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1 Introduction
Monetary policy responses to the financial crisis and its aftermath have been significant and 
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horizon is something that needs to be defined through experimentation with alterna-

tive models.

iii. The role of core inflation should be emphasised as the only definition of price stability 

that monetary policy can affect. The inflation index current targeted (the Harmo-

nised Index of Consumer Prices, HICP) is affected by supply shocks, such as oil-price 

shocks, that monetary policy cannot affect directly. In a framework in which inflation 

is targeted “on average”, targeting headline inflation could be detrimental. While con-

sumers are affected by all prices, it is not clear why the central bank should be judged 

on outcomes that it cannot control. We recommend that the ECB should be held 

accountable only for its ability to manage core inflation.

2. Monetary policy and financial stability are intrinsically linked. However, we do not believe 

that a financial stability objective should be included in the welfare function of monetary 

policy, because that would jeopardise the ability to pursue price stability. Instead we 

recommend closer coordination with macroprudential policies in order to achieve good 

outcomes both in terms of price stability and financial stability

3. We believe that these recommendations will already increase policy space and give 

greater flexibility in order to help prevent bad outcomes (like deflation) persisting for 

prolonged periods. However, other instruments should also be considered, for example 

helicopter money or targeted longer-term refinancing operations (TLTRO) with negative 

rates (below the deposit rate).

2 Challenges for monetary policy in the euro 
area

2.1 A potential decline of neutral interest rates
Nominal yields have been on a downward path since the beginning of the 1980s (Claeys, 

2016). A big part of the story behind this decline has been the fall in inflation and inflation 

expectations. However, while inflation might have been the most important factor behind this 

trend from 1980 to the end of the 1990s, most of the decline since 2000 has been the result of 

the fall in long-term real safe rates at the global level. 

In order to understand why real rates have steadily declined over the last 15 years, we 

turn to the concept of the ‘neutral rate of interest’. This rate is defined as the equilibrium rate 

between demand and supply of funds compatible with full employment of capital and labour 

resources, and with price stability (ie inflation around the central bank’s target). When the 

central bank’s main monetary policy instrument is the short-term interest rate, the neutral 
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determine the equilibrium rate in the long run. However, in more sophisticated models, such 

as Eggertsson and Mehrotra (2014), in which households can transition from borrowing to 

saving over their lifecycles, an increase in inequality or a tightening of borrowing limits can 

also impact negatively on the equilibrium rate.

In practice, various empirical approaches have been proposed to estimate the neutral rate, 

including statistical filters extracting unconditional trends of observed real interest rates, ful-

ly-fledged dynamic stochastic general equilibrium (DSGE) models, and even semi-structural 

approaches. For instance, Holston et al (2016), whose main results are shown in Figure 1, 

used a semi-structural approach to filter the data on output, inflation and short-term interest 

rates to extract highly persistent components of the natural rate of output, its trend growth 

rate and the natural rate. They found evidence of variation over time in the neutral rate of 

interest in all economies they examined (the UK, US, Canada and the euro area), with a clear 

downward trend since the 1960s, which accelerated after 2008. Their results also indicate sub-

stantial co-movement in the estimates of the neutral rate across economies, suggesting global 

factors play a significant role. These main findings appear to be robust to alternative method-

ologies. For the euro area, Figure 1 suggests a collapse in the equilibrium real rate after 2008 

and even points to a negative value for the last few years.  

Figure 1: Estimates of the neutral interest rate for the US and the euro area, in 
percent

Source: Bruegel based on Holston et al (2016).

A strong fall in the neutral rate would reduce significantly central banks’ margin for 

manoeuvre. If the neutral real rate is indeed around zero in the euro area, even if inflation 

is around the 2 percent target, the ECB’s steady-state policy rate would have to be around 2 

percent. This would give less leeway to cut rates when the next recession arrives. In order to 

illustrate the point, the average reduction in the policy rate during recessions since the 1950s 

was around 500 basis points in the US, and a bit less than 300 basis points in the UK and in 

Germany (see Table 1). 

