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EXECUTIVE SUMMARY

• Insofar as the mandate of the ECB is to a large extent circumscribed by its objective of 
securing price stability, this paper argues that what is required is an interpretation of 
this objective which allows a new, broader target to be set. This may be achieved by 
defining price stability as ‘the achievement of a constant price path over time’, it then, 
effectively becomes an economic policy objective as much as it is a monetary policy 
objective 

• The technical modelling innovations the ECB has introduced indicate the flexibility 
of its approach to inflation targeting, but whatever has been accomplished a great 
deal of inflation is, as yet, undefined in terms of explanation. There is also a need for 
greater transparency on the role of each of the calculated inflation measures in the 
mix of internal targets used by the ECB. Specifically, how these relate to the estimates 
of achievement of success in relation to the rates of inflation perceived by the general 
public. 

• There appears to be no case for the ECB to acquire any further formal supervisory pow-
ers beyond those it already has in the realm of macro-prudential policy. It has already 
demonstrated its ability to ameliorate financial instability, via the monetary policy 
actions it has taken. 

• ECB action on climate change should be focussed on establishing a resilient market in 
green bonds by purchasing these in secondary bond markets, taking care to meet other 
relevant constraints. 

• We do not believe there is a strong case to be made for forward guidance and its 
removal from the ECB armoury would not be damaging, providing it is gradually let 
fall into desuetude over a period. We recommend that this proposition be considered. 

• The ECB should not attempt formally to adopt a dual objective mandate. It is infeasible 
for practical reasons and would further obscure the complexity of modern monetary 
policy operations and the actual targeted functions. 

• Our analysis strongly suggests that the time has come for the ECB to adopt Nominal 
GDP targeting, based on the redefinition of price stability as a constant price path over 
time as its primary objective. An EP Econ Committee evaluation of NGDP was made 
5 years ago. However, further analytical and empirical work has been conducted since 
that time, which we believe establishes a strong case for moving to NGDP level target-
ing. 

• The evolution of the confederal EU requires the establishment of a permanent Euro-
pean Monetary Fund (EMF) to act as an independent fiscal budget for the Eurozone. 
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We also believe that the Eurozone Finance Ministers Eurogroup should be formally 
subject to democratic accountability by the European Parliament, matching that of the 
ECB President. 

• There is the danger that the Assets Purchasing Programme (APP), especially via the 
household portfolio transmission channel, is having a net negative impact on wealth 
distribution, and thus exacerbating wealth inequality across the EZ. 

• There is still an absence of democratic accountability for the ECB - notwithstanding 
the plethora of both technical and general information provided by the ECB - through 
various communication channels, including now social media, and the regular appear-
ances of the President of the ECB before the European Parliament. In part, this problem 
is due to the complexity of monetary policy as it has developed over the past 15 years. 
In part, it is also due to the need for institutional and policy reform within the EU and 
the EZ. In both these areas GPI has, in this report and elsewhere, suggested substantive 
reforms which will improve the ECB’s communications with citizens. 
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Introduction

In January 2020, Christine Lagarde announced that the ECB would be conducting a 
year-long review process of its monetary policy and remit. Much has happened since its 
last review in 2004, and GPI has responded to Lagarde’s ambitious agenda. The report 
reviews the development of ECB monetary policy over the past 30 years and concludes 
that radical reform is needed to enable the Eurozone to escape from the economic dol-
drum where it has been languishing during the past decade.

In the two decades that have passed since the launch of the Euro; the creation of the initial 
11-member Eurozone (EZ), and the establishment of the ECB, a considerable number of 
political, economic, social, and technological changes have occurred. These changes have 
altered substantially the operational policies and political stance of the ECB, and its sali-
ence as an independent institution of the European Union (EU). It is the central bank of the 
now 19-member Eurozone, with other 3-members waiting in the ERM II. The ECB itself of 
course is a core part of the wider European System of Central Banks (ESCB), whose General 
Council is the ruling body.

We have attempted to take account of the various political and economic changes 
referred to above, and how these have impinged on the ECB. Some of these changes have 
been reflected also in the operations of other central banks. Hence, various of the comments 
and suggestion made in our response are relevant to the wider stances of central banks as 
they have developed over the past two decades, and more.

The approach taken in the document adopts three analytical perspectives. The first, set 
out in Part 1, examines the historical background to the establishment of the ESCB and the 
ECB; its institutional legal positioning, followed by a brief elaboration of the current eco-
nomic and monetary environment within which the ECB Review is taking place. The aim is 
to set the review in the historical context of monetary and economic events since 1999, and 
to indicate a potential future trajectory.

The second perspective, the subject of Part 2, examines and reviews the current technical 
policy stance and operational practice of the ECB and whether and how these areas might 
be modified and improved. The discussion explores whether the original mandate for the 
ECB, in the context of the wider system of EZ central banks needs to be modified in the 
light of events during the past 21 years; given the current situation, and for the foreseeable 
future, including consideration of an alternative ECB price stability objective and monetary 
policy target which might be employed.

The third perspective, explored in Part 3, examines the wider political and socio-economic 
policy stance and operations of the ECB, including the necessity of improving communica-
tion channels, including to the European Parliament (EP) and general public, in an attempt 
to improve the democratic accountability of the ECB. This section of the report will also 
discuss the link between the ECB monetary policy and the stuttering moves towards an 
EZ fiscal policy; the implications for the monetary policy actions in relation to regional and 
social income and wealth distribution across the EZ, and the potential for ECB action on the 
issue of green bonds. 

Part 4 will briefly set out the conclusions of the analysis. 
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History, Mandate, and ECB Institutional Position

1.1. The Great Moderation

Price stability was defined earlier in the evolution of the EU/EZ, as an objective of monetary 
policy in the context of the European Monetary System (EMS). The EMS was established in 
1979 together with the European Currency Unit (ECU), enabling the process of monetary 
integration. The success of the EMS and the promotion of its objectives, notably internal 
and external monetary stability, contributed to the adoption of the internal market pro-
gramme in 1985, the so-called Single European Act. Within the framework of the EMS, the 
participants established a zone of increasing monetary stability and capital controls were 
gradually relaxed. Countries with high rates of inflation geared their policies to the objec-
tive of price stability, and thus laid down the foundations for both downward convergence 
of inflation rates and the attainment of a high degree of exchange rate stability. Gradually, 
this led to an improvement of the overall economic performance.1 

Following this period of experience of the EMS, preparations were made in 1997 and 
1998 to construct the EZ, create the Euro, and establish the ECB, ready for the launch of the 
Euro in January 1999. The objective of price stability was again stressed during this period.

In 1998 – during which the modalities of the EZ and the ECB were being established 
- the overall global economic situation was experiencing what came to be described subse-
quently, as the ‘Great Moderation’, i.e. a reduction in the volatility of output growth2. This 
moderation was experienced, broadly, from the late 1970s and early 1980s until the GFC in 
2008.

A European Commission paper on the topic3, in May 2008, concluded that across the 
Eurozone there was a significant contribution of macroeconomic policies to the ‘Great Mod-
eration’, and that changes in macroeconomic policies have played a bigger role in the Euro 
Area (with Germany emerging as a major exception) than in the US. Research had sug-
gested that there was only a small effect of monetary policy to the Great Moderation in the 
US. 

The Commission analysis pointed to a significant correlation between output volatility 
and an indicator measuring changes in the conduct of monetary policy. The volatility-
dampening effect of monetary policy appears to have been particularly large in some Euro 
Area Member States. Broadly, monetary policy volatility in terms of interest rate move-
ments appear to be strongly correlated with a reduction in output volatility. 

It is possible, of course, that some third variable(s) may be responsible for the reduction in 
output volatility. The Commission’s analysis suggests two possible factors. The first, which 
is clearly linked to the increased reliance on monetary policy from 1990, is the reduction in 
fiscal policy adjustments, accompanied by an increased size of government expenditure in 
OECD countries in the 1970s and 1980s, and hence the later efficacy of the automatic sta-
bilisers. A further factor mentioned, but not explored is the weakening of wage indexation 
schemes. (Here an associated variable, which did not figure in the analysis, was the reduction in the 
share of real wages in GDP during the period of the Great Moderation. Another factor mentioned, 
and which is explored, and is linked to wage moderation, is the shift to services in the economies. The 
analysis suggested only a small contribution of the shift to services to moderating output volatility, 
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though the shift was larger in Germany).
Later research, see Gadea et al, 20154, has suggested that the Great Moderation was 

marked by reductions in the peaks of the boom periods, rather than any overall symmetri-
cal reduction in output volatility. 

The Commission study is valuable in identifying a variety of important factors in the 
pre-GFC period, including a quiescent monetary policy, which led to the reduction in out-
put volatility which characterised to great moderation period 

Notwithstanding this relatively stable economic period, the European System of Central 
Banks (ESCB) took the opportunity to move from the ECB response based, principally, on 
targeting the growth of monetary aggregates, especially M3, to one of medium-term infla-
tion targeting.

Prior to the GFC, the ECB, sought, and was able to maintain, a stable interest rate posi-
tion. Partly this was also required because the monetary transmission modalities within the 
EZ – whereby interest changes influence real economy variables such as the availability of 
credit and exchange rate movements - were unknown, at this early stage of the EZ. At this 
point, it is worth first noting two key, linked points:

 
1. The ECB is a central bank, but it operates in the confederal structure of the Eurozone. It 

operates sui generis, being neither a national central bank (e.g. the Bank of Sweden) nor 
a federal central bank (e.g. the US Federal Reserve)

2. It thus operates through the European System of Central Banks in which  each of the EZ 
national banks are independent.

 
Notwithstanding the quiescent nature on monetary policy during this period, together with 
the relatively low, but relatively stable, EZ output growth, other wider economic and finan-
cial factors were emerging at a global level. These emerging factors – essentially the massive 
expansion of mis-priced securitised financial products traded in by the investment banking 
arms of US, UK, and some other European banks - which led to the GFC were, from 2008, 
also to lead to an on-going Eurozone financial and monetary set of problems. 

This developing storm not only created substantial problems for governments’ fiscal 
positions, but also changed the nature of central banks and of monetary policy. The previ-
ous policy approach, and the structure of central banks (aside from the Bank of Japan from 
the late 1990s), was of small central bank balance sheets and a policy approach of providing 
the banking sector with liquidity by the management of overnight money market rates. 

Also, in 2004, Goodfriend5 had noted the emergence of the New Economic Consensus 
(NEC). The consensus was political rather than economic and was not linked directly to 
the theoretical New Keynesian DSGE (Dynamic Stochastic General Equilibrium) economic 
modelling. The traditional role whereby fiscal policy managed aggregate demand was 
transformed. Instead, a panoply of monetary policy instruments was gradually created, 
and the ECB took on a new role of being solely responsible, at the overall EZ level, via the 
ESCB, for managing aggregate demand: effectively expanding it through credit markets, 
that were themselves undergoing an unwelcome development (oversight of which was not 
then the responsibility of the ECB).



The ECB’s Mandate: Wider Perspectives on European Union Monetary Policies	 11

1.2 The GFC and Aftermath

The GFC encompassed not only the rapid and substantial weakening of banks’ balance 
sheets, but substantial increases in public debt and increases in government deficits - partly 
to reflect the need to preserve the integrity of the banking system and partly to offset the 
reduction in private debt, as households attempted to reduce their own debt exposures. 

Unfortunately, the reaction of governments to these emergent public and private debt 
situations was broadly to adopt austerity and fiscal retrenchment measures, targeting defi-
cit and debt reduction and to reductions in public expenditure. The task of attempting to 
avoid recession in the Eurozone was left almost solely to monetary policy and to the ECB, 
in common with some other Western central banks. Two exceptions, initially, were the UK 
Labour government in 2008 and 2010 and the US Obama Administration who both used 
fiscal policy measures to stimulate the economy. International trade was buoyed by China’s 
massive fiscal expansionism.

The ECB, under Trichet, in 2008 (an over-reaction to an oil price spike) raised interest 
rates6. This perverse move pushed the EZ towards recession and made the lack of fiscal 
policy in the EZ even more acutely obvious. (Subsequently under Draghi this policy was 
slowly reversed).

It became clear that to compensate for the negative impact of the 2008 hike in interest 
rates, and the credit spreads and liquidity problems affecting a number of EZ economies, 
that there was a need to intervene directly via a Securities Markets Programme (SMP), the 
sovereign bond purchase programme from 2010. Between 2007 and 2012 the balance sheet 
of the ECB doubled in size, though some shrinkage occurred from mid-2012. Unfortunately, 
a further, unnecessary, interest rate rise in 2011 coincided with a severe fiscal consolidation 
in all member states during 2011 to 2013, which led to a loss of economic growth, in the EZ 
as a whole, of between 14% and 20%7. 

