digital euro and a proposed regulation on the legal tender of
euro banknotes andcoins.* This‘single currency package’ setsouta framework forthe introduction of
a digital euro as a complement to physical cash. If/when the proposal is adopted by the European
Parliament and the Council (probably in a revised form), it will ultimately be for the ECB to decide if the
digitaleuro should beintroduced at all, when to issue the digital euro, and for what amount it should
be issued. This developmenthas been hailed as a significant step in the potentialadoption of CBDCin
a major monetary area,which is also likely to have ripple effects in other major jurisdictions, including
the UK? andthe US?, and should be of greatimportance in maintainingthe ECB’s independence. The
introduction of a digital euro is motivated by concerns aboutthe currentfinancial system following the
2008 financial crisis and the emergence of private cryptocurrencies like Bitcoin. Furthermore, other
countries are considering implementing their own digital currencies, which could enhance their
position asissuersofan international trading currency. The ECB is concernedabout potential currency
competition and the possibility of the eurolosing ground in the international currency structure if it
fails to introduce a digital currency (Greitens, 2023). Additionally, the ECB aims to defend its state
currency monopoly by introducing a digital currency to maintain the effectiveness of its monetary
policy, especially in light of the decreasing importance of cash.

The digital euro has the potential to offer several benéfits, including the ability to implement negative
interest rates, generate seigniorage profits for the ECB, and reduce transaction costs. Additionally,
transitioning to a digital euro could have a disciplining effect on commercial banks and potentially
increase the equity ratio (Chapmanetal., 2023). The European Central Bank (ECB) argues that a digital
euro serves as a “/monetary anchor function”. It provides Europeans with a secure means of payment
without counterparty risk, even in the digital age. Additionally, it reduces dependence on non-
European payment infrastructures, thereby helping to secure the monetary sovereignty of the euro
area (ECB, 2023a).

Art. 133 TFEU provided the legal basis for the proposed digital euro regulation.Art. 133 TFEU reads as
follows: “[w]ithout prejudice to the powers of theEuropean Central Bank, the European Parliament and
the Council, acting in accordance with the ordinarylegislative procedure, shall lay down the measures
necessary for the use of the euro as a single currency. Such measures shall be adopted after
consultation of the European Central Bank”.

Note issue is considered to be part of the exclusive competence of the Union for the Member States
whose currency is the euro pursuant to Article 3(1) TFEU. The responsibility forauthorising the issuance

% The name stablecoin is a bit of a misnomer. Stablecoins are cryptocurrencies that peg their market value to some external reference for the
purpose of maintaining stability over time. Despite the common name, however stablecoins have different operational structures and
reserve compositions. On 31 May 32023, the EU adopted the Markets in Crypto-Assets (MiCA) Regulation, which governs stablecoins (and
other crypto assets) in the EU.

*See  European  Commission (2023) and the European Central Bank's website on the Digital Euro
(https://www.ecb.europa.eu/paym/digital euro/html/index.en.html) for an analysis of the digital euro proposal.

% |n the UK the Bank of England’s and HM Treasury’s Consultation Paper on the digital pound (Bank of England and HM Treasury (2023) and
the accompanying Bank’sKTechnology Working Paper (Bank of England (2023)), a framework for the adoption of a digital pound was set
up. The Financial Markets and Services Act 2023, which received Royal Assent on June 29, 2023, classifies crypto as a regulated financial
activity and stablecoins as a means of paymentunder existing laws. The Act also introduces new secondary objectives for the Financial
Conduct Authority and the Prudential Regulation Authority - to facilitate the growth and international competitiveness of the UK economy.
The Actis central to the Government’s vision to grow the economy and create an open, sustainable, and technologically advanced financl
services sector. The House of Lords published a rather sceptical report in 2022: House of Lords Economic Affairs Committee (2022).

% |n the USA, two draft bills published in 2023 - namely the Democratic Compromise draft “To provide requirements for payment stablecoin
issuers, research on a digital dollar, and for other purposes” (Ranking Member Waters) and the Republicans’ bill “To provide for the
regulation of payment stablecoins, and for other purposes” (Chairman McHenry) - are an early indication of legislative intent.
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of the digital euro by the ECB or the NCBs lies with the ECB. This is importantin light of Art. 128 TFEU
which reads as follows:

“I. The European Central Bank shallhave the exclusive right to authorise the issue
of euro banknotes within the Union. The European Central Bank and the national
centralbanks mayissue such notes. The banknotesissued by the European Central
Bank and the national central banks shall be the only such notes to have the status
oflegal tender within the Union.

