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Abstract

The intertwined relationship between the objectives of banking supervision and
monetary policy remained for a long-time part of a rather theoretical debate. It took a major
GFC for the policymakers to realise that there were gaps in the existing regulatory and
supervisory framework, which subsequently opened the way for the central banks’
involvement in both micro- and macro-prudential supervision at international and EU level.
Prior to the 2007-2009 financial crisis, the optimal model of central banking governance and
institutional framework at both international and EU level, focused on monetary policy
objectives. Part of the same orthodoxy was the prominence given to central bank
independence and to institutional arrangements focused primarily on inflation targeting. The
European Central Bank (ECB), being a creature of its time, was designed as a purely monetary-
stability-oriented central bank and was also granted a high level of independence. However,
housing monetary policy and banking supervision under the ECB’s roof, has radically changed
its role and the balance between existing and new powers within the EU banking framework.
To this end, this thesis critically examines the centralisation of banking supervision in the EU,
by exploring the nexus between monetary policy and banking supervision, and the
compatibility of their combination within the existing legislative framework. Having examined
the historical context of the debate, recent developments and underlying policy concerns in
the pre- and post- Great Financial Crisis (GFC) era, this thesis concludes that the conferral of
supervisory tasks on ECB has created a complex system of cooperation between national and
supranational level, and between existing and newly established tasks and objectives. This
has resulted in stretching the role of ECB beyond its original mandate as set by EU primary
law, exceeding the wording of Article 127(6), TFEU. Therefore, drawing on the particular
synergies involved, this thesis suggests that the only avenue in transforming the ECB into a
truly supranational supervisor with full discretion, is the amendment of the Treaty and the

empowered of the ECB with direct supervisory powers.
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Introduction

Motivation, contribution and objectives of the thesis

Examining the role of central banks has become a key tool in understanding modern
financial markets. Traditionally, maintaining financial stability was a primary objective of
central banks. However, the primacy given to central bank independence in the late 1970s
and the banks’ increasing role in pursuing the goal of price stability, consolidated their place
as monetary authorities. This resulted in central banks having a narrow mandate, mainly
focused on inflation targeting as the means to achieve price stability.! Part of the same
orthodoxy was a strict separation between central banks’ monetary policy objectives and
their responsibility for banking supervision. Yet, even when the mandate of central banks was
aiming solely at maintaining stable inflation, they still played a crucial role in the financial
stability domain as soon as a financial crisis occurred. As Tommaso Padoa-Schioppa stated,
financial stability has been always part of the “genetic code” of central banks.? This is to be
attributed to the ability of central banks to act as “lender of last resort” and their liquidity
management duties, making them a dominant player in preventing and managing systemic
banking crises. To this end, central banks are considered to be the best-suited institutions to

perform supervision tasks.?

The intertwined relationship between the objectives of banking supervision and
monetary policy remained for a long time only part of a rather theoretical debate. It took a
major GFC for the policymakers to acknowledge the gaps of the existing regulatory and

supervisory framework, which in turn, opened the way for the central banks’ involvement in

1 Angelini, Paolo, Neri, Stefano, Panetta, Fabio, ‘Monetary and Macroprudential Policies’ (ECB, Working Paper
Series No 1449, July 2012)
<https://www.ecb.europa.eu/pub/pdf/scowps/ecbwp1449.pdf?b61cbb31d8b42f7c125bde5332c95005>
accessed 14 July 2017.

2 Padoa-Schioppa, Tommaso, ‘Central Banks and Financial Stability: Exploring a Land in Between’ (Second ECB
Central Banking Conference, “The transformation of the European financial system,” Frankfurt am Main, 24 and
25 October 2002), 6
<http://citeseerx.ist.psu.edu/viewdoc/download?doi=10.1.1.137.2584&rep=rep1&type=pdf> accessed 14 July
2017.

3 Coeuré, Benoit, ‘Monetary Policy and Banking Supervision: The history of central banks and the European
banking union’ (Speech by a Member of the Executive Board of the ECB at the Symposium: “Central Banking:
Where Are We Headed?” in honour of Stefan Gerlach’s contribution to the Institute for Monetary and Financial
Stability, Goethe University, Frankfurt, 7 February 2013)
<http://www.ecb.int/press/key/date/2013/html/sp130207.en.html> accessed 14 July 2017.
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http://citeseerx.ist.psu.edu/viewdoc/download?doi=10.1.1.137.2584&rep=rep1&type=pdf
http://www.ecb.int/press/key/date/2013/html/sp130207.en.html

banking supervision. Namely, the financial crisis 2007-2009 or the Great Financial Crisis (Great
Financial Crisis) brought the importance of the financial stability mandate of central banks
back to the fore and placed emphasis on the need to strengthen macro-prudential supervision
and regulation. To this end, macro-prudential supervision attracted attention, especially in
the aftermath of the Lehman Brother’s collapse in 2008.# As a result, policymakers at both
national and international levels, laid emphasis on the need for a drastic regulatory change
that would strengthen central banks’ role in both micro- and macro-prudential supervision,
while maintaining at the same time, a balance between the objectives of financial stability
and price stability. At EU level, the regulatory response to the financial crisis focused primarily
on reshaping the supervisory architecture, while the role of the supranational central bank,
i.e. European Central Bank (hereinafter: ECB), was becoming progressively involved in banking

oversight.

The ECB, since its establishment by the Maastricht Treaty, was conceived as a pure
monetary authority, with its mandate being solely focused on maintaining price stability. This
was considered to be adequate in safeguarding the stability of the financial system as a whole.
The ECB was designed on the German Bundesbank model of one authority, one objective and
one main instrument, which was based on the Tinbergen rule. In addition, in pursuing its
mandate, the ECB was given a highly independent status, aiming to shield its functioning from
any external interference. Thus, the institutional framework, the governance structure and
the legal basis of the ECB’s mandate, were all designed in facilitating the functioning of an
independent monetary authority that was entrusted with the sole mandate of price stability,
attained through an inflation targeting regime and a clear separation between monetary
policy and banking supervision objectives. This is evident from the wording of the Treaty
provisions, which offer primacy to the price stability mandate and to the bank’s
independence. As a result, the ECB’s role in banking supervision remained limited, while, one

could argue that its financial stability mandate was neglected.

Nevertheless, as mentioned above, the GFC challenged the existing conventional view
and triggered the need for change in the European Union (hereinafter: EU) regulatory and

supervisory frameworks. Starting with the De Larosiére Report and the plethora of legislative

4 Hofmann, Christian, ‘Stabilizing the financial sector’ (2012) 8 (4) European Review of Contract Law 426.
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reforms to follow, EU financial market regulation and supervision entered an era of change
that led to a significant expansion of the ECB’s role; an expansion that was moving beyond its
envisioned mandate. This stretching of the ECB’s mandate reached momentum with the
establishment of the first pillar of European Banking Union, the Single Supervisory Mechanism
(hereinafter: SSM) in the late 2012, which transformed the ECB into the supranational banking
supervision authority for the Eurozone financial institutions. This official assignment of
supervisory powers to the ECB, has been appraised as the most significant restructuring of
central banking architecture in the EU. Thus, it is hardly surprising that this radical regulatory
reform was accompanied by an extremely extensive debate in relation to the controversies,

synergies and conflict of interest involved.

This debate has been through a variety of disciplines, which is a result of the complex
implications of the ECB’s changing responsibilities in various fields, including economic, social,
political and legal. In the legal context, where the focus of this thesis lays, one of the most
debated topics is whether the newly established supervisory tasks of the ECB are compatible
with its monetary policy mandate. This is particularly important given the clear hierarchy
provided by Treaty provisions to the ECB’s objectives and its exclusion from assuming
supervisory tasks when they do not classify as ‘specific.’> It is therefore questionable how the
same Treaty provisions designed to facilitate the functioning of a ‘pure’ monetary policy
authority, provided an adequate legal basis for the subsequent stretching of the ECB’s
mandate to supervision and how they delineate the exact limits of the ‘specificity’ of
supervisory tasks. In addition, ECB involvement in banking supervision raises fundamental
guestions regarding its independence and a possible conflict of interest with its existing price
stability mandate. This emphasises further the urgent need to address the question of
whether the marrying of banking supervision and monetary policy under the ECB’s umbrella
could be adequately addressed only via considering the possibility of Treaty amendment.
Thus, this thesis seeks to examine the changing role of the ECB by addressing the question:
“Does the marrying of the objectives of monetary policy and banking supervision under the
ECB’s umbrella, in its current legislative framework, exceed the wording of EU Treaties

provisions?”

5 ‘Consolidated version of the Treaty on the Functioning of the European Union’ [2012] OJ C 326/47 (hereinafter:
TFEU) Article 127(6).
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In answering this question, this thesis makes a distinct contribution to EU financial
regulation and supervision literature by critically examining the evolving role of the ECB,
including the legitimacy of its mandate in the context of both the pre- and post-financial crisis
regulatory framework. To this end, having highlighted the importance of the topic and laid
out the main research question, the aim of this thesis is to critically assess the new role of the
ECB in respect to banking supervision, while taking into consideration current developments
and the evolution of existing policy frameworks. In particular, the main focus of the thesis is
to address the nexus between the respective objectives of monetary policy and banking
supervision, while exploring the synergies involved as a result of their combination within the
same monetary authority (i.e. the ECB) which operates on a price stability oriented monetary

policy regime.

It should be noted that there has been significant coverage in the literature regarding
the conflict of interest between monetary policies and banking supervision objectives,
especially during the early 1990’s, but it involved mainly studies concerned with particular
jurisdictions or comparative studies between various jurisdictions, focused on the economic
implications. The relevant debate seemed to have faded during the era of central banking
independence prominence, to only re-emerge again as a result of the increased involvement
of central banks in banking supervision in the aftermath of the GFC. This thesis focuses on the
legal perspectives of the debate, while providing a comprehensive analysis of the evolving
nature of the ECB’s role on pursuing both monetary policy and banking supervision objectives,
by identifying at the same time the gaps of a newly formulated regulatory and supervisory

architecture that lays at the heart of a unique regional formation, the EU.

The all-around analysis of the changing role of the ECB, adds to the existing literature
by identifying the legal constrains arising as a result of the combination of monetary policy
and banking supervision objectives under the ECB’s remit. The critical analysis of this topic,
especially of the legitimacy of the decision to centralise banking supervision at EU level, based
on the existing Treaty provisions, offers an original legal point of view. As the topic has
significant economic ramifications, the financial issues in conjunction with economic theories
are consulted to the extent that help to support the legal argument. An additional
contribution of this research can be located on the fact that although there are several

publications that analyse the various aspects of banking supervision centralisation at EU level,
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the later remains work in progress, with the question of legitimacy and the possibility of
Treaty amendment being highly controversial, and barely addressed. Therefore, this thesis
aims to enrich the literature in regard to the ECB’s involvement in supervision during this most
critical period for Europe, when most of the Banking Union project is still ‘under construction.’
In addition, the ECB, being a creature of its time, represents the greatest illustration of a
central banking institutional design that was highly based on the views of a school of macro-
economic thought, which for a long period of time influenced the policymaking agenda at
national, regional and international level. Thus, the legal considerations of loopholes during
the evolution process of the ECB’s role, could equally apply to similar monetary policy regimes
in other jurisdictions. The areas of study are chiefly based on the EU Law, EU Banking Law

and Financial Regulation, and European Common Market Law.

Outline method/approach

The methodical approach of this thesis, builds on the realisation that the recent
financial crisis has led to a radical re-evaluation of existing approaches to financial regulation,
systemic stability and monetary policy. Methodology can be defined as the ‘branch of
knowledge’ concerned with method, where method is viewed as a special form of procedure
or characteristic set of procedures employed (more or less systematically) in an intellectual
discipline or field of study as a mode of investigation and inquiry, or of teaching and
exposition.® Legal research is often described as doctrinal, in the sense that one conducts

research into the law and legal concepts.’

On the field of this current research, one has to admit that up until 2008, legal theory
was only of secondary importance to international financial law. For this reason, a mere
doctrinal approach is insufficient in explaining the concepts involved. Neoclassical economic
theory, which offered the explanatory background of global financial regulation, was
considered to be adequate in informing policy as explained further in this work. Moreover,
mainstream debate (meaning research not challenging the bases of global capitalism) was

formulated and directed towards answering questions of efficiency and social welfare.

6 Fisher, Elizabeth, Lange, Bettina, Scotford, Eloise and Carlarne, Cinnamon, ‘Maturity and Methodology: Starting
a Debate about Environmental Law Scholarship’ (2009) 21 (2) Journal of Environmental Law 213, 226.

7 Manderson, Desmond and Mohr, Richard, ‘From Oxymoron to Intersection: An Epidemiology of Legal Research,
Law Text Culture’ (2002) 6 (1) Law Text Culture 159, 159.
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However, the aftermath of the GFC brought into the surface the so-called: “macro-prudential
issues”® and raised awareness of what is now understood as systemic risk, calling for global
cooperation and coordination. In addressing these themes, a broader involvement of legal

theory is needed, as mere neoclassical assumptions no longer suffice.

This research area is highly topical, as there are numerous contemporary changes to
the financial sector and new theoretical approaches are being developed. For this reason, this
research attempts to provide a holistic assessment of the role of the ECB, by evaluating its
role in supervision and monetary policy making. The main framework for analysis is law and
economics,’ articulated on a multi-dimensional level,® including European (mainly) and
international implications of regulation. The analysis will consider the historical, political and
socio-economic implications within these levels, in order to explain the background of legally
based policy-making responses. This ‘law and economics’ approach!! is used in presenting
recent developments seeking to tease out the dynamic between legal changes, economic

effects, policy reactions.

In discussing regulatory reform therefore, it is imperative to recognise that the
regulation of the economy is not just a matter for law and economics. Regulatory
interventions, or the lack thereof, can have severe consequences on the political economy of
a state and changing popular perceptions of the functions of law can have direct effects on
the democratic legitimacy of institutions.?? For this reason, in conducting this research, a
socio-legal approach will be included in analysing national and international institutional
settings before and after the crisis. A ‘socio-legal’ methodology,** focuses on the links
between legal frameworks and the evolution of social and political norms. Legal
developments as well as the influence of international financial regulation to the European
regulatory framework before and after the crisis are examined both against their socio-

economic origins and as to their socio-legal effects.

8 Prasad, Eswar, ‘Financial Sector Regulation and Reforms in Emerging Markets: An Overview’ in Kawai, Masahiro
and Prasad, Eswar (eds) Financial Sector Reforms in Emerging Markets (Brookings Institution Press, Asian
Development Bank 2011) 3.

® Marciano, Alain (ed), Law and Economics A Reader (Routledge 2009).

10 palmer, Vernon Valentine, ‘From Lerotholi to Lando: Some Examples of Comparative Law Methodology’ (2005)
53 (1) The American Journal of Comparative Law 261.

11 posner, Richard, Economic Analysis of Law (9th edn, Wolters Kluwer Law & Business 2014).

12 Glinavos, loannis, Redefining the Market-State Relationship (Routledge 2013) 57.

13 perry-Kessaris, Amanda, Socio-Legal Approaches to International Economic Law (Routledge 2013).
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Despite the fact, that methodologically this research project is mainly focused on law
and economics, this does not constitute a limitation. The thesis is informed by the view that
the legal apparatus should not be considered as independent from other fields, but rather
interconnected with them. This research stems from the belief that the new EU regulatory
framework and the reshaping of the ECB’s role constitutes a response to the financial turmoil,
which involved financial, social and political consequences in a complex interlinked

relationship.
The structure of the thesis

This thesis consists of four chapters. Chapter one starts with a presentation of the
history of central banking, and the genesis and evolution of the idea of central bank
independence. This is followed by an analysis of institutional evolution in Europe and the early
years of the process towards integration at EU level. Here, emphasis is placed on the roadmap
towards the establishment of European Monetary Union (hereinafter: EMU) and the creation
of the European System of Central Banks (hereinafter: ESCB). This chapter also provides a
detailed analysis on the independence of the ECB, as established by the provisions of the
Treaty, while also examining its relationship to the notions of transparency, openness and
accountability. The study of the existing literature on the history of central bank
independence at both EU and international levels aims at providing a comprehensive
presentation of the topic, by examining its background in a broader context. Lastly, chapter
one outlines the main developments towards the consolidated cooperation of banking
supervision at international level, by examining the rationale for the creation of the Basel
Committee in Banking Supervision (hereinafter: BCBS) and its evolution. This analysis intends
to examine the role of international cooperation in reshaping banking supervisory framework

through common practices, and their influence at EU level.

Chapter two is dedicated to the theoretical foundation of the separation principle
between the objectives of monetary policy and banking supervision. To this end, the second
chapter firstly attempts to define the notion of monetary policy and its evolution from the
late 19t century onwards. Then the analysis focuses on examining the possible trade-offs
arising as a result of the combination of monetary policy and banking supervision objectives.
Next, the second chapter offers an initial analysis of the ECB’s monetary policy function as set
by EU law and the bank’s role in financial stability. It should be noted that the examination of

15



the role of the ECB on monetary policy focuses on the legal implications rather than the
economic dimension of the debate. This chapter intends to provide the reader with a
comprehensive understanding of the ECB’s objectives as set by EU primary law, by also

examining the rationale and the legal basis of the ECB’s mandate.

Chapter three provides a detailed analysis of the evolution of EU financial services,
with a particular focus on banking regulation and supervision. This analysis starts by outlining
the early regulatory measures of the process of financial services integration, including the
main legislative initiatives. The discussion starts with the Lamfalussy Report, which was the
last attempt to reshape the EU regulatory and supervisory architecture in the pre-GFC era.
The regulatory response to the GFC at EU level, is addressed in the latter part of chapter three,
which focuses on the De Larosiere Report and the amendments it made to the architecture

of EU banking supervision.

The last chapter examines the centralisation of banking supervision at EU level and the
transformation of the ECB to a supranational supervisory authority, which brings us to the
core subject of the thesis. Thus, the fourth chapter starts with a critical assessment of the
genesis of the idea of banking supervision centralisation at EU level and the rationale of
choosing ECB as the supervisor for financial institutions in the Eurozone. This is followed by a
thorough exploration of the legal basis for the establishment of the SSM and the scope of the
ECB’s supervisory mandate. Additionally, given the fact that the expansion of ECB’s tasks has
not eliminated the role of the National Competent Authorities (hereinafter: NCAs), the
division of responsibilities between them and the ECB is also closely examined. The next
section of chapter four advances a detailed analysis on the operational structure of the SSM,
including the role of existing and new bodies. In addition, the discussion moves into analysing
the position of the EU supervisory bodies, including the European Banking Authority
(hereinafter: EBA), the college of supervisors and the European Systemic Risk Board
(hereinafter: ESRB), within the new supervisory framework and their relationship with the
ECB. Then, the discussion focuses on the key theme of this thesis, which concerns the
separation principle between the ECB’s monetary policy and banking supervision objectives
and the underlying legal constrains and policy concerns. Lastly, the final part of chapter four
examines how the new role of the ECB in banking supervision has influenced its
independence, which also constitutes one of the main issues addressed by this thesis.
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It should be noted that banking regulation and supervision, especially after the GFC, is
subject to a body of legal measures that undergo constant modifications. This is particularly
prominent at EU Level, where the ambitious project of Banking Union remains work in
progress, aiming at achieving deeper integration of the euro area banking system thought the
centralising of banking regulation, supervision and resolution. The state of the law as
discussed in this thesis is up to date as of July 2017. The theoretical connotations of this work

however will resonate far beyond developments in the year of writing.

