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INTRODUCTION

The ECB key role is to conduct monetary policy with the objective to maintain price stability
in the euro area. With the emergence of the economic and financial crisis the ECB has
become a key institution in formulating crisis response and its role and tasks have
extended remarkably. The ECB plays a leading role in macro-prudential oversight. It
provides the Secretariat for the ESRB' and the ESRB is chaired by the President of the
ECB.? The ECB forms part of the so called 'Troika’, together with the EU Commission and
the IMF and plays a role in the design and ongoing assessment of the financial
assistance programmes. The ESM Treaty explicitly enshrines a role to the ECB in the
ESM programmes. Within the Single Supervisory Mechanism (SSM), the ECB will become
the direct supervisor of the euro-area's largest banks.

The five briefing papers included in this compilation assess and comments on the ECB's
new responsibilities as a supervisory authority. The papers examine the overall position of
the ECB and the various roles of the ECB in the new institutional framework as well as its
relationship with other bodies in terms of institutional design. In the context, the papers
assess synergies, overlaps as well as the risks of possible conflicts of interest between
ECB's different roles and among institutions, including the positive and negative
externalities that the new tasks may generate in relation to ECB's key mandate for price
stability.

Experts broadly argued in favour of the extension of ECB's tasks and roles beyond standard
monetary policy management, as confirmed by the positive reaction by financial markets.
In particular, they noted that both the adoption of unconventional monetary measures and
design of the new supervisory architecture in EMU have not endangered (at least so far)
the ECB’s ability to anchor medium-term inflation expectations to ECB's price stability
target.

Experts broadly agreed that synergies stemming from ECB new roles are more important
than potential conflicts of interest emerging from task overlaps between different
institutions. Risks can build up in the financial sector even when the price stability mandate
is achieved (i.e. during the pre-crisis period). Thus monetary policy on its own is not able to
counterbalance such risks. This is especially true in a heterogeneous monetary union like
the EMU. But there is a potential for conflicts of interest too, for example, in a situation
when an interest rate increase is needed for monetary policy purposes but such an increase
would have a critical impact on the balance sheet of banks. But these risks do not seem to
be shared by financial markets. Experts generally admitted the risk that absent a clear
institutional separation between monetary policy and supervisory tasks, the ECB would be
subject to political influence. At the same time, however, the emergence and evolution of
the financial crisis has highlighted the importance of financial stability for monetary policy
management.

The roles played by the ECB in financial assistance programmes as a partner of the
European Commission and the IMF in the Troika was found to be ambiguous. While the
ECB’s expertise could bring valuable input into programme design and monitoring, the
conflicts of interest may alter the ECB’s positions and could be exposed pressures from the
other institutions of the Trokia. It was claimed that an informal role in the design and
monitoring of financial assistance would lessen the possible conflicts of interests.

http://www.esrb.europa.eu/shared/pdf/ESRB-ECB-en.pdf?80812809956246ea2e478247b0e9a49a.
http://www.esrb.europa.eu/shared/pdf/ESRB-en.pdf?2ff6e0faf8dc9bfdafd177cfcf5200f5.
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NOTE

Abstract

After gaining a strong reputation as the guardian of price stability in the euro
area, during the crisis the European Central Bank’s roles have been greatly
extended, taking in monetary policy and other areas. In addition to the primary
objective of price stability and the secondary objective of supporting EU economic
policies, we identify ten new tasks related to monetary policy and financial
stability. We argue that there are three main constraints on monetary policy:
fiscal dominance, financial repercussions and regional divergences. By assessing
the tasks in light of these constraints, we highlight a number of synergies
between these tasks and the ECB’s primary mandate of price stability.
Furthermore, we outline major conflicts of interest related to the ECB’s
participation in designing and monitoring financial assistance programmes. We
also underline that the ECB’s government bond purchasing programmes have
introduced the concept of ‘monetary policy under conditionality’, which involves
major dilemmas. A solution to the dilemmas would be an immense change in
fiscal integration toward a system like in the US, in which state public debts are
small, there are no federal financial bail-outs for states, the central bank does not
purchase state debts and banks do not hold state debts. Such a change is
unrealistic in the foreseeable future.
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EXECUTIVE SUMMARY

After gaining a strong reputation as the guardian of price stability in the euro area, the
European Central Bank’s roles have been greatly extended during the crisis, taking in
monetary policy and other areas. The good news is that the new tasks have not
endangered (at least so far) the ECB’s ability to anchor the inflation expectations of market
participants: five-year-ahead expectations continue to be anchored at the two percent
target.