2. Member States may issue euro coins subject to approval by the European Central
Bank ofthe volume of the issue. The Council, on a proposal from the Commission
and after consulting the European Parliamentand the European Central Bank, may
adopt measures to harmonise the denominationsand technical specifications of all
coins intended for circulation to the extent necessary to permit their smooth
circulation within the Union.”

Accordingly, in November 2023, the ECB officially launched the preparatory phase for the introduction
of a digitaleuro?.In terms of design, the digital euro,as outlinedin the proposals, will take the form of
a retail CBDC (not wholesale) and will not bear interest. By going for a retail CBDC, the EU takes a
different path than other jurisdictions. The Swiss National Bank, for example, is interested in a
wholesale CBDC that could be used to facilitate interbank settlements?,. The digital euro shall be a
direct liability of the ECB or the NCBs.

However, the advent of CBDCs also raises concernsregarding the conduct of monetary policy and the
future of the banking system.One such concern are financial stability considerations in line with Art.
127 (5) TFEU, since it is feared that an unrestricted use of digital euro could have adverse effects on
credit provision to the economy by credit institutions. Some banks have expressed this fear of
disintermediation, worrying that tooattractive a digital eurocould lead savers to withdraw their money
from bank deposits and store it in saferdigital euroaccounts backed by thecentral bank. If such a move
were to happen too quickly, it could pose a risk to financial stability in the euro area. Therefore, the
digital euro should primarily be used as a means of payment rather than a store of value. To prevent
the withdrawal of deposits, there is a discussion of volume-and price-based measures. Volume-based
measures would restrict the use of the digital euro with limits, while price-based measures would create
incentives throughinterest or fees to discourage excessive holdings of digital currency.

Currently, there are discussions about quantity-based holding limits for private individuals and
companies. In most cases, the amount of 3,000 euros per person is mentioned (ECB, 2023a). The
legislative proposal of the EU Commission also supports this direction, although it allows for some
flexibility (Art. 16 of the proposed Regulation, EU Commission, 2023). Greitens (2023) highlights thata
legal provision preventing the central bank from competing with commercial banks on interest rates
with the digital euro and ensuring that the digital currency remains interest-free would also mitigate
therisk of disintermediation.

However, quantity-relatedlimits have a majorimpact on the attractivenessfor usersand the design of
payment methods. These requirements make a digital euro very complexto use and restrict technical
innovations (Greitens, 2023; Schafer 2023). Schafer (2023) emphasises that the digital euro would not
therefore be a fully-fledged transaction medium because payments would only be possible with
automaticrecourseto bankmoney.

7 https://www.ecb.europa.eu/paym/digital_euro/timeline/html/index.en.html.

ZPproject Helvetia Phase II: settling tokenised assets in wholesale CBDC (bis.orq).
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Bofinger (2023) criticises the fact that it remains unclear which problems are to be solved and which
specific goals are to be achieved with the introduction of a digital euro. From a regulatory perspective,
the entire concept suffers from the fact that the ECB has not yet been able to diagnose a clear market
failure that would justify suchfar-reaching state intervention. Bofinger (2023) and Schéfer (2023) argue
that, by focusingon the introduction of a digital euro, the ECB may be missing the opportunity to create
a European payment system formorestrategicautonomy andthat alternative approaches, such asthe
European Payments Initiative, could potentially be more effective.

Its implications for financial stability, privacy, and several aspects of public and private law deserve
further study. As withanyfurtherextension in central bank powers, adigital euro must be accompanied
by commensurate measures of accountability. In addition, the costs and risks must be carefully
weighed against the benefits of such a large-scale project.

3.4. Fiscal-monetaryinteraction

Monetary and fiscal policy are closely linked in a monetary union, like the EMU. In this union, a single
central bank conducts monetary policy, while national governments are responsible for fiscal policy.
This division of responsibilities can lead to tensions over risk and cost sharing, which could ultimately
undermine the political and public will fora common Europe.