Chapter 1: European and International Central Banking

1.1 Introduction

Central banks whether acting as the governments’ banks and banknotes issuers (in
their early years) or operating as politically independent monetary policy authorities (at a
later stage), have always played a key role in supporting the financial and monetary system,
and industrial development. Indeed, central banks through their monetary policy,** can
determine and control the money supply, influence inflation rates, unemployment and
economic growth, and affect financial stability and currency exchange rates. Moreover,
central banks play a prominent role in the supervision of the financial system, either on their
own or in cooperation with other institutions. However, central banks’ role, objectives and
functioning, have changed as a result of an evolving process, which often reflected the

prevailing economic conditions.

The most recent example of an event (or a series of events) that triggered major
institutional and legal framework changes in central banking is the GFC. In essence, the crisis
brought evidence that challenged existing practices and led to rethinking the role and
mandate of central banks. If we were to compare the pre- with the post- crisis environment,
it seems fair to say that during the pre-crisis era, conventional wisdom required central banks
to operate as monetary authorities, independent from political interference (with price

stability as their main goal) and with a defined numerical inflation target and regular

14 The notion of monetary policy as well as its changing objectives throughout history it is developed further in
chapter two.
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adjustment of interest rates (usually the short-term interest rate) as their main policy
instrument. In the post-crisis environment, major central banks around the world shifted their
focus from price stability to financial stability, with the latter regaining attention and a

“priority status” within the set of central banks’ goals.

One of the most debated topics before and after the GFC is the notion central bank
independence, the roots of which go back to the period of increased inflation during the
1970s. It was, therefore, unavoidable that inflation targeting!®> and central bank
independence became parts of the same debate and often considered to be complementary
to each other, and the main actors of what became to be accepted as the optimal monetary
policy model. It is worth mentioning here that in order to understand the rationale of inflation
targeting, it is necessary to explore the historical evolution of monetary policy objectives. This
requires a separate analysis, which is extensively developed in chapter two. This chapter
focuses instead on the notion of central bank independence at both international and EU

level, and the international cooperation in central banking practices at international level.

There is extensive literature regarding the notion of independence, its
conceptualisation and optimal models in both legal and economic literature. Hence, the first
section (1.1) of this chapter attempts to situate the rationale of the idea of independence and
explains how it has evolved throughout the years. In addition, it is comprised of four sub-
sections, with the first two (1.1.1 and 1.1.2) offering a brief historical background on the
origins of central banking and the idea of central bank independence respectively. This
analysis aims at providing the reader with a better understanding of how central banking
started, evolved and has been reshaped, adapting to the needs of an increasingly challenging
and complex financial environment. In addition, this is an important introduction to any
discussion on central banking, as the initial perception and proposed legal framework of the
ECB itself, is historically grounded, and thus, its institutional arrangements were highly
influenced by the macroeconomic theories of the time. The following sub-section (1.1.3)
advances an analysis on the various meanings of central bank independence. The fourth
subsection (1.1.4), examines the interaction between independence, and three other

fundamental central banking notions: credibility, accountability and transparency. Lastly, the

15 Inflation targeting, including its rationale and definition, is discussed in great detail in chapter two.
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first section of chapter one closes with an initial discussion on the contemporary debate

concerning central bank independence as reshaped in the aftermath of the GFC.

The second section of chapter one (1.2) offers a background analysis on the
institutional evolution in Europe and the process of European integration, from its initial
inception in 1957, as a vehicle to promote peace and regulate trade, to its development into
the multinational institution we know today. Particular attention is paid to the roadmap
towards the establishment of European Monetary Union (EMU) and the creation of the
European System of Central Banks (ESCB). This analysis is directly related to the main topic of
this thesis, which is the changing role of the ECB. To this end, the four subsections of section
two discuss the process of European Integration, starting with the aftermath of World War
Two (WWII), continuing with an overview of the creation of the European Monetary System
(EMS), and moving on to the subsequent adoption of the Maastricht Treaty, as a milestone in
the EU history. The next subsection provides an overview of the creation of the ESCB, its
evolving institutional framework and the role of the ECB. This aims at narrowing the
discussion on providing an analysis regarding the role of the ECB as Europe’s supranational

monetary policy authority and the guardian of the single currency.

The third section (1.3) of chapter one focuses on the independence of the ECB, as
established by the provisions of the EC Treaty. Special emphasis is placed on the ECB’s
transparency, communication and accountability. This part serves two purposes: firstly, it
links to a great extent with the discussion on the idea of central banking independence, as
analysed in section one; and secondly, it provides the basis to the discussion in the following
chapters, especially in relation to the analysis of the post-crisis regulatory responses and the

expansion of ECB’s powers beyond its traditional monetary policy tasks and objectives.

A further aspect (discussed in section 1.4) of European integration is its close
relationship with international financial institutions, such as the Bank of International
Settlements (BIS), which also provided a forum for European monetary cooperation in its early
years. With regard to banking regulation and supervision, BIS hosts the Basel Committee in
Banking Supervision (BCBS), which represents the international forum providing permanent
cooperation on banking supervision. To this end, the last section of this chapter includes a
brief overview of the BCBS’s creation, role and evolution throughout the years. This section
aims at providing an overview of the international perspective of banking supervision under
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the BCBS arrangements, exploring the role of international cooperation in reshaping the
banking supervisory framework through common practices. This will allow us to better
anticipate the discussion in the coming chapters, especially with respect to the rationale of
EU initiatives in banking regulation and supervision, which are directly related to or highly

influenced by BCBS recommendations.

1.2 The idea of central bank independence: A historical analysis

“The only good Central Bank is the one that can say no

to politicians.”®

1.2.1 A brief historical background of the creation of central banking

The history of central banking, begins around the seventeenth century with the
establishment of the Swedish Riksbank in 1668, which is considered to be the first institution
with the characteristics of a central bank as we know them today.!” Riksbank was founded
initially as a joint stock company with the mandate of lending funds to the government and
the function of the clearing house of commerce, and was also the first bank to issue banknotes
in Europe in 1661, before it was taken over by the state in 1668.'8 Not far ahead, comes into
being the most well-known central bank of that period, the Bank of England (1694), which

was established as a joint stock bank to fulfil governments’ needs, in the same line as its

16 The Economist, February 10, 1990, 10 as cited in Eijffinger, Sylvester C. W. and De Haan, Jakob, ‘The Political
Economy of Central-Bank Independence’ (Princeton University, Special Papers in International Economics No 19,
May 1996) <https://www.princeton.edu/~ies/IES_Special_Papers/SP19.pdf> accessed 14 July 2017.

17 pohl, Manfred and Freitag, Sabine (eds.), Handbook on the History of European Banks: European Association
for Banking History (Edward Elgar for the European Association for Banking History E.V. 1994) 989.

18 Kindleberger, Charles P., A Financial History of Western Europe (George Allen & Unwin 1984) 50.
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Swedish predecessor.’® A number of other central banks were founded in the following years
with more or less the same purpose. A typical example is the central bank of France, the
Banque de France. The latter was founded by Napoleon during 1800s with the aim of
counterbalancing the currency in the aftermath of high inflation caused by excessive money
printing during the time of French Revolution, and mainly with the purpose of assisting
government’s financial needs.?° It is worth mentioning here, that the father of the idea of a
state bank in France was John Law in 1714, whose proposal was rejected in 1915, because it
was considered that credit conditions were not auspicious. Regardless, Law built its own
private bank in 1917, which consisted of two elements: a system operating in public finance
and another one involving the introduction of fiat money.?! In the US, before the
establishment of the Federal Reserve System (the Federal Reserve or the Fed, as it is widely
known), there were two failed attempts to create a central bank, one during 1791-1811 and
the second one during 1816-1836.22 The establishment of the Fed came in 1913, as a response
of several financial panics in 1907 and in an attempt to restore the soundness of the financial

system.?

From the brief analysis above, it is obvious that the first central banks were created to
enhance the financial power of governments. However, their role as government banks,
which intended primarily to address government deficits, has evolved into all-powerful
financial institutions supporting the banking system as a whole.?* The Fed is a representative
example of the new generation of central banks of the twentieth century, which were
founded either to restore monetary stability and the credibility of their currency system in
the aftermath of financial distress, or at a later stage, to manage the gold standard. The

changing role and objectives of central banks’ monetary policy is addressed both in this

19 Bordo, Michael D., ‘A Brief History of Central Banks’ (Federal Reserve Bank of Cleveland Economic
Commentary, 12 January 2007) <https://www.clevelandfed.org/en/newsroom-and-
events/publications/economic-commentary/economic-commentary-archives/2007-economic-
commentaries/ec-20071201-a-brief-history-of-central-banks.aspx> accessed 14 July 2017.

20 See: Bordo (n 19).

21 For further reading regarding fiat money and John Law see: Velde, F., Government Equity and Money: John
Law's System in 1720 France (Princeton University Press 2008).

22 Cargill, Thomas F. and O’Driscoll, Gerald P. Jr., ‘Measuring Central Bank Independence, Policy Implications,
and Federal Reserve Independence’ (American Economic Association Meeting, San Diego, January 2012) 6.

23 The Federal Reserve Bank of Minneapolis, ‘Born of a panic: Forming the Federal Reserve System’ (1988) The
Region <https://www.minneapolisfed.org/publications/the-region/born-of-a-panic-forming-the-fed-system>
accessed 14 July 2017.

24 ‘|ssues in the Governance of Central Banks: A report from the Central Bank Governance Group’ ((A report from
the Central Bank Governance, BIS, May 2009), 19 <http://www.bis.org/publ/othp04.pdf> accessed 14 July 2017.
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chapter and in chapter two, from two different scopes. Namely, this chapter provides an
initial overview of central banks’ role, mainly with regard the idea of central bank
independence, and chapter two provides a further assessment of central banks’ monetary
policy changing objectives. It is worth noting that although the importance of central bank
independence has been extensively analysed and there is a vast amount of literature about
this topic, it is crucial to consider the historical evolution of the notion of independence and

how this links to the current debate.

1.2.2 The idea of central bank independence in a historical perspective

Although there are several dimensions of central bank independence, the idea of
central bank independence is closely linked with government officials’ interests and their
responses to political pressures. In addition, the entire concept of central bank independence
was founded on the presupposition that the state constitutes an institution formed by a
diversity of components that cooperate with each other, yet, compete for the predominance

of control and power.?>

From the beginning of the nineteenth century through to the First World War (WWI),
government intervention in monetary and trade affairs was rather reserved, and central
banks enjoyed a period of a considerable degree of independence.?® In the years that
followed, from the WW!I until the 1970s, governmental intervention took over the financial
system. As a result, the majority of central banks were nationalised and operated mainly in
line with government’s economic plans.?” During this time span, although there was a desire
to untangle central banks’ operations from the governmental interference (especially right in
the aftermath of WWI), the occurrence of Great Depression in 1930 and the Second World
War (WWII) shifted the attention of policymakers into stabilising the financial system.?® An
interesting example of shifting attitudes is the Fed, which originally, was granted a high
degree of autonomy, it lost it when the US entered the WWI and then, it regained it when the

WWI ended, to only lose it again with the participation of the US in WWII.2° Also, advocates

2> Skocpol, Theda, ‘Bringing the State Back In: Strategies of Analysis in Current Research’ in Evans, Peter B.,
Rueschemeyer, Dietrich and Skocpol, Theda (eds), Bringing the State Back In (Cambridge University Press 1985).
26 Capie, F., Fischer, S., Goodhart, C. and Schnadt, N. (eds), The future of central banking: the tercentenary
symposium of the Bank of England (Cambridge University Press 1994) 49.

27 Capie et al (n 27) 49.

28 Capie et al (n 27) 51, 53.

29 Capie et al (n 27) 53.
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of central bank independence often point to the hyperinflation experience of Weimar
Germany in the early 1920s and the occurrence of Great Depression in the 1930s. To this end,
Germany’s success in dealing with inflation was attributed to Germany’s central bank
independent status.3°

An influential early advocate of central bank independence, was Milton Friedman,
who stated that: “a central bank should be an independent branch of government coordinate
with the legislative, executive and judicial branches, and with its actions subject to
interpretation by the judiciary.”3* However, this view gained widespread acceptance after the
world experienced the costly consequences of high inflation rates during the 1970s, which
was based on both theoretical and empirical grounds.32 From a theoretical standpoint, the
belief that by having an independent central bank a country is more likely to score lower
inflation rates is based in three explanatory theories. According to the “public choice” theory,
which focused on the relationship between politics and economics, the monetary
policymakers are under considerable political pressure to behave in accordance with
government’s objectives. Therefore, it was argued that a highly independent central bank
would reduce the possibility of governmental intervention and would protect the currency

from political pressure to finance deficits.33

In the same vein, another explanatory theory of the positive effect of central bank
independence on inflation, which was developed originally by Sargent and Wallace in 1981,

is based on the difference between fiscal and monetary policy.3* The authors described two

30 See:

- Bibow, Jorg, ‘A Post Keynesian Perspective on the Rise of Central Bank Independence: A Dubious
Success Story in Monetary Economics’ (2010) Levy Economics Institute Working Paper No 625, 7-8
<http://www.levyinstitute.org/pubs/wp 625.pdf> accessed 14 July 2017; and

- Canova, Timothy A., ‘Black Swans and Black Elephants in Plain Sight: An Empirical Review of Central
Bank Independence’ (2011) 14 (2) Chapman Law Review 237, 241
<https://www.chapman.edu/law/ files/publications/review-of-central-bank-independence.pdf>
accessed 14 July 2017.

31 Friedman, M., ‘Should there be an Independent Monetary Authority?’ in Yeager, Leland B. (ed) In Search of a
Monetary Constitution (Harvard University Press 1962) 179.

32 Cukierman, Alex, ‘Central Bank Independence and Policy Results: Theory and Evidence’ (Lecture prepared for
the International Conference on ‘Stabiltity and Economic Growth: The Role of the Central Bank in 2006)
<http://www.tau.ac.il/~alexcuk/pdf/theory%20and%20evidence.pdf> accessed 14 July 2017.

33 See Buchanan, James M. and Wagner, Richard E., Democracy in Deficit: The Political Legacy of Lord Keynes
(Vol 8, Academic Press 1977) 117.

34 Sargent, Thomas J. and Wallace, Neil, ‘Some Unpleasant Monetarist Arithmetic’ (1981) 5 (3) Federal Reserve
Bank of Minneapolis Quarterly Review <https://www.minneapolisfed.org/research/qr/qr531.pdf> accessed 14
July 2017.
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coordination scenarios, one where fiscal policy dominates over monetary policy, and another
where the latter dominates over the former. In the first scenario, the central bank cannot
influence the size of government’s deficit, while the quality of money in the economy is
determined by the economy alone or endogenously, rather than exogenously or
autonomously by an external authority such as a central bank.3> Simply said, if there is a
scenario of unsustainable deficits, the central bank might eventually be forced to inflate prices
in order to fund the government’s deficit. On the contrary, when the central bank is equipped
with the power to operate its monetary policy objectives independently, the fiscal authority
will be forced to reduce the deficit. In fact, when monetary policy dominates over fiscal policy,
the monetary authority: “permanently control inflation in a monetarist economy, because it
is completely free to choose any path for base money.”® In sum, according to this view, central
bank independence enhances a central bank’s ability to withstand government pressure to

finance government deficits via central bank credit.

The prevailing and most influential explanatory theory on the link between central
bank independence and inflation is based in the so-called time-inconsistency theory, as it was
initially provided by Kydland and Prescott in 1977,% later strengthened by Calvo,*® and further
developed by Barro and Gordon.?® According to the time-inconsistency theory, monetary
policymakers when act under political pressure - which often happens before elections - are
more likely to foster short-term output gains that eventually will trigger an increase in
inflation rates, and as a result, building up in an inflationary bias. Simply put, what usually
happens is that shortly before an election, policymakers are systematically tempted to reduce
interest rates in order to increase growth and decrease unemployment rates.* This, in the

short-run may create a promise of low inflation and may also help the governing party to win

35 See Moore, Basil J., Horizontalists and Verticalists: The Macroeconomics of Credit Money (Cambridge
University Press 1988); Kaldor Nicholas, ‘The new monetarism’ (1970) 97 Lloyds Bank Review; Kaldor, Nicholas,
The Scourge of Monetarism (Oxford University Press 1982); and Harcourt, Geoffrey and Kriesler, Peter (eds), The
Oxford Handbook of Post-Keynesian Economics, Volume 1: Theory and Origins (Oxford University Press 2013).
36 Sargent and Wallace (n 35) 2.

37 Kydland, Finn E. and Prescott, Edward C., ‘Rules Rather than Discretion: The Inconsistency of Optimal Plans’
(1977) 85 (3) The Journal of Political Economy 473.

38 Calvo, Guillermo A., ‘On the Time Consistency of Optimal Policy in a Monetary Economy’ (1978) 46 (6) The
Econometric Society 1411.

39 Barro, Robert and Gordon, David B., ‘Rules, Discretion and Reputation in a Model of Monetary Policy’ (1983)
Journal of Monetary Economics 101.

40 Alogoskoufis, George S., Lockwood, Ben and Philippopoulo, Apostolis, ‘Wage Inflation, Electoral Uncertainty
and the Exchange Rate Regime: Theory and UK Evidence’ (1992) 102 The Economic Journal 1370.
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the elections. However, in the long run, this commitment is usually abandoned, and chances
are that it will result in increased inflation without any real output gains. Hence, central bank
independence was viewed as a means to mitigate an inflationary bias that may arise under a
discretionary policy. The main idea of the time-inconsistency theory is that monetary policy
should not focus merely on the short-run trade-off between unemployment and inflation by
pursuing expansionary policies. This is based on the belief that this practice would raise the
expectation of the private sector about inflation, resulting in higher wages and prices; which
in turn, would trigger higher inflation rates, without increasing output. In any case, the
optimal monetary policy strategy is time-inconsistent since it cannot be consistently followed
in the long-run. It should also be mentioned that this is also a problem of credibility, since a
central bank’s monetary policy is credible only when it does not suffer from the time-
inconsistency problem as described above.*! The discussion about credibility and how it is
influenced by central bank independence will be further developed in the last sub-sections of

this part.

Barro and Gordon in 1983 took further the reasoning of the time-inconsistency theory,
by providing evidence that discretionary monetary policy would bring to the economy a
significant inflationary bias, which in turn, would trigger economic instability.*> Moreover,
Rogoff in 1985,% argued that economic variables may fluctuate due to changes in economic
policies pursued by the central bank. According to Rogoff, the solution to fluctuations in
inflation rates and to the time-inconsistency problem is to grant the central bank a
considerable independence in pursuing its tasks. Rogoff also argued that inflationary bias can
be reduced by having a central bank, which focuses mainly on its price stability,** rather than

on concerns of the general public. In the same vein, Neumann in 1991,* Lohmann in 1992,4¢

41 De Sousa, Pedro A. B., ‘Independent and Accountable Central Banks and the European Central Bank’ (2001) 5
(9) European Integration online Papers (EloP), 5 <http://eiop.or.at/eiop/texte/2001-009a.htm> accessed 14 July
2017.

42 Barro and Gordon (n 40).

43 See: Rogoff, K., ‘The Optimal Degree of Commitment to an Intermediate Monetary Target’ (1985) 100(4)
Quarterly Journal of Economics 1169.