All else being equal, a lower neutral rate thus mechanically implies that episodes in which 

monetary policy is constrained by the zero lower bound are likely to be more frequent and 

longer lasting, and thus central banks including the ECB would need to rely more on their 

unconventional tools to meet their objectives.
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Table 1: Average movements in policy rates during recessions in Germany, UK, US
Country Time period Average policy 

rate (%, peak)
Average policy 

rate (%, trough)
Average policy 

rate change (%)

Germany 1960-2018 5.0 2.4 -2.6

United 
Kingdom

1955-2018 8.7 5.8 -2.9

United States 1953-2018 8.5 3.8 -4.7

Source: Bruegel based on Deutsche Bundesbank, Bank of England, Fred, NBER, Bloomberg, OECD Composite Leading Indicators.

2.2 A potential flattening of the Phillips Curve
The original Phillips curve implied a simple trade-off between unemployment and wage 

growth, and, as a consequence, between unemployment and inflation that could be 

exploited by policymakers to fine tune the business cycle. However, Friedman’s famous 

criticism of the Phillips curve (Friedman, 1968) asserted that monetary policy could not 

sustain unemployment below its “natural rate” (determined by structural factors) without 

leading to accelerating inflation (that is why the natural rate of unemployment is now 

often referred to as the non-accelerating inflation rate of unemployment or NAIRU). This 

implied that in the long run the Phillips curve was vertical. In the short-run however, 

there was still sufficient scope for monetary policy to smooth out fluctuations around the 

independent path of potential output by affecting cyclical unemployment (the difference 

between observed unemployment and the NAIRU), and thus inflation. 

In recent decades however, the slope of the original Phillips curve appears to have 

flattened worldwide, ie the relationship between unemployment and inflation appears 

to have weakened (Figure 2). The substantial variability in unemployment has had less 

effect on inflation, which has remained anchored at relatively low levels in the US and the 

euro area, despite large swings in the economic cycle.

This has been particularly the case since the global financial crisis: during the 

first years of the crisis unemployment increased steadily without leading to sustained 

deflation, but instead only “lowflation” (IMF, 2014). Similarly, the subsequent economic 

recovery and fall in unemployment have not led to a strong surge in inflation either in the 

US or in Europe (even if the European recovery is much more recent than the US recov-

ery). This flattening of the Phillips curve, although clearer after the crisis, has been also 

present since the 1980s, even if weaker (Blanchard, 2016). This issue closely relates to the 

so-called wage puzzle, ie the much lower growth in wages than what economic condi-

tions would suggest. For instance, Krueger (2018) estimated that wages in the US should 

have grown by 1 to 1.5 percentage points faster than they recently have, given the cyclical 

conditions.

The burgeoning literature discussing this important issue (see for instance Constân-

cio, 2017, or Carney, 2017), has proposed three main explanations: 1) the NAIRU might 

be more sensitive than thought to the macroeconomic cycle; 2) an inrt 



6 Policy Contribution | Issue n˚21 | November 2018

be, more expansionary than previously. In times of recession, monetary policy could 

conceivably have to remain accommodative for a longer period. This could raise risks, in 

particular for financial stability, which cannot be ignored.

Figure 2: Phillips Curves (x-axis quarterly unemployment in percent, y-axis 
year-on-year quarterly inflation in percent)

Source: Bruegel based on OECD.

2.3 The interaction between price stability and financial stability
The global financial crisis reignited an earlier debate (Borio and White, 2004; Rajan, 2006) 

about whether monetary policy should target financial stability. As shown by Agur and De-

mertzis (2018), the variables targeted by central banks and macroprudential authorities are 

significantly affected by each other’s actions. Monetary policy will affect financial stability, 

and the pursuit of financial stability will affect the ability of central bankers to fulfil their 

mandate. 

Financial instability can have large negative feedback effects on price stability through a 

credit crunch, and also on the conduct of monetary policy itself, as the recent global financial 

and economic crisis demonstrated. When monetary policy is constrained by the zero-lower 
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bound, decision-makers have to resort to unconventional tools with less-clear effects. Also, in 

the bust phase of the financial cycle, central banks will have to play the role of lender of last 

resort for solvent banks that face liquidity shortages. The EU Treaty makes price stability the 

primary mandate of the European System of Central Banks (ESCB, ie the ECB and national 

central banks)1, but it also requires the ESCB to “promote the smooth operation of payment 

systems”2 and to “contribute to the smooth conduct of policies pursued by the competent author-

ities relating to the prudential supervision of credit institutions and the stability of the �nancial 

system”3. 

