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Please note that some concepts presented below have been simplified to favour their understanding 
and therefore may not fully reflect how complex their mechanics are. 
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The European Central Bank’s History and Missions 

 

European Central Bank independence and price stability target 

 
Economic and Monetary Union (EMU) was progressively built as a result of the European 
Council’s decision in June 1988. The European Council through the EMU aimed at creating a 
single currency (the euro) for the European Union (EU). Like all currencies, the euro needed a 
central bank, therefore the committee working on the establishment of the EMU has also 
conceived the European Central Bank (ECB). 
In the period when the EMU and ECB were thought and progressively implemented 
monetarism was an influential economic theory. Milton Friedman, who is one of the central 
figures of monetarism, viewed inflation as resulting from the expansion of money supply. 
Inflation was considered a major economic issue but more importantly, a political issue that 
marked Europeans for generations. 
 
There were two reasons explaining why the ECB was independent of political interference: 
 
� The first one was the fear of inflation. This fear of inflation was deeply rooted in the 

European spirit and first expressed through the creation of Germany’s central bank 
(the Bundesbank). Due to previously mentioned historical reasons Germany has 
always had a very strict policy of independence between political power and monetary 
policy1 . The ECB’s creation was highly influenced by the Bundesbank model of 
central bank independence1. 

 

� The second reason for ECB independence comes from dominant political-economic 
beliefs in the 1980s. The US had high levels of inflation in the 1970s that pushed the 
Federal Reserve (United States’ central bank) led by Paul Volcker into a strong 
monetarist policy. This policy was held even though politically unpopular and 
succeeded by allowing relative monetary stability in the USA the following years2. 
Lessons from Volcker’s mandate influenced other countries into establishing central 
bank independence and giving central banks price stability (control of inflation) 
objectives. 

Monetarist economic theory and a strong fear of inflation explain why price stability and 
central bank independence were key when the ECB was created. 
 
 

ECB missions and tools 

 

As explained previously, fight against inflation has marked the 20th century and became the 
cornerstone of monetary policies in most developed countries when the ECB was created. 
Consequently, the ECB’s missions reflect this historical context. The primary mission of the 
ECB is therefore price stability as stated in Article 127 of the Treaty on the Functioning of the 
European Union. More specifically, this translates into keeping the inflation rate of the 
Eurozone below but close to 2% in the medium term. Therefore, as long as inflation rates are 
above or show a strong tendency to go above 2% the ECB will be in charge of taking every 
possible action to reduce the Eurozone inflation rate. 

                                                
1Source : https://www.bundesbank.de/Redaktion/EN/Topics/2013/2013_10_29_bank_independence.html 
2Source : https://www.minneapolisfed.org/publications/the-region/interview-with-paul-a-volcker-20090901 



 

The ECB was given powers and tools to accomplish its price stability mission. These tools 
include: 

- Monopoly on money creation 

- The right to set interest rates at which the central bank will lend to or take deposits 
from banks 

- The right to intervene in exchange rate markets using foreign currency reserves. 

Repeated financial crisis mainly coming from the banking system added a second 
fundamental mission for the ECB, regulatory supervision. 
 
 

Conventional ECB policies 

 

These first policies are named “conventional” due to the fact that the ECB is expected to use 
these tools in its regular course of business and in a fully autonomous way (no intervention of 
other monetary bodies). Conventional ECB policies stem from the tools it holds to maintain 
the 2% target inflation. Given a situation of high inflation the central bank can use their 
monopoly on money creation, the right to set interest rates and the right to intervene in 
exchange rate markets. Please note that monetary creation, in the case of the ECB and 
conventional ECB policies, refers to exchanging bank assets against central bank money (also 
called liquidity) for a short amount of time (generally less than three months). 
 
We presented below in a very simplified way3 the mechanics through which the ECB can act 
using conventional policies to limit inflation. 
 