44 Price stability refers to the economic situation where the general price level does not change significantly over
time, in a way that there is no significant degree of inflation or deflation involved. This is further explored in
chapter two.

4> Neumann, Manfred J.M., ‘Precommitment by Central Bank Independence’ (1991) 2 Open Economic Review
95.

46 Lohmann, S., ‘Optimal Commitment in Monetary Policy: Credibility versus Flexibility’ (1992) 82 (1) American
Economic Review 273.
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and Walsh in 1995,% suggested that an independent central bank has the capacity to
contribute in decreasing inflation rates. These views formed the theoretical foundation of the
time-inconsistency theory, which proved to be highly influential and gained widespread
acceptance as the main explanatory approach to the notion of central bank independence
and its importance; and to the view that inflation was caused by the state’s failure to convince
the public about its ability to maintain low inflation.*® A study arguing against the reasoning
of the time-inconsistency as the theoretical basis of independence, was developed by
McCallum, who considered it misleading and significantly flawed “by inappropriate

interpretive mappings between analytical constructs and real-world institution.”*

However, empirical studies came to bear out the theoretical consensus on central
bank independence as the optimal monetary policy model. Namely, in line with the
theoretical debate, the empirical studies brought further evidence that there was an inverse
correlation between central bank independence over monetary policy and inflation rates. This
evidence was originally brought by the empirical study of Bade and Parkin in 1982,°° who
found that the more independent a country’s central bank is, the lower the inflation rates are
in the economy. From that point onwards, a Pandora’s Box was opened, with a number of
empirical studies in the late 1980 and early 1990s reaffirming the negative effect of the

political interference on central bank operations and inflation rates.”® This led to the

47 Walsh, Carl E., ‘Optimal contracts for central bankers’ (1995) 85 (1) American Economic Review 150.
48 See for instance:

- Blinder, Alan, Central Banking in Theory and Practice (MIT Press 1998);

- Eijffinger, Sylvester and Schaling, Eric, ‘Central bank independence: Theory and Evidence’ (1993) Vol.
1993-25 CentER Discussion Paper <https://pure.uvt.nl/ws/files/1149960/SCWEES5621912.pdf>
(accessed on 14 July 2017);

- Schaling, Eric, Institutions and monetary policy: Credibility, flexibility, and Central Bank Independence
(Edward Elgar Publishing Ltd 1995); and

- Cukierman (n 33).

49 See: McCallum, Bennett T., ‘Two fallacies concerning central-bank independence, (1995) 85 (2) American
Economic Review 207, 207.

50 Bade, R. and Parkin, M., ‘Central bank laws and monetary policy’ (1982) Unpublished Manuscript, University
of Western Ontario.

51 Major contributions are the following:

- Alesina, Alberto, ‘Macroeconomics and Politics’ in Fischer, Stanley (ed), NBER Macroeconomics Annual
1988 (vol. 3, MIT Press 1988), 13 <http://www.nber.org/chapters/c10951.pdf> accessed 14 July 2017;

- Alesina, Alberto, Mirrlees, James, and Neumann, Manfred J. M., 'Politics and business cycles in
industrial democracies' (1989) 4 (8) Economic Policy 55
<http://homepage.ntu.edu.tw/~kslin/macro2009/Alesina%201989EP.pdf> accessed 14 July 2017.

- Alesina, Alberto and Summers, Lawrence H., ‘Central Bank Independence and Macroeconomic
Performances: Some Comparative Evidence’ (1993) 25 (2) Journal of Money, Credit and Banking 151
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predominance of inflation-targeting as complementary to central bank independence and as

such, the second pillar of optimal monetary policy.

In sum, the late 1980s and 1990s were dominated by a broad consensus about the
benefits of having a central bank free of government’s influence or any other political
intervention.>? This led to a global trend of enhancing central bank independence, which
marked a fundamental institutional shift from previous practices. New Zealand and Chile were
the first countries to establish independent central banks — in the modern form —in 1989. In
the same year, the Delors Report proposed that the projected ESCB should be granted a high
degree of independence,>® something that was highly reflected in the Maastricht Treaty, as
will be analysed at the following section. Subsequently, by the mid-1990s the majority of
industrialised as well as developed countries, adopted a legal framework for their central
banks, designed to ensure a high level of independence and focused on keeping inflation

low.>* However, the practical implementation of the independent central bank model, was

<http://www.people.fas.harvard.edu/~iversen/PDFfiles/AlesinaSummers1993.pdf> accessed 14 July
2017;

- Grilli,V., Masciandaro, D. and Tabellini G., ‘Political and Monetary Institutions and Public Financial
Policies in  the Industrial  Countries’ (1991) 6 (13) Economic  Policy 341
<http://www.people.fas.harvard.edu/~iversen/PDFfiles/Grillietal1991.pdf> accessed 14 July 2017;

- Cukierman, Alex, Webb, S.B. and Neyapti, B., ‘Measuring the Independence of Central Banks and Its
Effect on Policy Outcomes’ (1992) 6 (3) World Bank Economic Review 353
<https://www.cedeplar.ufmg.br/economia/disciplinas/ecn933a/crocco/Operacao governanca Banco
s _Centrais/CUKIERMANAWEBBNEYAPTIMeas.pdf> (accessed on 14 July 2017);

- Cukierman, Alex, Central Bank Strategy, Credibility and Independence (MIT Press 1992) Chapter 20;

- Cukierman, Alex, ‘The Economics of Central Banking’ in Wolf Holger (ed) Macroeconomic Policy and
Financial Systems (The Macmillan Press 1996);

- Cukierman, Alex, ‘Central bank independence and monetary policymaking institutions: Past, present
and future’ (2008) 24 (4) European Journal of Political Economy 722;

- Eijffinger and De Haan (n 16);

- Eijffinger, S. C. W., Schaling, E., & Hoeberichts, M. M., ‘Central bank independence: A sensitivity
analysis’ (1998) 14 (1) European Journal of Political Economy 73;

- Walsh, Carl E., Monetary Theory and Policy (2nd edn, MIT Press 2003); and

- Dincer, Nergiz, N. and Eichengreen, Barry, ‘Central Bank Transparency and Independence: Updates and
New Measures’ (2014) 10 (1) International Journal of Central Banking 189.

52 See: Dincer and Eichengreen (n 52).

53 ‘Report on economic and monetary union’ (Committee for the Study of Economic and Monetary Union
chaired by Jacques Delors, 1989) (hereinafter: the Delors Report) 22
<http://ec.europa.eu/economy finance/publications/pages/publication6161 en.pdf> accessed 14 July 2017.
54 See: Bibow (n 31).
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not an immediate process adopted by all the countries instantly, but a continuous process

that entailed a number of factors.>®

The trend of central bank independence was taking place in parallel with significant
changes in the international and European arena. The collapse of the Bretton Woods System>®
and later, the European Monetary System, brought an immense need to adopt new effective
frameworks able to safeguard price stability in the long run.>” Furthermore, the highly
independent Bundesbank in Germany,® and the Swiss National Bank, and the relatively
independent Fed, were considered to have been performing well due to their independent
status.>® Notably, Germany scored first in the list of the countries with lower inflation rates
after the post-WWII period. Lastly, it is important to note that the rise of the idea of central
bank independent also links with a number of institutional and ideational changes of that era,
which came as a result ‘globalisation’” and the predominance of a policy paradigm associated
with the ‘Washington Consensus.’ ®° The latter was promoted by powerful inter-governmental
agencies like the International Monetary Fund (IMF) and the World Bank, and involved a
number of ‘sound policies’” which were considered to improve economic performance,
including inter alia opening to trade, financial and commercial liberalisation, judicial reform,
privatisation of state enterprises, tax reform, deregulation and reduction of entry barriers.
Central bank independence, although was not explicitly included in this list, became a crucial

part of it.6!

However, while there seemed to have been a consensus as to the positive effect of

central bank independence in inflation performance, there were also those who questioned

55 Keefer, Philip, and Stasavage David, ‘When Does Delegation Improve Credibility? Central Bank Independence
and the Separation of Powers’ (1998) Centre for the Study of African Economies Working Paper WPS/98/18 1
<http://www.csae.ox.ac.uk/workingpapers/pdfs/9818text.PDF> accessed 14 July 2017.

56 The Bretton Woods is discussed in detail in chapter two.

57 lvanovi¢, Valentina, ‘Financial Independence of Central Bank through the Balance Sheet Prism’ (2014) 2 Journal
of Central Banking Theory and Practice 37, 39 <ftp://ftp.repec.org/opt/ReDIF/RePEc/cbk/journl/vol3no2-3.pdf>
accessed 14 July 2017.

58 For more details of German’s Deutsche Bundesbank see: Marsh, David, The Bundesbank: The Bank That Rules
Europe (Heinemann 1993).

59 Parkin, M., ‘Domestic Monetary Institutions and the Deficit’ in Buchanan, M., Rowley, C.X. and Tollison, R.D.
(eds), Deficits (Basil Blaekwell 1987); and Alesina and Summers (n 52).

60 Williamson, John, ‘What Washington Means by Policy Reform’ in Williamson, John (ed), Latin American
Adjustment: How Much Has Happened? (Institute for International Economics 1990).

61 Fischer, Stanley, ‘Central-Bank Independence Revisited’ (1995) 85 (2) The American Economic Review 201,
201.
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the notion of central bank independence and advocated in favour of the negative correlation
between central bank independence and inflation performance. For instance, Posen claimed
that: “...the causal linkage between central bank independence and low inflation is illusory”,
and thus, a higher degree of central bank independence may not necessarily decrease
inflation rates.®? In addition, Bibow, argued that the overriding importance given to
independence as a means to controlling inflation rates was: “largely a myth nourished by
central bankers to attain and maintain their independence.”®® In the same vein, Canova
believed that: “the Weimar hyperinflation had little to do with the structure of the central
bank,” and what caused the financial distress it was rather to be seen as: “the country’s
inability to service its huge foreign debt rather than any purported political control of the

central bank.”®

In addition, there were arguments claiming that there was a negative correlation
between low inflation and employment levels. To this end, it was believed that the goal of
keeping inflation low and the levels of employment high, creates a trade-off between the two
goals. To this end, it was argued that as long as the inflation rate target is achieved,
governments tend to prioritise the increase of employment levels, usually, above the natural
rate, by utilising the temporary trade-off between unemployment and inflation.® This came
with the realisation that there was no longer a trade-off between inflation and employment,
as estimated by the Phillips curve,®® and thus, inflation was not considered to influence any
long-term real outcomes. On the other hand, there were those who believed that this leads
to a counterbalancing effect, since the people understand this behaviour and tend to forecast
inflation, which in turn, neutralises inflation’s fluctuations influence on the level of

employment.®’

62 posen, Adam, ‘Why Central Bank Independence does not Cause Low Inflation: There is no Institutional Fix for
Politics’ in O'Brien R. (ed) Finance and the International Economy (Oxford University Press 1993) 41.
On the same view, see also: Forder, James, ‘On the Assessment and Implementation of “Institutional”
(1996) 48 (1) Oxford Economic Papers, Oxford University Press 39.

63 Bibow (n 31) 7.

64 Canova (n 31) 241.

5 Fuhrer, Jeffrey, C., ‘Central Bank Independence and Inflation Targeting: Monetary Policy Paradigms for the
Next Millennium?’ (1997) 1 (2) New England Economic Review 19.

%6 In economics, the Phillips curve describes the relationship between rates of unemployment and the relevant
rates of inflation in the economy. A further analysis of the Philips Curve is developed in chapter two of this thesis.
7 This, also, links with the dominance of the time-inconsistency theory.
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Moreover, while there was clear evidence in regard to the negative relation between
central bank independence and inflation rates, the relation between central bank
independence and growth was subject to debate. Namely, while the study of Delong and
Summers,% found a positive relation between central bank independence and growth, Grilli
et al argued about the opposite: “If central bank independence is on average associated with
lower inflation, there is no systematic impact on real output growth, nor on its variability.
Thus, having an independent central bank is almost like having a free lunch; there are benefits
but no apparent costs in terms of macroeconomic performances”.®® Interestingly, although
Alesina and Summers, agreed with the argument that central bank independence has a
positive effect on price stability and inflation, they also claimed that there is not any
significant evidence found, for justifying a fundamental impact on the real economic
performance and growth.’® In addition, Stiglitz, by bringing the example of the East Asian
crisis in the late 1990s, argued that “the Washington consensus fail to provide the right
framework for understanding either the success of the East Asian economies or their current
troubles.””* Namely, Stiglitz opined that although controlling inflation is important to
macroeconomic stability, should not be considered as the sole component to achieving the
latter. 72 Instead, he argued that the excessive focus on inflation may not help to achieving
long-run economic growth; ”* and there were also other indicators of macro-instability, such

as competition for instance, that should be considered as equally important.

These counter arguments on the benefits of central bank independence, although
emphasised the necessity of having central banks free of political influence, raised important
guestions as to the optimal model of independence, what the notion itself entailed and how
to design a legal framework that would accommodate the highest degree of independence.
Even the notion of independence itself was questioned by many, since most of the

aforementioned studies that provided evidence regarding the correlation of central bank

68 De Long Bradford J. and Summers, Lawrence, ‘Equipment Investment and Economic Growth (1991) 106 (2)
The Quarterly Journal of Economics 445.

69 Grilli et al (n 52) 375.

70 See: Alesina and Summers (n 52).

71 Stiglitz, Joseph E., ‘More Instruments and Broader Goals: Moving toward the Post-Washington Consensus’
(The 1998 WIDER Annual Lecture, Helsinki, Finland), 3
<http://citeseerx.ist.psu.edu/viewdoc/download?doi=10.1.1.471.9764&rep=repl&type=pdf> accessed 14 July
2017.

72 Stiglitz (n 72) 5.

73 Stiglitz (n 72) 8.
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independence and growth, employment and most importantly inflation, were criticised of
focusing on particular ingredients or forms of central bank independence not being
universally applied.”* The debate against the idea of central bank independence has re-
emerged again on the post-GFC era and will be further discussed on the last part of this
section. Before this, it is essential to examine the various meanings of central bank

independence, which have been defined from the aforementioned theoretical models.

1.2.3 The various meanings of central bank independence

The notion of central bank independence, was introduced by David Ricardo in 1824.7°
Although Ricardo did not use the term ‘independence,” he highlighted the dangers that might
occur when elected representatives are entrusted to issue paper money. Ricardo also argued
against having central banks to directly financing their governments’ deficits. In Ricardo’s
words: “It is said that Government could not be safely entrusted with the power of issuing
paper money; that it would most certainly abuse it; and that, on any occasion when it was
pressed for money to carry on a war, it would cease to pay coin, on demand, for its notes; and
from that moment the currency would become a forced Government paper. There would, |
confess, be great danger of this, if Government-that is to say, the Ministers-were themselves
to be entrusted with the power of issuing paper money. But | propose to place this trust in the
hands of Commissioners, not removable from their official situation but by a vote of one or
both Houses of Parliament. | propose also to prevent all intercourse between these
Commissioners and Ministers, by forbidding every species of money transaction between
them. The Commissioners should never, on any pretence, lend money to Government, nor be

in the slightest degree under its control or influence.””’®

For Friedman, who was one of the first to discuss the notion of central bank
independence as we know it today, central bank independence concerns the relationship

between the central bank and the government. He also compared central bank independence

74 For a comprehensive analysis of this reasoning see:

Siklos, Pierre L., ‘No Single Definition of Central Bank Independence is Right for All Countries’ (2008) Department
of  Economics  Wilfrid  Laurier  University and  Viessmann  European Research  Centre
<https://legacy.wlu.ca/documents/29422/CBI 03 2008.pdf> accessed 14 July 2017.

7> Ricardo, David, ‘Plan for the Establishment of a National Bank’ reprinted in McCulloch, J.R. (ed), The Works of
David Ricardo. With a Notice of the Life and Writings of the Author (John Murray 1888) 506.

76 Ricardo, David, ‘Plan for the Establishment of a National Bank’ reprinted in McCulloch, J.R. (ed), ‘The Works of
David Ricardo. With a Notice of the Life and Writings of the Author’ (1888) John Murray, 506
<http://oll.libertyfund.org/title/1395/83017> accessed 14 July 2017.
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with the relationship between the judiciary and the government. In Friedman’s words: “The
device of an independent central bank embodies the very appealing idea that is essential to
prevent monetary policy from being day-to-day plaything at the mercy of every whim of the
current political authorities”, and: “...a central bank should be an independent branch of
government coordinate with legislative, executive, and judicial branches, and with its actions

subject to interpretation by the judiciary.”’’

Subsequently, the whole debate about the various meanings of central bank
independence and what is more likely to influence more the level of inflation, focused on the

IlI

difference between “political” and “economic” independence;’® which were transformed
later into “goal” and “instrument” independence respectively.”? While the definitions used
from different authors vary, “goal independence”® is consider to entail an institutional
framework that guarantees the freedom of a central bank to determine by its own means the
final goals of monetary policy.8! This kind of independence involves the ability of central bank
to decide about its own governors, the length of its mandate, whether or not government
elected representatives will sit on the board of the bank, whether government authorisation
is needed for monetary policy arrangements and whether price stability constitutes an
exclusive responsibility of central bank.8? To this end, it was believed that when the central

bank is given a number of goals (for instance: low and stable inflation along with employment

level goals), it benefits from the high degree of goal independence, since it may prioritise the

77 Friedman, M., ‘Should there be an Independent Monetary Authority?’ in Yeager, Leland B. (ed), In Search of a
Monetary Constitution (Harvard University Press 1962) 188.
78 The definitions political and economic independence were originally given by Grilli et al (n 52).
72 For the importance and the difference between the meanings of “goal” and “instrument” independence see:
- Debelle, G. and Fischer S., ‘How Independent Should a Central Bank Be?’ in Fuhrer Jeffrey C. (ed) ‘Goals,
Guidelines, and Constraints Facing Monetary Policy-makers’ (1994) Federal Reserve Bank of Boston
Conference Series No. 38, 195; and
- Fischer, Stanley, ‘Central-Bank Independence Revisited’ (1995) 85 (2) The American Economic Review
201.
80 “Goal independence” is also used as “institutional independence”.
81 Meyer, Laurence H., ‘The Politics of Monetary Policy: Balancing Independence and Accountability’ (Remarks
at the University of Wisconsin, LaCrosse, Wisconsin, 24 October 2000)
<https://www.federalreserve.gov/boarddocs/speeches/2000/20001024.htm> accessed 14 July 2017.
Lord Bingham, ‘Keynote Address’ (Liberty conference, London, 6 June 2009) <www.liberty-human-
rights.org.uk/publications/3-articles-and-speeches/index.shtml> accessed 14 July 2017.
82 See:
- Schobert, Franziska, ‘Linking Financial Soundness and Independence of Central Banks - Central and
Eastern Europe, Turkey and CIS Countries’ (2006) 20 (2) Research in International Business and Finance
239, 243; and
- Eijffinger and De Haan (n 16) 2.
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tasks in accordance to their importance each time. To the contrary, when a central bank is
assigned only the objective of maintaining the price stability, which is often either too broad

or very specific, its discretionary autonomy is likely to be rather limited.®

In general, “instrument independence” (which is also known as “functional
independence” or “operational independence”), involves the ability of central bank to
implement instruments or means in pursuit of the monetary policy goals, without political
influence.®* This type of central bank independence is associated with issues such as funding
the government’s needs in a direct or indirect way. If a central bank is financing the
government’s debt directly by any means or it requires government approval to implement
its instruments, it does not enjoy instrument independence. Put differently, instrument
independence refers to monetary policymakers’ ability to regulate central bank’s budgets and
the distribution of its profits. This is particularly important because negative results, like
deficits, may result in troubling scenarios, such as putting into question central bank’s
credibility to reach its goals, which in turn, increases central bank’s vulnerability to political

pressure. 8

However, Debelle and Fischer in 1994,%¢ and Fischer in 1995,%” advocated that
instrument independence, i.e. the degree to which the central bank is free to choose its
monetary policy instruments, is more important than goal independence in defining
inflationary performance.® In the same vein, Mishkin supported that having a central bank
with a legislated mandate and goal dependence is a basic democratic principle, since: “the
public must be able to exercise control over government actions strongly suggests that the
goals of monetary policy should be set by the elected government” and as a result: “the
institutional commitment to price stability should come from the government in the form of
an explicit, legislated mandate for the central bank to pursue price stability as its overriding,

long-run goal.”®° In any case, as it will be extensively discussed in the next sub-section, central

83 Ejjffinger and De Haan (n 16) 2.

8 Meyer (n 82).

8 Archer, David and Moser-Boehm, Paul, ‘Central bank finances’ (BIS, Paper No 71, 2013) 1
<http://www.bis.org/publ/bppdf/bispap71.pdf> accessed 14 July 2017.