Nevertheless, the new tasks pose major challenges for the ECB and give rise to both
synergies and conflicts of interests. We have reviewed the new tasks and assessed five
major interactions between them.

First, while liquidity provision to banks at a massive scale can stabilise financial
markets in a stress situation, it can keep alive otherwise insolvent banks, encourage
excessive risk taking and indirectly finance governments (when banks borrow cheaply
from the ECB to purchase government bonds). The new EMU architecture has the
potential to limit these adverse side-effects: the ECB can foster bank restructuring by
performing in the toughest possible way the comprehensive balance sheet
assessment before it takes over the single supervisory role and, after that, micro-
prudential supervisory powers can be used to ensure that all banks receiving liquidity
support have indeed only a liquidity problem, and not a solvency problem. The
architecture could be further extended to dispel all doubts that liquidity provision to
banks is backdoor financing of public debt: longer-term ECB financing could be
conditional on banks not increasing their net lending to the government and/or
increasing their net lending to the real economy.

Second, there is a potential synergy between monetary, micro-prudential and macro-
prudential policies. Risks can build up in the financial sector even when the price
stability mandate is achieved; monetary policy, on its own, is not able to
counterbalance such risks. This is especially true in a heterogeneous monetary union
like the EMU. Micro- and macro-prudential tools can help to limit the build-up of such
risks, leading to synergies. But there is a potential for conflicts of interest too, for
example, in a situation when an interest rate increase is needed for monetary policy
purposes but such an increase would have a critical impact on the balance sheet of
banks. Monetary policy credibility may also be undermined by eventual supervisory
failures. In our view, these risks are not high and also not shared by markets,
because long-term inflationary expectations continue to be anchored. We also note,
however, that the limitations on the ECB’s macro-prudential tools (e.g. the ECB
cannot impose requirements for loan-to-value ratios) may constrain effectiveness.

Third, the strict organisational separation of monetary policy and bank supervision
within the ECB, which was a major goal of SSM regulation, is not so important. On the
contrary, because of synergies between monetary policy and financial supervision, an
appropriate flow of information would facilitate the achievements of the goals of price
and financial stability, even if the transparency and accountability requirements of
monetary policy and supervisory decisions are different. Recent organisational
changes at the Bank of England also encourage co-operation and co-ordination across
the different policy areas.

Fourth, the roles played by the ECB in financial assistance programmes as a partner
of the European Commission and the IMF in the Troika is ambiguous. The ECB's
participation in future assistance programmes, which is formalised by the treaty on
the European Stability Mechanism, creates potential conflicts of interest with the
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other tasks of the ECB, such as price stability, liquidity provision to banks and the
new bond purchasing programme, the Outright Monetary Transactions (OMTs). While
the ECB’s expertise could bring valuable input into programme design and monitoring,
the conflicts of interest may alter the ECB'’s positions and could be exposed pressures
from the other institutions of the Trokia. An informal role in the design and monitoring
of financial assistance would lessen the possible conflicts of interests.

e And fifth, the ECB’s government bond purchasing programmes were essential to avoid
financial meltdown in the euro area. But this cannot be unconditional, as it would
create moral hazard and other risks. The informal conditionality of the Securities
Markets Programme did not work and the formal conditionality of the OMTs exposes
the ECB to a major dilemma: if the OMT is warranted from a monetary perspective,
but the conditionality is not met, the ECB would face the dilemma between (a)
interrupting the OMT at the risk of possibly endangering the stability of the euro area,
and (b) continuing the OMT at the risk of inflicting a fatal blow to its own credibility.
This could also undermine the political support for the euro in creditor countries. On
top of this dilemma, the involvement of the ECB in the negotiation of an EFSF/ESM
programme within the Troika would make it very difficult for the ECB to conduct a
fully independent assessment of conditionality fulfilment and it could expose it to
pressure from the other institutions. There is no proper solution to this quandary of
‘monetary policy under conditionality’ within the euro area’s current economic
governance framework. The alternative to the OMT would be a complete revision of
the framework for euro-area sovereign debt crisis management and an immense
increase in fiscal integration, by moving toward a system like in the US, in which
state-level pubic debt is small, there is no federal financial bail-outs for states, the
central bank does not purchase state debt and banks do not hold state debt.
Unfortunately such an immense change is unrealistic in the foreseeable future.
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INTRODUCTION

Before the crisis, the European Central Bank (ECB) focussed on price stability and gained a
strong reputation as its guardian in the euro area. The average actual inflation rate was
very close to the two percent per year target, and long-term inflationary expectations were
anchored at this level. With the start of the global financial and economic crisis in the
summer of 2007 and the intensification of the euro crisis in early 2010, the ECB’s tasks
have been significantly extended, partly at its own initiative, and partly by legislation
adopted by EU member states, in relation to monetary policy and beyond.