The subsequent reaction of the ECB was to follow the example of the US Federal Reserve 
and initiate a policy of ‘credit easing’ (CE). This policy operation involves the central bank 
buying risky assets in the form of corporate bonds. This skews the CB balance sheet portfo-
lio towards a higher overall risk profile.

Given the inadequate nature of the impact of CE on either EZ economic growth or 
increased prices, the ECB, as with the Federal Reserve, moved to ‘quantitative easing’ (QE), 
partly via a LTRO operation (see Part 2). The bond purchase policy operation increased 
the ECB holdings of safe assets, i.e. sovereign bonds. This operation increased the size of 
the ECB balance-sheet, but not its risk composition. Again, there was little impact of these 
measures on either economic growth, including investment, or on price inflation. However, 
one should bear in mind the severe fiscal consolidation mentioned above.8 

Perhaps not surprisingly, given the economic circumstances and the reaction of financial 
institutions, the main impact of the CE and QE measures in the EZ was to strengthen asset 
prices, though not to the degree experienced in the USA. This partly reflects the strength 
of the credit channels in the EZ, linked to a higher proportion of bank lending than in the 
US. The impact on asset prices may have led to an increase in wealth disparities across the 
EU, and a mixed impact on income distribution9 as the growth of unemployment was con-
strained, with some benefit to this social group.
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The ECB measures did have some positive impacts on individual EZ country economies. 
The fact that the ECB bond purchases works through the European System of Central Banks 
meant that those countries whose central banks and major banks were tightly constrained 
were provided with liquidity, enabling a partial release of strict austerity in these countries. 

This impact may have taken the edge off what may otherwise have been a negative 
regional income impact across the EZ. The inability to directly take account of regional 
differences in economic prosperity is a problem for all central banks. The monetary policy 
actions of central banks are, by definition, centralised.

This inevitable centralisation of monetary policy is one important reason why EZ mon-
etary policy needs to be accompanied by fiscal policy, either centrally (problematic as there 
is neither a fiscal authority nor a fiscal budget) or by loosening the tight fiscal constraints 
imposed on EZ Member States under the Fiscal Compact or imaginative and substantial use 
of the ESM. The advent of the Corona virus impacts is necessitating such fiscal loosening.

1.3 Low Productivity, Low Growth, and Low Inflation in the EZ

These three linked current phenomena are not unique to EZ countries (within which there 
are obviously variations between countries). The three problems are also being experienced 
in the US and the UK, and elsewhere. Nor has the phenomenon appeared simply following 
the GFC. Various explanations have been offered, including measurement factors, which 
may be part of the answer. However, one important factor is likely to be the persistent low 
share of real wages in GDP, in some countries since the 1980s. Low real wages will impact 
in two ways. They will depress aggregate demand and it will inhibit labour-saving innova-
tion. They will also be accompanied by low inflation.

Monetary policy is incapable of any direct impact on the supply side of the economy 
and hence on productivity. The issue is whether the ECB and its monetary policy can suf-
ficiently and effectively influence aggregate demand in the EZ economy and, if so, how.

From 2013 until the present, the uneven, generally low, economic growth pattern has 
necessitated a continuously active monetary policy, with the use of non-conventional policy 
instruments. In July 2013, - partly in response to the contagion of increased bond yields 
resulting from the ‘taper tantrum’ in the US A as the Fed started a process of selling bonds 
(though rapidly abandoned) - the ECB introduced the non-standard policy of forward 
guidance, indicating its intention to keep interest rates at prevailing or lower levels “for an 
extended period of time”.

It is recognised that the ECB has, during the various periods of economic change since 
1999, been on an evolutionary journey. Throughout the journey it has responded to the 
challenges presented by developing an increasingly complex methodology for developing 
sophisticated monetary policy actions. It is appropriate that the current review is taking place, 
especially given the anticipated long and difficult recovery following the Covid19 pandemic.

Currently, the economic position of the EZ is one of relative stagnation with interest rates 
stuck at the zero bound and inflation stubbornly below its low inflation target. In 2020 the 
review of ECB policy (accompanied by an internal EC review of Economic Governance) 
provides an opportunity to reflect on the whole basis of a) the technocratic operational ECB 
policy, b) the communication of this policy to EU/EZ citizens its legitimacy and democratic 
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accountability, examined in Part 3 and Part 4, the impact on ECB policy, and EZ macro-
economic policy more widely.

The ECB needs to examine the arguments for a major re-think of how best to achieve the 
goal of price stability, and indeed what is meant by price stability, rather than, as currently, 
defining price stability as ‘low inflation’. An apparently unachievable target, even using a 
diverse monetary tool kit which appears to have had perverse effects across heterogeneous 
economies and societies.

1.4 Institutional Positioning of the ECB

The ECB is subordinate to the General Council of the European System of Central Banks. 
They, with the approval of the European Parliament, determine the ECB’s mandate, within 
which, the ECB has operational autonomy. In 1998 the view of the mandate, during inter-
nal EU and academic discussions, was that it should be ‘clear and limited’. This position 
was taken to try to ensure that the European Parliament, and the general public, would 
be better able to monitor and evaluate the performance of the ECB. The mandate for price 
stability was set as a public target, “an inflation rate in the Eurozone area of below 2% over 
the medium term”, as measured by the Eurostat’s Harmonised Index of Consumer Prices 
(HICP), subsequently modified in 2003. 

The Treaty on Functioning of the European Union, in Article 127(1), specifies the primary 
objective of the European System of Central Banks to be that of ‘maintaining price stability’, 
but without any legal definition of price stability.  Moreover, as a key player in a confederal 
system, it was important that the ECB fulfils the condition “to have an independent institu-
tion which provides the various national decision-makers within the monetary union with 
a stable nominal anchor enshrined in Union primary law”10.

Notwithstanding the need for an independent ECB, this does not imply an unaccount-
able ECB. Moreover, the ECB has always to be aware of the Treaty constraints on its policy 
actions, albeit that the CJEU (Court of Justice of the European Union) will use, correctly, 
a purposive legal interpretation of the rules.  Nonetheless, as the recent BVerfG (Bundes-
verfassungsgericht) ruling indicated such interpretations need to carefully made, with 
adequate explanation and justification provided, e.g. via the constitutional legal justifica-
tion of proportionality.

Article 120 of the Treaty on the Functioning of the EU (TFEU)  clarifies the position 
(including references to other relevant TFEU Articles and Article 3 of the Treaty on Euro-
pean Union (TEU):

Member States shall conduct their economic policies with a view to contributing to 
the achievement of the objectives of the Union, as defined in Article 3 of the Treaty 
on European   Union, and in the context of the broad guidelines referred to in Article 
121(2). The Member States and the Union shall act in accordance with the principle 
of an open market economy with free competition, favouring an efficient allocation 
of resources, and in compliance with the principles set out in Article 119.

Some authors (including Whelan, 2020)11 need to appreciate that, tiresome though it may be 
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for we economists, the EU is a confederal institution in which powers are only ‘conferred’ 
on EU institutions.

This issue is specifically the case where an apparent significant drift from monetary 
policy into fiscal policy may be argued to occur. We are mindful of this issue in suggest-
ing, in the next sub-section, and in more detail in section 2.6, the need for a solution to this 
problem.

1.5 The ECB Mandate

In its own paper12, the ECB claims that the Governing Council initially chose a price sta-
bility definition rather than setting price stability itself as the ‘target’ in 199813; because it 
establishes a condition that serve as a constraint on policy conduct. It disqualifies inflation 
rates that fall outside the admissible zone. 

However, during the first review in 2003, a new clarification was added and the Gov-
erning Council put forward the new concept of a “policy aim” specifying that the policy 
should deliver “below but close to 2%, over a medium term”. 

Notwithstanding the sophistication of the methodology used by the ECB to target the 
selected inflation rate, there is a prior question to be posed. How should price stability be 
defined? It should not simply be assumed that the one chosen by the General Council of the 
ESCB is necessarily the correct one.

The criteria for using an inflation target are that it:

• makes the monetary policy more transparent; 

• provides a clear and measurable yardstick against which the European citizens can 
hold the ECB accountable 

• provides guidance to the public for forming expectations of future price 
developments signifying a commitment to avoiding both inflation that 
is persistently too high and inflation that is persistently too low.

This justification for using an inflation target is perfectly reasonable. However, it is not clear 
that the specific inflation target set out above is fit for purpose. The target has not been met 
for a number of years. One suggestion is that a new inflation target which sets a symmetri-
cal range should be substituted for the current target, for instance, say +2% to -2%.

However, this ‘solution’ exemplifies the underlying problem of attempting to define price 
stability solely in terms of an inflation rate (s). To conceptualise it as above – as some dis-
crete measure of the average EZ price increase - over time - is problematic. 

Clearly the three criteria set out above need to be met. Nonetheless, it may be that an 
alternative target could also act as a convenient and “clear and measurable yardstick against 
which the European citizens can hold the ECB accountable” and also satisfy the other two 
criteria. 

There is also the problem that the EZ monetary policy - aimed solely at a price target, has 
become extremely complex, with numerous ‘internal’ variables being targeted in combina-
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tion - appears in danger of drifting towards becoming a ‘quasi-fiscal policy’. This is a charge 
which has been levelled against the ECB in relation to the recent ruling of the BVerfG.

An example of the complexity involved is that the impact of the APP (Asset Purchase 
Programme) is to put downward pressure on long-term interest rates, but insofar as this 
improves the economic outlook, investors may expect interest rates to be increased to 
dampen inflation expectations. This potential market behaviour entailed introducing a fur-
ther instrument, ‘forward guidance’, to reassure the market that increased rates would not 
rise until well past the termination of the APP.

An alternative and possibly superior definition of price stability would avoid conflating 
two definitions, of an objective, price stability, and a target, an inflation rate. This confla-
tion obscures the complex reality of an ECB monetary policy which has, in practice, been 
expanding its mandate in terms of economic policy impacts, managing aggregate demand 
and output.

Strictly price stability equates to the maintenance of a constant price level over time. This is 
not merely a matter of semantics. Setting a below but close to 2% inflation target, as cur-
rently, may be characterised as allowing the price level to behave as a ‘random walk with 
drift’. Instead what is required is a constant price path over time. 

Defining price stability as “the achievement of a constant price path over time” is an 
economic policy objective as much as it is a monetary policy objective. Moreover, avoiding 
defining price stability too narrowly, as a specific inflation target (either a point or a range), 
still permits the setting of a single target, as will be argued below in the section on an alter-
native route to achieving price stability.

Hence, insofar as the mandate of the ECB is to a large extent circumscribed by its objec-
tive of securing price stability then we argue is that what is required is an interpretation of 
this objective which allows a new, broader target to be set (see section 2.6 below).

The ECB Policy Stance and Operational Performance: Key Issues

The main issues addressed in this Part will cover the performance of the ECB in relation to:

• The characteristics of the European monetary economy including financial stability 

• The ECB’s current understanding of price stability; its potential achievement, and the 
components of inflation 

• A review of the performance of the monetary policy ‘toolkit’, includ-
ing the main four policy instruments as defined by the ECB; how these 
instruments interact in their use by the ECB and their validity

2 .1. The Characteristics of the European Monetary Economy

A consequence of the stimulus programmes is the continued slow-down of the velocity 
of money as calculated by the definition MV = PY. Although not a novel phenomenon, 
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it appears that the sizeable monetary easing after the global fi nancial crisis 2008 did not 
reverse this trend. Money velocity in the Euro Area is less than 1, which means that money 
being created is not even circulating once. This fact raises another question – is this a confi r-
mation for the existing slack in the European economy? Or is this just another force behind 
low interest rates and low infl ation together with the well-known forces – ageing popu-
lation, slower productivity growth, high indebtedness14, the nature of the technological 
progress, and the legacy of the fi nancial crisis?

Figure 1: Velocity of M3 Money Stock for the Euro Area15

Source: Based on ECB public statistics

Comparatively, the velocity of M2 Money Stock or the ratio of the quarterly nominal GDP 
to the quarterly average of M2 aggregate (money stock) in the US for the period of Jan 1959 
– Jan 2020, presented by the Federal Reserve Bank of St Louis shows the same trend for the 
United States. However, the velocity there is still more than 1, which is the level Europe 
had in year 200016. By comparison, in both regions (US and Europe) velocity decreased 
by approximately 50% since year 2000, which may point to global forces pushing down 
the money velocity. These factors can include ageing populations, wealth distribution, real 
income stagnation, and others.
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Figure 2: Velocity of M2 Money Stock for the USA

Source: Federal Reserve Bank of St Louis (US)

An important further question is how, and in what way, the European monetary economy 
may change following the Covid19 pandemic? At this stage, and in the context of this paper, 
only a limited picture can be presented.