Therefore, should monetary policy directly target financial stability? Those who favour 

leaning against the build-up of financial imbalances with monetary policy instruments (Stein, 
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the fact that cyclical arguments also play a role in the current situation – even if they fail to 

explain why the decline in long-term real rates preceded the crisis – it is difficult to conclude 

anything definitive from these estimates of the neutral rate. 

The same caution applies to the flattening of the Phillips curves. Before announcing the 

death of the Phillips curve, other measures of slack than the traditional unemployment rate, 

cyclical unemployment or even the output gap, need to be considered. The apparent flat-

tening could also be the result of a mismeasurement of the slack in the economy. Structural 

unemployment could be higher, and the output gap wider, than thought. For instance, other 

measures such as the level of underemployment or the inactive working-age population give 

a different labour market picture. This is particularly true for some regions and sectors in the 

euro area, in which underemployment is still very high. Wolff (2017) provided an example 

of the need to understand the different forms of slack for the German economy. He argued 

that although wage developments in recent years appear to be muted by comparison to the 

quickly declining unemployment rate, the picture might have been blurred by the fact that 

immigration (from the EU as well as outside) played an important role in recent years in 

avoiding labour shortages in some sectors.

Overall, these estimates (of neutral rates and of Phillips curve slopes) are important indi-

cators, among others, to inform central banks. However, there is a lot of uncertainty surround-

ing these measures. This is true for these particular estimates, but this is a more general issue: 

uncertainty is very high around many variables used by central banks in their assessment of 

the business cycle (eg potential GDP, NAIRU, etc). Technological advancements, the role of 

disruptive technologies, the emergence of China as a new global player and the emergence 

of trade antagonisms even with traditional allies like the US, all play a role in the euro area’s 

productivity capacity. 

One could argue that structural uncertainty is always present. We argue here however that 

it is very difficult to see where current shifts are leading. This lack of knowledge implies that 

policies cannot be designed to fit only one set of outcomes but should instead prepare for the 

possibility of many and different outcomes. Central banks need therefore to design policies 

that will be effective for a variety of different outcomes. In other words, they need to have good 

policies in place and they also need to provide adequate insurance for a variety of different out-

comes. We therefore believe that the framework needs to have built-in flexibility that will allow a 

structural approach in terms of preparing for what is unknown (Ben Haim et al, 2018).

2.5 A challenging European institutional framework
In addition to these macroeconomic and financial challenges faced by central banks all 

around the world, the ECB has to meet another important challenge: the euro-area economic 

governance framework is incomplete and inadequate to face shocks, and is – by construction 

– heavily fragmented between national authorities and centralised institutions. 

The first problem for the ECB is that the euro area’s current macroeconomic policy frame-

work is not able to provide enough stabilisation in deep downturns and ends up relying on 

the ECB as a result (Claeys, 2017). Fiscal policy in particular does not play its countercyclical 

role fully, for several reasons. 

First, fiscal policy in the monetary union is much more constrained than outside of it 

because the risk of default is higher given the prohibition of monetary financing. Institu-

tional innovations during the crisis with the creation of the Outright Monetary Transactions 

(OMT) programme and of the European Stability Mechanism (ESM) have only partly relieved 

the constraints. Second, the EU’s fiscal rules are still imperfect and do not permit enough 

counter-cyclicality (in good times to build room for manoeuvre for later and in bad times to 

support growth). Third, given the multi-country nature of EMU (with 19 different treasuries), 

fiscal coordination between countries is inadequate and thus the aggregate fiscal stance can 

deviate from what would be optimal from an aggregate euro-area perspective. As a result, 

macroeconomic policy in the euro area can be strongly suboptimal because the euro-area 

aggregate policy mix will tend to rely too much on monetary policy, which faces the con-
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straint of the effective lower bound.

Many different proposals have been made for how to improve the euro area’s macro 

framework, depending on the degree of integration preferred: the issuance of Eurobonds by 

a common treasury, a more minimalistic stabilisation tool at euro-area level, an overhaul of 

the fiscal rules, reform of the ESM/OMT framework, among others (see for instance Claeys, 

2017). However, it is unlikely that the macro policy framework will evolve significantly in 

the very near future, and thus it is likely that the framework will still be inadequate when 

the next recession hits. Even if the framework has improved in recent years, there is a good 

chance that the ECB will have to step in once again from a stabilisation perspective.