The ECB adopted wide-ranging measures to support financial stability and repair the
monetary transmission mechanism, by providing banks with ample liquidity under revised
collateral rules and by launching two government bond purchasing programmes. The latter
programmes introduced the concept of ‘monetary policy with conditionality’. The ECB
conducted two small-scale quantitative easing programmes (purchasing of covered bonds)
to promote credit growth. The ECB became a member of the Troika, along with the
European Commission and the IMF, and as a consequence it has been actively involved in
the design and monitoring of the economic conditionality in the context of EU/IMF
macroeconomic adjustment programmes in euro-area countries. Such competences for the
ECB have been formalised and broadened by the Treaty on the European Stability
Mechanism (ESM), the euro area’s permanent rescue fund. The ECB started to take on
board macro-prudential roles by becoming a key participant in the European Systemic Risk
Board (ESRB). Also, the ECB agreed to act as an agent for the secondary market activities
of the European Financial Stability Facility (EFSF) and the European Stability Mechanism
(ESM), the rescue funds of the euro area, and it can play a role in surveillance missions
within the Macroeconomic Imbalances Procedure (MIP).

Most of these tasks and roles will remain permanent and major new tasks are being added
because of the development of the Single Supervisory Mechanism (SSM), the first element
of the European Banking Union. This will probably be the biggest change in the history of
the ECB and will give it both micro-prudential and macro-prudential competences. Before
assuming the day-to-day supervisory role, the ECB will have to conduct a comprehensive
asset-quality review of those financial institutions that will fall under its umbrella.

Beyond taking stock of the ECB’s new tasks, this Briefing Paper assesses the possible
synergies and conflicts of interests between these various tasks. It is important to
emphasise that our goal is not the evaluation of the ECB's response to the crisis; instead,
we take a forward-looking perspective to assess the interaction between various ECB tasks.
To this end, we first describe the tasks in the next section. This is followed by a discussion
of the three main potential constraints to the effective implementation of monetary policy.
After that, we assess the possible synergies and conflicts. The final section offers some
conclusions.
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1. TWELVE TASKS OF THE ECB

Based on its mandates as defined in the Treaty on the Functioning of the EU (TFEU) and in
other European legislation, the ECB has several tasks in the euro area, some of which have
implications for non-euro area EU countries. Among the various tasks we highlight the
twelve that are the most relevant for monetary policy and financial stability?.

1.1. Maintaining price stability

The core monetary function of the European System of Central Banks (ESCB), which is
governed by the decision-making bodies of the ECB, is laid down in Article 127(1) of the
TFEU, according to which: “The primary objective of the European System of Central Banks
[...] shall be to maintain price stability”. The numerical definition of price stability (“below
but close to 2 percent inflation over the medium-term”) is not laid down in the Treaty, but
was set by the ECB’s Governing Council itself.

In pursuing its task to preserve price stability, the ECB acts in full independence from any
EU institutions, bodies, offices and agencies and from member state governments. In
normal times, the main tools for achieving price stability are interest rate policy, short-term
liquidity management and communication?.

1.2. Supporting EU economic policies

Article 127(1) of the TFEU continues by stating that “Without 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.” The latter are listed
in Article 3 of the TFEU and include inter alia “balanced economic growth” and “a highly
competitive social market economy, aiming at full employment and social progress”.

The specific price-stability mandate and these rather broad other Treaty-based mandates
paved the way for the ECB to venture into unconventional monetary policy during the
global and euro-area crises®. Most of the measures are still operational and could remain in
the toolkit for some time.

1.3. Lender of last resort for banks

Unlike the Federal Reserve (Fed), the Bank of England (BOE) and the Bank of Japan (BOJ),
which relied extensively on asset purchase interventions, the ECB’s unconventional
monetary operations have been mostly concentrated on ensuring the necessary supply of
liquidity to euro-area banks (Pisani-Ferry and Wolff, 2012a), at a time when the interbank
market had become dysfunctional and several countries in the south of the euro area were
undergoing a sudden stop in external financing (Merler and Pisani-Ferry, 2012a). In
October 2008, the ECB introduced a policy of 'full allotment’, for all ECB liquidity-providing
operations. Under this procedure, the control of central bank liquidity is effectively moved
from the central bank to the banking system, as banks can access all the central bank
liquidity they need at a fixed rate (if they provide sufficient eligible collateral). The maturity

Additional tasks include foreign-exchange operations, foreign reserve management, operation of the payments
system, advisory functions, collection of statistical information and international cooperation.