The majority of EZ countries have introduced varying degrees of ‘lockdown’ at various 
times as the Covid19 disease struck. Some, providentially, also engaged in active testing 
tracking and tracing to partially contain the disease outbreaks. Unfortunately, a number 
of EZ countries waited too long (as did the UK) to introduce the lockdown and found that 
their public health and hospital services in major cities were being overwhelmed. 

Tackling the crisis by shutting down industry and commerce and keeping the population 
indoors, however necessary, has obvious severe consequences for the national economies 
concerned and the whole EZ economy. Estimates suggest that a two-quarter recessionary 
impact ranging from 10% to 20% is likely. Moreover, the global impact of the pandemic will 
inhibit any global and national economic recovery. Some commentators argue that a sharp 
recovery will occur, but most are suggesting a slow full recovery, during 2021 and beyond, 
from the severe downturn, from which many businesses will not recover, and unemploy-
ment will substantially increase.

A substantial fi scal stimulus, as well as coordinated monetary policy support, covering 
the whole EZ, will be required to tackle the ensuing depression. There is little doubt from an 
objective economic perspective that fi scal policy should lead, and monetary policy should 
be complementary. Whether this will be the policy stance will be for EZ political leaders to 
decide. 
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Financial Stability
Financial stability has essentially four dimensions as far as the EZ, the ESCB, and the ECB 
are concerned.

First, is the issue of asset price bubbles. The key issue here involves the identification of 
a specific rise in asset prices as a reflection of the perception of underlying economic condi-
tions, or whether it is an early stage element in a subsequent price bubble. If the rise is the 
former, it is not clear that monetary policy should be shifted from its main task. Even if the 
rise is the latter it will not be feasible to act until the price bubble is manifest. It would then 
be possible for the central bank to ‘lean against the wind’ by raising rates. However, to do so 
would again be shifting from concentration on the fundamental elements which monetary 
policy exists to address.

Second, and especially pertinent in relation to the EZ situation – as has been demonstrated 
– is when the monetary transmission channels via the ESCB is threatened, by significant 
divergence in bond yields and/or there are significant liquidity access problems for EZ 
banks. Clearly, as in the past the ECB has acted via the use LTRO and APP programmes to 
alleviate these problems.

Third, is the potential for either collapse or severe liquidity or balance sheet problems 
for large, systemically important banks. This potential problem is the reason the ECB has 
an overall supervisory role in macro-prudential policy, in liaison with the European Banking 
Agency (which sets the standards for the banks), and the individual National regulatory 
agencies. This structure has not yet been severely tested, but so seems to be working. 

Fourth, there is a degree of incipient concern created by the existence of the inadequate 
protection of debtors in relation to non-contingent liabilities in financial contracts, e.g. 
mortgages. These problems are caused by changes in the real economy for which debtors 
are not protected. As will be argued later the advent of Nominal GDP targeting addresses 
this problem.

Whatever the split of the economic recovery between distributed fiscal policy action 
and centralised monetary policy action, the ECB policy stance and actions will be crucial in 
ensuring an appropriate role for monetary policy in the economic recovery from Covid19. 
The ECB role in assisting in maintaining financial stability has a variety of dimensions, but it 
does not seem necessary to go beyond either the ameliorative monetary policy action it has 
taken to ease the general situation in respect of financial stability or the availability of the 
formal powers it already has in respect of macro-prudential policy. 

2.2. Inflation Rate Targeting and Price Stability

Notwithstanding the past performance of inflation rate targeting by the ECB, there is debate 
about the adequacy of the ECB’s specific inflation rate target among economists. The defla-
tionary pressures in the global economy suggest to some that the target should be lowered 
from 2% to 1.5%, while others suggest an introduction of a tolerance band17. In this paper 
we suggest serious examination of an alternative approach to achieving price stability.

One issue, which is raised, is the structure of the index of consumer prices used to 
measure inflation, in particular the weight of the various components’ in the basket of com-
modities should be examined and potentially revised. It is useful to discuss how technically 
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the infl ation has been measured by Eurostat, the body in charge of the EU statistical data. 
Currently, the HICP components18 are classifi ed according to the ECOICOP ( European Clas-
sifi cation of Individual Consumption by Purpose). The legal basis for the establishment of a 
harmonised methodology was provided in Regulation (EC) No 2494/1995, which was later 
replaced by the Framework Regulation (EU) No 2016/792. 

There are 12 groups and the main headings follow below as well as the weights:

     00.  All-items (total or all-items index): 
01.  Food and non-alcoholic beverages; 
02.  Alcoholic beverages and tobacco; 
03.  Clothing and footwear; 04. Housing, water, electricity, gas and other fuels; 
05.  Furnishings, Household equipment and routine maintenance of the house;
06.  Health; 07. Transport; 08. Communication; 
09.  Recreation and culture; 
10.  Education; 11. Restaurants and hotels;
12.  Miscellaneous goods and services

Figure 3
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The weights are changed from time to time as consumer tastes alter. However, it may be 
that some preferential weightings could be applied as normative values, e.g. for health.

In addition, Eurostat produces special aggregates that are derived from the hierarchi-
cally classifi ed indices. For example, the special aggregate ‘Energy’ includes all the energy 
related sub-indices; most of them from division 04, but also ‘Fuels and lubricants for per-
sonal transport equipment’ from division 07. ‘Education, health and social protection’ 
includes sub-indices from divisions 06, 10 and 12. Currently, Eurostat publishes more than 
30 aggregates19. 

Core Infl ation
However, notwithstanding the above HICP structure, the ECB also defi nes and uses the con-
cept of ‘core infl ation’ in its approach. In the US, the Federal Reserve uses the core personal 
consumption expenditures price index (PCE), based on a dynamic consumption basket, as 
the target price variable. 

In any event, the ECB has found, by experimentation, that the HICP measure is insuf-
fi cient to be used as the only infl ation metric, in the context of the complex modelling which 
takes place prior to decisions on policy actions being made. The ECB calculates and uses 
various core infl ation measures. The main ones are shown in the two charts below.

Figure 4: Infl ation measures

Source: ECB Economic Bulletin, Issue 4/18 
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Figure 5: Adjusted infl ation measures

Source: ECB Economic Bulletin, Issue 4/18

For instance, the Persistent and Common Component of Infl ation (PCCI) dynamic factor 
model tries to exploit this by capturing the persistent component across all items of the 
HICP and across several Euro Area countries. But a number of scenarios are produced to 
evaluate the various immediate and longer-term price impacts, which enter into considera-
tion when adjusting policy instruments.

Even these adjusted measures require supplementation using the semi-structured model 
and other internal models used by the ECB. This modelling takes account of factors which 
are not capable of being represented in the micro-economic founded, and linked to rational 
expectations, in New Keynesian DSGE (Dynamic Stochastic General Equilibrium) models. 
The ECB also uses a dynamic factor model that performs a trend/cycle decomposition of 
real activity variables and core infl ation. 

The Role of Asset Prices
A key question to be raised relates to the weight of division 04 in the HICP, where housing 
costs (rents, mortgages) and household expenditures (utility bills) are included. Undoubt-
edly, a prominent consequence of the ECB purchasing programmes, to some extent 
unintended, was to engender an increase in asset prices, including housing. 

Hence, though a defl ationary impact via lower imported prices of commodities was 
real in the period considered, it was offset for many consumers by the increase in asset 
prices, refl ected on the costs having covered mortgages and rents, whose current weight in 
the HICP basket is relatively low. This argument is certainly more pertinent for some EU 
Member states than for others, therefore we emphasize the need for re-evaluation of the 
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“housing” weight (division 04) in the HICP structure.
The main impact, of the sometimes wildly gyrating share price indices, tends to mani-

fest themselves in impacting on financial stability. This aspect of the EZ and EU monetary 
economy was considered in the previous section 2.1. 

The technical modelling innovations described above indicate the flexibility of the ECB 
approach to inflation targeting, but whatever has been accomplished it is clear that, as is 
discussed in section 2.4 below, a great deal of inflation is, as yet undefined in terms of 
explanation. There is also a need for greater transparency on the role of each of the calcu-
lated inflation measures in the mix of internal targets used by the ECB. Specifically, how 
these relate to the estimates of achievement of success in relation to the rates of inflation 
perceived by the general public.

2.3 The ECB Monetary Policy Toolkit

The ECB uses a combination of instruments:
 
1. Negative Interest Rate Policy (NIRP); 
2. Forward Guidance (FG); 
3. Targeted Long-term Refinancing Operations (TLTROS) and 
4. Asset Purchases Programme (APP): including 
 - Public Sector Purchase Programme (PSPP) – this is by far the largest element and 
   the most contentious;
 - Asset-backed Securities Purchase Programme (ABSPP);

 - Covered Bond Purchase Programme (CBPP3)
 - Corporate Sector Purchase Programme (CSPP)

The direct effects of the various measures on SAPI (Sustained Adjustment in the Path of 
Inflation), and hence on the HCIP, may not be captured easily and immediately. Their main 
direct impact is their individual and collective influence on the shape of the risk-free yield 
curve or credit spreads. Each of the measures is assigned to influence segments of the risk-
free yield curve. Ultimately this influences the difference between the final cost of loans 
for households/ firms and the risk-free interest rate that banks take as reference for rate 
fixation in pricing those loans. 

The early policy response of the ECB included expanding its main liquidity operations: 
introducing several rounds of Longer-Term Refinancing Operations (LTROs) during 2008 
and 2009. This action was intended to compensate for the fall in interbank market activity, 
with increased intermediation through the central bank. However, the impact of the LTROs 
are not considered to have been substantial, though they are still deployed. The operations 
were intended to restore inter-bank liquidity, but in practice banks used the funds to pur-
chase government debt, thereby reducing sovereign yields.20

Other policies employed from time to the time include foreign-currency operations (swap 
lines with the Federal Reserve in US dollars, since the GFC); a broadening of the collateral 
framework allowing banks to use a broader range of assets in refinancing operations with 
the European Central Bank, and the launch of the Covered Bond Purchase Programme. This 
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last programme was relatively small in size and was justified to “improve market liquidity” 
and “ease funding conditions for banks and enterprises.” Broadly speaking, these policies 
can be understood as ‘lender of last resort’ actions, in which a central bank makes credit 
available to financial intermediaries during financial stress.

Zaghini, 201921 argues that the corporate bonds purchase programme was successful, 
because it encouraged investors to shift towards riskier bonds by increasing prices and 
reducing yields in the targeted bond market segment. Afterwards this reduced borrowing 
costs for many firms, including those whose bonds were ineligible for direct purchase by 
the ECB22.

In July 2012, President, Mario Draghi, made a statement that became famous: “Within 
our mandate, the ECB is ready to do whatever it takes to preserve the euro. And believe 
me, it will be enough.” The European Central Bank soon followed up by announcing the 
Outright Monetary Transactions (OMT) program, which would include purchases of gov-
ernment bonds in secondary markets for member countries that requested its activation 
and accepted monitoring. The program was announced “to address severe distortions in 
government bond markets which originate from, in particular, unfounded fears on the 
part of investors of the reversibility of the euro.” Together, the announcement of the OMT 
program and Draghi’s “whatever it takes” speech reversed the sovereign-debt market self-
destructing spiral. And this was accomplished without ever making purchases under the 
program, since to date, not a single member country has made a formal request.

The ECB estimates that the APP explains the lion’s share of the overall effect on output 
growth in 2017. Their estimate of the impact of FG considered in isolation is modest. How-
ever, FG is considered to operate closely with NIRP (see below and in 2.4) which seeks to 
provide an incentive for banks to reduce liquidity and seek longer-term or riskier invest-
ments. 

The role of FG has been the subject of economic debate, but is regarded as a valuable if 
minor element in the armoury of the ECB’s monetary policy, working in tandem with the 
other policy action areas, specifically operating on the expectations of market participants 
(see below in 2.4 for discussion of FG).

The variety of instruments and their roles in the complex models used by the ECB may 
only be evaluated via academic technocratic studies. There is a requirement for greater 
emphasis to be placed on providing non-technical explanations for non-technical observers.