The second issue is that, in addition to facing 19 different fiscal authorities, the ECB also 

has to face 19 macroprudential authorities to match a single monetary policy (even with 

ESRB coordination). This prevents timely responses to external shocks, as we saw at the 

start of the financial crisis, and optimal coordination at the macroeconomic and financial 

levels. 
Finally, the lack of clarity in terms of the future EMU architecture (from finalising 

banking union to advancing on centralisation of fiscal tools) also contributes to the current 

environment of uncertainty.

3 Adapting the ECB’s framework to face 
these challenges

3.1 The current framework
The primary mandate of the ECB, as laid out in Article 127.1 of the Treaty on the Func-

tioning of the European Union (TFEU), is to ensure price stability in the euro area and, 

without prejudice to this objective, to support the general economic policies of the 

Union. To fulfil its primary mandate, the ECB Governing Council adopted in 1998 the fol-

lowing quantitative definition of price stability: “price stability is defined as a year-on-year 

increase in the Harmonised Index of Consumer Prices (HICP) for the euro area of below 2 

percent”. In 2003, the Governing Council clarified that in the pursuit of price stability it 

aims to “maintain inflation rates below, but close to, 2 percent over the medium term”.

The ECB’s main instruments until the crisis were its three short-term policy interest 

rates (the main refinancing operation rate, the deposit rate and the marginal lending 

rate), with which it sought to control short-term market rates (the Euro OverNight Index 

Average, EONIA) and ultimately to influence the rest of the yield curve.

But when short-term rates reach the zero lower bound, central banks need to rely on 

unconventional tools to affect directly the medium and long-term parts of the yield curve. 

Central banks have developed a diverse array of tools to do that: forward guidance (ie 

communication about the likely future course of monetary policy), negative policy rates 

and, most importantly, changes in the size, composition and maturity of their balance 

sheets, mainly through asset purchases and massive long-term refinancing operations. 

Since 2008, the ECB has gradually applied all of these policies. First, it reduced its 

policy rates, and now, at -0.4 percent, its deposit rate is in slightly negative territory. The 

ECB also very quickly provided long-term lending to European banks with favourable 

conditions through long-term refinancing operations and targeted longer-term refinanc-

ing operations. Since 2013, the ECB has provided forward guidance on the future path 

of its policy interest rates. Finally, the ECB has put in place a diversified asset purchases 

programme that originally included asset-backed securities and covered bonds, but 

which was vastly expanded in 2015 with the inclusion of sovereign and European supra-

national bonds and, later, of corporate and local government bonds.
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toolbox was absolutely necessary and helped to fight deflationary pressures in the euro area. 

However, given the limits of these instruments they might not be sufficient in the next crisis. 

What else can be done? 

All major central banks in advanced economies set an implicit or explicit numerical goal 

in terms of inflation, and employ the tools at their disposal accordingly. However, the difficul-

ties experienced in reaching the inflation target have strengthened the case of those advocat-

ing a revision of the framework used by central banks, or, at least, their tools. We explore this 

in the next section.

4 What is the possible evolution of the ECB’s 
monetary framework?
4.1 Adjusting the definition of price stability to increase flexibility
The treaty that sets out the ECB’s mandate mentions price stability as a primary objective, 

without setting an explicit numerical target, time horizon or particular variable to target. 

The precise definition of price stability is defined by the ECB Governing Council (and was 

even clarified in 2003). 

This means that the definition could be changed again by the ECB if necessary. Possi-

ble alterations to the definition could thus include: 1) the level of inflation targeted; 2) the 

choice of the particular price index to target: headline inflation or core inflation (ie infla-

tion excluding volatile energy and food prices); 3) the choice of explicit tolerance bands 

instead of a ceiling, 4) the choice of the time horizon: medium-term versus over the cycle, 

for instance; and ultimately 5) the choice whether to target a growth rate, a level or any 

other measure of prices as long as they are consistent with some form of price stability.