For example, fiscal policy can significantly impact a central bank's ability to achieve price stability.
Conforming with the “Fiscal theory of the price level’ (Leeper, 1991; Woodford 1994), a central banks
ability to stabilize prices hinges predominantly on the fiscal authority’s credibility in stabilizing a large
fiscal imbalance. If the fiscal authority is not seen as entirely responsible for addressing current fiscal
imbalances, the private sector anticipates an inflation increase to secure the sustainability of the
national debt. Consequently, while monetary policy could still influence the cyclical component of
inflation, it would no longer be able to control the trend component of inflation due to the higher fiscal
burden (see e.g. Sargent and Wallace 1981; Leeper 1991; Sims 1994; Woodford 1994, Bianchi and
Melosi, 2022). Therefore, current high levels of national debt in most euro area countries will pose a
major challenge for the ECB in the coming years.

Thus, the effect of fiscal policy on persistent inflation can either assist or impede a central bank in
fulfilling its mandate of maintaining price stability. For instance, by categorizinggovernmenttransfers
into funded and unfunded transfers, Bianchi, Faccini, and Melosi (2023) demonstrate that unfunded
spending significantly contributesto inflation dynamics in the United States. During the post-Millennial
period, it countered a deflationarybias resulting from non-policy factors, such as persistent cost-push
shocks and favourable technology shocks. Therefore, fiscal policy has supported the US Fed. During
the COVID-19 pandemic recession, unfunded fiscal shocks played a significant role in boosting real
activity and preventing a deflationary episode. However, in the end, US inflation was well above its two
% inflation target. In this case, therefore, fiscal policy hindered the work of the US Federal Reserve in
achieving its goal of price stability. Giventhat the combination of high public debt and dwindling fiscal
credibility could lead to persistently high inflation, setting clear limits for fiscal policy is of paramount
importance.

Monetary policy can also have a significant impact on fiscal matters, as e.g. through asset purchase
programmes (APPs). Treaty provisions, specifically Article 123 and Article 125 TFEU, establish clear
limits on the extent to which the ECB can support individual Member States facing difficult fiscal
situations. However, large fiscal imbalances can lead to severe disruptions in government bond
markets, which may hamper the transmission of monetary policy measures. Yet the Treaty does not
explicitly give the ECB the power to address disruptions in sovereign debt markets. *° Therefore, the

¥ See Bernoth etal. (2023), p. 19f.
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ECB must always balance the risk of overstretching its mandate under Article 127 TFEU and the need
to facilitate the effective transmission of monetary policy when activating APPs.

Given the strong interdependencies between monetaryand fiscal policy, we conclude that the ECB, as
an independent institution, should avoid measuresthat would inevitably lead to situations described
as “fiscal dominance” and/or “financial dominance” i.e. a situation where the ECB is no longer driven
primarily by momentary policy considerations, but by the fiscal and financial needs of Member states
and market participants. To prevent such a situation in the first place, the ECB must refrain from
measures thatintertwine the ECB’s balance sheet with the financial situation of Member States and
market participants.®

Moreover, itisimportantto stressthat economicand fiscal measures must be taken by the competent
and democratically accountable institutions and policy makers. The existing forms of coordination
between the ECB and economicand fiscal policy makers areimportantto ensure an adequate level of
information and better understanding between both policy fields. However, we also need a legally
binding and effective set of rules that sets limits and clearly defines responsibilities and under which
the Member States nevertheless retain sufficientroom tomanoeuvre. Thus, thereform of the European
fiscal framework under discussion is of paramount importance and should address the challenge of
howto reduce the high levels of public debt in the euro area without cutting the spending needed to
cover the rising costs associated with the digital transformation, climate change, and the ageing
population.®' As stated in Bernoth et al (2023), the proposed reformaddresses many shortcomings of
the current fiscal framework. However, it still lacks transparency and leave too much room for
discretion, which may open the door to clientelismas well as endless discussions. Yet, there s still time
to remedy these deficiencies in order to place EMU on a more stable positionin the long term.