2.4. Evaluation of the Toolkit

In assessing the achievements of the four monetary instruments set out above, individu-
ally and in combination, and their impacts on the monetary and on the real economy, the 
next question to be raised is how effective the deployment of the monetary policy toolkit 
has been. According to the ECB studies and analysis, a fifth of the growth rate in 2017 was 
attributable to the NIRP, introduced in 2014, which is a comparatively large contribution. 
Similarly, the targeted long-term refinancing operations, LTRO, accounted for another fifth 
of the 2017 growth rate. It led to a significant compression in lending rates since Euro Area 
banks were offered affordable long-term borrowing from the ECB. Thus, the banks replaced 
the more expensive sources of funding with affordable finances23. However, evaluating a 



24	 Policy Report | October 2020

number of instruments, working in combination, is a complex analytical task. The approach 
will have its own weaknesses and controversy, and therefore, any results and conclusions 
have to be interpreted with caution.

The asset purchasing programme APP has apparently had the largest effects on growth. 
This strong impact is because it puts downward pressure on long-term interest rates, so pro-
viding easier financing conditions in a monetary environment, where conventional policy 
tools are restricted. By quantifying the effects of all instruments, the ECB analysis (vector 
autoregression) captures how the monetary easing supports consumption and capital for-
mation. The APP may also interact with the signal that is channelled by Forward Guidance 
about the likely trajectory of future policy rates24, thus enhancing its impacts.

The ECB internal assessment indicates that the measures taken have had positive effects 
on credit flows, asset prices, bank risk-pricing and other monetary variables, which, in turn, 
have positively influenced real economic variables.

The effects on growth, employment, and inflation appear to be positive as the chart 
below indicates:

Table 2.1: Macroeconomic figures

Category 2015 2017 2019
Real GDP growth EU-27 2.3 2.7 1.5
Employment (millions) 152 157 160
HICP – inflation rate (%) 
EU-27

0.1 1.6 1.4

Source: EUROSTAT – GDP growth and inflation rate; Employment fig-
ures taken from the speech of Schnabel I., “How long is the medium term? 
Monetary policy in a low inflation environment”, 27 /02/ 2020, London

So how might we assess the apparently successful performance of the ECB? Sim-
ply accepting a direct uni-causal link is unsatisfactory for two reasons. First, factors 
other than the delivery of monetary policy actions by the ECB are likely to be 
involved, particularly given the time lags involved.  Most would accept that other fac-
tors will play a part and that these factors might not wholly or in part have played 
a role in determining the ECB’s policy response. For the purposes of the current 
exercise it will be taken as read that some dimension of external influential factors 
will have played a part in the evolution of the EZ economy as reported above.

Second, and more difficult to assess is how effective has been the performance of the 
monetary policy, which is under the control of the ECB, and especially in relation to infla-
tion performance. This requires an analytical overview of the decision-making of the ECB, 
based on its internal analysis and modelling.
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Infl ation Performance
As a fi rst step we will look at the performance on infl ation. The ECB at the end of 1999 
produced an interesting diagram indicating the problem in decomposing the various 
explanatory contributions to infl ation over the period from March 2018 to September 2019. 
A substantial amount is unexplained. Figure 6 suggests that the erosion of economic slack 
(the yellow bars) has contributed to pushing up prices. The infl ation expectations of market 
players (the red bars) also appear to have a signifi cant, but reducing, role over the period 
in pushing up prices. 

It is unclear what exactly the residuals (the blue bars) represent. They may be partially 
explained by statistical errors or by structural factors (supply shocks) that are not quanti-
fi ed. However, they also point to the fact that despite the complexity of the modelling and 
policy actions of the ECB there remains a substantial element of uncertainty in attributing 
the effectives of the policy actions to manage demand or the HICP infl ation rate, even with 
volatile factors like energy and food prices excluded.

Figure 6 Phillips curve decomposition of HICP infl ation25

One might expect, given the reducing economic slack in the European economy at the end 
of the period, measured by an apparently reducing output gap, that infl ation would be on 
a rising trend, which it is not. The output gap acts as a surrogate for structural unemploy-
ment in the Phillips curve analysis (see below) and indicates that the curve is fl attening 
and does not explain adequately infl ation. Over the past few years, the labour market has 
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been improving. In 2019, the employed population reached 160 million. There is a decline 
in the number of discouraged workers and underemployed part-time workers. Neverthe-
less, even the inflation rate (HICP), shown in the chart above, remains low at 1.4% in 2019, 
i.e. even though energy and food prices included. This lower than anticipated pressure on 
the inflation rate is likely to be related to the output gap being larger than estimated in the 
modelling.

The Use of the Phillips Curve
These issues raise many questions about the structure of the labour market; the useful-
ness of the Phillips curve’s methodology, and the credibility of ECB decision-making based 
on a naïve interpretation of the New Keynesian Phillips curve relation between inflation 
and structural unemployment. One problem is the dependence of estimation of the slope 
of the curve on the calculation of the output gap, itself liable to substantial error. There 
is no unique level of unemployment which corresponds to structural unemployment. All 
one may say, in respect of the Phillips curve, is, ceteris paribus, that a continuous period of 
expanding aggregate demand is likely to accelerate inflation.

This criticism is linked with the use of the New Keynesian DSGE  model. This wider con-
cern prompted the ECB to develop and adopt a new multi-country, semi-structured model, 
along the lines of the Federal Reserve’s FRB/PCE model. This departure from sole use of 
the DSGE model enhances the ability of the ECB to provide sound quantitative predictions - 
allowing a wide range of banking and financial variables, going from bank lending spreads 
to term premia - to be incorporated in the modelling.

Nonetheless, how far this increase in complexity - perhaps enabling a greater ability to 
manage aggregate demand in the contemporary EZ economic situation – enables the ECB 
to meet its mandated inflation objective is less clear.

The complexity of the modelling is now so high and involves such a wide range of data 
and estimated variables and parameters, that it is not possible to provide a full critique in 
this report. However, it is possible to select one concern which relates to the above discus-
sion and which has previously been raised by GPI (see Federal Central Banks, Section 3.4, 
Pages 56 to 59). The concern raised is the use by the ECB of the “neutral rate”, based on a 
neo-Wicksellian approach. Wicksell hypothesized that adjustment of the bank interest rate 
should follow the natural, or ‘neutral’ interest rate. This neutral rate is the interest rate 
which, it is postulated, will bring savings and investment into alignment, even though the 
rate itself is unobservable. 

The “Neutral” Rate of Interest
In its use by the ECB, the neutral rate, r*, estimations are highly correlated with the nature 
and structure of models, and various other assumptions, methodologies, time series prop-
erties, and transmission channels included26. What the ECB, and other central banks, claim 
is that allowing the actual interest rate to follow r*, closes the output gap and stabilises 
inflation, either eventually or concomitantly depending on the type of model. 

A further concept of a “reversal rate” is then introduced. The reversal rate is a configura-
tion of interest rates so low – engendered by the combination of ECB policy instruments 
- that banks in Europe lose an incentive to lend and indeed lending would contract. This 
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situation would render quantitative easing impotent.27 The aim, of course is to avoid this 
situation by raising the levels of r* as suggested in the ECB technical paper WP 2346 refer-
enced below.

This area of policy modelling is not only obscure, but the policy recommendations 
derived are sometimes in conflict and hence do not provide a practical guide to policy 
action. This problem is implied by the ECB technical paper:

It is important to understand whether closing the interest rate gap (by tracking DSGE-
based r* at all times) would yield outcomes that are consistent with policy objectives. If the 
economy is not subject to significant nominal rigidities nor affected by mark-up shocks, 
then closing the output gap simultaneously stabilises inflation at its target. Otherwise, 
there is a trade-off between stabilising inflation and stabilising output, and a single policy 
instrument is unable to achieve both goals. Consequently, tracking DSGE-based r* does 
not constitute optimal policy anymore, as it disregards the deviations of inflation from 
target, while an optimal policy would strike a balance between stabilizing both gaps.

In Haavio et al. 201828, tracking r* stabilises the output gap, but due to the importance of 
wage stickiness and real labour market rigidities employment can deviate persistently from 
its natural counterpart, causing large and protracted deviations of inflation from target and 
giving rise to a significant trade-off between inflation and output stabilisation.

Overall, model-specific differences and statistical uncertainties of estimates pose formi-
dable obstacles to passing a judgement on the level of the natural rate of interest in real 
time”

The role of r* seems to be playing an increasing role in the future planning of mon-
etary/economic policy of the ECB. Not unsurprisingly, the ECB recognises that the various 
economic and financial factors cannot be affected by banks (at least not directly). Nonethe-
less, it advocates a return to higher r* rates, accompanied by socio-economic and financial 
reforms such as increasing retirement age, boosting productivity and a reversal in the pric-
ing of risk. Some of these factors will, given the complexity of the ECB’s monetary policy, 
surely be influenced by the direction of that policy and policy actions.

This discussion illustrates the importance of being able to use mathematical tools to elicit 
how central bankers evaluate the interactions of the many variables and parameters in their 
modelling, given that key elements are unobservable in the real economy. The difficulty is 
that the ability to use these tools is, inevitably confined to a minority of experts. Therein lies 
the communication dilemma (see Part 3).

However, this ‘conundrum’ raises the question of trust in the ECB complex modelling 
apparatus and the over-dependence of monetary policy on opaque mathematical and 
technocratic solutions, which appear to have little resemblance to the real economic envi-
ronment. 

Bond Markets
In December 2019, the ECB held over €2.1 trillion worth of public sector securities from the 
Euro Area, as the rate of monthly purchases were slowed in 2019. The net supply of govern-
ment debt by the Euro Area was expected to be slightly lower in 2020, but due to the global 
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uncertainties, as a result of the pandemic virus spread, it will increase. In some countries 
– Germany, France, Sweden – the amount of government bonds trading at negative yields 
has increased significantly. Investors are willing to pay a premium for holding government 
bonds from certain jurisdictions (e.g. Germany), and this skewing needs greater attention 
to assess the potential future implications for Europe’s bond markets. Particularly, this 
may lead “Germany bias” phenomenon in Euro Area portfolios, similar to the well-known 
“home bias” situation when investors hold a disproportionate share of domestic assets in 
their portfolios (see Table 2.2).

In 2019, more than 200 government bonds worldwide were issued with negative yields, 
which exceeds 2016 issues. Germany and France account for the larger proportion of the 
total negative-yielding bonds. Countries such as Latvia, Lithuania and Ireland also began 
to issue negative-yielding bonds. Italy, Belgium and Spain issued more negative-yielding 
debt during the summer 201929.

Table 2.2: 10-year Government Bond Yield, Europe, March 2020 

Country Yield 
6/03/20

Change 
over a year 
6/03/19

Yield 
10/03/20

Change 
over a year 
10/03/19

Yield 
17/03/20

Change 
over a year 
17/03/19

Germany -0.71% -84 -0.66% -72 -0.43% -51
France -0.35% -86 -0.05% -51 0.24% -21
Nether-
lands

-0.56% -152 -0.36% -49 -0.11% -27

Spain 0.21% -90 0.58% -61 0.95% -23
Italy 1.07% -78 1.86% -68 2.18% -35
Portugal 0.29% -113 0.80% -53 1.16% -14
Greece 1.37% -234 2.20% -157 2.78% -14

Source: Bloomberg

Clearly the performance of the bond market is a crucial aspect of the development of the 
ECB monetary operations. The variation in bond yields across the countries of the EZ, and 
across the EU is a persistent problem and when countries experience severe problems then 
their yields become well out of alignment. These problems should be addressed, insofar as 
yields depend on a country’s economic performance, by fiscal, as well as monetary policy 
across the EZ and on the basis of solidarity. This problem must be addressed sooner rather 
than later within the EZ. If not addressed its persistence will threaten the very existence of 
the EZ.

Green Bonds – The Role of the ECB. The environmental sustainability is a key priority 
for European policy-makers, and measures taken to strengthen the green financial markets 
by the ECB will be necessary in order to complement the green package of the European 
Commission. 
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We understand that partially this will be alleviated by the green package that will offer  
€1 trillion over the next decade to be invested in green projects. European governments dis-
play leadership on climate change and sustainability by issuing green bonds. All sovereign 
green bonds issued so far are denominated in Euro (even from non-EU countries). Maturity 
of bonds varies from 5 to 30-years, with 19-year weighted average maturity, and size of 
bond issues ranges from €20 million to above 20 billion. Poland began issuing green bonds 
in 2016 and its green market is relatively small of less than €5 billion. France is a larger 
issuer of green bonds of more than €20 billion since 2017. Belgium and Ireland entered 
this market in 2018 with above €5 billion. Netherlands joined them in 2019. Germany and 
Sweden have announced their plans to issue green bonds in 2020, and a few other countries 
including Denmark, Spain and Slovenia are also considering issuing. 