86 Debelle and Fischer (n 80).

87 Fischer (n 80).

88 Debelle and Fischer (n 80) followed the reasoning of Cukierman (n 52) and Grilli et al (n 52).

89 Mishkin, Frederic S., ‘Central Banking in a Democratic Society: Implications for Transition Countries’ (1998) 3
(3) Zagreb Journal of Economics 51, 56.
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bank independence does not mean lack of accountability, to the contrary, a higher degree of

independence must be accompanied by greater accountability and judicial control.

As pointed out earlier, different authors have given various descriptions to the
meanings and forms of central bank independence. Namely, Cukierman provided four criteria
for determining central bank independence: a) the ability of central bank to appoint and
dismiss all of its members, including the members of governing board; b) the freedom of
central bank to determine and decide on the goals of its monetary policy mandate; c) price
stability as the main goal of monetary policy and d) whether there are lending restrictions
imposed to central bank’s operation.?® Later, Eijffinger and De Haan, incorporated two more
dimensions into the notion of central bank independence: a) “personnel independence”,
which relates to the meaning of “goal independence” as described earlier and involves the
capacity of central bank to have the final authority for the appointment and dismissal of its
members; and b) “financial independence”, which refers to central bank’s autonomy of any

kind of credit relation with the state, either directly or indirectly.®!

Eijffinger and De Haan, doubted whether “personnel independence” could be
achieved, while they also stressed that a central bank that holds the responsibility to provide
financial assistance to the government through its own credit, lacks both “financial” and
“instrument” independence.®?> In this way, they emphasised that these two types of
independence differ from each other, with the latter being broader, because it includes the
power of central bank to define interest rates.’® Lastly, according to Amtenbrink, a central
bank enjoys a high degree of instrument/operational independence when holds the right to
appoint and dismiss its governing board members on grounds of serious professional

misconduct, while dismissal for political reasons classify as restrictive to independence.®*

There is also the distinction between “de jure” and “de facto” independence.®® “De

jure” or “legal” independence as opposed to “de facto” independence, is enshrined in and

%0 See: Cukierman (n 52).

1 Eijffinger and De Haan (n 16).

%2 Eijffinger and De Haan (n 16) 2.

93 Eijffinger and De Haan (n 16) 2.

%4 Amtenbrink, Fabian, The Democratic Accountability of Central Banks: A Comparative Study of the European
Central Bank (Hart Publishing 1999) 20.

See also: BIS, May 2009 (n 24) 69.

% For the distinction between the “de jure” and “de facto” independence see:
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determined by a legal framework that outlines the central bank’s functions and the extent of
government’s authority over them. This kind of independence is protected by law and
eliminates short-term political interferences on monetary policy decisions.®® Cukierman et al.
with their study in 1992, provided the components that measure legal independence as
following: “ the appointment, dismissal, and term of office of the chief executive officer of the
bank-usually the governor; the policy formulation cluster, which concerns the resolution of
conflicts between the executive branch and the central bank over monetary policy and the
participation of the central bank in the budget process; the objectives of the central bank; and
limitations on the ability of the central bank to lend to the public sector; such restrictions limit

the volume, maturity, interest rates, and conditions.”®’

It is worth noting here, that the majority of studies which found a negative association
between central bank independence and inflation, they all have in common the reliance on
de jure indicators of central bank independence.®® However, the predicted by law standards
of independence, may not indicate the real relationship between central banks and
governments, which is even more blurry in states where rule of law is less strongly embedded
in the political culture. In these cases, as Walsh illustrates it: “there can be wide gaps between
the formal, legal institutional arrangements and their practical impact. This is particularly

likely to be the case in many developing economies.”*®

The difference between the various forms of central bank independence, especially
the two major forms: goal/political and instrument/operational independence, is important
in order to understand which areas are covered by central bank’s autonomous discretion.
However, this is not to say that one form exceeds in significance the rest. Although the

arguments supporting this view were influential in drawing the line between the two major

- Cukierman, Alex, ‘The Economics of Central Banking’ (1996) CentER Discussion Paper
<https://pure.uvt.nl/ws/files/524048/31.pdf> accessed on 14 July 2017; and
- Cukierman, Alex, ‘Central Bank Independence and Monetary Policymaking Institutions: Past, Present,
and Future’ (2006b) Central Bank of Chile Working Papers No 360
<http://si2.bcentral.cl/public/pdf/documentos-trabajo/pdf/dtbc360.pdf> accessed 14 July 2017.
%6 Koshie, Grace, ‘Has the GFC dented central bank independence?’ (2013) 24 (2) Quarterly Journal of Central
Banking 37.
97 Cukierman et al (n 52) 356-357.
%8 For the studies that found a negative association between central bank independence and inflation see
footnote 30.
% Walsh, Carl E., ‘Central bank independence’ (Prepared for the New Palgrave Dictionary December 2005) 5
<https://people.ucsc.edu/~walshc/MyPapers/cbi _newpalgrave.pdf> accessed 14 July 2017.
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forms of central bank independence (goal/political and instrument/operational),'® they did
not gain widespread acceptance. In fact, the most important contributors on the idea of
central bank independence, ! suggested that both forms of central bank independence were
equally important and the difference between the two is insignificant in practice, since even
when the legal framework is designed to prioritise “instrument independence”, it will also
affect the levels of “goal independence.”?? It is also, supported that “de facto” independence
is not determined solely by the “de jure independence.” In fact, there are various institutional
and non-institutional arrangement that can influence actual central bank independence, such
as the degree of central banks’ involvement in open market operations or in exchange rate

management.103

It is evident from the analysis above, that while central bank independence was
growing in prominence from the late 1980s onwards, its evolving meaning and the various
dimensions involved, made its evaluation more complicated. As already depicted in the
previous subsections, even during this period of time there were a number of studies that had
started to challenge the “Washington Consensus” orthodoxy, including central bank
independence and inflation targeting policies. However, as a matter of fact a number of
empirical studies during the 1990s and the subsequent growing number of countries that had
reformed their regulatory framework in order to accommodate a higher degree of
independence for their central banks, had offered enough evidence for the emergence of a
broadly accepted consensus on the benefits of central bank independence. Thus, the
consensus that had developed among policymakers, academics and analysts throughout the
world, was that the objectives and targets of monetary policy, should be set by the
governments. On the other hand, the de facto management of the monetary policy
objectives, should be free from any kind of political interference in order to avoid inflation
bias.1®* However, this is not to say that there is a consensus about a perfect kind of central

bank independence. A conclusion that could be drawn by the discussion above is rather the

100 See: Debelle and Fischer (n 80).

101 Grilli et al (n 52); Cukierman et al. (n 52); Bade and Parkin (n 51); and Dincer and Eichengreen (n 52).

102 Bernanke, Ben S. and Mishkin, Frederic S., ‘Inflation Targeting: A New Framework for Monetary Policy?’
(1997) 11 (2) The Journal of Economic Perspectives 97, 102.

103 lvanovi¢ (n 58) 39.

104 Bernanke, Ben S., ‘Central Bank Independence, Transparency, and Accountability’ (Institute for Monetary and
Economic Studies International Conference, Bank of Japan, Tokyo, Japan, 25 May 2010)
<http://www.federalreserve.gov/newsevents/speech/bernanke20100525a.htm> accessed 14 July 2017.
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opposite. There is strong evidence that there is no flawless kind of independence applicable
to all countries, since a model of central bank independence that might be efficient for one

country, may not work for another.1%

In addition, the growing prominence of central bank independence along with the
advent of inflation targeting began to raise awareness of the importance of transparency and
accountability for credibility. Hence, the following subsection aims at defining the notions of
credibility, accountability and transparency, while exploring the nexus between them and

central bank independence.
1.2.4 The interaction between independence, credibility, transparency and accountability

A conclusion that can be drawn by the discussion on the evolution of central bank
independence is that - regardless of its various dimensions - it was considered to be a
fundamental component in the pursuit of the price stability, which eventually became the
ultimate goal of central banks’ monetary policy. However, as the trend in favour of central
bank independence was growing, there was also an increasing awareness of the legal and
institutional mechanisms that could enhance central bank’s performance by also preventing
governments infringing on its independence. To this end, as was mentioned earlier in this
chapter, central bank independence, although necessary, was not to be seen as a single
element able to boost central bank performance on its own. Instead, central bank
independence, was considered in conjunction with other components such as increased
transparency and accountability for credibility. These central bank components are briefly

discussed below, mainly in relation to central bank independence.
a) Credibility

Central bank credibility is a peculiar notion, which may sound straightforward at first,
although, it is hard to define. Blinder, while highlighting that there was no generally accepted
definition for credibility, opined that a central bank is credible if people believe it will do what

it says.1% This practically implies that credibility reflects the ability of central bank to keep its

105 See: Siklos (n 75).
106 Blinder, Alan S., ‘Central Bank Credibility: Why Do We Care? How Do We Build I1t?’ (NBER, Working Paper No.
7161, June 1999), 1 <http://www.nber.org/papers/w7161.pdf> accessed 14 July 2017.
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commitment in fulfilling its monetary policy mandate. However, while the modern form of
credibility is critically linked with communication and commitment, its roots are tied up with
the history of policy regimes and with the very idea of central banking. In fact, sound central
bank policy, regardless of the particular objective of each monetary policy regime, is reflected
and to a large extent, interlinked with central bank’s credibility and commitment to pursue
its objectives. Thus, it is hardly surprising why credibility has been always considered a pivotal
component of central bank operations, since a credible monetary authority can greatly

enhance the virtues of sound policy.

Although the notion of credibility is older than central bank independence, the issue
of whether there is a link between them, as Siklos put it: “is a recurrent one throughout the
twentieth century.”*%” In the era of inflation targeting and central bank independence, the
rationale of credibility, was developed out of neoclassical theories of monetary policy, which
are largely based on the theory of rational expectations, as was originally developed by Robert
Lucas (1972, 1973, and 1976) and will be further analysed in chapter two.1% To this end, the
advocates of rational expectations theory highlight the importance of credibility!® in
maintaining stable and low inflation, which also finds support in the time-inconsistency

literature.110

107 Siklos, Pierre L., The Changing Face of Central Banking (Cambridge University Press 2002) as cited in Bordo,
Michael and Siklos, Pierre, ‘Central Bank Credibility, Reputation and Inflation Targeting in Historical Perspective’
(NBER Working Paper No. 20693, November 2014), 12.

108 For the theory of rational expectations see:

- Lucas, Robert E., Jr., ‘Expectations and the Neutrality of Money, (1972) 4 Journal of Economic Theory
103;

- Lucas, Robert E., Jr., ‘Some International Evidence on Output-Inflation Tradeoffs’ (1973) 63 American
Economic Review 326;

- Lucas, Robert E., Jr. ‘Econometric Policy Evaluation: A Critique’ (1976) 1 Carnegie Rochester Conference
Series on Public Policy 19.

109 Barro and Gordon (52).
110 For an early analysis on the time-inconsistency theory see: Kydland and Prescott (n 38) and for a more recent
analysis on the importance of credibility see:

- Blinder (n 107);

- Blinder, Alan S., Ehrmann, Michael, Fratzscher, Marcel, De Haan, Jakob and Jansen, David-Jan, ‘Central
Bank Communication and Monetary Policy: A Survey of Theory and Evidence’ (ECB Working Paper
Series No 898, 2007) <https://www.ecb.europa.eu/pub/pdf/scpwps/ecbwp898.pdf> accessed 14 July
2017;

- Issing, Otmar, ‘Communication, Transparency, Accountability: Monetary Policy in the Twenty-First
Century’ Review’ (Federal Reserve Bank of St. Louis Review March/April, Part 1, 2005)
<https://files.stlouisfed.org/files/htdocs/publications/review/05/03/partl/Issing.pdf> accessed 14 July
2017.
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The idea behind this, as discussed already, is that when the central bank is viewed to
be both committed to and effective at keeping inflation controlled, inflation expectations
tend to be anchored. Conversely, when a central bank is viewed as non-credible in pursuing
its monetary policy goals, people and the market would be prepared for higher inflation,
which will eventually result in firms increasing prices and workers demanding wage increases.
This in turn will affect employment levels and output growth.!'! As discussed earlier,
according to the time-inconsistency theory, this usually happens when monetary
policymakers neglect the medium-term goal of price stability, and focus instead on short-term
objectives, usually before elections. This was considered to affect negatively the efficiency
and credibility of monetary stability, resulting in adverse consequences for the financial
system.!? The rationale of this reasoning was that the public would soon recognise the risk
that monetary policymakers are willing to take in pursuing temporary strategies, which is
often incompatible with the long-term economic growth goals. Consequently, as was
mentioned in the previous section, central bank independent became not only a necessary
perquisite for successful monetary policy, but also the standard remedy to the time-

inconsistency problem and the ultimate means to enhance central bank’s credibility.

In terms of what the term entails, Cukierman defines credibility as the “extent to which
the public believes that a shift in policy has taken place when, indeed, such a shift has actually
occurred.”**3 Along similar lines, Cukierman and Meltzer defined the notion of credibility as

“the absolute value of the difference between the policymaker’s plan and the public’s beliefs
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about those plans.”'* Later, Blinder opined that credibility means “believability and trust” .}
Lastly, for Bordo and Siklos: “a central bank is deemed credible when it delivers, subject to a
random error, the implied inflation rate objective conditional on the monetary regime in
place.”*1% Credibility was also one of the main goals of inflation targeting regimes, and it was
considered that central banks’ credibility has been improved from the widespread adoption
of inflation targeting monetary policy frameworks.''” Indeed, there is evidence that inflation
targeting regimes perform better than non-inflation-targeting frameworks in improving the
credibility of central banks.8 It is worth noting here, that while the importance of credibility

is well established, its specific role is difficult to measure.!?

b) Accountability and transparency

As already mentioned, independence does not empower the central bank with an
indefinite decisive power, but it is rather to be seen as an effective means to achieve
monetary policy objectives. To this end, there are certain limitation to central bank
independence, which are usually linked with the notion of accountability and transparency.
As Siklos put it: “with the battle over autonomy seemingly won, there remained the problem
that with independence comes with responsibility.”*?° In fact, although accountability and
transparency are considered the reverse side of central bank independence,?! the latter
would have been counterproductive without adequate accountability and transparency.
Amtenbrink stressed that independence, transparency and accountability should not be seen

in isolation from each other, since they constitute the three pillars of central banking
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Asymmetric Information’ (1986) 54 (5) Econometrica 1099, 1108 <
http://repository.cmu.edu/cgi/viewcontent.cgi?article=1841&context=tepper > accessed 14 July 2017.

115 Blinder, Alan S., ‘Central Bank Independence and Credibility During and After a Crisis’ (Federal Reserve Bank
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116 Bordo and Siklos (n 108) 6.

117 See: Bordo and Siklos (n 108).

118 Walsh, Carl E., ‘Inflation Targeting: What Have We Learned?’ (2009) 12 (2) International Finance 195
<https://people.ucsc.edu/~walshc/MyPapers/INFI_1236.pdf> accessed 14 July 2017.

113 Blinder (n 116) 1.
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929.
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of Rochester Center for Research 1981).
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governance.'?? The rationale of this belief is based on the democratic legitimacy of central
bank independence itself, which deprives its existence from the notion of accountability. As
Briault et al. argued: “greater accountability has run hand-in-hand with moves towards
greater central bank independence: greater accountability is the government's quid pro quo

for granting greater central bank autonomy.”

This also links with the relevant debate on the democratic legitimacy of non-
majoritarian institutions, which flourished in light of the increasing number and importance
of independent unelected bodies empowered to regulate markets.'?* In essence, the idea that
a considerable level of accountability should accompany the operation of independent central
banks, was grounded on the potentially anti-democratic implications of delegating
responsibility to unelected technocrat. Indeed, it is widely accepted that only elected
representatives should be hold decision making powers concerning government income and
spending. It follows that when ‘independent’ unelected technocrats are empowered with
decision making powers in regard to monetary policy objectives, questions of legitimacy will
arise. Majone refers to a system of a ‘non-majoritarian model pf democracy,” in which
governmental institutions are not directly accountable to citizens and democratic legitimacy
is achieved through the quality of the decisions made — based on technical expertise.'?> Thus,
it was argued that in order to legitimise the role of a central bank within a given constitutional

system, a substantial degree of accountability is required to insure against a “democratic
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deficit.”*?® Simply said, the main role of accountability is to ensure appropriate democratic
control and good governance of the delegation of monetary policy powers to unelected
central bank officials and hence, central banks will be held strictly accountable for their
actions. Indeed, the case for central bank democratic accountability is based on the
assumption that independent central banks operate within a democratic system featuring a
basic division of powers and a system of checks and balances. In a representative democracy,
this matter because without accountability there can be no legitimacy, and without the latter

the democratic legitimacy of an independent central banks itself will be put in question.

When it comes to defining the notion of accountability, although the latter has gained
wide attention during the last ten years,'?’ there is no a generally accepted definition as to
the limits and the content of the term.!?® According to Tommaso Padoa-Schioppa:
“Accountability means that institutions with the power to affect the lives of people are subject
the scrutiny by the elected representatives of the people. As such it is an essential and
constituent element of our political order, and indeed this scrutiny is necessary also in those
fields- such as central banking-where policy decisions ate consciously removed from the day-
to-day influence of the political arena.”*?® An assessment of what central bank accountability
entails, could be done by answering questions such as: for what is the central bank
accountable for and by whom, and how the accountability is measured? It comes without
saying that the central bank must be, first and foremost, accountable to the general public
for its actions. Secondly, the central bank must be also accountable to the state from which it

derives its statutory authority.'3°

In general terms, the notion of accountability could be defined as an evaluation of
central bank performance, including the achievement of its main goals. In practice, this
evaluation practice is made by the government, through a parliamentary committee (banking

committee or a specialised group of parliamentary members), ministers of finance,
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supervisory board committees or sometimes central banks are obliged to report to the
legislature. For instance, the ECB reports to Committees of the EU Parliament and Fed reports
to the Congress' banking committees, while the central banks of Poland, Hungary and Czech

Republic report to the legislature.