3.5. Strengthening theinternational role of the euro

So far, the euro area has enjoyed some of the exorbitant macroeconomic privileges that come with
providing an international currency, without facing much of the obligations that the US Federal
Reserve has tofulfilin providing the world'sdominant currency.* This is quite a favorable position, and
any consideration of how to challengethe supremacy of the US dollar and make the euro the dominant
currency should first answer the question of whether it is even advisable from an economic and
political perspective — let alone whether this project could be realized at all. Given therelative inertia
and network externalities of international currencies, European efforts to challenge the dominant
position of the US dollar are likely to have a disproportionately smallimpact. What is importantin any
case, however, is to maintain the euro'shigh degree of internationalization and protect it from further
dependence onthe US dollar.

In recent history, shocksand criseson the international economic scene haverarely or slowly triggered
changes in the international use of currencies. Nevertheless, it is important to keep in mind that
geopolitical tensions may lead to significant shifts in the international use of currencies. There is, for
instance, arisk thatcountries not fully aligned with the sanctions that Western countries have imposed

% Bernoth etal (2023).
3 See also Bernoth etal. (2023).

32 The benefits of having a global or international currency include reduced capital costs, stable access to finance for businesses and
governments, as well as decreased costs and risks associated with international trade. Additionally, adopting an international currency can
generate income from seigniorage and from the spread between the returns on foreign assets and the cost of foreign liabilities. Holding
the dominant currency carries risks and duties, such as currency appreciation during times of global stress, which can reduce export
competitiveness. Additionally, global demand for the dominant currency can create incentives for overconsumption and currentaccount
deficits, posing risks for domestic and global imbalances. As noted by Lastra (2015, p. 342), TFEU introduced a new Article 138 with regard
to the international role of the euro. This provision empowers the Council to adopt European decisions ‘in order to secure the euro’s place
in the international monetary system’ (paragraph 1) and to adopt ‘appropriate measures to ensure unified representation within the
international financial institutions and conferences’. In both cases (European decisions and ‘appropriate measures’), the Commission has
the right of initiative and the European Central Bank must be consulted.
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on Russia, i.e. the freezing of the central bank'sforeign exchange reservesand the exclusion of Russian
banks from the SWIFT international financial messaging system for cross-border payments, reduce
their exposure to the currencies of the sanctioning countries, including the euro, in the future (ECB,
2023).

Studies show that the choice of reserve currency(ies) is significantly determined by strategic,
diplomatic, and military power (Eichengreen et al., 2019). If a country has such power, foreign
governments will consider it in their geopoliticalinterest to conduct their cross-bordertransactionsin
its currency. The more dependent a country's security is on the US armed forces, the more dollar
reserves theywillhold. This meansthatthe EU's self-confidence and assertiveness on the international
stagein the Ukraineconflict could also help to further strengthenthe euro in the international currency
structure. A prerequisite would be for the EU to positionitself moreindependently of the USA in terms
of its defense and security aspects.

Moreover, the attractiveness of a currency is, to a large extent, a matter of private sector preference.
Consequently,increasedtrade and financial links with the euro area contribute to the global adoption
of the euro. A highly competitive market right now s that for green and sustainable technologies. It is
important that national governments and the European Commission provide the necessary
infrastructure and financial framework to become internationally competitive in this relatively young
sector with high globaldemand. It is strategically advisable to keep production facilities in the EU and
avoid a migration to the USA or China in order to force a nomination in euros (Bernoth and Meyer,
2023).

The attractiveness of the euro as an international reserve currency is often said to increase with the
availability of safe euro-denominated assets. The ECB’s monetary tightening process willincrease the
overallamount of safe euro assets available for investment purposes on financial markets. However, it
is even more importantthatthe current discussed reforms of the EU economic governance framework
be designed to achieve sustainable debt levels across all Member States, which will ultimately also
increase theamount of euro denominatedsafe assets.