 
First, the monopoly on money creation can be used as a tool to decrease inflation as shown 
below: 
 

 
 

                                                
3Mechanics of monetary interventions’ impact on economy are complex and have been the object of decades of 
economic studies. We therefore present the general idea behind these monetary interventions but do not pretend 
explaining their precise impact. 
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The right to set interest rates can help the central bank to decrease inflation as follows: 
 
 

 
 
 
 
Finally, the right to intervene in currency markets can help reduce inflation as follows: 
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The ECB’s Asset Purchase Programme (« Quantitative Easing ») 
 

What are unconventional monetary measures? 

Unconventional monetary measures/tools are measures/tools that were not originally designed 
to be used by the ECB (i.e. in its normal course of business). There are two main reasons for 
which a central bank has to resort to unconventional monetary policy as explained by Lorenzo 
Bini Smaghi4 in his keynote lecture International Center for Monetary and Banking Studies 
on conventional monetary policy. The first reason comes from the situation where there is 
such an intense economic shock that the central bank interest rates have to be brought down to 
zero. At this stage interest rates cannot be brought further down so that other measures have to 
be implemented. The second reason is that conventional tools such as interest rates 
monitoring do not fully translate into the expected effect on inflation. Main unconventional 
tools include: 

- Actively buying assets on financial markets 

- Providing real lending facilities to banks (while lending was in exchange of assets and 
short-term under conventional measures) 

- Changing the type of assets the central bank is allowed to buy 

- Central bank commitments to maintain interest rates at a certain level for a long period 

 

From conventional to unconventional monetary measures 

The subprime crisis (2007-2009) and the resulting financial markets turmoil following the fall 
of Lehman Brother have shaken financial markets. One of these financial markets was the 
market in which banks exchange liquidity between them (also called interbank lending 
market). The fall of Lehman Brother created a situation of fear of banks to lend liquidity to 
each other. Banks rely on short term liquidity that they borrow at a low interest rate in order to 
lend money at a higher interest rate for a medium to long term. The interbank market collapse 
therefore leads to the European banking system collapse5. This situation called for a response 
of the ECB to re-establish confidence in the interbank lending market. This intervention to 
save the interbank lending market meant that the ECB was deriving from its main objective, 
which is maintaining price stability, to some extent it prepared the ECB to enter into 
unconventional grounds. 
 
The ECB first responded by sharply reducing interest rates. The marginal lending interest rate 
(the rate at which the ECB lends money to banks) went down from 5.0% in June 2007 to 
1.75% in 2011. The goal of these interest rates decreases was to increase back the demand for 
credit by banks and progressively restore the confidence within the banking system. By 
restoring this confidence, the goal was to prevent banks from restricting the money lent to 
firms and individuals. 
The ECB answered through a second mechanism called the Long-Term Refinancing 
Operations (LTRO). As discussed previously the ECB traditionally lent liquidity for a short-
term to banks (up to three months). The LTRO announced in March 2008 and June 2009 
extended the maturity of lent liquidity for up to twelve months. This liquidity was lent to 
banks at a lower interest rate and in larger volumes than ever before. The goal again was to 
restore confidence in the interbank lending market and the banking system by stimulating 
liquidity demand by banks. 

                                                
4Member of the Executive Board of the European Central Bank 
5In the absence of short-term liquidity, the banks would no longer be able to themselves lend money to firms and 
individuals. 



 

 
After this first macroeconomic shock, the EU faced a second blow with the sovereign debt 
crisis. The Greek debt crisis that started in 2009 was triggered by the fact that Greece (like 
most EU countries) was dependent on financial markets to finance its operations. After a 
surge in Greek sovereign debt and the revelation of irregularities in the reporting of this debt, 
interest rates on Greek debt increased sharply. This came to a point where the debt burden was 
unsustainable for Greece and the country had to resort to a bailout to continue running. The 
Greek debt crisis cast doubts on other European countries’ ability to repay their sovereign 
debt. Some countries had higher debt repayment capacity (Germany, Holland, Austria) and 
other countries with a lower debt repayment capacity (Greece, Ireland, Portugal). This 
situation led to creating wealth transfers from the first group of countries to the former group 
of countries. In the case of refusal of this transfer by countries with high debt capacity, the 
Eurozone was at risk of collapse. 
 