The means to evaluate the achievement of accountability may vary in accordance with
the central bank’s objectives. This evaluation, however, might prove difficult to conduct,
because linking specific - out of many - central bank operations to intended outcomes and
then evaluating their performance as to how they influence the accomplishment of central
bank’s goal, is far from being straightforward. A notable difference is between assessing the
accountability with respect to the price stability objective, which is usually easy measure, and
evaluating accountability with respect to the financial stability task, which is not easily
defined. In fact it takes a high level of expertise for such an evaluation; a hierarchical order of
tasks and objective, which should also be explicitly defined; and a clear delegation structure,
which specifies the level of involvement and authority of the central bank in decision-
making.13! As it is defined by the IMF Good Transparency Practices: “the broad modalities of
accountability for the conduct of monetary policy and for any other responsibilities assigned

to the central bank should be specified in legislation.”3?

Inevitably, in the era of central bank independence, increased accountability raises
the demand for greater transparency. In turn, transparency (especially with regard to
monetary policy) facilitates accountability, and as a result increases the effectiveness policy
decisions and, in many cases, public welfare. However, historically, central bank reputation

133

was linked to secrecy,'** while central bank accountability was not necessarily linked to the

transparent communication of monetary policy objectives.’** In fact, prior to the 1990s,
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conventional wisdom held that central bankers should not disclose much information
regarding monetary policy tactics.’3® This scenario changed in the era of central bank
independence, during which the decisive power of central bank’s in choosing its tactics was
progressively enhanced. In fact, it was the widespread prominence of central bank
independence along with the adoption of explicit inflation targeting,*3® which brought the
need for mechanisms that will enable the general public to evaluate whether the central bank

is consistent in accomplishing its policy mandate.3”

A central bank, regardless of being free from political influence, remains a public
institution and a public authority that should operate under the scope of its mandate and be
committed to accomplish its principal goals within the context of its obligation for the public
good.'3 This practically means that the central bank has a duty to explain its activities and
tactics. To this end, both clearer definitions of accountability and greater communication with
the public, as the means to convincing the latter that the central bank’s operations are
consistent with a long-term commitment to price stability, became an increasingly important
aspect of sound operation.'3® As a result, from the 1990s onwards (which was the beginning
of the era of central bank independence), a marked tendency towards a more transparent
conduct of monetary policy also developed. It started with the Bank of England, which

pioneered the communication of its monetary policy objectives through the Inflation Report
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in February 1993,49 and was followed by the central banks of New Zealand, Norway, and
Sweden.**! Other countries adopted similar practices and transparency grew in prominence,
becoming the new orthodoxy in central banking. Nonetheless, similar to accountability, a
definition of transparency, is also difficult to pin down precisely. Lastra defines central bank
transparency as the degree to which information on policy tactics are available to the

public.14?

As already emphasised, communication constitutes the key ingredient of transparency
and as such there has been an attempt to distinguish between the various types of
communication and their respective importance. Namely, Wadford distinguish four types of
central bank communication: a) central bank’s interpretation of economic conditions,
including central bank’s view of the outlook for the future, to the extent that this is shaped
by factors other than the bank’s intentions with regard to policy; b) the content of the policy
decisions that are made by the central bank about current operating targets; c) a description
of the strategy that guides the central bank’s policy decisions in general; and d) statements
about the outlook for future policy.!*® Later, Crowe and Meade in their study in 2008,
included more dimensions of central bank transparency, such as: a) economic transparency
(communication on economic data); b) political transparency (communication on policy
objectives); c) procedural transparency (communication on the decision-making process,
including the voting procedure); d) policy transparency (communication on the policy decision
outcome); and e) operational transparency (communication on the actual implementation of

policy). 44

The rationale for central bank transparency is based on the belief that it reduces

uncertainty, and thus shaping market actors’ expectations and ensuring the public support
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for monetary policy goals.'# Simply said, when a central bank communicates openly its policy
decisions, creates a smooth and predictable business environment, where the market,
investors and the general public, are knowledgeable in regard to the outcome of policy
decisions and how this outcome will affect them. For instance, Kuttner’s study found the Fed'’s
policy of announcing a rationale for monetary actions decreased market volatility and
maximised predictability.*® This is of fundamental importance, especially in times of financial
distress, when radical reforms are more likely to be adopted. It follows that when the market
and people become informed in advance in regard to central bank strategies, the possibility
of efficient monetary policy increases, especially in terms of longer-run interest rates.’*’ As
Issing - who was Member of the Executive Board of ECB at the time - highlighted: “when the
markets correctly anticipate that a new piece of information will lead to a change in official
interest rates they will do much of the work themselves through a change in the term

structure.”1*8

Lastly, transparency is also seen as a tool to foster not only accountability but also the
credibility of monetary policy mandate and central banks’ consistency to commit to inflation
targets.!® In addition, the increasing trend towards central bank independence in the vast
majority of industrialised states, has also strengthened their authority to choose their tools
and strategies. It is also, suggested that central bank independence increases the willingness
of a central bank to communicate its objectives and future plan - hence, central bank
transparency - due to the central bank’s increased authority and discretionary power over the
decision making process.’® To this end, central bank transparency became a key tool in
allowing the public to evaluate whether the commitment of a central bank in pursing the

stated policy mandate is adequately achieved. This links with idea that openness in regard to
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the specific details of how central bank’s policy strategy is conducted, is considered to
facilitate stable inflation rates, which in turn, increases trust as well as central bank
credibility.>! As Issing emphasised: “In a democratic society, a high degree of transparency
and accountability in monetary policy making reinforces the legitimacy of the central bank
and consolidates the public support for its price stability mandate. Moreover, transparency
imposes discipline on policy makers and is a means to ensure a general understanding of the
monetary policy strategy. In turn, this may add to the credibility, and thereby the 13
effectiveness, of monetary policy, hence facilitating the central bank’s effort to attain its
statutory objectives.”*>? Therefore, greater transparency, is likely to decrease uncertainly in
the market; which in turn, would foster policymakers’ role in affecting positively economic

growth and stable interest rates.'>3

However, there were also those who argued against excessive transparency and
discretionary monetary policy. For instance, Clare and Cortenay, having considered the
impact of announcing the minutes of monetary board meetings and the quarterly Inflation
Report of Bank of England, concluded that the disclosure of such information led to asset-
price volatility.> They also added that: “any improvement in the transparency of monetary
policy might bring about a change in the way that both interest rate decisions and other
macroeconomic announcements are incorporated into securities prices. And it is possible that
changes in the reactions to these two types of announcements may be in opposite
directions.”*> In the same vein, Goodhart'®® and Mishkin'>’ argued that increased
transparency, especially transparency in respect with policy rates, may complicate the

communication with the public, challenge the committee’s decision-making process and
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weaken the support towards central bank in achieving their long-run objectives. As Mishkin
highlighted: “central bank transparency must always be thought of as a means to an end.
Transparency is beneficial when it serves to simplify communication with the public and helps
generate support for central banks to conduct monetary policy optimally with an appropriate
focus on long-run objectives.”*>® In summary, although transparency has clearly evolved
progressively towards a greater degree of “openness,” the relevant literature has not reached
consensus on an optimal level of transparency,>® and the issue of whether transparency is

always beneficial, remains elusive and subject to ongoing debate.'®®

All in all, pre-GFC central banking was dominated by a strong tendency towards a
higher degree of central bank independence, as the ultimate means to achieving the
monetary policy objectives and tasks. Moreover, central bank independence brought the
need for enhanced accountability and transparency, which apart from helping to align central
banks with democratic principles, are also major contributors to conducting monetary policy
successfully. The rationale for greater transparency, as mentioned earlier, is that it ensures
the communication and clarity of monetary policy decisions with the public and thus, reduces
uncertainty and promotes a better understanding of monetary policy decisions; while the
benefit of enhanced accountability is the promotion of a stronger discipline on policymakers.
Most importantly, accountability was considered as an important component of the
effectiveness of monetary policy and as a necessary counterpart to central bank
independence.®! In simple terms, part of the consensus that led to the prominence of central
bank independence, was that the latter was considered be counterproductive without

adequate accountability and transparency, since independence requires accountability and
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accountability entails transparency, and all together were to be complemented by a credible

operation.

Therefore, although distinct from one another, the notions of independence,
accountability and transparency are highly intertwined in promoting better monetary policy
and as such, tend to interrelate and even overlap. As Bordo and Siklos argued: “autonomy,
transparency, accountability, and the monetary policy strategy in place each can influence
both the credibility and reputation of the monetary authority.”%? The difficulty arises when
the three notions, i.e. accountability, credibility and transparency, are combined within the
same authority that operates both as the monetary policy and supervision authority. For
instance, when it comes to disclosing information in respect with financial supervision and
regulation matters, there might be commercial confidential data and information involved in
relation to specific financial institutions, which in case of a liquidity problem might cause
market disturbances and reputational issues. Thus, there is a major difference between
transparency in monetary policy matters, and transparency in financial supervision
operations, especially when the two functions are operated by the same institution. In any
case, although central banks should have some space of discretion (with prejudice to the
particular kinds of transparency each time) in terms of deciding what information should be
released or non-released, with the latter being preferably the exception rather than the rule,
there might be circumstances that an excessive disclosure of information, especially in times

of financial disturbance, may increase the risk of provoking adverse market reactions.

This brings us to the main point of investigation of this thesis (the compatibility of
monetary policy and supervisory functions within the same institution) and links to issues of
contemporary debate as developed in the post-GFC era. Therefore, the next section of the
thesis provides an initial analysis of the challenges brought to the theoretical foundation of
what it was considered as conventional wisdom and the legitimacy of existing notions that
are pivotal for the smooth operation of major central banks. This is far from being a purely
theoretical topic, since the combination of various tasks under the existing regulatory
frameworks, has brought the need for the creation of new mechanisms that would insure

against negative synergies and conflict of interest between new and existing institutional
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arrangements. It might be that we have entered a new era in central banking, which require
cooperation between “conventional” and “new,” or it might be that this cooperation is not
feasible and that the “new” has come to dominate over the “conventional.” In a nutshell,
“conventional” stands for inflation-targeting independent central banks and “new” stands for
a banking supervision focused central bank with the financial stability objective overriding in

importance the traditional goal of price stability.

1.2.5 Central bank independence in the aftermath of the Global Financial Crisis: an initial
analysis

In a nutshell, prior to the GFC, a consensus had emerged as to the optimal central
banking model. This consensus involved regulatory frameworks that were mainly concerned
with monetary policy; while, flexible inflation targeting and the objective of price stability
were seen as the most appropriate monetary policy framework.'3 Also, from the early 1990s
onwards, the most crucial component of central bank governance was considered to be the
degree of independence under which the central bank operates, which was seen as crucial in
achieving price stability and limiting the inflation bias.'®* The idea behind this, was the belief
that the more independence is granted to a central bank, the greater the chances are to
conduct effectively its operation in pursuing its goals and objectives. Thus, by the early 2000s
many central banks had underwent fundamental changes to their governance in order to
accommodate a high degree of independence, and the conduct of monetary policy seemed
to had reached what was perceived as its optimal level.®> With regards to banking
supervision, in the majority of developed countries that were following a price-stability-
focused monetary policy, their central bank’s role in banking supervision was either a shared
responsibility between the central bank and a distinct body or supervision was assigned to a

completely separate institution.
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at risk?’ (VOX Centre for Economic Policy Research’s Policy Portal, 2013) <http://voxeu.org/article/banking-
union-ecb-independence-risk> accessed 14 July 2017.

165 Goodhart, Charles, ‘The changing role of central banks’ (BIS, Working Papers No 326) 18
<http://www.bis.org/events/conf100624/goodhartpaper.pdf> accessed 14 July 2017.
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However, we also highlighted that what was considered to be “a consensus” was also
highly criticised. Certainly, the topic of central bank independence has regained a vast amount
of attention, especially in the aftermath of the GFC, and until today, remains high on the
agenda of relevant ongoing debates. This is to be attributed mainly to the fact that during and
in the aftermath of the GFC, central banks’ operations have expanded, and their mandate has
incorporated tasks beyond the traditional monetary policy objectives.'®® Moreover, policy
reforms in the majority of jurisdictions concerning the role of central banks in supervision,
monetary policy and the degree of their independence,®’ have brought historic changes,

which are comparable to the policy changes that followed Great Depression.6®

Namely, in the wake of the GFC, there has been an increasing amount of government
intervention in economic policy, often, via the central bank. This is particularly prominent in
bank bailouts, in an attempt to assist failing financial institutions and to stabilise the financial
system.®® As a result, central bank involvement, either directly or indirectly in the bailout
process, blurred the distinction between monetary and fiscal policy.?’® This has radically
challenged the banks’ role, by also challenging the principle of inflation targeting, the limits
of monetary policy and the extent of their independence.'’* Most importantly, this was
reflected in numerous regulatory reforms around the world, which came to reshape the role
of central banks, especially, in banking supervision, by challenging the balance between
existing and new central banks’ tasks.}’2 This links with one of the main aims of this thesis,
which tries to shed light on how the new banking supervisory and regulatory framework at

EU level has influenced the balance between existing and new ECB responsibilities, and

166 Balls, Ed, Howat, James and Stansbury, Anna, ‘Central Bank Independence Revisited: After the financial crisis,
what should a model central bank look like?’ (2016) Mossavar-Rahmani Center for Business & Government
Associate Working Paper Series No. 67.

167 See: Cukierman (n 52).

168 Bordo, Michael D., ‘Rules for a Lender of Last Resort: An Historical Perspective” (Central Banking in the Next
Century: A Policy Conference, Hoover Institution Stanford, California, 29-30 May 2014)
<http://media.hoover.org/sites/default/files/documents/2014BordoLOLR-revised.pdf> accessed 14 July 2017.
169 Masciandaro, Donato and Passarelliy, Francesco, ‘Bank Bailouts and Redistributive Monetary Policy: Voting
on Central Bank Independence’ (BAFFI Center Research Paper Series No. 2013-146, 2013)
<https://ssrn.com/abstract=2370253> accessed 14 July 2017.

170 Monetary policy, in general, refers to the actions of central bank in controlling the money supply via factors
such as interest rates. Fiscal policy relates to government’s decisions regarding spending and taxation in order
to influence aggregate demand in the economy.

171 Taylor, John B., ‘The Effectiveness of Central Bank Independence vs. Policy Rules’ (2013) 48 (3) Business
Economics 155.

172 Cukierman, Alex, ‘Monetary Policy and Institutions before, during and after the GFC’ (2013) 9(3) Journal of
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whether the resulted complex structure adequately complies with the existing Treaty
provisions. To this end, central bank independence has been one of the most discussed issues
in the debate of changing roles and dynamics of central banks’ institutional arrangements at

both EU and international level.

The independence of the Bank of England is a recent example of controversy. Jeremy
Corbyn, the leader of the Labour Party (the Opposition in the House of Commons), proposed
in 2015 the so-called People's Quantitative Easing (PQE) policy, which required the Bank of
England (BoE) to print money in order to finance government investment.’3 This was to be
done by purchasing bonds issued by the state-owned National Investment Bank.?’* Then this
National Investment Bank, would use the money to fund public infrastructure projects,
including housing and public transport. This apart from being a highly politically controversial
issue, raised questions as to the possible threat that the proposed policies might pose to the

independent status of the BoE.

Moreover, in the US, the Senate recently rejected the controversial “Audit the Fed”
legislation, > proposed by Republican Senator Rand Paul’s, who called for tougher audits of
the Fed. The legislation aimed at eliminating restrictions in the U.S. Government
Accountability Office (GAO) audits of the Fed and mandated that the Fed's credit facilities,
securities purchases, and quantitative easing activities to be subject to congressional
oversight. In Paul’s words: “nowhere else but in Washington, D.C., would you find an
institution with so much unchecked power.”*’® The Obama White House called Paul’s proposal
“dangerous” and as Jason Furman, Chairman of President Obama’s Council of Economic

Advisers, highlighted: “Congress shouldn’t be telling the Fed what to do with monetary

173 See: Bootle Roger, ‘What are we to think of Jeremy Corbyn's 'people’s QE'?’ (The Telegraph 2015)
<http://www.telegraph.co.uk/finance/economics/11862318/What-are-we-to-think-of-Jeremy-Corbyns-
peoples-QE.html> accessed 14 July 2017.

174 See: Yates, Tony, ‘Corbyn's QE for the people jeopardises the Bank of England's independence’ (The Guardian,
22 September 2015) <https://www.theguardian.com/business/economics-blog/2015/sep/22/jeremy-corbyn-
ge-for-the-people-jeopardises-bank-of-england-independence> accessed 14 July 2017.

175 ‘The Federal Reserve Transparency Act of 2015’ (S. 2232, 114TH Congress 15t Session, 12 January 2016)
(commonly referred to as "Audit the Fed”) <https://www.paul.senate.gov/files/documents/GRA15012.pdf>
accessed 14 July 2017.

176 Transcript of Rand Paul speech in the US 114 Congress, 12 January 2016
<https://www.paul.senate.gov/news/press/senate-holds-vote-on-sen-rand-pauls-audit-the-fed-> accessed 14
July 2017.
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policy.”*”7 Also, this raised many questions regarding the independent status of Fed, with Ben
Bernake stressing that this would result in a direct involvement of the government in
monetary policy decisions, calling into question the Fed’s independence.'’® Lastly, although
“Audit the Fed” legislation was rejected in early 2016, Donald Trump expressed support for
auditing the Fed, which might result in reviving this topic in the future.’® It should be noted
that in the post-GFC literature, there were also those who supported that the scope of Fed’s
independence cannot be viewed as far-reaching. For instance, Wray argues that although the
Fed should be insulated from day-to-day political pressures, since it is a “creature of
Congress,” created by public law, it is inevitably subject to the will of Congress.® Wray also
opines that Fed cannot be truly independent from the Treasury either, “because the Fed is
the federal government’s bank, with almost all payments made by and to the government
running through the Fed. As such, there is no “operational independence” that would allow

the Fed to refuse to allow the Treasury to spend appropriated funds. 718!

As mentioned earlier, another topic that formed part of the same debate, is a central
bank’s involvement in banking supervision. This has raised numerous concerns as to whether
the functions of monetary policy and supervision can be exercised in tandem, while
maintaining the existing degree of independence. This is particularly problematic in terms of
instrument/operational independence, which, when referring to monetary policy, implies a
central bank’s ability to decide independently when adjusting its short-term interest rates to
achieve its inflation goal; while, when referring to banking supervision, involves decisions such

as putting financial institutions under statutory management.'® In short, when monetary

177 Sainato, Michael, ‘What Bernie Sanders’ Vote to Audit the Fed Says About His Devotion to Bipartisanship’
(Observer, 13 January 2016) <http://observer.com/2016/01/what-bernie-sanders-vote-to-audit-the-fed-says-
about-his-devotion-to-bipartisanship/> accessed 14 July 2017.

See also: Street Chriss, “Audit the Fed” May Finally Pass Congress’ (Breitbart, January 2017
<http://www.breitbart.com/big-government/2017/01/07/audit-the-fed-pass-congress/> accessed 14 July
2017.