We note that in July 2013 the ECB added a major new element to its communication strategy: forward
guidance, which is a way for central banks to give indications about their future policy intentions, by making it
more (like the FED and the BOE) or less (like the ECB) explicitly conditional on the assessment of the current
and future economic developments and outlook.

For detailed reviews of the ECB crisis responses, see Cour-Thimann and Winkler (2013) and ECB (2011a).
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of liquidity operations were initially extended from three months to six and twelve months,
and in December 2011 and in February 2012 the ECB also conducted two extraordinary
Longer Term Refinancing Operations (LTROs) with maturities of three years, from which
banks in the euro area borrowed almost €1 trillion. These operations, along with the
collateral policy (see below) allowed liquidity-strained banks to refinance a large portion of
their balance sheets through central bank lending, accessible at a low interest rate and
available with a long-term maturity. In a heavily bank-based system, such as the euro
area’s (Darvas, 2013a), these measures were essential to avoid a financial and economic
meltdown.

Another crucial element during the crisis was Emergency Liquidity Assistance (ELA), an
emergency liquidity line provided by national central banks to solvent banks that
exceptionally and temporarily do not have enough (or sufficiently high quality collateral) to
access normal Eurosystem operations. The ECB’s Governing Council can at any time order
an ELA programme to be stopped®. The ELA statistics are opaque, yet most likely the
central banks of Greece, Ireland and Cyprus have used ELA extensively, while it was used
for a few days in Belgium. Recent rumours suggest that Portugal also made use of ELA.

1.4. Collateral policy

Complementing its credit operations, the ECB has changed its collateral framework several
times since 2008, expanding and changing assets’ eligibility requirements in order to
mitigate possible constraints arising from collateral shortage. It is worth mentioning that
certain credit claims have been included among eligible collaterals. Also, while initially the
ECB denied the need for country-specific collateral rules, credit-rating requirements were
completely abolished for government bonds of countries under financial assistance
programmes.

1.5. Quantitative easing: targeted credit easing through asset
purchases

The ECB introduced two asset purchase programmes - though at a much smaller scale than
the Fed, BOE and BOJ. Under the first Covered Bond Purchase Programme (CBPP),
launched in 2009 and terminated in June 2010, the Eurosystem committed to buy covered
bonds up to €60 billion, while in November 2011 the second CBPP commitment was up to
€40 billion until October 2012° The goals of these programmes were “(a) easing funding
conditions for credit institutions and enterprises; and (b) encouraging credit institutions to
maintain and expand lending to their clients”.

1.6. Sterilised government bond purchases

The ECB launched two government bond purchasing programmes: the Securities Market
Programme (SMP) on 10 May 2010, which on 6 September 2012 was terminated and
replaced by the Outright Monetary Transactions (OMTs). While monetary financing of
governments is strictly prohibited, Article 18(1) of the ESCB Statute allows national central
banks and the ECB to buy or sell (among others) marketable instruments on the financial
markets. Both programmes had similar aims: the SMP’s “objective is to address the
malfunctioning of securities markets and restore an appropriate monetary policy
transmission mechanism” and the OMTs “aim at safeguarding an appropriate monetary

4 For a very detailed review of the legal technicalities of the ELA see Boyer and Lemangnen (2013).

Cour-Thimann and Winkler (2013) estimate that the size of the first programme represented about 2.5 percent
of the outstanding covered bonds.
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policy transmission and the singleness of the monetary policy.” In the framework of the
SMP, the Eurosystem bought on the secondary market about €220 billion of the sovereign
bonds of Greece, Ireland, Portugal, Italy and Spain. At the end of 2011, the ECB’s holding
was estimated to amount to about 23 percent of total outstanding in Greece, 16 percent in
Ireland, 11 percent in Portugal, 6 percent in Italy and 5 percent in Spain (Merler and
Pisani-Ferry 2012b)®. All the purchases were sterilised (ie the liquidity provided was re-
absorbed by the Eurosystem) to ensure that the monetary stance was not affected. The
SMP could not bring definitive relief to markets, while the OMT has to date been more
successful (see Darvas, 2012). It is based on explicit conditionality: compliance with a full
or precautionary macroeconomic adjustment programme by either the European Financial
Stability Facility (EFSF) or the European Stability Mechanism (ESM). Countries exiting
current adjustment programmes could also be considered. ECB intervention will not be
automatic, but the Governing Council will decide on a case-by-case basis when and to what
extent it will intervene. OMTs will be unlimited in principle; limited only by the outstanding
stock of eligible bonds, which should have residual maturity of between one and three
years (the relevant horizon for monetary transmission). The ECB will not have any
preferential treatment in the case of a credit event (ie pari passu treatment with other
creditors). Since the programme's inauguration, no country has qualified for OMT.