Finally, the euro area should aim to decrease its reliance on the US financial infrastructure, including
payment card systems and the Clearing House Interbank Payment System (CHIPS) payment
coordination. This dependence is currently so significant that exclusion from this infrastructure is
tantamount to exclusion from global trade. Therefore, it is important to further consider and develop
European alternatives.*

3.6. BankingUnion

The Banking Union is the most significant change in the history of European integration since the
advent of the euro®. A “game changer” for the EU’s financial landscape is represented by the
centralization of competences at the EU level for supervision, with the establishment of the Single
Supervisory Mechanism (SSM) and, for resolution, the establishment of the Single Resolution
Mechanism (SRM). This shiftin competences took place in tandem with a worldwide move - after the
Global Financial Crisis — from bail-out to bail-in, following the publication in 2011 of the Financial
Stability Board “Key Attributes for the Effective Resolution of Cross-Border Financial
Institutions”. Article 127(6) TFEU — the ‘Sleeping Beauty’ provision — was activated to transfer the
responsibility for supervision of significant credit institutions fromthe national competentauthorities

3 See Nolke (2022) for an overview.
3% Lastra (2015), chapter 10. See also Arnal-Martinez et al. (2024).
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to the ECB in 2013 (SSM Regulation)*. The ECB is therefore no longer just a monetary authority. It is
now also a supervisoryauthority and the institution that typically declares when aninstitution is FOLTF
- failing or likely to fail - pursuantto SRM Regulation.*

But the European BankingUnion remains an incomplete building. While the Eurogroup’s statement of
June 2022 proposed that ‘as an immediate step, work on the Banking Union should focus on
strengthening the common framework for bank crisis management and national deposit guarantee
schemes (CMDI framework). Subsequently, we will review the state of the Banking UnionNandXidentify
in a consensual manner possible further measures with regard to the other outstanding elements to
strengthen and complete the Banking Union’ and in April 2023 the Commission published a package
of proposals to amend the Bank Crisis Management and Deposit Insurance (CMDI) framework?*, the
proposed reforms are of a limited nature®. Member tates decided to leave the completion of the
Banking Union for a later stage. The ‘third pillar’ of the Banking Union, the European Deposit Insurance
Scheme (EDIS), remains at the level of proposal (2015)* and what Lastra has referredto as ‘the missing
pillar’ of the Banking Union*, namely the provision of Emergency Liquidity Assistant (ELA) by the ECB,
remains the competence of the National Central Banks (Article 14(4) of the ESCB Statute). In a Banking
Union thereis also the need for harmonization of national bank liquidation procedures®'.

Notwithstanding the principle of separation from monetary policy, according to Art. 25(2) of the SSM
Regulation (Lastra, 2015, chapter 10), the involvement of the ECB in supervision and, to some extent,
crisis management (via early intervention) brings it into the ‘'muddy waters’ of dealing with credit
institutions (the ECB pulls ‘the trigger’ by declaringan institutionfailing or likely to fail, thus bringing it
into resolution), in particularwhen they arein distress.Thus, the transfer of competencesis the source
of new challenges to its mandate and independence. There is also a reputational risk for any central
bank engaged in supervision. Charles Goodhartreminds us thatsupervisionis a thankless task, in which
successes are not publicised and any failure is magnified.*

% Council Regulation (EU) No 1024/2013 of 15 October 2013 conferring specific tasks on the European Central Bank concerning policies
relating to the prudential supervision of credit institutions, OJ L 287,29.10.2013, pp. 63-89 (https://eur-lex.europa.eu/legal-
content/EN/TXT/PDF/?uri=CELEX:32013R1024).

3 Regulation (EU) No 806/2014 of the European Parliament and of the Council of 15 July 2014 establishing uniform rules and a uniform
procedure for the resolution of credit institutions and certain investmentfirms in the framework of a Single Resolution Mechanism and a
Single Resolution Fund and amending Regulation (EU) No 1093/2010, OJ L 225, 30.7.2014, pp. 1-90 (https://eur-lex.europa.eu/legal-
content/EN/TXT/PDF/?uri=CELEX:32014R0806).

% Directorate-General for Financial Stability, Finandcial Services and Capital Markets Union (2023).

38 See Arnal-Martinez et al.(2024). The CMDI proposal provides the ECB with a direct legal basis for early intervention measures. It also includes
an obligation for the supervisor to notify the resolution authority as soon as it considers that there is a material risk that an institution meets
the conditions for being assessed as FOLTF.

¥ See the European Commission’s website on the European deposit insurance scheme (https:/finance.eceuropa.eu/banking/banking-
union/european-deposit-insurance-scheme_en).