178 Garver, Rob, ‘Why the Controversial ‘Audit the Fed’ Bill Is Really a Power Grab’ (The Fiscal Times, 11 January
2016 <http://www.thefiscaltimes.com/2016/01/11/Why-Controversial-Audit-Fed-Bill-Really-Power-Grab>
accessed 14 July 2017.

173 Torry Harriet, ‘Republican Lawmakers Revive ‘Audit the Fed’ Legislation’ (The Wall Street Journal, 4 January
2017) <http://www.wsj.com/articles/republican-lawmakers-revive-audit-the-fed-legislation-1483561810>
accessed 14 July 2017.

180 Wray, Randall, ‘Central Bank Independence: Myth and Misunderstanding’ (Working Paper No. 791, Levy
Economics Institute of Bard College, March 2014).
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policy and supervision are conducted by the same authority, i.e. the central bank, they may
lead to more elastic monetary policy strategies, in an attempt to prevent a banking crisis. This
brings us to the key theme of this thesis, which focused on the synergies involved when a
central bank engages in supervision activities, while trying to maintain the same institutional

structure, i.e. maintaining independence and staying focused on price stability.

The most representative example of a post-crisis regulatory reform that aimed at
marrying banking supervision and monetary policy is the creation of the European Banking
Union and the delegation of supervisory powers to ECB, which inter alia raised serious
questions in relation to ECB’s independence. However, in order to evaluate the changing role
of the ECB - including its independence - within the new regulatory regime, it is important to
examine both the pre- and post-GFC regulatory framework with regards banking regulation
and supervision at EU level, and the roadmap towards the creation of Banking Union. This
discussion is developed in chapters three and four of this thesis. Prior to this, it is necessary
to place the EU integration process in historical perspective, from the initial negotiations and
the adoption of the first Treaty, to the establishment of the ESCB. Hence, the following section
briefly presents the first steps towards European Cooperation to the adoptions of the
Maastricht Treaty. The aim of this discussion is to provide an overview of the basis of the
ESCB’s legal framework and to explain the rationale of ECB’s objectives, independence, and
overall role within the EU regulatory framework. This, in turn, will set the ground to our main
discussion in relation the latest reforms concerning the ESCB structure and the ECB’s new

supervisory tasks, which is conducted in the fourth chapter of this thesis.

1.3 The roadmap towards European Integration
1.3.1 From the Second Wold War to the EMS

The history of European integration essentially begins in 1945, when European
economies started their recovery from the losses of WWII. The recovery process resulted in a
shift towards cooperation over conflict and the desire for economic and political union grew
stronger in Western Europe.'® It was on 19 September 1946 when Winston Churchill,

delivered his infamous speech at the University of Zurich about his vision of a ‘United States

183 Urwin, Derek, W., The Community of Europe: A History of European Integration since 1945 (2nd rev edn,
Adison Wesley Longman 1995).
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of Europe,’ calling European countries to form a regional organisation in order to promote
lasting peace.'®* In the same vein, Robert Schuman, who served as the French Foreign
Minister at the time, gave a speech on 9 May 1950 in the Salon de I'Horloge of the Quai
d’Orsay in Paris,*®> in which he presented a plan for deeper cooperation that would set up a
common Franco-German structure for the production of coal and steel under one common
High Authority.'8 Schuman’s speech (or declaration as it is widely known), which was highly
inspired and for the most part drafted by Jean Monnet, proved to be highly inspirational, to
the degree that was considered as the founding act of European integration. Henceforth, 9
May is celebrated as ‘Europe Day.’ It should be noted that the idea of united Europe was not,
however, new. After the WWI, Aristide Briands, who was the French Foreign Minister and
President of the Pan-European Union (the latter was founded by the Austrian Count
Coudenhove Kalergi founded in 1923), organised and gathered together political figures from
various European countries in the first Pan-European Congress in 1926 in Vienna, calling for a

federal European Union. These efforts, however, were not successful.

Schuman’s declaration, opened negotiations and led to the signature of the Paris
Treaty in 18 April 1951,'8” which launched the first step towards a supranational Europe, i.e.
the European Community of Steel and Coal (ECSC). In the meantime, there was another
Monnet-Schuman European integration attempt — called the European Defence Community
(EDC) —involving the creation of a European army, which, however, never came about due to
failure in reaching an agreement (mainly because the French National Assembly rejected it in
1954).188 |t is important to clarify here that the author is not referring to an actual
supranationalism, as we mean it today. At that stage, the ‘supranational’ integration had
rather the meaning of an inter-governmental cooperation and reciprocal assistance.

However, it is widely considered to be the first step toward a supranational Europe because

184 “Winston Churchil’s Speech to the academic youth in Zurich 19 September 1946’
<http://www.legalanthology.ch/wp-content/uploads/2014/01/E 2.3 Churchill Speech-to-the-academic-
youth europe-web.pdf> accessed 14 July 2017.

18  See: ‘The Schuman Declaration” (9 May 1950) <https://europa.eu/european-union/about-
eu/symbols/europe-day/schuman-declaration _en> accessed 14 July 2017.

18 ‘The European Union explained: The founding fathers of the EU (European Commission 2013)
<http://knjiznica.sabor.hr/pdf/E _publikacije/The founding fathers of the EU.pdf>accessed 14 July 2017.

187 ‘Treaty constituting the European Coal and Steel Community’ [1951] (hereinafter: ECSC Treaty)
<http://www.consilium.europa.eu/uedocs/cmsUpload/Treaty%20constituting%20the%20European%20Coal%
20and%20Steel%20Community.pdf> accessed 14 July 2017.

188 See: European Commission 2013 (n 187).
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firstly, it was the first time that European States (six at that stage) agreed to work towards
integration, and secondly, because, its High Authority had a decision making power with

binding effect for its Member States.

The ECSC had legal personality and was administered by a High Authority, which was
presided by Jean Monnet, a Parliamentary Assembly, a Council of Ministers, a Court of Justice
and a Consultative Committee.® The founding members of the ECSC were France, Germany,
Italy, Luxemburg, Belgium and the Netherlands, and the main goal was the creation of a unity
that would ensure long lasting peace, security, financial soundness and stability among the
European countries in the aftermath of WWII. However, the founding fathers of this initiative
had a forward-looking vision that was beyond the creation of a European setting that would
merely facilitate cooperation in coal and steel production. This vision involved the creation of
a true ‘European Federation.” In Schuman’s words: “The pooling of coal and steel production
should immediately provide for the setting up of common foundations for economic
development as a first step in the federation of Europe and to open up the longer-term
prospect of constructing a federal Europe.”**® Moreover, this is evident by the Shuman-
Monnet proposals for the creation of common institutions, as means to facilitate common
proposals, negotiations and decisions in the best interest of the unity as whole, which

survived throughout the years and are still in force within the existing EU framework.°?

The creation of the ECSC paved the road to the Treaties of Rome, which were signed
on 25 March 1957, and entered into force on 1 January 1958. The Treaties of Rome
established two more Committees: the European Economic Community (EEC)*? or the
“common market”, where people, goods and services would move freely among Member

States; and the European Atomic Energy Community (widely known as the EURATOM).?*3 The

189 ECSC Treaty (n 188) Article 7.

190 The Schuman declaration (n 186).

191 Noel, Emile in ‘Jean Monnet, Proceedings of the Centenary Symposium organised by the Commissions of the
European Communities’ (Office for Office Publications of the European Communities, 10 November 1989) 48
<http://aei.pitt.edu/52373/1/A7287.pdf> accessed 14 July 2017.

192 Codified Version of the Treaty Establishing the European Community (hereinafter: TEC) [1957] OJ C224/6
<http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:11992E/TXT&from=EN> accessed 14 July
2017.

193 Consolidated version of the Treaty Establishing the European Atomic Energy Community (hereinafter:
EUROTOM Treaty) [2010] 0J c84 <http://eur-
lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:C:2010:084:0001:0112:EN:PDF> accessed 14 July 2017.
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major difference between the ECSC and the two latter, was that the EEC and EURATOM were

concluded with no expiration date, %

which conferred quasi-constitutional status on them. In
the meantime, the other European countries, including: Austria, Denmark, Norway, Portugal,
Sweden, Switzerland and the United Kingdom, were reluctant in joining the European
Communities and preferred instead to create a separate alliance by establishing the European
Free Trade Association (EFTA),*> which was more of a free trade area union rather than a
customs union. Subsequently, the Community of Six, due to its growing economic
attractiveness, expanded throughout the years by attracting an increasing number of
states.’®® For instance, at a later stage, all the EFTA Member States, applied for an EU
Membership. Another significant event that was considered to be the political engine of
European integration, is the Franco-German Friendship, which was affirmed in January 1963
with the Joint Declaration of Dr Konrad Adenauer, who served as Chancellor of the Federal

Republic of Germany at the time, and the President of the French Republic, Charles de

Gaulle.?”

At the time, the idea of a monetary integration, was not yet part of the European
integration process. This happened largely due to the fact that European integration was still
at an early stage; and also, because, the Community of the Six, following the international
trend, was part of a well-organised global fixed exchange-rate monetary system, i.e. the so-
called Bretton Woods System.'®® Accordingly, the authors of the Treaties of Rome did not
include the idea of a single currency between the Member States, while the objectives of EEC
were developed only to the extent of a customs union and a common agricultural market. %

It was only in October 1962, when the EU Commission issued a Memorandum (known as the

194 See: TEC (n 193) Article 240 and EUROTOM Treaty (n 195) Article 208.

195 ‘Consolidated version of the Convention establishing the European Free Trade Association, last amended on
1 July 2013’ <http://www.efta.int/sites/default/files/documents/legal-texts/efta-
convention/Vaduz%20Convention%20Agreement.pdf> accessed 14 July 2017.

See also: EFTA website <http://www.efta.int/about-efta/history> accessed 14 July 2017.

1% | oth, Wilfried, ‘Explaining European Integration: The Contribution from Historians’ (2008) 14 (1) Journal of
European Integration History 8, 20 <http://www.eu-historians.eu/uploads/Dateien/jeih-27-2008 1.pdf>
accessed 14 July 2017.

197 Baimbridge, Mark J., Mullen, Andrew and Whyman, Philip B., The political economy of the European social
model (Routledge Studies in the European Economy 2012) 33.

198 The Bretton Woods System is further analysed in chapter two.

199 Scheller, Hanspeter K., ‘The European Central Bank: History, Role and Functions’ (2nd rev edn, ECB
Publications 2006) <http://www.ecb.europa.eu/pub/pdf/other/ecbhistoryrolefunctions2006en.pdf> accessed
14 July 2017.
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Marjolin Memorandum), in which it was stressed that a Single Market requires a single
currency and highlighted the link between economic and monetary integration.??® This led to
a series of serious discussion on European monetary integration, which in turn, triggered an
intense debate about the creation single currency and further monetary integration at the
Community level.?%! Despite the fact that there was no action taken under the scope of the
memorandum, the establishment of the Committee of Governors of the central banks of the
Member States of the EEC in 1964, proved to be of great importance in fostering the monetary
cooperation among the Community central banks and in the final move towards the EMU. In
addition, the Committee was responsible for the preparatory process of the first draft Statute

of ECB in 1990.202

By the late 1960s, European integration was showing signs of effectiveness and
positive progress, including: the prompt completion of the transition period towards the
establishment of a true customs union; the adoption of a common agricultural policy; and the
foundation of a system of own resources.?’®> However, although Europe’s junior integration
steps were marked by successful achievements, at international level, the Bretton Woods
system was approaching its collapse. Thus, the last tie to the golden standard was also about
to end. This brought the need for a mechanism that would replace it at European level. As a
response, the EU Commission officially introduced the new objective of European integration:
the EMU. In particular, in 1969, the EU Commission submitted a memorandum to the EU
Council (known as the Barre Plan or Barre Memorandum),?%* which aimed at the promotion
of economic policy coordination and monetary cooperation among the members of the

EEC.%% As it was stated at the Barre Plan: “At the present time the Community is an original

200 Commission ‘Memorandum and Proposals to the Council on the establishment by stages of economic and
monetary union’ COM (70) 1250.

201 Mongelli, Francesco P., ‘European Economic and Monetary Integration, and the Optimum Currency Area
Theory’ (2008) European Commission, Economic Papers No 302, 9
<http://ec.europa.eu/economy_finance/publications/publication12081_en.pdf> accessed 14 July 2017.

202 Andrews, David, ‘The Committee of Central Bank Governors as a source of rules’ (2003) 10 (6) Journal of
European Public Policy 956.

203 The Delors Report (n 54) point 1.

204 Commission ‘Memorandum to the Council on the coordination of economic policies and monetary
cooperation within the Community’ (Bulletin of the European Communities, Supplement No 3/1969) COM (69)
150 (hereinafter: The Barre Plan).

205 Smits, Rene, The European Central Bank: Institutional Aspects (Kluwer Law International 1997).
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and complex entity, consisting of both national and Community elements started from the

observation that the Community was “an original and complex economic entity” 2%

The Barre Plan was followed by the Werner Report (also known as Werner Plan), which
was created after the Heads of State and Government of the European Community (as was
the EU originally called) requested the Council to prepare a plan with a view of furthering the
European integration through the creation of an economic and monetary union.?®’ The
Council, in turn created a Committee, which was chaired by the Prime Minister of
Luxembourg, Pierre Werner, and provided the aforementioned report (the Werner Report) in
October 1970.2% |n March 1971, following Werner Report, the Members States reached an
agreement, which was finalised with the establishment of a Community exchange rate system

III

(also known as the currency “snake” or the “snake in the tunnel” system) that came into force
in 1972, and by which, the Community Members agreed to peg their currencies to each
other.2®® It should be noted that not all the Community Members’ currencies were part of the
system. In fact, the “snake” constituted an exchange rate system only among the Deutsche

mark, the Dutch guilder, the Belgian and Luxembourg francs and the Danish krone.

Along the same lines, in 1973 another mechanism was introduced as an essential part

”n

of the “snake’s” operation: the European Monetary Fund Cooperation (EMFC). Despite the
fact that the EMFC was established in order to coordinate the central banks’ cooperation, its
operation remained limited in technical tasks.?’® The “snake” was not considered as
particularly successful, but it rather raised concerns and politically controversial debates. As
we will discuss below, the case of United Kingdom’s (hereinafter UK) participation in the

Exchange Rate Mechanism (ERM) is a representative example that the objectives set by the

ERM were far from being achieved. Namely, on 16 September 1992, a day that came rapidly

206 The Barre Plan (n 205) point 5.

207 ‘Final Communique of the Hague Summit on 1- 2 December 1969 in Hague’ (Bulletin of the European
Communities 1-1970) point 8.

208 ‘Report to the Council and the Commission on the realization by stages of economic and monetary union in
the Community’ (Supplement to Bulletin of the European Communities 11-1970) (hereinafter: the Werner
Report) <http://ec.europa.eu/economy finance/publications/publication6142 en.pdf> accessed 14 July 2017.

203 ‘Resolution of the Council and of the Representatives of the Governments of the Member States of 21 March
1972 on the application of the Resolution of 22 March 1971 on the attainment by stages of economic and
monetary union in the Community’ [1972] OJ C 38/3.

210 For a detailed analysis: Ungerer, Horst, A Concise History of European Monetary Integration: From EPU to
EMU (Quorum Books 1997).
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to be known as Black Wednesday, the UK, struggling to maintain the value of its currency
within agreed limit of EMR floating band, was forced to exit from the EMR in less than two
years after joining it. The result was a rapid depreciation of pound sterling and an
instantaneous loss of credibility. This event also seriously undermined the UK’s financial policy
and damaged the reputation of the Prime Minister, John Major and his Chancellor, Norman
Lamont.?!! After leaving the ERM, however, the UK entered its longest period of continuous
economic growth.?!> The UK adopted inflation targets after exiting from EMR in order to

restore a nominal anchor and inflation rates.

From the mid-1970s, the initial tendency to create a more consolidated monetary
union at Community Level, was weakened and to a high degree, was disorientated due to a
number of factors, including: the oil shock of 1973; policy divergence at national level and
weak compliance with the currency “snake”; dollar weakness and the economic
consequences that followed. Italy withdrew from the 'currency snake' in February 1973;
France in January 1974, re-joined in July 1975 and withdrew again in March 1976; Denmark
and the United Kingdom became part of it in May 1972 and withdrew in June 1972. Thus, in
1979 the snake was abandoned. Simultaneously, Europe entered a period of high inflation
and increased unemployment rates, which gave priority to national initiative and the

Community’s role was placed in a secondary position.2!3

1.3.2 The European Monetary System

Following the period of “currency snake,” it was only in 1979 when signs of progress
towards furthering monetary integration were initiated again. This initiation came with the
establishment of the European Monetary System (EMS), which came into operation in March

1979.2'% The aim was the creation of an area of monetary stability, by encouraging Member

211 Toye, Richard and Gottlieb, Julie, Making Reputations: Power, Persuasion and the Individual in Modern British
Politics (1.B. Tauris 2005).
212 ‘Sir John Major, Conservative 1990 to 1997’ <https://www.gov.uk/government/history/past-prime-
ministers/john-major> accessed 14 July 2017.
213 See:

- Mongelli (n 202); and

-  ‘Phase 2: the European Monetary System’ (European Commission  website)

<http://ec.europa.eu/economy finance/euro/emu/road/ems en.htm> accessed 14 July 2017.

214 ‘Resolution of the European Council of 5 December 1978 on the establishment of the European Monetary
System and related matters’ [1978] Bulletin of the European Communities No 12/1979 10 (hereinafter: EMS
Council Resolution).
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States to coordinate their monetary policies at Community level.??> The EMS involved the
creation of a fixed exchange rate mechanism (ERM) that was meant to facilitate the creation
of a single market.?® The main objective of ERM was to enhance the credibility of monetary
policy through the reductions of increased inflation with minimum effects on unemployment,
through the setup of a stable exchange rates that would promote trade among participating
countries. Another mechanism that was adopted within the context of the EMS
establishment, was the European Currency Unit (ECU)?'” that was designed to operate as a
basket currency.?® It is worth noting that the establishment of the EMS, including all its

supporting mechanisms, was achieved without the need for formal treaty revision.?*°

In contrast with the “snake”, the EMS managed to maintain most of the Member
States’ currencies within a single exchange rate system. In addition, it has been considered an
improved mechanism due to the introduction of the ECU (the forerunner of the future single
currency, the Euro), and the perception of a European Monetary Fund (EMF).?%° The
participation in EMS, also, strengthened cooperation and monetary policy coordination
among the Member States, and proved to have been a useful tool for countries dealing with
high inflation rates, fostering in this way exchange rate stability.??! The ECU was meant to be
at the centre of the system and would be used “as a means of settlement between EEC
monetary authorities.”?*> However, its role within the EMS remained rather limited in

practice, which was attributed to the absence of an anchor for the ECU.2%

215 Conclusions of the Presidency of the European Council resolution on the establishment of the EMS in 5
December 1978, Brussels, point 1 para 2
216 EMS Council Resolution (n 215) point 3.
217 EMS Council Resolution (n 215) point 2.2.
218 \ranken, Martin, ‘The Euro crisis in context: Historical and legal perspectives Journal Articles Refereed’ (2012)
Association of Comparative Legislation of the Countries of the Pacific
<http://www.victoria.ac.nz/law/research/publications/about-nzacl/publications/cljpjdcp-journals/volume-18,-
2012/Vranken.pdf> accessed 14 July 2017.
213 Vranken (n 219) 180.
220 Mourlon-Druol, E., A Europe Made of Money: the emergence of the European Monetary System (Cornell
University Press 2012).
221 See:

- Scheller (n 200) 19; and

- Bayoumi, Tamim, ‘International Monetary Fund: The Effect of the ERM on Participating Economies’

(1992) 39 (2) IMF.