As Europe is a leader in developing the green financial market segment, it is important 
to have sovereign issuance of green bonds to provide institutional investors with risk-free 
benchmark green securities. For instance, Germany intends to establish a liquid green 
interest benchmark curve by providing market participants with investing opportunities 
in green securities along the entire German yield curve in the future. France, Ireland and 
the Netherlands reported that green bonds attract a wide range of investors and observed 
a sustainable demand for green bonds from an increasing number of institutional investors 
that committed to responsible investment and integration of ESG (environment, social and 
governance) factors into their investment procedures. 

However, in terms of secondary market liquidity, slightly poorer conditions were found 
for green bonds. This is a result of the small size of green bonds and the presence of buy-
and-hold investors in the green market. Therefore, the potential involvement of the ECB 
in the green bonds secondary market and the European Investment Bank in funding green 
investments by issuing bonds will be an important factor for supporting green finance in 
Europe.

One key issue, raised by the BIS survey30 of the impact of green bond issues on FX 
reserves, is how the ECB handles the question of sustainability. The issue partly relates to 
the potential for liquidity constraints, which, given the relatively small volume of green 
bonds at this stage, may be a problem. The BIS also suggested that:

Sustainability might be integrated into the reserve management process either explicitly 
by articulating sustainability as a defined purpose for holding reserves, or implicitly as 
a supporting aspect of existing policy purposes. Central banks’ choice between either 
of these approaches will depend primarily on their legal and governance frameworks. 
In both cases, however, it will involve additional trade-offs, turning the classical triad 
of liquidity, safety and return into a tetrad of reserve management objectives.

Even abstracting from the issue of green bonds, the introduction of sustainability as an 
explicit or implicit objective would be a valuable move, given the wider need of sustainable 
investment in critical infrastructure and associated technology investment,

Clearly there will be benefits from any diversification into green bonds via potentially 
positive impacts on risk-adjusted rates of return on existing sovereign bond and corporate 
bond portfolios. Moreover, the purchase of an increasing volume of green bonds by the 
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ECB would help establish minimum standards for green bonds, and in this way support the 
political desire of the EU/EZ to move forward the ‘green agenda’.

For these reasons, a key question to ask is how the ECB can strengthen this market seg-
ment in collaboration with the EIB. One question is whether these measures should be 
applied only to the green bonds or extended to the conventional bonds segment too, to 
avoid any bias?

The ECB role in connection with so-called Green bonds should be that of providing an 
active purchaser of such bonds on the secondary market, paying particular attention to 
their sustainability.

The Role of Negative Interest Rate Policy (NIRP)
The underlying justification for setting negative interest rates, which has some logic, is 
simply to extend the process of rate cutting, targeting the same credit channels as with 
conventional interest rate reductions. The ECB introduced NIRP in 2014.

As far as banks are concerned a negative rate penalises their cash holdings, held as 
reserves at the central bank, thus, in theory, encouraging banks to lend to companies. 
Unfortunately, this also entails losses for banks on their lending and put pressure on their 
deposit rates. There was a negative impact on bank profitability and there does not appear 
to be any significant evidence of increases in EZ business lending above the pre-GFC aver-
age (European Banking Association, 2016).

A second impact is on the bond market, with those investors seeking higher yields 
increasing the price of long-term bonds and reducing term premia across all maturities. 

The third impact is because some bond investors will seek positive yield on the sover-
eign bonds of other countries, this will have the effect of a relative depreciation of the Euro, 
thus benefitting EZ exports. It is worth noting that the Danish central bank introduced a 
negative interest rate to avoid the appreciation of its currency which is pegged to the Euro.

The introduction of NIRP by the ECB in 2014 appeared initially to be intended as a 
temporary measure to supplement other unconventional measures to stimulate the EZ 
economy. It has now become entrenched. Moreover, other central banks (e.g. Switzerland) 
followed the lead of the ECB, with the major Japanese central bank moving to negative 
rates in 2016. It is estimated that by mid-2019 over 20% of all global investment grade debt 
is negative yielding, half is Euro-denominated31. 

The ECB justification for NIRP is concentrated on the impact in the bond markets and 
their claim, that, in conjunction with the APP and FG, it has produced an inversion of the 
yield curve in 2- to 5-year portions. It is further argued this specific impact directly influ-
ences typical loan rates in the EZ. The issue, as with FG, and discussed below, is whatever 
may be the marginal advantage in terms of the expanding tool kit of the ECB from 2014, 
the continuation into the future risks the reversal rate being hit. This addition of monetary 
instruments to the ECB’s complex array of interlocked weaponry, whatever its value in 
enabling monetary policy to better manage aggregate demand, is likely to have unforeseen, 
and potentially damaging consequences in global credit markets and international trade.

As the ECB itself recognises it is becoming crucial to utilise an EZ central fiscal capacity 
and to revert to a less complex ECB monetary policy, aimed at price stability and nominal 
economic growth.
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The Role of Forward Guidance (FG)
Finally, the role of forward guidance in the ECB tool kit needs to be analysed, especially 
in relation to the impacts of NIRP and APP and more generally as an influence of inflation 
expectations.

Forward guidance refers to the communication strategy undertaken by the ECB to 
provide information to the markets and to public (households and firms) on its future mon-
etary policy stance. Forward guidance is currently used by ECB in connection with its use 
of non-standard measures to facilitate its accommodative monetary policy. The Governing 
Council of the ECB adopted forward guidance for the first time in July 2013.

The ECB’s action reflected concerns that – as a result of the rise in U.S. long-term interest 
rates due to speculation over the timing of “tapering” quantitative easing - markets were 
beginning to doubt the ECB’s commitment to the medium-term objective (i.e., below but 
close to 2 percent), and its determination to apply policy measures necessary to meet this 
objective, i.e. by maintaining its low interest rate policy. 

The ECB’s action in 2013 suggested a reflexive nature of FG, as it helped lengthen the 
expected duration of the current interest rate policy by financial markets, in line with the 
ECB’s internal view. 

The latest forward guidance issued by the ECB is “to expect the key ECB interest rates 
to remain at their present levels, at least through the first half of 2020, and in any case for as 
long as necessary to ensure the continued sustained convergence of inflation to levels that 
are below, but close to, 2% over the medium term”.

Arguments in Favour. The publication of an interest rate path may increase the sensitiv-
ity of medium-term bond yields to forward-looking monetary policy news and to reduce 
sensitivity to news about current policy stance. 

Explicit quantitative guidance, in the form of the publication of an interest rate path, 
may potentially enhance a central bank’s leverage on the medium-term structure of interest 
rates.

There is a strong technical argument to the effect that it can offset any negative impacts 
of the implementation of NIRP and extreme bank reactions to continued lowering of the 
DFR (Deposit Facility Rate). It is also suggested that FG will enhance the impact of the APP 
on the intended movement of the yield curve.

Together with the NIRP, FG has, it is claimed, generated an inversion in the risk-free 
curve over maturity portions that provide the benchmark for loan rate fixation. This has 
pulled down the whole pricing structure and the final lending rate, thus stimulating the 
demand for loans that banks could serve by funding themselves under TLTROs.

APP provides the surplus of liquidity that is necessary to keep the overnight rate close to 
and controllable by the DFR. This is a pre-condition for arbitrage to ensure that the negative 
return to reserves under the NIRP translates into negative returns to other short-term liquid 
assets. It is a necessary condition for FG on the future path of the DFR to be able to influence 
expectations of the future path of the market overnight rate. 

Deploying NIRP can shift the whole term structure to negative levels and – depend-
ing on the perception of the lower bound prevailing in the future – remove the bias in 
rate expectations. Forward guidance policy by contrast can flatten the yield curve, while 
attempting to prevent a decrease of its overall level.
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Overall, the arguments in favour are based on highly technical justifications of the inte-
gral part which FG now plays in the complex monetary policy mix of interacting policy 
instruments deployed by the ECB, in common with a number of other central banks. In this 
context it is argued that FG has a key role in anchoring inflationary expectations.

Arguments Against. Various arguments questioning the necessity for forward guidance 
and its role in monetary policy have been put forward.

For instance, it might, in practice, be difficult for a monetary policy committee (US Fed-
eral Reserve FOMC or the ESBC General Council) always to agree on an entire future path 
of policy rates rather than merely on the level of the policy rate today (Goodhart 2001)32. 
Certainly, the Minutes of the FOMC suggest robust discussion. This is an argument whose 
relevance obviously grows with the size of the decision-making body. 

A further argument suggests either that publishing the bank’s own interest rate forecast 
might be interpreted by the public as an unconditional promise (Mishkin 200433, or cen-
tral banks might be unwilling to revise their path for reasons of prestige (Gersbach and 
Hahn 200834). These potential constraints might impede required adjustments of the path in 
responding to changes in economic conditions. 

If the central bank has been highly predictable in their monetary policy decisions, and 
long-term inflation expectations have been well anchored in the economy, then - irrespective 
of whether forward guidance involves publication of the future interest rate path - the anchoring of 
long-term inflation expectations will be stable35. 

In the case of Japan, forward guidance from 2013 aimed at keeping rates low until infla-
tion resumed was largely ineffective, principally because of the entrenched deflationary 
pressures. If an economy is expected to experience deflation for a prolonged period, prom-
ises to keep policy rates low until a distant point in the future when inflation will eventually 
increase are largely ineffective to stimulate present output and inflation Katagiri 201636.

Notwithstanding attempts to resolve the so-called ‘forward guidance puzzle’ – includ-
ing two recent, unconvincing attempts by ECB staff to resolve the issue – the problem 
remains of potentially explosive long-term impacts predicted by DSGE models. More gen-
erally, there are three sets of factors which are likely to impede the effectiveness of FG, and 
complicate the empirical evaluation of its effects: 

First, forward guidance may fail to alter expectations. For example, guidance that interest 
rates will remain low for several years into the future may be ineffective if markets 
either already expect such an interest path or do not find the commitment credible. 

Second, how markets interpret forward guidance may lead to counterintuitive results. For 
example, forward guidance that interest rates will remain low for longer than expected may 
signal that the central bank is more seriously concerned about future economic prospects than 
previously believed, and thus have negative economic effects by denting consumer and business 
confidence. Alternatively, if market participants believe that forward guidance will be successful 
in increasing inflation and real GDP growth, long-term rates may increase rather than decrease.

Third, the recent (from 2013) embedding of FG in the complex multi-variate 
interactions within and between the various modelling exercises performed prior 
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to policy action, raises a general problem. There is a danger that the unpredictable 
behaviour of the external actors – financial market players, industry, and the 
general public – may invalidate the policy actions taken by the central bank.

Conclusion. On balance, notwithstanding the relatively recent embedding of Forward 
Guidance in the plethora of policy instruments operated by the ECB, it appears that the 
main arguments in favour of its retention are inertia and fear that its withdrawal might 
invalidate the current modelling approach of the ECB. However, there are significant criti-
cisms of the over-reliance on forward guidance. 

Although the ECB deserves credit for producing technical papers of high quality, these 
require careful interpretation if the content is to be assessed adequately by the politicians in 
the European Parliament, acting on behalf of the European citizens. It is by no means clear 
that the removal of forward guidance from the ECB armoury would be damaging, provid-
ing it is gradually let fall into desuetude over a period. We recommend that this proposition 
be considered. This aspect of communication and democratic accountability is addressed in 
more detail in Part 3.

2.5. Potential Dual Mandate: Primary and Secondary Objectives

General Observations
The objective of most central banks is domestic price stability, defined as some type of infla-
tion objective ‘flexible inflation’ targeting is an alternative to having a single point inflation 
target) and achieved by targeting short-term interest rates in order to influence long-term 
interest rates and hence investment. International money markets theory explains that the level 
of capital mobility and exchange rate regime has implications for the aims and operating 
targets available to central banks’ policy makers. According to the Policy Trilemma, policy 
makers can only target two out of three possible financial objectives, from international 
capital mobility, fixed exchange rates, and autonomous monetary policy37. 

Under a floating exchange rate regime, a monetary policy sheltered from international 
capital movements that aims to stabilise domestic variables through an operating target, 
such as an overnight interbank rate, is likely to experience less variability in short term 
interest rates. A target interest rate is usually a subject to central bank smoothing of interest 
rates to minimise volatility and disruption to the financial system. 