1.7. Designing, approving and monitoring financial assistance
programmes

The Troika of the IMF, the EU and the ECB was inaugurated in spring 2010 to negotiate the
Greek financial assistance programme. The participation of the ECB, and of the IMF, was
demanded by the heads of state or government in their 25 March 2010 statement’. The
Troika also negotiated the financial assistance programmes for Ireland, Portugal and
Cyprus, and the new programmes for Greece, and concluded joint missions to assess
compliance.

The ESM Treaty formalises the ECB’s role in covering the whole process of granting and
monitoring financial assistance programmes. “The European Commission, in liaison with the
ECB, shall be entrusted with” several tasks, such as "Assessing the existence of a risk to
the financial stability of the euro area as a whole or of its Member States; Assessing
whether public debt is sustainable; Assessing the actual or potential financing needs of the
ESM Member concerned.” (Article 13(1)), “...the task of negotiating, with the ESM Member
concerned, a memorandum of understanding [...] detailing the conditionality attached to
the financial assistance facility” (Article 13(3)), and “monitoring compliance with the
conditionality attached to the financial assistance facility.” (Article 13(7)). Wherever
appropriate and possible, the IMF’s involvement will be sought.

When emergency voting is needed, it “shall be used where the Commission and the ECB
both conclude that a failure to urgently adopt a decision to grant or implement financial
assistance [...] would threaten the economic and financial sustainability of the euro area.”
(Article 4)

The ECB will be also involved in forming an opinion on other aspects of ESM operations,
including possible secondary market support: “decisions on interventions on the secondary
market to address contagion shall be taken on the basis of an analysis of the ECB

6 De Sousa and Papadia (2013) estimate that the SMP would have been a profitable operation under mark to

market acounting.

7 See at http://www.consilium.europa.eu/uedocs/cms data/docs/pressdata/en/ec/113563.pdf.
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recognising the existence of exceptional financial market circumstances and risks to
financial stability” (Article 18).

1.8. Micro-prudential supervision

Arguably, the most significant change to the ECB’s structure has been brought about by the
decision to give to it significant supervisory responsibilities in the framework of the Single
Supervisory Mechanism (SSM), which is the first element of the European Banking Union.
The legal basis is provided by Article 127(6) of the TFEU: “The Council, acting by means of
regulations in accordance with a special legislative procedure, may unanimously, and after
consulting the European Parliament and the European Central Bank, confer specific tasks
upon the European Central Bank concerning policies relating to the prudential supervision
of credit institutions and other financial institutions with the exception of insurance
undertakings.”

After extensive negotiations between various stakeholders, on 12 September 2013 the
European Parliament gave its consent with the amended draft Council Regulation on
conferring the aforementioned tasks “with a view to contributing to the safety and
soundness of credit institutions and the stability of the financial system within the EU and
each Member State ..." (Article 1 of the Regulation).

Starting in Autumn 2014, the ECB will supervise “significant” credit institutions (as defined
by the regulation; see eg Darvas and Wolff, 2013), and will have exclusive competence for
those “specific supervisory tasks which are crucial to ensure a coherent and effective
implementation of the Union's policy relating to the prudential supervision of credit
institutions”. Such tasks include in particular: authorising (and withdrawing authorisation)
of credit institutions; assessing the implications for the acquisition and disposal of
qualifying holdings in credit institutions (except in cases of bank resolution); ensuring
compliance with the EU rules on own funds requirements, securitisation, large exposure
limits, liquidity, leverage, and reporting and public disclosure of information on those
matters; ensuring compliance with governance rules, risk management processes, internal
control mechanisms, remuneration policies and practices and effective internal capital
adequacy assessment processes; carrying out supervisory reviews, including stress tests,
on the basis of which to impose on credit institutions specific requirements; carrying out
supervisory tasks in relation to recovery plans, and early intervention where a supervised
entity does not meet or is likely to breach the applicable prudential requirements.

1.9. Comprehensive balance-sheet assessment

Related to assuming the role of the single supervisor, the ECB should perform “a
comprehensive assessment, including a balance-sheet assessment, of the credit
institutions” (Article 27(4) of the SSM draft regulation), before actually taking on the new
supervisory responsibilities. We highlight this role, because this is a major task that will
likely have an impact on the reputation of the ECB for its supervisory mandate and beyond.