222 Annex to the Conclusions of the Presidency of the European Council (Bremen, 6 and 7 July 1978) point 1.
223 Scheller (n 200) 20.
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The overall satisfactory performance of the EMS in promoting monetary stability,
inspired confidence and hope for further European integration. As a result, the Single
European Act (SEA) was adopted in 1986,%2* which came into force in 1987 and constituted
one of the most important amendments of the Treaty since the establishment of the Common
Market in 1968. The aim of the SEA was the creation of a single market among the European
Community countries as the first step towards an economic and monetary union.??® The
importance of SEA lays to the fact that it sets the basis of a common financial market between
the participating members, and it was the first official attempt to enshrine the plan of an EMU

into primarily Community law.2%®

In 1988 the Hanover European Council established a Committee, led by Jacque Delors,
the EU Commission’s President of that time,??” in order to study the European economic and
monetary union perspective. This produced the so-called the Delors Report in 1989,228 which
introduced a three-stage plan for the establishment of the EMU and emphasised the necessity
for a greater coordination at European level in the fields of monetary policy and
macroeconomic management.??° Notably, Delors expressed is vision for a united Europe even
beyond a merely economic union, as: “a frontier free economic and social area on the way to
becoming a political union.”**° Delors Report followed its predecessor’s idea, the Werner
plan, and supported that in order for the EMU to be established in the basis of a single
currency, it should be administered by the a supranational monetary policy authority: a
European System of Central Banks.?3! The SEA led to the first Treaty amendment, including
the introduction of Article 102A, which was used later as the legal basis for the establishment

EMU.23 The stages of European financial integration is analysed in detail in chapter two.

224 ‘Regulation establishing the Single European Act’ [1986] OJ L169/1 (hereinafter: SEA).

225 Dinan, Desmond, Ever Closer Union: An Introduction to European Integration (3rd edn, Lynne Rienner
Publishers Inc. 2005).

226 Smits (n 206) 27.

227 Supplement to Bulletin 11/89 of the European Communities, point 18.

228 The Delors Report (n 54).

223 The Delors Report (n 54) point 19.

230 Dinan, D., Ever Closer Union: An Introduction to European Integration (3rd edn, Lynne Rienner Publishers Inc.
2005) 97

21 The Delors Report (n 54).

232 \Vranken (n 219) 181.
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1.3.3  The Maastricht Treaty

At the same period of time, there were significant political and historical events taking
place in Europe, such as the fall of the Berlin Wall and the collapse of communism in the
majority of Central and Eastern Europe countries. Consequently, the need for cooperation at
a supranational level was felt more than ever.?*3 To this end, following the plan set by Delors
Report, the 1989 Strasbourg European Council requested an intergovernmental conference
(IGC), in an attempt to identify the necessary amendments of the Treaty able to facilitate the
creation of EMU. The work of the intergovernmental congress resulted in the Treaty on
European Union (TEU), which was signed on February 1992 in Maastricht and came into force
in 1993.234 The TEU (also known as the Maastricht Treaty) constitutes one of the most
important milestones in the history of the EU, establishing defined rules for the forthcoming
single currency as well as for a new foreign and security policy framework, within the scope
of an increased coordination and cooperation among the Member States in regards with
justice and home affairs.?%> As it was stated in the TEU: “This Treaty marks a new stage in the
process of creating an ever closer union among the peoples of Europe, in which decisions are

taken as closely as possible to the citizen.”?3¢

The TEU was an extensive legal document, which was divided into seven titles and
included seventeen binding Protocols and thirty-three Declaration attachments.?®” With
regards to monetary union, the TEU specified, that in accomplishing the common objective of
the EMU, a three stage process - of four years each - should be followed, as it was originally
envisaged by the Delors Report.?*® At the same time, and while the agreement of the common
goal of the creation of the EMU was reached, the TEU set the so-called “convergence

criteria”?3 as a precondition for the Member States in order to become part of the EMU.2%°

233 Kaczorowska, Alina, European Union Law (2nd edn, Routledge 2011).

234 Treaty on European Union [1992] OJ C191/1 (hereinafter: TEU) <http://eur-lex.europa.eu/legal-
content/EN/TXT/PDF/?uri=CELEX:11992M/TXT&from=EN> accessed 14 July 2017.

235 European Union, ‘Towards a single currency: a brief  history of EMU’
<http://europa.eu/legislation _summaries/economic_and monetary affairs/introducing euro practical aspec
ts/I25007 en.htm> accessed 14 July 2017.

236 TEU (n 235) Common Provisions, Article A.

237 Kaczorowska (n 234) 22.

28 TEU (n 235) Article 7(1) para 2.

239 See also: Protocol on the Convergence Criteria annexed to the TEU (n 235).

240 Artis, Michael J., ‘The Maastricht Road to Monetary Union’ (1992) 30 (3) Journal of Common Market Studies
299.
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According to Article 140, TEU, the convergence criteria that Member States would have to
meet, as a precondition to join the EMU, were: a high degree of price stability; sustainability
of the government financial position; the observance of the normal fluctuation margins
provided for by the exchange-rate mechanism of the European Monetary System, for at least
two years, without devaluing against the euro; the durability of convergence achieved by the
Member State with a derogation and of its participation in the exchange-rate mechanism
being reflected in the long-term interest-rate levels. Most importantly, the Member States,
by signing the TEU, were not only committed to institutionalise monetary policy at the
Community Level; they also agreed, to transfer their national sovereignty in a new
supranational institution, assigned with a mandate of price stability and the power of acting

autonomously in deciding and implementing its goals.

The first stage of the EMU’s implementation plan, began in 1 July 1990 and was
completed in 31 December 1993, when Europe reached a complete liberalisation of capital
movements and its Member States became also members of an area of free movement of
goods, capital, services, and people (these are also known as the EU’s four freedoms). As the
process had to move further, and in accordance with Article 109e(1), TEU, the 15t of January
1994 was set the official starting date of the second stage, which had to be completed on 31
December 1998.2*! The second stage introduced a new institution, the European Monetary
Institute (EMI), which was entrusted with the task of strengthening the cooperation and
coordination of monetary policies within the participating countries.?*? As the President of
the EMI, Duisenberg, stated: “the main task of the European Monetary Institute (EMI) has

been to translate into a coherent plan, and to implement, the political commitment to

241 Bulletin of the European Communities No 10-1993, point 8.

222 TEU (n 235) Article 109f.

See also: Protocol on the Statute of the European System of Central Banks and on the European Central Bank
(hereinafter: ESCB Statute), Annexed to the Treaty Establishing the European Community [1992] OJ C191/68, as
amended by the Treaty of Amsterdam [1997] OJ C340/1, the Treaty of Nice [2001] OJ C80/1, Council Decision
2003/223/EC OJ L83/66 and the Act concerning the conditions of Accession of the Czech Republic, the Republic
of Estonia, the Republic of Cyprus, the Republic of Latvia, the Republic of Lithuania, the Republic of Hungary, the
Republic of Malta, the Republic of Poland, the Republic of Slovenia and the Slovak Republic and the adjustments
to the Treaties on which the European Union is founded [2003] OJ L236/33 — unofficial consolidated version
<https://www.ech.europa.eu/ecb/legal/pdf/en statute 2.pdf> accessed 14 July 2017.

For the latest version of the ESCB Statute see: ‘Protocol (No 4) On the Statute of the European System of Central
Banks and of the European Central Bank’ [2016] (o] C202/230
<https://www.ecb.europa.eu/ecb/legal/pdf/oj_c_2016_202_full_en_prod.pdf> accessed 14 July 2017
(hereinafter: ESCB Statute).

64


https://www.ecb.europa.eu/ecb/legal/pdf/en_statute_2.pdf

establish a monetary union that the European countries made in signing the Maastricht
Treaty.”?% EMI, played the role of a transitory institution towards the completion of the EMU
project, and became responsible for conducting all actions required for the adoption of the
single currency, until the ECB took over.?** Lastly, the EMI had legal personality and its
independence, while not at same level with its successor’s (i.e. the ESCB), was granted under
Article 8 of EMI Statute.?*> In particular, Article 8 of EMI Statute gave EMI’s members the
freedom to act according to their own responsibilities, which can be comparable to Article 7,

ESCB Statute.24®

During stage two, various difficulties became evident, which raised doubts as to the
feasibility of accomplishing the plan for an economically and monetary united Europe. The
ratification process of TEU was, among the rest, an issue that gathered attention, since it
proved to be relatively long and not particularly smooth.?*” Another greatly discussed topic,
was the establishment of the European System of Central Banks (ESCB), which although was
discussed since the publication of the Delors plan and was supposed to be part of the second
stage, in practice, it was not achievable. This happened due to the fact that the preparation
of transferring national sovereignty in a supranational level, by creating, at the same time,
the adequate conditions for the new monetary policy coordination framework, was not
straightforward and took longer than expected. Lastly, the role of EMI, whereas pivotal in
preparing the ground for the establishment of the ESCB at a later stage, remained to a large
extend limited. Notably, decisions regarding monetary policy, were still largely a privilege of

the national authorities, while the EMI was not enjoining any decision-making power.248

243 pDuisenberg, Willem Frederik, ‘The European Monetary Institute and progress towards monetary union’
(speech delivered by President of the European Monetary Institute at the International Banking Seminar on 22
September 1997 in Hong Kong) <https://www.ecb.europa.eu/press/key/date/1997/html/sp970922.en.html>
accessed 14 July 2017.
244 See:
- TEU (n 235) Article 109f(2) and (3); and
- ‘Treaty establishing the European Community (consolidated version), D. Protocols annexed to the
Treaty establishing the European Community Protocol (No 19) on the Statute of the European
Monetary Institute’ [1992] OJ C 321E/281 (hereinafter: EMI Statute), Articles 2, 4.1 and 4.2.
245 EMI Statute (n 245).
246 Smits (n 206) 49.
247 Andenas, Mads and Kenyon-Slade, Stephen, EC Financial Market Regulation and Company Law (Sweet &
Maxwell 1993) 233-235.
248 ‘European Monetary Institute’ (European Monetary Institute, 1997)
<http://www.ecb.europa.eu/pub/pdf/othemi/pub 02en.pdf> accessed 14 July 2017.
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The next and final stage in completing the EMU project, started after the Member
States had fulfilled the convergence criteria, and was completed with the adoption of the
ESCB and ECB on 1 June 1998. The process reached its peak with the introduction of the single
currency, the Euro, in 1 January 1999, crowning the vision for EMU’s creation. Henceforward,
the ESCB, consisting of the ECB and the national central banks (hereinafter: NCBs), is
entrusted with the responsibility of implementing the common monetary policy
framework.?*® Lastly, it should be noted that the EU Treaties (both the TEU and TEC)
underwent two notable amendments, including the Treaty of Amsterdam,>° which was
signed on 2 October 1997 and the Treaty of Lisbon, 2°* which was adopted on 13 December
2007 and entered into force on 1 December 2009. The Lisbon Treaty renamed TEC to TFEU
(the Treaty on Functioning of the European Union — hereinafter TFEU). In the monetary union
area, the Treaty of Lisbon, or aimed at strengthening the decision-making authority of the EU

Council for Member States that have joined the single currency.?%?

1.3.4 ESCB Structure

Although the ESCB structure and objectives are subject to further analysis in chapter
three, it is important at this stage, to outline some of the main characteristic of its functioning.
The ESCB, is composed of the ECB and 28 NCBs of the euro participating and non-participating
European countries. The ECB and the NCBs of the 18 countries that have adopted the Euro
form the Eurosystem, where the participating Member States have ceded control over
monetary policy to the ECB and the latter is responsible for defining and implementing
monetary policy. The NCBs differ from the ECB in so that the NCBs constitute bodies with legal
personality authorised by the law of each country, whereas the ECB enshrined its legal
personality under EU Law. The ESCB does not have its own legal personality, thus, it is
governed by the independent decision-making bodies of the ECB. Nevertheless, the ESCB is
responsible for promoting and ensuring the values, and the completion of ESCB targets, in

accordance with the EU Treaties and the ESCB Statute. The main body of the ECB is the

249 See:
- Mongelli (n 202) 15-16; and
- ESCB Statute (n 243).
20 Treaty of Amsterdam amending the Treaty on European Union, the Treaties establishing the European
Communities and certain related acts [1997] OJ C340/01.
251 TFEU (n 5).
2 TFEU (n 5) Article 136.
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Governing Council, which is entrusted with decision-making powers. The Governing Council
includes the Executive Board of ECB and the central bank governors of the Member States,

and is empowered with the duty of defining and implementing monetary policy.?>3

Although the objectives of the ESCB and its duties are laid down in Article 127, TFEU,
its status within the Community, in comparison with the rest of EU bodies and institutions,
remains a puzzled issue. This is partly attributed to the fact that the ESCB consists of internal
bodies with separate legal personality and the ESCB is operating under an independent status,
enshrined by EU Law. However, at the same time, the ESCB should act within the scope of the
common EU objectives while performing its monetary policy’s duties. Moreover, as Smits
argued: “the ESCB is part of the Community and as such should act in accordance and
cooperation with the rest of Community’s Institutions, and has to be treated as subject to the
general rules of the Community.”?>* In supporting this argument, Smits refers to Article 5 TEU,
considering it applicable to relations between both the institutions and ESCB, and the ESCB
and Member States.?>> The question of what powers come under EU jurisdiction is an ongoing

topic that has been subject to an extensive controversy.

A good example is a recent case, involving the European Stability Mechanism (ESM),
which is a permanent bailout EU agency that provides financial assistance, mainly in the form
of loans, to Eurozone Member States’ financial institutions when facing difficulties. The case
concerned claims against ECB’s and EU Commission’s role, regarding their involvement in the
intervention ESM to assist the two biggest Cypriot banks. The problem started when the
claimants had suffered a substantial decrease in the value of their deposits following the
forced bank restructure. Thus, the claimants were seeking firstly, the annulment of specific
parts of the Memorandum of Understanding on Specific Economic Policy Conditionality
concluded between the Republic of Cyprus and the ESM for the restructuring of the banks
and compensation from the involvement of the ECB and the EU Commission in the adoption
of the MoU. The ECJ rejected the annulment claims, mainly based on the plea that the MoU

was adopted by the Republic of Cyprus and the ESM, and since the ESM falls outside the remit

253 TEU (n 235) Article 105-109d; and ESCB Statute (n 243). See also: Wrase, Jeffrey M., ‘The euro and the
European Central Bank’ (1999) Business Review, Federal Reserve Bank of Philadelphia 3.

254 Smits (n 206) 473.

255 Smits (n 206) 92-100.
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of EU law, the legality of its acts cannot be review under Article 263, TFEU. 2°° Interestingly,
however, the ECJ held that the tasks allocated to the EU Commission by the EU Treaty oblige
the latter to ensure that MoUs concluded by the ESM - which is an international body that
falls outside of EU remit - are in conformity with EU law.?>’ A justification of this view was
provided by the Advocate General Wahl, who opined that: “Given that they were performing
tasks outside the framework of the EU, the conduct of the EU institutions criticised by the
appellants in the present cases should be viewed mainly through the lens of public
international law. Those institutions were in fact acting on behalf of an international
organisation (the ESM), whose members are sovereign States, with a view to concluding an
international agreement...Under the rules of public international law...the conduct of agents
of international organisations is generally imputable to the organisation itself.”?*® Therefore,
this raises an important question, which although exceeds the scope of this analysis, is worth
mentioning. Is this reasoning to be considered as the EU Commission has the responsibility to

ensure the conformity with EU Law of every MoU conducted?

1.4 ECB independence

1.4.1 Core elements

The ECB was created in a period, as discussed earlier, when the idea of independence
was enjoying widespread acceptance at national, regional and international level. There was
a broad consensus that the independence of the guardian of EU’s common currency was an
important prequisite in promoting price stability and low inflation. As mentioned earlier,
there were also several empirical studies, which provided evidence about the link between
central bank independence and low inflation.?®® Following this general trend, the
independent status of the ECB was guaranteed even before the ECB started to operate and
was subsequently reflected in both the TFEU and the Statute of ESCB. The statutory
independence of ECB is enshrined in the EU treaties, forming EU primary law, rather than just

secondary legislation.?®® Therefore, amending the independence of the ECB requires

256 Joined Cases C-8/15 P to C-10/15 P Ledra Advertising Ltd and Others v European Commission and European
Central Bank (ECB) [2016] ECR paras 50 and 55 (hereinafter: Ledra case).

257 Ledra case (n 257) para 50.

258 | edra case (n 257) Advocate General Wahl Opinion delivered on 21 April 2016 para 98.

259 See: section 1.1.2.

260 See: Kapteyn, P.J.G., McDonnell, A.M. and Mortelmans, K.J.M. (eds), The Law of the European Union and the
European Communities (4% rev edn, Kluwer Law International 2008) 952.
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amendment of the TFEU in accordance with Article 48, TEU. The high level of independence
granted to the ECB, has raised questions of accountability and legitimacy of its decisions,

which is further explored in the following section.

In addition, it was a compulsory precondition for the countries that wanted to join the
euro-area, to have completed the process of granting their central bank full institutional
independence.?? In particular, Article 130, TFEU, provides that: “The Union institutions,
bodies, offices or agencies and the governments of the Member States undertake to respect
this principle [of central bank independence] and not to seek to influence the members of the
decision-making bodies of the European Central Bank or of the national central banks in the
performance of their tasks.” Thus, failure to ensure central bank independence would count
as a breach of EU law, which would justify bringing an action before the ECJ.?%? For instance,
Romania is an example of a new entrant that undertook significant steps to update its banking
legislation in order to meet the requirements of joining the Eurozone and strengthening

central bank independence was among the main prerequisites.?63

Having discussed already the main types of central bank independence and their
theoretical foundation, the following analysis focuses on the various forms of ECB

independence as provided by EU law.
A. Institutional Independence

As previously mentioned, institutional independence refers to the ability of the
monetary authority to act independently, as a separate, from the other government
institutions, legal entity.?% Within the ESCB, both members of ECB and NCBs should be acting
in accordance to their own responsibilities, free of any influence from both national and EU

level. Moreover, the members of ECB and NCBs are not obliged, while performing their tasks,

261 TEU (n 233) Article 108.

262 Smaghi, Lorenzo Bini, ‘Central bank independence: from theory to practice’ (Speech by Member of the
Executive Board of the ECB at the conference: Good Governance and Effective Partnership, Budapest, Hungarian
National Assembly, 19 April 2007)
<https://www.ech.europa.eu/press/key/date/2007/html/sp070419.en.html#fnid7> accessed 14 July 2017.

263 Dragos, Pdun, Zoicas-lenciu Adrian and Trenca, loan, ‘Considerations on Monetary Policy held by the Central
Bank to Adopt the Euro’ (2010) 19 (1) Annals of the University of Oradea, Economic Science Series 449, 450.