To increase flexibility and face new challenges, we thus recommend changing the 

definition of price stability in the following way: “below but close to 2 percent over the 

medium term” (generally defined as 18 months to 3 y5nEMC 
/Spa (, t)-1 (o 2 p)-8.9 (er)12 (cen)7 (t o)7 (v)-3..l9 (d a)4 (g)7 (aSpan <<s t)1 (o 3 y ( )]T.1 (toi-7 (ice  373.2513 389.5276 Tm
[(“b)4er)0305ener)11 (all)1 )1 ()7(v)3 (v)r 
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monetary policy for a longer time in order to let an economy overheat after a recession (what-

ever the instrument used to reach that objective, be it conventional or unconventional) could 

lead to a financial-stability risk. That is why we need to come back to the issue of what needs 

to be done if there is a substantial divergence between the price stability objective and the 

financial stability objective.

4.2 What should the ECB do if price stability and financial stability diverge?
In theory, the interest rate is not the best instrument for fine tuning the financial cycle. Agur 

and Demertzis (2018), for instance, showed that the effect of monetary policy on financial sta-

bility varies in direction depending on the part of the financial cycle the economy is at. They 

show that at the top of the financial cycle an interest rate reduction, for example, encourages 

banks to take risks. At the bottom of the financial cycle however, when a deleveraging process 

typically takes place, an interest rate reduction does not necessarily increase risk-taking by 

banks, and might even reduce it. 

In practice, empirical evidence also leads to criticism of the interest rate as an instrument 

to manage financial imbalances. Posen (2009) examined episodes of bubbles in 17 countries 

in the period prior to the crisis and argued that it was difficult to find a clear relationship 

between interest-rate tightening and the growth rate of asset prices. Similarly, for the United 

Kingdom, which experienced a major housing bubble before the crisis, Bean et al (2010) 

estimated that additional increases in the Bank of England’s main rate by several percentage 

points would have been needed to stabilise house prices. Such interest rate increases would 

have reduced inflation to significantly below the Bank of England’s 2 percent target, and 

would have had significant negative effects on output. A further problem in targeting financial 

stability with monetary tools is that monetary policy tightening might not actually have the 

desired effect of reducing financial imbalances. As pointed out by Svensson (2014), Swedish 

monetary policy at the beginning of the 2010s was a bad example of a central bank trying to 

implement an aggressive “leaning against the wind” policy, which led to high costs in terms of 

economic activity and a major undershooting of its inflation target. Faced with a rising house-

hold debt-to-income ratio, the Riksbank increased its policy rate from 0.25 percent in July 

2010 to 2 percent in July 2011. As a result, inflation fell quickly and was around zero for more 

than two years, well below the 2 percent target, ultimately forcing the central bank to reverse 

its actions. However, although the Riksbank initially aimed to ward off the threat to financial 

stability from household over-indebtedness, the household debt-to-income ratio was not 

affected by the 2010-11 policy of tightening and in fact the ratio continued to increase in real 

terms because of the very low and even negative inflation rates.

Monetary tightening for reasons of financial instability might have other unintended 

effects, especially in open economies. An increase in capital inflows because of higher interest 

rates can partially offset the dampening effect of higher rates on credit. Higher interest rates 

might also lead to a currency appreciation. Capital inflows and/or currency appreciation 

could accentuate the shift from the tradable to the non-tradable sector that often takes place 

when there is a real-estate boom. Or, as shown by Nelson et al (2015), a monetary tightening 

can also cause a migration of activity from the regulated banking sector to the shadow-bank-

ing sector. 

To summarise, the various issues we have reviewed show that the main monetary policy 
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nication remains an important tool even in times of uncertainty, provided it adapts by shifting 

the emphasis from communicating what little it knows, to informing how its actions pre-

pare the economy better for the unknown. In this respect policies, as we have argued in this 

paper, need to be chosen not just to address very specific circumstances, but to take account 

of many different possible outcomes. Communication, similarly, needs to inform why the 

policy choices made protect monetary policy objectives in a range of possible outcomes. Far 

from diminishing the role of communication, we believe that uncertain times require a lot of 

information about what types of ‘insurance’ we put in place to deal with many different types 

of ‘unknowns’.

We believe a policy framework that changes in the way that we have suggested, and a 

communication approach adapted to the need to manage uncertainty, can provide a credible 

strategy for committing to price stability.
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