14 PE 507.482



The ECB in the age of Banking Union: Old and new roles in the EMU architecture

1.10. Macro-prudential supervision

The ECB’s macro-prudential tasks are related to the European Systemic Risk Board (ESRB)
and the SSM.

The ESRB was set up in 2010, gathering representatives from national central banks and
supervisors from all EU countries. The ESRB became part of the European System of
Financial Supervision (ESFS) and it will be required to cooperate closely with the other
participants in the ESFS®. The ESRB, according to its mandate, “shall be responsible for the
macro-prudential oversight of the financial system within the Union in order to contribute to
the prevention or mitigation of systemic risks to financial stability [...] that arise from
developments within the financial system and taking into account macro-economic
developments, so as to avoid periods of widespread financial distress. ...”. The ESRB was
not given any direct authority over policy instruments, but it has the power to issue
recommendations and warnings about systemic risks to national authorities. The decision-
making body of the ESRB, the General Board, is chaired by the president of the ECB. The
ESRB Secretariat is located at the ECB.

The SSM Draft Regulation provides a role for both the ECB and national supervisors in
macro-prudential policy, under the principle of ‘the stronger wins’. While the ECB can
express objections to measures proposed by a national authority, the authority concerned
only has to “duly consider the ECB’s reasons prior to proceeding with the decision” (Article
4a(1)). The ECB cannot block such measures. On the other hand, the ECB is given the
power to apply higher requirements for capital buffers and more stringent measures than
those set by the national authorities, with the aim of addressing systemic or macro-
prudential risks. And again the ECB is only obliged to “duly consider” the objections of
national supervisor, if any, but these objections do not have blocking power.

It is important to highlight that the macro-prudential tools available to the ECB will be more
limited than the arsenal available to national supervisors. National supervisors can apply
“any [other] measures aimed at addressing systemic or macro-prudential risks provided
for, and subject to the procedures set out, in the Directives 2006/48/EC and 2006/49/EC”,
but the ECB can only apply “higher requirements for capital buffers ... in addition to own
funds requirements ... including countercyclical buffer rates”. Therefore, the ECB can apply
those tools seeking to influence lenders’ behaviour, as categorised by Blanchard,
Dell’Ariccia and Mauro (2013), but the ECB cannot apply tools aimed at controlling
borrowers’ behaviour, such as loan-to-value ratios and debt-to-income ratios.

1.11. Possible participation in macroeconomic surveillance missions

The so-called six-pack, which governs the EU’s nhew Macroeconomic Imbalances Procedure
(MIP), foresees a possible role for the ECB in macroeconomic surveillance missions. Article
9 of Regulation No 1176/2011 dealing with “Monitoring of corrective action” says that: "The
Commission may carry out enhanced surveillance missions to the Member State concerned,
in order to monitor the implementation of the corrective action plan, in liaison with the ECB
when those missions concern Member States whose currency is the euro..." Article 13(3)
clarifies the role of the ECB in these surveillance missions: "Where the Member State
concerned is a Member State whose currency is the euro or is participating in ERM II, the

Besides the ESRB, the ESFS comprises: the European Banking Authority (EBA), the European Insurance and
Occupational Pensions Authority (EIOPA), the European Securities and Markets Authority (ESMA), the Joint
Committee of the European Supervisory Authorities (ESAs), and the competent or supervisory authorities in
the Member States as specified in the legislation establishing the three ESAs.
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Commission may, if appropriate, invite representatives of the European Central Bank to
participate in surveillance missions."

Therefore, it seems that the ECB will have only a low profile in macroeconomic surveillance
missions, but no specific tasks and responsibilities are related to such missions, nor to
other elements of the MIP process.

1.12. Agent for the secondary market activities of the ESFS and ESM

In December 2011, the ECB agreed to act as an agent for the secondary market activities
of the EFSF and the same role is foreseen for the ESM®., The ESCB statute allows such
operations (under the prohibition of overdraft or any other kind of credit facilities). In this
role, the ECB would merely execute the EFSF/ESM’s decisions on secondary market
operations.

All in all, beyond the primary objective of price stability, the ECB has a Treaty-based
mandate to support the EU's broader goals related to growth, competitiveness,
employment, social progress, the soundness of credit institutions and financial stability,
while the ESM Treaty broadened the responsibilities of the ECB in financial assistance
programmes. The ECB’s role in macroeconomic surveillance will have a low profile, while it
can also act as the agent of the EFSF and ESM on the secondary government bond
markets.

° See question 36 on page 19 of the Frequently Asked Questions on the ESM:

http://www.esm.europa.eu/pdf/FAQ%20ESM%2001072013.pdf.
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2. MONETARY POLICY CONSTRAINS

There are at least three main constraints on monetary policy, which all have a bearing on
the assessment of the various tasks of a central bank: fiscal dominance, financial
repercussions and regional divergences. We highlight these constraints before assessing
the ECB's tasks in the next section.