However, in practice the problem is more serious, even when exchange rare targeting is 
eliminated in a floating exchange rate system. There is an underlying, non-economic, practi-
cal problem which is frequently ignored. In terms of mathematical logic, in any optimisation 
process, there will always be a single, primary objective (price stability) and a secondary 
objective or secondary objectives. Central banks obviate this problem by establishing com-
plex economic models and running numerous simulations. Essentially this process attempts 
to combine various secondary objectives into a single objective function in the optimisation 
process. In Section 2.6, with the adjusted definition of the price stability objective we argue 
for a new single target. We will now examine the US Federal Reserve situation which pur-
ports to operate a dual mandate system.



34	 Policy Report | October 2020

The United States
The Federal Reserve nominally operates under a nominal dual mandate approach of an 
inflation target and a maximum employment objective. The dual mandate was introduced 
by the Federal Reserve Reform Act of 1977.

The Federal Reserve’s objectives are mandated by the Congress to be: (1) maximum 
employment and (2) stable prices for the goods and services. Inflation at the rate of 2% over 
the longer run is believed to be the target rate most consistent with the Federal Reserve’s 
statutory mandate. 

In the US, the federal funds rate is used as an operating target of the monetary policy for 
the purpose of removing interest rate spikes to minimise disruption to the financial sector. 
However, more importantly, it allowed the implementation of an anti-cyclical policy (for 
the purposes of containing inflation and meeting employment objectives, once the fixed 
exchange rate commitment was removed)38. In the US, unconventional measures only 
began, abruptly, in 2008, following the GFC.

The maximum level of employment is, in practice, determined by non-monetary factors 
that reflect the dynamics of the labour and product markets. Therefore, the Federal Open 
Market Committee (FOMC) does not specify a fixed goal, but rather its members conduct 
assessments of the level of employment periodically and revise them. When making mon-
etary policy’s decisions, the Committee seeks to mitigate deviations of inflation from its 
longer-run goal and deviations of employment from the Committee’s assessments of its 
maximum level. 

To establish a monetary policy to avoid the optimisation problem and achieve the twin 
objective covering inflation and employment, the Federal Reserve Board (FRB) turned to 
the Phillips39 curve, developed in 1958 and postulating that inflation and unemployment 
have a stable and measurable inverse relationship. Later a more sophisticated version was 
developed within the New Keynesian approach. In 1999, this relation suggested that the 
FRB could target inflation alone and the employment mandate would also be satisfied40. 

However, the stability of the Phillips curve has been questioned. In the US system there 
is a link with the natural rate of unemployment (structural unemployment) which was 
originally formulated by Friedman. The hypothesis is that when the level of unemployment 
reaches within 1% of the natural rate then inflation will start to increase. Many economic 
commentators have questioned the empirical validity of this variable, certainly in the form 
promulgated by Friedman. 

In March 19-20th 2019, the FOMC minutes stated that: 

Economy-wide wage growth was seen as being broadly consistent with recent rates of  
labour productivity growth and with inflation of 2 percent...A few participants cited the  
combination of muted inflation pressures and expanding employment as a possible  
indication that some slack remained in the labour market.41 

This appeared to endorse the Phillips Curve approach. However, in July 2019, 
Federal Reserve Chairman, Jerome Powell, stated that the relationship between unemploy-
ment and inflation has collapsed: “The relationship between the slack in the economy or 
unemployment and inflation was a strong one 50 years ago ... and has gone away,” Powell 
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said Thursday during his testimony before the Senate Banking Committee. He added the 
strong tie between unemployment and inflation was broken at least 20 years ago and the 
relationship: 

...has become weaker and weaker and weaker...In addition to that, we are learning that the 
neutral interest rate is lower than we had thought and ... the natural rate of unemployment rate 
is lower than we thought. So monetary policy hasn’t been as accommodative as we had thought.

In practice42, as Williamson suggests, it appears that from 1995 to 2019, the Fed funds 
rate, while ostensibly targeted the inflation rate (correlation coefficient +0.3), actually cor-
related with short-run movements in the unemployment rate (correlation coefficient   – 0.5), 
suggesting that the latter employment function is the one actually targeted. This suggests 
that, irrespective of issues with the Phillips curve, the Fed was, in practice, using the mini-
misation of unemployment as the single target variable. 

Concluding Observations
Given the increasing complexity of central banks’ monetary policies, including that of the 
ECB, it will be simplistic to suggest that the ECB, for instance, may be defined as having a 
single mandate which ignores secondary objectives. Equally, to contrast the ESCB with the 
Federal Reserve Board, which ostensibly has a dual mandate, but which in practice is seen 
to be operating a single mandate, though not necessarily that of targeting the inflation rate, 
will be similarly misleading.

The TFEU indicates 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 as laid down in Article 3 of the Treaty on EU.

This might be interpreted as some form of a dual mandate, taking into account secondary 
economic objectives. To some extent this has seemed to have been the case, while relying 
in the CJEU to provide careful, purposive interpretations of ECB unconventional monetary 
measures, in relation to the ostensible target of the inflation rate chosen as the surrogate for 
price stability.

Conflating the two definitions, of an objective, price stability, and a target a rate of infla-
tion, has obscured the complex reality of an ECB monetary policy. This has been managing 
aggregate demand and output, in former times the role of fiscal policy. However, it seems 
likely that the effective ECB target in current circumstances is the same as the Japanese 
target, i.e. the long-term interest rate, in attempting to stabilise the yield curve.

This is not an economic criticism, as many Western central banks have moved to similar 
positions in an era of low inflation, accompanied by historically low growth and low pro-
ductivity. The Fed appears, in practice, to have targeted unemployment deviations from 
trend as its preferred route. Despite the modern complexity of policy, there is, in practice, 
only one target variable.

For the EU/EZ a declaratory move to a dual mandate raises the problem of attempting 
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to apparently seeking to circumvent Treaty legal constraints. In our view, as the next section 
will argue, there is a way out of the dilemma, until Treaty change can be achieved, by adopt-
ing a new single mandate objective and target, based on the earlier, adjusted definition of 
price stability.

For the various reasons advanced above, and earlier in this paper, we do not believe 
that the ECB should attempt formally to adopt a dual objective mandate.  It is infeasible 
for practical reasons and would further obscure the complexity of modern monetary policy 
operations and the actual targeted functions. 

2.6. Nominal GDP Targeting - An Alternative Price Stability Target -

The justification for using a single inflation target was that it:

• makes the monetary policy more transparent
• provides a clear and measurable yardstick against which the European citizens can 

hold the ECB accountable
• provides guidance to the public for forming expectations of future price develop-

ments
• signifying a commitment to avoiding both inflation that is persistently too high and 

inflation that is persistently too low.
 

The justification is perfectly reasonable. The criteria, remain valid, and need to be met by 
the single objective/target of NGDP being suggested below. 

It seems clear that having a single target variable is preferable, and probably essential, to 
avoid difficulties in operational terms and confusion on the part of market players and the 
general public. In practice it would avoid the pretence that modern central bank monetary 
policy is the narrow version which obtained some years prior to the establishment of the 
ESCB and the ECB.

The popularity of inflation targeting as the optimal monetary policy stems partly from 
the assumption that relative prices in goods markets are ‘sticky’. Given the impact of both 
demand and supply shocks these price rigidities lead to market distortions.  (Woodford, 
2003). How valid is the assumption of price rigidities in goods markets in an economy 
increasingly dominated by services, and where real world, dis-equilibrating forces are 
influential in determining the path dependence of prices is, at least, arguable. Moreover, 
inflation rate targeting is leading to a situation of near stasis as far as growth of the real 
economy is concerned.

One possibility which should be explored as a mechanism to avoid these problems 
would be to use the ‘nominal gross domestic product’ (NGDP) as the single target variable 
for the ECB to operate with. This suggestion is not a new idea and indeed was reviewed by 
the European Parliament in 2015 (‘Monetary Dialogue between the Econ Committee and 
the ECB President’), see below.

The idea of NGDP targeting is controversial among monetary economists. However, the 
timing of the ECB Review and the current economic conditions faced in the EZ, make it an 
ideal time for re-examining the arguments in favour and against. In economics there is not 
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ideal policy or policy target. All that needs to be adjudged is the relative efficacy of one policy 
target variable to achieve price stability, i.e. inflation rate, against another, i.e. NGDP.

NGDP-level targeting seeks to target a level of nominal GDP growing at the long-term 
potential growth of the economy, plus an inflation target. For the EZ economy, that would 
mean keeping NGDP on a path that would grow at a rate of around 5%: a 3% long-run 
growth potential plus a 2% inflation target. The central bank would ease monetary policy 
when the level of NGDP is (expected to be) below the targeted path and tighten if it is 
(expected to be) above. Should NGDP fall below target in a particular year, the central bank 
would seek to make up for that in subsequent years.

Some Positives
One goal of monetary policy should be to stabilize the ratio of debt liabilities to GDP. 
Nominal income should replace nominal goods prices as the optimal nominal anchor, i.e. a 
monetary policy that targets nominal GDP. Obviously, real GDP will be uncertain, but nomi-
nal GDP can be made predictable. This predictability will assist with maintaining financial 
stability.

More generally, monetary policy will be able to play a wide and important role in secur-
ing financial stability. Monetary policy rules that ignore financial conditions may respond 
inappropriately to prospective productivity gains, feeding asset-price bubbles.43

Monetary policy based on inflation targeting does not protect against the risks of fluctua-
tions in both prices and aggregate real output. Monetary policy based on inflation targeting 
may be successful in protecting against uncertain price fluctuations due to shocks, but not 
to variations in real output. Here the burden of adjustment on non-contingent financial con-
tracts is shifted to debtors. A NGDP growth target, involving prices to vary inversely with 
real output would resolve this asymmetric information and protection problem. 

There will, for instance, be greater predictability for non-contingent mortgage debt and 
unsecured consumer debt, neither of which are currently protected against future uncer-
tainty under the current inflation rate targeting regime.

Moreover, if we turn to financial markets then deficiencies in the operation of these mar-
kets are as, or possibly more, important. Issues such as collateral constraints or spreads 
between internal and external finance are demonstrable. 

Finally, by communicating a central bank target/policy rule to the general public, which 
targets the nominal income of the average household – rather than one which, bizarrely, targets, 
in current circumstances, higher inflation as being desirable – the public will have a clearer 
view of the positive direction which monetary policy is trying to achieve, i.e. in line with 
their own expectations of nominal household income growth over time. 

Given that the relatively flexible NGDP targeting takes account of the financial market 
imperfections; the non-contingent debt problem, and financial stability, then these factors 
alone suggest a strong case for consideration of nominal income targeting as a new single 
target for the ECB. Added to these potential benefits is the ability to combine in an under-
standable single target variable, NGDP, output and employment growth and the moderating 
of inflation, the case is immeasurably strengthened.
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The Wider Case for NGDP Level Targeting 
As NGDP comprises both real GDP and the price level it combines formally, in one indica-
tor, a ‘dual mandate’, incorporating both inflation and wider economic and employment 
effects, while also incorporating financial stability.

NGDP-level targeting treats changes in overall prices and real activity as a totality. As 
potential level changes over time, either the nominal target will have to change or else it 
will force an arbitrary rebalancing between inflation and real activity objectives.

When interest rates are stuck at the zero-lower bound, as is the case for the ECB, there is 
a favourable case for NGDP targeting, by providing a continuing stimulus and better facili-
tating the deleveraging process in the aftermath of an economic crisis, such as the nature of 
the one following the Covid19 pandemic. Essentially, targeting NGDP is history dependent, 
so that any deviations from the target path must be remedied, even if inflation continues to 
increase, though it would return relatively soon to its trend path.

Under NGDP-level targeting, the central bank would seek to stabilize the GDP deflator 
to achieve price stability. It may be argued that the GDP deflator measures the price level of 
domestically produced goods and services. In small, open economies where imports make 
up a substantial share of consumption, it might be argued that the deflator will under-
estimate welfare losses. However, in a large economy such as the EZ this would be less of 
a problem. 

The target level of NGDP, set by the central bank will match the public’s expected growth 
path of nominal income. Members of the public make economic decisions based on their 
forecasts of their nominal incomes. Households will take out mortgages and car loans based 
on forecasts of their nominal income. Firms will increase their borrowing to finance cash 
flow, employment, and investment on forecasts of their nominal income. 

With inflation targeting, the actual realization of nominal incomes may turn out to be 
different from what is expected and, as a result, may be disruptive for households and 
firms who will not be able quickly to adjust their financial plans, made in nominal not real 
terms. With NGDP targeting, the central bank, by maintaining NGDP on the growth path 
set out, and therefore expected by the public, can avoid significant financial instability and 
the disruption of the plans of households and firms, see Koenig, 201044 and Sheedy, 201445.