The ECB participated in easing the situation for countries with low debt repayment capacity. 
In May 2010, the ECB implemented its asset purchase programme also called Quantitative 
Easing. Asset purchase programs are unconventional monetary policies inspired by the 
Quantitative Easing program initiated by the US central bank (the Federal Reserve or Fed). 
The first program called securities market program (SMP). It mainly aimed at allowing the 
ECB to directly buy Greek, Spanish, Italian and Portuguese sovereign debt in order to limit 
risks of these sovereign debt going into going into a situation where borrowing would become 
too expensive. Such debt sovereign debt acquisition was impossible under conventional 
monetary policies as it went against ECB independence principles. 
 
Amidst the sovereign debt crisis, the governor of the ECB changed from Jean-Claude Trichet 
to Mario Draghi in June 2011. Between December 2011 and February 2012, the LTRO 
announced previously has been activated to lend to banks that were starting to be at risk due 
to the European sovereign debt crisis. This change in governance and change of policy came 
in conjunction with further unconventional monetary policies. In July 26th, 2012 when Mario 
Draghi announced at a UKTI Global Investment conference that the ECB is prepared to do 
“whatever it takes to preserve the Euro” with the precision that it will be done “within our 
mandate”. This declaration has been a turning point for the ECB as it indicates that the price 
stability objective was not its only focus anymore. This meant that the ECB was allowed to 
deviate from one of its core missions which is avoiding to directly finance EU member states. 
This Mario Draghi intervention shows as well that the ECB could act as a pragmatic 
institution under exceptional circumstances. 
Following the interventions in sovereign debt markets came programs that allowed the central 
bank to buy debt on other markets: 
 

- the bank debt market through the Covered Bond Purchase Program (CBPP3) 

- the collateralised debt market through asset-backed securities purchase programme 
(ABSPP) 

- the public sector debt with the public sector purchase programme (PSPP) 

- the corporate debt with the corporate sector purchase programme (CSPP) 

These different programs show that ECB’s board of directors has the will not only maintain 
price stability but also favour growth. This is achieved through direct intervention into debt 
markets to reduce interest rates for banks, firms and individuals. 
While inflation seems to be back in most EU countries6, the ECB is progressively trying to 
come back to a pre-crisis situation of reliance on conventional policies only. To my 

                                                
6Source : https://ec.europa.eu/eurostat/statistics-
explained/index.php?title=File:Euro_area_annual_inflation_and_its_main_components_(%25),_January_2008-
August_2018-est.png 



 

knowledge, coming back to using only conventional monetary policies seems desirable for 
two reasons: 

- Prevent ECB unconventional and exceptional conventional monetary policy (very low 
interest rates) from creating a permanent low interest rate environment. A long-term 
low interest rate environment may create a situation where financial institutions, firms 
and individuals (economic agents) may try to increase their revenues by looking for 
risky investments. Risky investments yield higher revenues to pay for their additional 
risk. Artificially low interest rates may therefore increase risk-taking from economic 
agents to a level where new crises may arise. 

- Not exiting unconventional monetary policies and increasing interest rates above 
historically low levels may limit the buffer for the ECB to act when another economic 
downturn will occur. 

While Mario Draghi has shown how strong the ECB can be in times of crisis it will be his 
successor’s role to show that in times of relative financial stability the ECB is able to prepare 
for future crises. 
 
 
 
Our ideas on How to Reform the ECB 
 

Add an unemployment target to the ECB core objectives 

The Federal Reserve, as opposed to the ECB, has three objectives that are within its mandate 
which are: 