2.1. Fiscal dominance

Fiscal dominance describes a situation in which there is a threat to fiscal sustainability due
to large public debt and budget deficit, potentially endangering financial and
macroeconomic stability. This limits the freedom of the central banks (either indirectly by
internalising the threat from fiscal unsustainability, or directly by pressure from the
government) in pursuing the price-stability goal freely. The central bank can influence
government borrowing costs in various ways and under fiscal dominance it may act to help
fiscal sustainability, to the detriment of its core mandate of price stability.

2.2. Financial repercussions

Financial sector vulnerability is a key constraint. The period in the run-up to the global
financial and economic crisis has clearly indicated that price stability (defined as low and
stable inflation) in itself is insufficient to promote stable and durable economic growth. On
both sides of the Atlantic, major financial vulnerabilities were built up, which erupted
suddenly, leading to major economic contractions, high unemployment and undershooting
of the inflation target during the crisis. In Europe, banking fragility continues to constrain
monetary transmission even five years after the demise of Lehman Brothers.

2.3. Regional divergences

Regional divergences, such as the build-up of macroeconomic imbalances (diverging
external positions and price competitiveness) were particularly notable in the euro area,
where there is no centralised fiscal authority to smooth regional shocks, and where intra-
regional adjustment mechanisms work much less effectively than in federal states, like the
United States. Particularly weak economic conditions in some regions of a monetary union
in the absence of proper adjustment mechanisms in themselves undermine the 'one size
fits all' property of monetary policy (Figure 1, panels B, C and D). But the vicious circle
between banks and sovereigns (whereby banks hold a large amount of the debt of the
government of their home country and are expected to be bailed out by the same
government) in some euro-area countries further pushed both banks and governments to
the abyss, thereby leading to major differences in the transmission of monetary policy
across the members of the euro area. While at the present economic juncture the optimal
rates warranted for, e.g. Spain (and also for a number of other euro-area countries), would
be much lower than in Germany, actual lending rates are much higher in Spain, partly
because of the fragmentation of euro-area financial markets, and partly because of higher
risks and weaker economic outlook in Spain, which in turn are related to the build-up of the
pre-crisis macroeconomic imbalances. Therefore, macroeconomic imbalances can hamper
the proper transmission of the ECB’s monetary policy.
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Figure 1: Taylor-rule recommendations for the ECB interest rate, 1999Q1-
2013Q3
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Source: Bruegel using the methodology of Nechio (2011). Notes: Taylor-rule target = 1 + 1.5 x Inflation - 1 x
Unemployment gap. Similarly to Nechio (2011), we use core inflation (all items HICP excluding volatile food and
energy prices) and the deviation of the actual unemployment rate from the estimated non-accelerating inflation
rate of unemployment (NAIRU), as estimated by the OECD. MRO = Main refinancing operations. The 2013Q3
recommendation is based on July-August 2013 inflation rate and the July 2013 unemployment rate. The countries
are ordered according to the average absolute deviation from the euro-area recommendation in 1999-2013, ie
developments in France were the closest to the euro-area average and Ireland was the farthest from the euro-
area average. See Darvas and Merler (2013) for a more in-depth discussion of this figure.
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3. SYNERGIES AND CONFLICTS BETWEEN THE ECB'S
TASKS

The key take-away from the previous section is that the conditions for proper conduct of
monetary policy across the regions of a monetary union are sound public finances, sound
banks and financial stability and balanced economic development. We assess the various
tasks assigned to, or adopted by, the ECB in light of this lesson. There are several
interactions between the ECB’s task. Here we focus on five issues that we regard as most
important, starting with the easiest to solve, and ending with the most difficult.

3.1. Long-term liquidity operations: easy to remedy the dangers

In normal times, central banks did not engage in really long-term liquidity operations
(recall that before the crisis, the maturity of ECB’s LTROs was three months). A reason for
this is related to moral hazard: long-term central bank financing at rates below what banks
could get from the market might encourage excessive risk taking. Also, such operations
may keep alive otherwise insolvent banks.