NGDP targeting will permit greater short-term volatility of inflation than inflation 
targeting. In the current EZ situation, inflation volatility is not the main problem! The con-
temporary problem in the EZ appears to be a long-lived supply shock, exacerbated recently 
by the measures taken to combat the Covid19 epidemics, which has led to further damage 
to supply potential, and a severe decline in demand. As argued above the history depend-
ence of NGDP targeting will produce a superior performance to inflation targeting.46

Empirical simulations, via the exploration of the fitting of NGDP levels to past periods 
have been performed, but the simulations have produced conflicting outcomes. This is a 
familiar problem in economic studies, related to researchers selecting time periods which 
suit the case they wish to present. Any simulations need to be carefully undertaken so as to 
be representative.

Two Potential Objections to NGDP Targeting
Leaving aside the above arguments in favour of NGDP, a variety of theoretical and practical 
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policy objections to its adoption have been raised. It is worthwhile discussing some of the 
objections: first we can consider the two perhaps most salient.

NGDP Targeting will not Achieve Price Stability. Part of the normal operation of NGDP 
targeting is that it may allow, sometimes significant, variations in the inflation rate. 

However, in the long run, the trend rate of inflation is anchored by the NGDP level 
target. It is critical to appreciate that price stability, as argued earlier, entails a constant 
trend price path, and avoidance of any potential over-reaction to, say, major oil price falls/
rises (as happened with the interest rate increase in 2008 in reaction to oil price increases). 
By achieving a constant growth of potential output and hence trend inflation growth, the 
overall monetary objective of price stability will be achieved.

Changes in Potential Real GDP will cause Variations in the Trend Inflation Rate. In the 
medium to long run, the trend real GDP growth is determined by the potential real GDP 
growth rate, i.e. that constrained only by technology and labour. It also follows that the 
trend inflation rate will be the difference between the targeted growth of NGDP and the 
trend of actual real GDP growth. It is argued that the difference will lead to variations in the 
trend inflation rate. 

However, it will not be unreasonable to allow changes in potential real GDP to be trans-
lated into changes in the trend inflation rate. These are, in any case, unlikely to be large, 
even in the medium term. See Beckworth, 201947.

EP Econ 2015 Position on NGDP Targeting
However, in addition to the above two criticisms which have been discussed above, and 
rebutted, we are aware that the European Parliament did consider the potential of suggest-
ing the adoption of NGDP targeting in 2015. This consideration, by the Econ Committee, 
was conducted in the context of its ‘Monetary Dialogue between the Econ Committee and 
the ECB President’48. Various objections to NGDP targeting were raised by some experts in 
the report of the Dialogue. We will discuss some of the points raised in 2015, which led to a 
conclusion not to endorse NGDP, notwithstanding some positive comments.

A strange objection made was that the ECB is already operating with a flexible form of 
nominal income targets and hence little change would be observed if the target shifted to 
NGDP. Insofar as this is being done in an informal manner, it loses the essential formal approach of 
NGDP targeting. Moreover, it is not clear that there is any evidence for this assertion, and certainly 
not that it removes the problems associated with non-contingent financial contracts. It also loses the 
public communications advantages discussed above.

The desirability of adopting NGDP depends crucially on the ‘benchmark’ which is taken 
to be the point of comparison. It is not clear whether this point is an empirical criticism either 
in terms of ‘fit’ to selected past periods of NGDP in the simulations used, in which case the passage 
of time since 2015 would suggest conducting a further set of simulations.  It may be that the prob-
lem alluded to a difficulty in selecting a year to transfer from inflation targeting which might then 
invalidate nominal income targeting. This appears to be, if valid, a transition problem, rather than a 
fundamental objection.

Pure inflation targeting is a special case of nominal income targeting and therefore less 
flexible than a nominal income targeting regime – which, in its turn, is then less flexible than 
a Taylor rule approach. It is not clear that inflation targeting should be classified as a special case 
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of nominal income targeting.  However, it is correct to say that it is a ‘medium flexibility’ approach. 
It is by no means obvious why the ‘less flexible’ inflation rate targeting should be preferred.

Nominal income targeting is found to be effective as a policy if labour supply (and the 
supply side generally) is inelastic – with implications for the need for reform, otherwise it is 
not effective. It is generally assumed in economic models for rigidities to be present in goods mar-
kets, and labour markets, rendering these markets inelastic. However, supply capacity is determined 
by various structural factors such as technological progress, the size and skills of the labour force, 
the quantity and quality of capital, and the degree of openness of the economy. The impact of the 
shift towards services-dominated economies also needs to be considered. In 2015, supply conditions 
appeared to be inelastic49. 

The balance of the empirical or simulation studies conducted shows that nominal income 
targeting rules perform less well, certainly in terms of reducing output and inflation fluc-
tuations, than more flexible generalisations such as the Taylor rule. Significantly, they also 
appear to be more vulnerable to model and real time data errors. The assumption appears 
to be being made that moving away from the more rigid inflation rate targeting may be 
beneficial. As nominal income targeting would be a move towards the greater flexibility of the 
Taylor rule this criticism appears perverse. The points about model and data errors have already been 
covered in remarks above on simulation. Selecting data to fit, or not to fit, models being tested, either 
time series of cross-section data, is problematic (see also above).

The ECON Committee suggests that communication issues may arise with the adoption 
of NGDP targeting as neither the nominal GDP, nor the implicit GDP deflator are variables 
which are scrutinized by households or firms. This objection is without analytical or empirical 
foundation. Indeed, the communication of the policy to the general public would seem to be easier 
than with inflation targeting.

Some of the comments made in the 2015 assessment appeared not directly relevant to 
the choice being considered - for instance the references to the Taylor rule when movement 
to this rule is not being advocated currently by any commentator, and would be extremely 
unlikely to commend itself to the general public as a target – and other statements appear 
either to ignore a number of key US academic contributions to the economic debate in rela-
tion to NGDP targeting or to be based simply on an unwillingness to consider moving to a 
new, potentially superior monetary policy approach to securing price stability. 

Conclusion 
The conclusion reached by GPI, considering the various theoretical and practical evidence, 
is that the use of NGDP targeting is superior to the use of inflation targeting in achieving 
price stability without sacrificing growth, particularly at a time when there is low productiv-
ity and supply constraints; there is a near-deflationary, persistent low-growth environment; 
interest rates appear stuck close to the zero bound, and there will also be a need, in future, 
to cope with the strong adverse supply shock of Covid19. Given that an Econ Committee 
evaluation of NGDP was made 5 years ago, a new analysis of the theoretical and practical 
points discussed above by the EP is warranted: together with examining new simulations 
to capture the potential empirical evidence from a longer post-GFC period. We believe that 
the time has come for the ECB to adopt NGDP targeting, based on the redefinition of price 
stability as a constant price path over time as its primary objective.
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Political, Economic and Social Issues

This part explores three issues related to the broader implications of current ECB monetary 
policy: the potential establishment of fiscal policy capacity at EU/EZ level, (currently fiscal 
policy is principally in the hands of the Member States); the regional income and wealth 
impacts of ECB monetary policies across the EZ, and, finally, the communication and demo-
cratic validation of ECB policies to the European Parliament and to the general public.

3.1 Fiscal Capacity for the Eurozone 

A Budgetary Instrument for Convergence and Competitiveness50 (BICC) was agreed among 
the Euro Area countries and was intended be operative from 2021. The BICC has now been 
withdrawn and is subsumed under the Next Generation (NGEU) announced in July 2020, 
not discussed in detail in this paper.

As the GPI indicated in our book on Federal Central Banks, we are concerned at the 
attempt in the Euro Area to manage aggregate demand with monetary policy alone. Mon-
etary policy to be effective must be developed in tandem with fiscal policy. The absence of 
a Fiscal Authority and Fiscal Union, and the unnecessary tight constraint imposed on the 
fiscal policies of the member states are key issues to be resolved. 

Based on our research, the GPI opinion is that because establishing a full Eurozone 
fiscal union would be premature, it is, nonetheless, essential to establish an accountable 
fiscal authority at Eurozone level. This authority would best be personalised in the form 
of a Eurozone Finance Minister, appointed for five years. It is suggested that the European 
Stability Mechanism (ESM) should be replaced by a European Monetary Fund (EMF) to 
be disbursed by the new fiscal authority in order to assist with the rectification of trade 
imbalances within the Eurozone. Contributions to the EMF would be equal and not pro-
portionate to individual GDP levels. The EMF could be seen as an embryonic, independent 
Eurozone ‘fiscal budget’.

The Eurozone Finance Minister should be installed as the Chair of a more formalised 
Eurozone finance ministers’ group - including publication of full minutes of meetings - and 
would be formally subject to regular democratic accountability by the European Parliament, 
in the same manner as is the President of the Central Bank.

The European System of Central Banks has, in general, coped well with the burdens 
placed on it by the monetary policy operations of the ECB in dealing with the aftermath of 
the global financial crisis and internal Eurozone pressures within the Euro Area. However, 
in a federal context, at some point in the future, consideration will need to be given to the 
independent Eurozone national central banks moving to a position of becoming ‘regional’ 
banks as is the case with the participating banks in the Federal Reserve System in the United 
States. Though this change is not a specific recommendation in our report, it follows from 
the comparison made in our book of the central bank systems in the US and the Eurozone. 
We do not suggest that such a move should be imminent, but internal ECB research on how 
this change might be achieved in the future should be considered.

We believe that it is time, in the evolution of the confederal EU, to establish a permanent 
European Monetary Fund (EMF) to act as an independent fiscal budget for the Eurozone. 
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We also believe that the Eurozone Finance Ministers Eurogroup should be formally subject 
to democratic accountability by the European Parliament, matching that of the ECB Presi-
dent.

3.3. Wealth, Income, and Regional Impacts of Monetary Policies

As a result of the long-term usage of unconventional monetary tools in Europe since 
2008, we look at any change in wealth inequality in Euro Area countries.

ECB Study
Figure 7 presents results from an ECB Statistics Paper that show a decrease in wealth 
inequality in Belgium and Luxemburg, and an increase in Greece, Spain, France, Malta, 
Slovakia and Finland between 2010-2014. On an aggregated Euro Area level, the wealth 
changes are not distinct. For the other countries – Italy, Cyprus, Netherlands, Germany, 
Austria, Portugal – the results are mixed and refl ect important differences in the nature of 
the change of distribution51.

Figure 7: Percentage change in wealth inequality in Europe

Source: ECB Statistics Paper Series No 31, December 2019, pp. 36

Overall, there do not appear to be pronounced changes in wealth inequality during 2011-
13. However, to be able to make any fi rm conclusions about the impact of ECB stimulus 
programmes on the wealth distribution in the Euro Area, a more detailed research study 
would be necessary, but see below.
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University of Vienna Study
More recent research52 covering the impact of Unconventional Monetary Policy (UMP) 
on the distribution of real and financial wealth in 10 Eurozone countries, namely Austria, 
Belgium, Finland, France, Germany, Greece, Italy, the Netherlands, Portugal and Spain, 
produced a more recent and comprehensive estimation of wealth effects. The methodology 
used was VAR analysis, together with the use of different metrics to measure inequality.

The main results are as follows: First, one-third of households, most of which are in the 
lower third of the wealth distribution, are not affected at all by the balance sheet expansion 
because these households do not own housing or risky financial assets. 

Second, there is a divide between “core countries,” where wealth increases for most 
households, and countries at the southern “periphery.” The latter’s housing price declines 
seen in the vector autoregressive (VAR) analysis could not be effectively reverted by UMP, 
and the risky financial asset price increases were not enough to offset the housing wealth 
losses. 

Third, housing wealth gains decrease the Gini coefficient, whereas risky financial asset 
wealth gains increase the Gini coefficient. In most countries, the effect of housing assets 
on the Gini coefficient exceeds the effect of risky financial assets; in France, the two effects 
are similar in size, however. And there are two countries where the effect of risky financial 
asset price increases in the Gini coefficient is stronger, namely Belgium (with a dispropor-
tionately large amount of risky financial assets) and Italy (as housing prices reacted only 
minimally to UMP). 

Fourth, other inequality measures that are more sensitive to movements in the tails of the 
distribution compared to the Gini coefficient, mostly indicate increasing wealth inequal-
ity. Overall, financial asset price increases almost exclusively benefit households in higher 
deciles. 

The authors noted that their analysis provides only a partial assessment of UMP on 
household wealth, as the impact on other financial wealth components, such as deposits, 
are not considered. But more importantly, in their study the focus is on the portfolio composi-
tion channel. 