- Maximum Employment 

- Stable prices 

- Moderate long-term interest rates 

The emphasis is put on fighting unemployment and therefore the central bank has to take all 
measures within its power as long as unemployment increases. Central bank objectives more 
than the objectives of any other organisation are the cornerstone of all its conventional and 
unconventional monetary policies. More generally it impacts all levels of the central 
organisation from long to short term monetary interventions. 
We believe that the price stability objective and ECB independence properly avoided inflation. 
But it seems obvious that inflation is not the only economic risk for the Eurozone. In June 
2018, the Euro Area unemployment rate was 8.3% while it was 6.9% in the whole of the EU7. 
In this context, it would seem important to make it so that the ECB would be ready to do 
whatever it takes to favour employment in the Eurozone. Secondly, the change of objective 
would also be symbolic when European citizens show growing signs of scepticism toward EU 
institutions. Putting an emphasis on the fact that the ECB cares for their jobs would send a 
positive message to them and increase confidence in one of Eurozone’s leading institutions. 
Finally, this would avoid the ECB to go off-track when trying to preserve, general economic 
rather than only price, stability within the Eurozone. 
 

 

Guarantee « Green » investments 

Climate change has become undeniable, its consequences as well to a point where even world 
governments have made the commitment to limit its consequences through the Paris 
Agreement. The ecological crisis contrary to the subprime and sovereign debt crises will not 

                                                
7 Source : Eurostat unemployment in August 2018 (https://ec.europa.eu/eurostat/statistics-
explained/index.php/Unemployment_statistics) 



 

be limited to a short amount of years but may spread through decades ahead. To curb the 
consequences of this crisis we recommend that the ECB engages in a small but important step 
which is providing a guarantee and liquidity in case of liquidity shortages to green financial 
investments (or green assets). While it is not the purpose of this paper to define green assets (a 
summary of existing definitions is summarised by the OECD here), we expect these assets to 
go through a certification process and an auditing process to certify their greenness. This 
guarantee mechanism can be implemented through a permanent commitment from the ECB to 
provide a guarantee against default to investors in these assets or intervene in green asset 
markets to increase liquidity as it was the case for sovereign debt during the crisis. 
 
The usual argument against supporting green assets is that it would have the consequence of 
creating excessive green asset demand. This excess demand may lead to having investors to 
increase their risk-taking behaviour by over-investing in green assets instead of diversifying 
their investments. This concentration would then increase risks to the overall financial system 
in case of misconduct of green asset providers or excessive defaults of green investments. 
However, there are two counter-arguments. First, the size of green assets as a market is still 
too small to create any large-scale impact on the financial system. Considering green bonds 
alone, which is one of the biggest types of green investments, they only account for about 
0.1% of the outstanding total bond amount (Cochu et al., 2016). Second, we believe that the 
main systemic risk to be addressed for the years to come is the ecological crisis. A study by 
Whiteman, Hope, and Wadhams (2013) in the journal Nature has estimated at $60tr the cost 
of release of permafrost beneath the East Siberian Sea in absence of mitigation action to be 
compared to about $70tr the size of the world economy in 2012 according to the study. 
Given the small size of the green asset market and the potentially high costs of the ecological 
crisis, we believe that targeted ECB actions towards green assets is a much-needed measure. 
The ECB has proven its strong capacity to bring solutions in times of crisis, we believe that it 
can be a major contributor to fighting the long-lasting ecological crisis. 
 
Conclusion 
 
The ECB has been an element of stability for the Eurozone through its conventional monetary 
policies. We have seen that a pragmatic ECB has been able to help save the Eurozone through 
unconventional monetary policies and key announcements such as the one made by Mario 
Draghi in July 2012. We believe that major crises still lie ahead for the Eurozone, amongst 
which (but not limited to): unemployment which still feeds citizens’ discontent and climate 
change which is set to imply major costs to European economies. A pragmatic ECB seems 
again to be part of the solution to solve these crises and we believe it can act enabled by 
simple political decisions. The Eurogroup in a discussion with the ECB could be a good way 
to implement these decisions and have coordination between monetary and government-level 
economic policy. 
 
First, we expect the ECB to progressively wind down its unconventional monetary policies in 
order to give it sufficient buffer to contain future economic crises. Second, by helping tackle 
with growing discontent of European citizens thanks to a symbolic act of adding 
unemployment to its core objectives. Finally, through guarantees of green assets and liquidity 
support to green asset markets, we expect the ECB to help tackle the ecological crisis. 
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