The ECB’s 3-year LTROs reduced the risk that solvent banks could become insolvent
because of liquidity constraints, and it also contributed, though only temporarily, to the
stabilisation of Italian and Spanish government bond markets (see Darvas and Savelin,
2012), which was a major achievement at that time. But they did little to trigger lending to
the private sector. To a great extent, banks either deposited the cheap central bank
funding at the ECB for rainy days, or purchased higher yielding government bonds.
Thereby, the LTROs in effect supported liquidity, ensured stable long-term (3-year)
financing, subsidised the banking system and helped to restore profitability, and
temporarily supported distressed government bond markets. When the alternative was a
potentially escalating financial crisis, these achievements were beneficial. But Belke (2012)
and Pill (2013) rightly argue that the LTROs delayed the bank restructuring efforts and
prolonged the existence of non-viable banks, with major negative side effects. The
remedies for this are obvious: the ECB can foster bank restructuring by performing in the
toughest possible way the comprehensive balance-sheet assessment (task 9 in section 2)
before it takes over the single supervisory role. After that, the ECB's micro-prudential
supervisory powers (task 8) should be used to ensure that all banks receiving liquidity
support have indeed only a liquidity problem, and not a solvency problem. This is even
more relevant in the context of the ELA, where the dividing line is less clear and where the
pressure is the highest, because the impact of a decision for or against the granting of
emergency liquidity can have significant financial stability consequences. The case of
Cyprus, where the existence of major banking problems was probably known well before
the dramatic days in March 2013 (when banks were closed down for several days and
uninsured depositors suffered massive losses), but where ELA was provided to banks on a
massive scale, is exemplary in this respect. Furthermore, to dispel all doubts that liquidity
provision to banks is back-door financing of public debt (whereby banks borrow cheap from
the ECB to purchase government bonds), longer-term ECB financing could be conditioned
that banks do not increase their net lending to the government and/or increase their net
lending to the real economy (see Darvas, 2013b).
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3.2. Monetary, micro- and macro-prudential policies: good siblings

There is a potential synergy between monetary, micro-prudential and macro-prudential
policies, i.e. tasks 1, 8 and 10 (section 2). As we argued, risk may be building up in the
financial sector and asset prices deviate upward from fundamental levels even without
significant movement in CPI inflation. The potential for monetary policy to react would be
limited in that case, because monetary policy does not take asset prices into account but
generally targets consumer-price inflation. On the other hand, low interest rates, which are
needed to stimulate demand in an economic downturn, may encourage excessive risk
taking by the financial sector, which could be counteracted by strong micro-prudential
supervision and macro-prudential tools (Farhi and Tirole, 2012).

The synergy between these policies can be even stronger in a heterogeneous monetary
union, like EMU, in which there are divergences in inflation dynamics at the regional (or
country) level. The counteractive role of monetary policy is even more limited in this case,
because the central bank targets the average inflation rate. As Blanchard et a/ (2013)
argue, in such a heterogeneous union, macro-prudential tools have to contribute to the
management of aggregate demand too.

Yet as Blanchard et al/ (2013) highlight, the key questions is the organisation of these
policies: should they belong to a single institution or independent institutions? We agree
with their conclusion that when none of them works perfectly, combining them in the same
institution brings more benefits than possible costs.

Certainly, there are associated risks. For example, a main argument against giving the
same institution both price and financial stability mandates is that the latter might
undermine the former: when monetary policy considerations may necessitate increasing
the interest rate, the merged institution may be reluctant to raise interest rates, if it
endangers financial stability, and therefore the inflation rate may overshoot the target. At
least so far, this risk is not shared by market participants, as the five-year ahead
inflationary expectations in the euro area continue to be anchored to the two percent
target, even though more recently the ECB’s supervisory role became a certainty

(Figure 2).

Figure 2: Euro area inflation: actual and expected, December 1998 - June 2013
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Source: ECB. Note: percent change compared to the same month of the previous year, using the harmonised
index of consumer prices. Expectations: ECB Survey of Professional Forecasters.
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Another main risk would be reputational. The possibility of supervisory failures or, more
generally, of negative events occurring within the remit of banking supervision, cannot be
excluded, and the risk is that any blow to the central bank as supervisor could negatively
spill over to the credibility of the central bank as the guardian of price stability (Goodhart,
2000).

An additional risk pointed out by Goodhart (2000) is the possibility that the central bank
could lose independence and become politically captured, by taking up a role that is
particularly sensitive from a political perspective. It could be argued that the SSM structure
can potentially mitigate this risk with respect to a decentralised system, by bringing
national supervisors together and subjecting them to a certain degree of peer pressure.

Overall, the risk that the ECB’s financial supervisory role may undermine its monetary
policy does not seem too high.

There is a synergy between micro-prudential supervision and the assessment of risk to the
financial system as a whole, which falls within the macro-prudential remit of the ECB.
Information about the financial system - including at the institution-level - is a crucial
variable for the effective conduct of macro-prudential poli