“ See Rosa Lastra, International Financial and Monetary Law (Oxford University Press, 2015), Chapter 10. See also Lastra, “Reflections on
Banking Union, Lender of Last Resort and Supervisory Discretion”, in From Monetary Union to Banking Union, on the Way to Capital Markets
Union — New Opportunities for European Integration, (ECB Legal Conference), European Central Bank, 2015, pp.154-173 and Lastra, “Lender
of Last Resort and Banking Union” Chapter 6 in European Banking Union. Prospects and Challenges (ed. By Juan E. Castafieda, David, G.
Mayes and Geoffrey Wood) Routledge, 2015, pp. 109 - 128.

“TUNIDROIT is developing via a Working Group a legislative guide on bank insolvency, that can steer further harmonization in this area in the
EU. One of the authors, Lastra, is a member of this Working Group. See the UNIDROIT website on Bank Insolvency

(https://www.unidroit.org/work-in-progress/bank-insolvency/).
“2 Goodhart (2000) pp. 30-31.
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4. CONCLUSION

This paper considers the past, present, and future of ECB monetary policy. Looking backwards, we
contend that, in the light of its mandate, the ECB has succeeded in navigating through several crises.
Looking forward, the paper examines some of the main challenges confronting the ECB in the years
ahead with climate change, digitalization, inequality, sovereign indebtedness, fiscal-monetary
interaction and thecompletion of Banking Union complicating the pursuit of the price stability primary
objective.

If the ECB manages to successfully overcome the current inflationary period in the coming months, it
can be concluded that the ECB has achieved its goal of ensuring price stability in the euro area on
average in the first 25 years of its existence, despite the numerous economic crises that had to be
overcome. Thus, it need not hide behind otherlarge and long-established central banks.

However, it is also important to learn lessons from the first 25 years and to develop answers and a
strategy for the challengesthatthe ECB is already facing todayand in the near future.

The ECB is facing multiple forms of heterogeneity. Althoughthe EMU fiscal rules aim to ensure a
sufficient level of harmonized macroeonomic variables across Member States, the fiscal condition and
sovereign debt ratios vary widely. While this heterogeneity hampers monetary policy transmission, the
ECB must be cautious in the exercise of its monetary policy powers, staying within its clearly defined
mandate.

Climate changeis confronting all EU institutions-including the ECB - and its Member States. The ECB
must abide by its primary and secondary mandates. Monetary policy can and should play its part in
setting incentives for financial markets to support the green transition. However, the ECB must stay
within the boundaries of its mandate — not only because the rule of law and the competence structure
in the EU needs to be safeguarded but also because the ECB would overload itself with political tasks
thatitis not equippedtoaddress.

Digitalisation presents both challengesand opportunities for the ECB. Furtherstudy is required to fully
understand the potential implications of introducing a digital euro for financial stability, privacy, and
various aspectsof publicand private law. Before central bankpowersare extended to include a digital
euro, the costs and risksof such alarge-scale project mustbe carefully weighed againstits benefits.

The ECB, as an independent institution, must ensure price stability first and foremost. This is no easy
task as the last two years have shown. This ‘monetary focus’ should not be overridden by fiscal and
other policy considerations like the fight against climate change or ensuring fiscal stability of the
member states. Moreover, in a democratic system, independence is only one side of the coin;
accountability is of essence.®

Overburdening the ECB with tasksthat bringit closer to the politicalagendawillnot only hinder a well
conceptualized price stability-oriented monetary policy, but also threaten the ECB's independence in
thelong-term.

To preventanincreaseininflation dispersion caused by heterogeneous policy measures during future
crises, it is advisable to promote effective economic policy coordination among EMU Member States.
This will prevent placing unnecessary additional stresson the ECB and simplify the implementation of
a standardized monetary policy.

4 See Lastra (1992), (1996), (1997), (2006), (2015), (2010); (2011);(2020); Lastra and Shams (2001); Lastra and Miller (2001) and Amtenbrink and
Lastra (2008). See also House of Lords Economic Affairs Committee (2023).
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This paper considers the past, present, and future of the ECB monetary policy. Looking backwards,
the ECB has succeeded in navigating through several crises. Looking forward, the paper examines
some of the main challenges confronting the ECB in the years ahead with climate change,
digitalisation, inequality, sovereign indebtedness, and the completion of Banking Union
complicating the pursuit of the price stability primary objective.
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