To assess the overall distributional effects, it is necessary to analyze the interaction of this 
channel with other relevant distributional channels, such as the income heterogeneity chan-
nel. The Vienna study results are likely, therefore, to have underestimated the effect because 
it was assumed that every household holding risky financial assets benefits equally relative 
to its financial wealth. Clearly richer households are likely to earn markedly higher returns 
on their assets.

The GPI insists that there is the danger of the Assets Purchasing Programme, especially 
via the household portfolio transmission channel, having a net negative impact on wealth 
distribution, and thus exacerbating wealth inequality across the Eurozone.

3.4. Communication Channels and Democratic Accountability

The ECB is essentially a technocratic body, set up with a legal mandate under the TFEU. As 
such it is critical that it should seek to validate its actions, not only in technical economic 
terms, but also in the eyes of the general public, both via the European Parliament to whom 
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it reports and via media communications.
In brief, the sheer amount of information, openness, and use of media channels by the 

ECB is to be welcomed. Against this, the exceptional role the ECB is now forced to play 
means that too great reliance is placed on communication alone and could endanger the 
credibility of the message. Credibility adds to the already well-known issue of legitimacy

As we have already observed in our discussion of Forward Guidance as one of the 
instruments of the ECB toolkit, communication in this sense is directed at enhancing the 
effectiveness of other measures in the toolkit, notably NIRP and APP. In this context the 
principal audience is intended to be investors in financial markets. What is also of crucial 
importance is the use and direction of communication in relation to the public, and their 
democratic representatives in the European Parliament. Without effective communication 
through this channel there will be a lack of democratic accountability and legitimacy, as 
observed above.

The Nature and Role of the ECB
The ECB is not a democratic institution other than it was established on the basis of consti-
tutional treaties that defines its executive powers. In the latter sense it has legal legitimacy 
only so long as it does not exceed its powers. Until 2007, the ECB did not publish details 
of Council decisions, for example on interest rates or open market operations. This was 
in line with the functional, behind the scenes operation of central banking. The ECB was 
independent of member states in its decision making and was a supranational institution. 
It was accountable upwards to the Governing Council of the European System of Central 
Banks and indirectly, or alongside, the Eurogroup of finance ministers. A degree of account-
ability to the democratic European Parliament was established at the start, in 1998, by the 
ECB’s first President Wim Duisenberg who undertook to keep the European Parliament 
fully informed and to appear personally before its Economic Committee on a quarterly 
basis (now TFEU Art 284.3).

The global financial crisis and its aftermath forced the ECB to shed its reticent and 
technocratic image. This does not need rehearsing other than to note the previous ways 
of conducting its affairs were turned upside down. Credit and quantitative easing forced 
the ECB into the stance of lender of last resort The economic doctrine of monetarist led, 
stable macroeconomics was fractured and the ECB could no longer appeal to the dominant 
economic consensus. Reversion to Keynesian-style demand management was not an option 
and not feasible given the institutional architecture of the Union.

The emergency forced the ECB to become an accomplice of the highly political decisions 
of the ‘troika’ and the ‘Eurogroup’ whose actions in part contributed to difficulties for the 
national governments involved (Greece, Portugal, Ireland, Cyprus, and to an extent Spain). 
The arbitrary nature of the Eurogroup decision making was undemocratic, non-consulta-
tive, and in the words of, Carl Schmitt, ‘decisionist’. The conditionality of the emergency 
measures reflected the worldview of northern Europeans and contravened the foundational 
values of complementarity and solidarity. 

The Covid-19 induced repression has opened the ‘Overton window’. Politicians, policy 
makers, and publics all now practically agree that it is within the frame of competence for 
the ECB to guarantee liquidity on an unprecedented level to the money and inter-bank 
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markets, to stand behind member state governments central banks and bond sales. The new 
exigent reality has revealed that monetary actions now have fiscal effectiveness. In stand-
ing behind member state sovereign debt, and borrowing, at EU level, for fiscal measures 
can assist national governments on a scale sufficient in measure to overcome the ensuing 
recession.

The Constitutional Position
The Overton window has yet to be legitimated in Treaty changes and in the institutional 
architecture of the Union. Until that time the ECB remains in a very exposed situation, forc-
ing it to justify and account for all its actions and determining its current communication 
practices. Looking at the multiplicity of those channels it would seem the ECB is model-
ling itself on the US Federal Reserve. However, there is a large difference between the two 
banks. The Federal Reserve is embedded into democratic and constitutional arrangements, 
which have been worked out over many crises since 1913. The Chair and Vice Chair of the 
Federal Reserve are appointed directly by the President, the Fed was established by Con-
gress which sets out the Fed’s mandate, and the Federal Reserve System allows power and 
representation to the regional economies of the continent. Coordination between the US 
Treasury is often fractious but crucial to confidence in a crisis. Also, the dominance of the 
New York Federal Reserve has meant that America’s central bank is closely associated with 
Wall Street. This last feature has been a perennial source of conflict, and any democratic 
control of central banking has to protect itself from the vested interests of banking and 
finance. The overall point, though, is that communication practices are inter-institutionally 
determined.

However, only relatively recently, in 1994, did the FOMC comment on their actions, and  
in 1996 it was decided to provide an inflation target. The tone and substance of the Federal 
Reserve’s appearance before Congress is different to that of the ECB’s before the European 
Parliament.

Current Communication Channels
The ECB cannot be faulted for the amount of information it supplies, the media channels it 
uses, and its preparedness to explain its actions. However, the message is justificatory and 
defensive. This is inevitable while the ECB is being forced to innovate policy in the light 
of past GFC experience and confronted with the recessionary impact of Covid-19. There is 
no settled discourse on any of the major issues, least of all a consensus on economic theory 
and practice, which is most unhelpful at the level of inter-institutional communication53. 
Communication in the semantic tradition of Paul Grice54 requires that each party be able to 
discern the intention of the other. Institutional realignment, now underway as part of the 
Commission’s own review process, should improve the stance on and from which insti-
tutions are speaking to each other. Without this better alignment between executive and 
representative institutions, there will continue to be considerable amounts of noise in the 
many communications channels used by the ECB.

For example, at a procedural level the ECB announces it does not respond to a member 
state’s complaints because it has a supranational authority. Yet it does respond through 
press conferences, Twitter, interviews, newspaper articles and reports to the substantive 
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complaints put forward in the German Federal Constitutional Court judgement of 5th May 
2020. These complaints included the socialization of state debt, the loss of earning value of 
citizens’ savings, the inflation of financial over real material assets, interference in nation 
state budgets, the overreach of asset buying and privileging of certain countries and certain 
economic sectors, and so on. The same complaints were raised by the EP’s Committee on 
Economic and Monetary Affairs, to which President Lagarde replied on 8 June 2020. The 
transcript is entitled a “monetary dialogue”. Reading the document, it was not a dialogue 
between equals. MEPs put their complaints - similar to the above list of complaints - and 
Lagarde asserted the correctness and proportionality of the ECB’s actions. 

It is worth taking a brief look at Wim Duisenberg’s appearance before the ECON Com-
mittee in November 1999. Early on he stated: “The decision to increase interest rates was 
based on information related to both the first pillar of the monetary policy strategy of the 
Eurosystem, namely a prominent role for money, and the second pillar, a broadly-based 
assessment of the outlook for future price developments and risks to price stability.” 

The ensuing dialogue was robust and informed with ECON members aware of the 
ground rules and how consequential they were in their application - too high a rate of 
interest effects growth, too low an increased risk to exchange rate (about which Duisen-
berg was openly confident in the near future). The ground rules are changing, and the 
ECON Committee needs to take a pro-active stance, strengthening its expert secretariat if 
necessary. With the old economic consensus abandoned there is no common discourse or 
accepted rules; moreover, the major central banks and their economists are at present set-
ting the parameters on acceptable range and time periods of their asset balance sheet and to 
an extent determining the responsibilities, in various ways, of national Treasuries. Profes-
sional/academic economists (mostly American) no longer act as an impartial third party.

In seeking to solve the problem of central bank power, and democratic legitimacy, Paul 
Tucker in Unelected Power hit upon the idea of clear institutional “Principles of Delegation”.55 
For this to work what is required is “a clearly articulated regime, simple instruments, prin-
ciples for the exercise of discretion, transparency that is not deceptive, engagement with 
multiple audiences, and most crucially, testimony to legislative committees; all directed at 
establishing and maintaining a reputation for reliable, legitimate authority” (p. 424). For 
the European Parliament and the European Council, their responsibility is to adhere to 
democratic principles of decision-making in a time of emergency.  

A Chance to Change
President Lagarde is more than aware of the responsibility of the Bank to all European 
citizens, a phrase she has used. But economic policy usually defends the economic welfare 
of citizens as economic agents (consumers and producers); also citizen well-being is not 
mentioned in Article 127, and if the ECB wants to expand its remit, it needs to adopt and 
modify Article 3.1 (“The Union’s aim is to promote peace, its values and the well-being 
of its peoples.”) That said, Article 3 is preeminently the duty of the European Parliament. 
Citizenry is a political attribute belonging to a democratic assembly, and in a confederal 
political system, national assemblies. The onus on this relationship lies with the European 
Parliament which needs to leverage up its democratic rights to legislate on behalf of the 
economic security of its citizens. The ECB has been forced faut de mieux into its current posi-
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tion, which is highly political. This inevitably triggers political difference and conflict that 
should be channeled through democratic assemblies. Direct communication with citizenry 
assumes a general and unified will, which in a differentiated and complex society is impos-
sible to realize.

Hence, in the medium term the ECB should refine its media approach and protocols as 
they apply to its various institutional interlocutors. As noted above, a simplified Forward 
Guidance, based on the target of Nominal GDP, will alleviate the pressure to explain the 
unachievable medium-term target of a specific inflation rate. Monetary policy is a key ele-
ment in EU/EZ economic policy, but currently it is having to bear a heavy burden of taking 
on emergency instruments and potential new goals. Communicating its crucial role, and 
that of the ECB, in the absence of a central fiscal policy is not an easy task. Eventually, the 
invidious position of the ECB should be relieved through EU institutional reforms, as cur-
rently envisaged by all leading EU institutional actors. The role of the European Parliament 
is crucial, both in urging appropriate institutional reforms and in providing democratic 
accountability for the ECB.

There is little doubt, notwithstanding the plethora of technical and general informa-
tion provided by the ECB, through various communication channels, including now social 
media, and the regular appearances of the President of the ECB before the European Parlia-
ment, that there is still an absence of democratic accountability. In part this is due to the 
complexity of monetary policy as it has developed over the past 15 years. In part it is due to 
the need for institutional and policy reform within the EU and the EZ. In both these areas 
GPI has, in this report and elsewhere suggested substantive reforms which will improve 
ECB communications with citizens.

Overall Conclusions

The views expressed in this paper coalesce around three underlying themes.
First, modern monetary policy has developed considerably since the launch of the ESCB 

and the ECB in 1999, as has the overall global economic situation, especially since the GFC. 
Economic growth - experiencing low productivity, low growth, and low inflation - is still 
substantially dependent on the bank financing of company investment. Notwithstand-
ing the CMU, equity funding is necessarily limited given the high proportion of SMEs. 
Hence, the liquidity of the banking sector is a necessary, though not a sufficient condition 
for medium-run economic growth: fiscal policy is an essential accompaniment, at Member 
State level, and at central EU/EZ level. The burden of macro-economic policy, at EZ level, 
cannot rest solely on the shoulders of the ECB.

Second, in the absence of a formal fiscal capacity and policy, ECB monetary policy has 
become technocratically complex, with new policy instruments being used in an interactive 
manner to support economic growth, though ostensibly constrained by its inflation rate tar-
geting. This development has complicated communication and democratic accountability, 
especially via the critical role of the European Parliament. One potential way of addressing 
these problems is to re-interpret the mandate of the ECB. This revision requires two linked 
measures to be taken. There needs to be a more appropriate definition of the ECB Treaty 
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objective of “price stability”. This term should now be defined as a ‘constant price path 
through time’. Second, achievement of this Treaty goal may then be best secured by a new, 
single mandate targeting Nominal Gross Domestic Product (NGDP).

Moreover, the espousal of this radical, but feasible, new approach for the ECB, should 
permit various positive changes to be made. First, the simplification of the operation on 
monetary policy by the ECB, with perhaps a reduction in policy instruments. Second, the 
potential incorporation of ‘green’ policy measures. Third, a greater awareness of the need 
to balance the potential impact of central monetary policy actions with compensatory fiscal 
policy actions. Finally, an enhancement of the communication channels used by the ECB 
to communicate its policy actions to its various audiences, including citizens, thus secur-
ing greater democratic accountability, principally via the ECB monetary dialogue with the 
European Parliament. 
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