264 See also: Smits (n 206) 155.
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to seek assistance from any other EU body or the respective governments.?®®> Thus, the ECB
acts independently when deciding and implementing the policies that fall within the scope of
the tasks entrusted to the ESCB under the TFEU and its Statute; while member states and EU
institutions, bodies, offices and agencies and the governments shall respect this

independence by avoiding to influence the members of the ECB decision making bodies.?%®

B. Personnel Independence

This type of independence refers to the autonomy of the internal bodies” members of
the ECB. In particular, the Governors of the NCBs and members of the Executive Board are

267 However, while the

granted, at least, a five and eight year office term respectively.
members of the Executive Board term office mandate is not renewable,?%8 the governors of
the NCBs may be reappointed.?®® Furthermore, the members of the Executive Board are
committed to perform their duties in a full-time basis and exclusively, without the possibility
to combine it with any other professions.?’? In addition, the members of the Executive Board
can be discharged from their duties only if they no longer fulfil the required conditions for the
performance of their duties or in case of guilt of a serious misconduct.?’* The same principle
apply to the national procedures concerning the dismissal of the NCBs” members, which
should be set in respect with the relevant procedures as are underlined in the Statute of
ESCB.?’? Lastly, the Governors of NCBs are provided with a minimal office term length of five

years.?’3

C. Functional independence

Functional independence, involves the key powers and tools that should be assigned
to the monetary authority which would enable the accomplishment of its main goal, i.e. price

stability. In particular, ESCB holds the power to define and implement monetary policy

265 TFEU (n 5) Article 130 and ESCB Statute (n 243) Article 7.

266 TFEU (n 5) Article 130, 282(3) and ESCB Statute (n 243) Article 7.
267 ESCB Statute (n 243) Articles 14.2 and 11.2.

268 TFEU (n 5) Article 283(2) and ESCB Statute (n 243) 11.2.

269 ESCB Statute (n 243) Article 14.

270 ESCB Statute (n 243) Article 11.2.

271 ESCB Statute (n 243) Article 11.2.

272 ESCB Statute (n 243) Article 11.4 and 14.2.

273 ESCB Statute (n 243) Article 14.2.
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exclusively,?’4 and is also, the responsible body for banknote issuance.?’> Moreover, the ECB
holds the exclusive power of controlling the share capital and foreign reserve assets when
they fall within the scope of the ESCB Statute.?’® The ECB power is limited in granting loans or
any other type of credit facilities or debt instruments in favour of any EU or national:
“institutions, bodies, offices or agencies, central governments, regional, local or other public
authorities, other bodies governed by public law, or public undertakings of Member States.”?’”
The only exception to this rule is the case of publicly owned credit institutions, which, enjoy
the same privileges as private credit institutions.?’® This aims to avoid scenarios that would

facilitate the ECB strategies and operations to being influenced by important creditors-

members of Eurozone’s associations and arrangements.?”?

Lastly, the ECB is assigned regulatory powers to impose binding and non-binding legal
acts with the status of secondary EU Law, including decisions, recommendations and
opinions.?% Furthermore, another instrument attached to the powers of the ECB is the ability
to levy penalty interest and to impose other sanctions with comparable effect against
Member States’ credit institutions, in case they fail to comply with the required minimum
reserves. 281 It is important to re-emphasise that these regulatory powers assigned to the ECB
by primary EU Law, equate the ECB’s regulatory competences with the rest EU institutions.
Thus, this results in significant power given to unelected officials to produce binding
legislation. Hence, it is clear where the rationale of this effort to shield ECB’s independence

by means of primary EU law, finds its basis.
D. Financial independence

As discussed earlier, financial independence is related to the autonomy of central
banks to cover and organise the funding of their operations and activities. At EU level, the ECB

has the exclusive power to issue the euro and to manage its finances.?®? Also, the monetary

274 TFEU (n 5) Article 127(2) and ESCB Statute (n 243) Article 3.1.
275 TFEU (n 5) Article 128(1) and ESCB Statute (n 243) Article 16.
276 ESCB Statute (n 243) Article 30.1.

277 TFEU (n 5) Article 123(1).

278 TFEU (n 5) Article 123(2).

279 See: ESCB Statute (n 243) Article 34.

280 TFEU (n 5) Article 132 and ESCB Statute (n 243) Article 34.

281 ESCB Statute (n 243) Article 19.

2822 TFEU (n 5) Article 282.
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income, which is the income accruing to the NCBs in the performance of ESCB’s operations,
is divided among all the NCBs at the end of each financial year.?83 This procedure of allocating
the monetary income in an annual basis, is set by Article 32, ESCB Statute, in order to protect
the monetary income to become subject to political interference. Lastly, there are external
auditors, appointed by the Governing Council and approved by the EU Council, with the task

to examine the books and accounts of both the ECB and NCBs.28

1.4.2 Transparency, Communication and Accountability of the ECB

As mentioned earlier in this chapter, the ECB operational structure and institutional
framework was highly based on the German Bundesbank model of central banking.?®®> The
justification of the success of this model, was the Bundesbank performed exceptionally well
in maintaining inflation low during the early 1970s when the Bretton Woods System
collapsed. Thus, the ECB as a creature of its time, enjoys a highly independent status and a
wide discretionary space to use its instruments in pursuing the assigned tasks and objectives.
In fact, since the drafting of the Maastricht Treaty, the ECB — which is not an EU institution
within the meaning of Article 13, TEU — the power to adopt regulations that become EU and
national law (of the Member States) without requiring the involvement of national

parliament, the EU Parliament of other EU institutions.?8®

In addition, it has been repeatedly argued that the ECB is more independent than the
Bundesbank, 287 with some even claiming that “the European Central Bank has been endowed
with greater powers than any other non-majoritarian Community institution to date.”?%
Indeed, since the independence of the ECB, is enshrined by EU Law, it has a stronger legal
basis from that of Bundesbank. To this end, the Bundestag, the German Parliament, has the

power to change the statute of the central bank (i.e. the Bundesbank), which is also

283 ESCB Statute (n 243) Article 32.
284 TFEU (n 5) Article 287 and ESCB Statute (n 243) Article 27.
285 Bibow (n 31) 6.
286 Majone, 1998 (n 125) 15.
287 See:
- Majone, 1998 (n 125) 15.
- Verdun, Amy, ‘The Institutional Design of EMU: A Democratic Deficit?’ (1998) 18 (2) Journal of Public
Policy 107, 108.
288 Brentford, Philip, ‘Constitutional Aspects of the Independence of the European Central Bank’ (1998) 47 (1)
International and Comparative Law Quarterly 75, 106.
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embedded in a system of political checks and balances. The European Parliament, on the
other hand, cannot modify the ECB’s status, objectives and overall mandate.?%° This practically
implies that the institutional framework of the ECB is much more immune to changes, in
comparison to relevant institutions at national level.>° In essence, the ECB’s independent
status can be modified only through Treaty amendment, which requires unanimous consent
of the Member States and ratification at national level.?®* As analysed already, such a high
degree of independence assigned to an institution that falls outside the scope of direct
parliamentary control seems to pose the potential of a ‘democratic deficit,” raising issues of
accountability. Hence, the relevant literature on the ‘democratic deficit’ in the EU, refers to
the lack of democratic control of the ECB decisions, which are not subject to scrutiny by
neither national nor the European parliaments.?®? For instance, according to Begg and Green,
the ECB is “to independent’ since it enjoys both instrument and goal independence and
hence, “there will be a substantial and widely perceived democratic deficit which will
undermine the credibility of European economic institutions when adverse economic
circumstances arise.??® A counter argument to the advocates of ECB’s ‘democratic deficit,” is
that the Treaty setting the legal basis of the ECB has been agreed, initially by 15 and

subsequently by 28 national governments, and ratified by the relevant national parliaments.

289 VVerdun (n 288).
2%0 For the advocates of this view see:
- Brentford (n 289) 109;
- De Haan, Jakob, ‘The European Central Bank: Independence, accountability and strategy: A review’
(1997) 93 (3-4) Public Choice 395, 417;
- Heisenberg, Dorothee and Richmond, Amy, ‘Supranational institution-building in the European Union:
a comparison of the European Court of Justice and the European Central Bank’ (2011) 9 (2) Journal of
European Public Policy 201, 211-212; and
- Verdun (287) 108.
%1 Majone, 1998 (n 125) 15.
292 For an early analysis on the democratic deficit debate see:
- Boyce, Brigitte, ‘The Democratic Deficit of the European Community’ (1993) 44 (4) Parliamentary Affairs
458;
- Lodge, Juliet, ‘Transparency and Democratic Legitimacy’ (1994) 32 (3) Journal of Common Market
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- Scharpf, Fritz W., ‘Economic Integration, Democracy and the Welfare State’ (1997) 4 (1) Journal of
- European Public Policy 18; and
- Schmidt, Vivien, ‘European Integration and Democracy: the Differences among Member States’ (1997)
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Sawyer, Malcolm C. (eds), The Political Economy of Central Banking (Edward Elgar 1998) 122, 134.
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It should, however, be noted that the approval of the Treaty was subject to a take-it-or leave

it vote on the entire content of the document.?®*

In a democratic society, the independence of a decision-making body cannot be
regarded in isolation from its mandate. Thus, central bank independence is not to be viewed
as an end in itself, but as a tool in pursuing objectives that are set by law. In fact, as we saw
earlier, central bank independence needs to be complemented or perhaps, counterbalanced
by accountability, credibility and transparency. The meaning of each of these notions has
been largely covered, including how they affect and interact with one another. Therefore, it
is hardly surprising that the same principles, arguments and empirical evidence come into
play in regard to the institutional arrangements of the ESCB. To this end, the commitment of
the ECB to the principle of openness, transparency and accountability has been repeatedly
emphasised by both the ECB in its annual Reports and its official in various public speeches.
For instance, in the annual Report of 1999, the ECB highlighted that: “The ECB is committed
to the principles of openness, transparency and accountability.”?°> Additionally, Otmar Issing,
who served as a members of the Executive Board, stated that: “the ECB is both accountable
and transparent” and it “...has a mandate determined by the Treaty, which stipulates how it
should be accountable to the public at large.?*® Similarly, Wim Duisenberg, highlighted that:
the European Central Bank is fully independent, but also fully accountable to Parliament,
Ministers and the public.”?®” Tommaso Padoa-Schioppa, who was another members of the
Executive Board, explained that: “the ECB fulfils its accountability obligation, inter alia, by way
of comprehensive dialogue with political bodies,” including the EU Parliament - which is: “the
institution of Europe's democratically elected representatives, which represents the interests

of the peoples of Europe” - and other EU bodies that the bodies that play a role in the

294 Buiter, Wilhelm H., ‘Alice in Euroland’ (CEPR Policy Paper No. 1, 1999), 4 <http://ac.els-
cdn.com/S0165188914002127/1-s2.0-50165188914002127-main.pdf?_tid=fae42f60-69b6-11e7-9caf-
00000aab0f27&acdnat=1500162207_541f393e845bef872b738321ce7be08a> accessed 14 July 2017.

25 ‘Annual Report 1999’ (ECB, Frankfurt am Main, 2000a), 128
<https://www.ecb.europa.eu/pub/pdf/annrep/ar1999en.pdf?2f98b3509c69c370be35blebf0424447>
accessed 14 July 2017.

2% |ssing, Otmar, ‘The ECB and its watchers’ (Speech by Professor Otmar Issing, at the ECB Watchers
Conference on 17 June 1999, in Frankfurt, Germany)
<https://www.ecb.europa.eu/press/key/date/1999/html|/sp990617.en.html#fn19> accessed 14 July 2017.
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Affairs of the European Parliament, Brussels, 20 June 2000
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European political process (e.g. the Council of Ministers, the EU Commission, the Economic
and Social Committee etc.). Padoa-Schioppa also added that: “at the national level, the
National Central Banks relate to their national parliaments and entertain links of

communication with their national governments.”?®

In addition, the decisions of ECB are subject to judicial control by the Court of Justice.
Namely, according to Article 263, TFEU: “Should the European Parliament, the European
Council, the Council, the Commission or the European Central Bank, in infringement of the
Treaties, fail to act, the Member States and the other institutions of the Union may bring an
action before the Court of Justice of the European Union to have the infringement
established.” > The wording of this Article indicates that in terms of the legality of its actions,
the ECB is treated identically the same as the EU Commission and the other EU institutions
and it is subject to the general principle of EU law.3%° A fact that has been also confirmed by
the ECJ in its judgment in the so-called “OLAF case.” Namely, the ECJ while examining the
constitutional nature of the ECB and the scope of its independence, highlighted that that “the

ECB, pursuant to the EC Treaty, falls squarely within the Community framework.”30!

As far as transparency is concerned, the ECB is required to publish: reports on the
activities of the ESCB at least quarterly; a weekly consolidated financial statement of the ESCB;
and annual reports on the activities of the ESCB and monetary policy operations to the EU
Parliament, the EU Council and the EU Commission.3%? Also, subject to EU Parliament’s
request, the President of the European Central Bank and the other members of the Executive
Board, may be heard by the competent committees of the EU Parliament.3®®> With the
adoption of the euro in 1999, the ECB has made use of all the aforementioned communication

tools. In addition, the ECB adopted a Decision in March 2004, aiming to grant public access to

298 padoa-Schioppa, Tommaso, ‘An institutional glossary of the Eurosystem’ (Article at the conference on "The
Constitution of the Eurosystem: the Views of the EP and the ECB", 8 March 2000)
<https://www.ech.europa.eu/press/key/date/2000/html|/sp000308 1.en.html> accessed 14 July 2017.
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(2001) European Competition Law Review 51.
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Central Bank: Delimiting the ECB’s Constitutional Autonomy and Independence in the OLAF Judgment’ (2005)
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documents drawn up by it, but also to documents received by it, with the view to increase
openness of its decisions.3%* All these combined, aim at enhancing transparency, with the

view to also foster both the accountability and credibility of the ECB’s monetary policy.3%

To this end, in fulfilling its transparency and accountability commitments, the ECB also
holds press conferences by its President and Vice-President immediately after the first
Governing Council meeting of the month, which includes a question and answer session that
is open to various media representatives from inside and outside the Euro-area. In addition,
the transcripts of the press conferences are made available on ECB’s website. This is followed
by the publication of a Monthly Bulletin, usually one week after the Governing Council’s
meeting, which contains detailed and comprehensive evaluation of the economic
environment, long-term development plans and detailed explanation on monetary policy
decisions. Moreover, the President of the ECB is invited four times a year before the
Parliament’s Committee on Economic and Monetary Affairs, which are open to the publicand
involve questions addressed directly to the ECB President by the Members of the Committee.
The other ECB officials are also engaged to public speeches, interviews and participation to
the aforementioned Committee. Lastly, the ECB publishes regularly Working Paper and

Occasional Paper Series and statistical data.3%®

On the negative side, although the EU Treaties and ESCB Statute seem to have created
a legal framework with a number of provisions aiming to ensure the transparency of ESCB’s
actions, serious doubts have been raised as to its effectiveness.3’ For instance, it has been

supported that the existing framework lacks the legally binding mechanisms to assure the

304 ‘Decision of the European Central Bank of 4 March 2004 on public access to European Central Bank
documents’ [2004] OJ L 80/42, as amended by:
- ‘Decision of the ECB of 9 May 2011 amending Decision ECB/2004/3 on public access to ECB documents’
[2011] OJ L 158/37.
- ‘Decision (EU) 2015/529 of the ECB of 21 January 2015 amending Decision ECB/2004/3 on public access
to documents’ [2015] OJ 84/64.
305 See: Christodoulou, Phoebus, ‘The Issue of the Democratic Legitimacy of the Eurosystem — A Sketch’ in
Amicorum, Liber and Garavelli, Paolo Z., Legal Aspects of the European System of Central Banks (European
Central Bank 2005) 179, 185-186 <https://www.ech.europa.eu/pub/pdf/other/legalaspectsescben.pdf>
accessed 14 July 2017.
306 ‘The Monetary Policy of the ECB 2004’ (ECB, 2004a) 68-71
<https://www.ech.europa.eu/pub/pdf/other/monetarypolicy2004en.pdf> accessed 14 July 2017.
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accountability of the ECB, while the existing provisions provide only for information exchange
communication between the ECB and EU institutions.3% Indeed, there are no legally binding
mechanisms that would provide for evaluation procedures in case of misconduct, for
instance, by the ECB governors. As previously mentioned, the EU Parliament holds the power
to call the President of the European Central Bank and the other members of the Executive
Board to be heard in front of the competent committees of the EU Parliament, which
however, does not constitute a legally binding procedure.3% Furthermore, while the ECB
regularly publishes its monthly and annual reports, the minutes of Governing Council’s regular
meetings are not disclosed. This is considerably different than the practice of other central
banks, such as the Fed for instance, which publishes the minutes of Fed’s Open Market

Committee (FOMC) meetings.

In the wake of GFC, greater emphasis was put on enhancing the communication,
transparency and accountability of the ECB, including new mechanisms that aim at
strengthening the role of the ECB at both traditional and new task. However, concerns
regarding the ECB’s monetary policy decisions, have only deepened. For example, the ECB’s
Emergency Liquidity Assistance (ELA) guidelines, which do not exceed a two pages document,
cannot be considered as particularly comprehensive, given also the importance of ELA in
economies that are still experiencing a great hardship, such as Greece.3!° In addition, in 2015
the ECB, repeatedly, decided to limit the ceiling on ELA for Greece’s banks, without, however,
publicly announcing the relevant decisions. With the advent of the Banking Union, and the
ability of the ECB to both supervise Eurozone financial institutions and decide on monetary
policy objectives, a debate on the ECB’s transparency has ensued, largely questioning the

legitimacy of its decision-making role. This is particularly problematic, especially given the fact
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- Gormley, Laurence and De Haan, Jakob, ‘The Democratic Deficit of the European Central Bank’ (1996)
21 (2) European Law Review 95;
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International Law Journal 475, 476-482;
- Lastra, Rosa, ‘Central Banking and Banking Regulation’ (1996) Financial Market Group, London School
of Economics, Special Paper No. 127; and
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309 Amtenbrink (n 95) 568-569.
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2017.
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that the Treaty remains silent as to the possibility for the ECB’s independence to be
overridden by the delectated representatives in times of a financial distress. This is examined
in the last chapter of the thesis, following the legal analysis of the first pillar of the Banking

Union, i.e. the Single Supervisory Mechanism (SSM).

The next chapter moves the discussion from the EU to the international level. At this
domain, the Basel Committee in Banking Supervision (BCBS) constitutes the main
international institution that sets standards for prudential regulation of financial institutions.
As such, the analysis of its role and purpose aims to provide context on the evolution of
banking supervision and regulation, at both international and EU level. Hence, reference is
made throughout the thesis to the implementation of BCBS’s main legislation at EU level. It
should be noted that this exploration does not intent to provide a comprehensive analysis of
the broader subject of the BCBS rules and their role on EU banking regulation, but it rather
aims to provide context to the discussion on EU banking framework, by staying focused to the

core idea of this thesis that is banking regulation and supervision at EU level.

1.5 Basel Committee in Banking Supervision

1.5.1 Creation and early years

In the aftermath of WWII, as barriers of exchange control and other restrictions to the free
movement of financial services were slowly diminished, financial intermediation entered an
era of increasing interconnection. However, while financial markets and intermediation
became international, regulation remained at domestic level. This realisation along with the
collapse of the Bretton Woods system of fixed exchange rates in 1971/72 and the oil crisis in
1973/74, led to the establishment of what became latter known as the Basel Committee on
Banking Supervision (BCBS). 3!! In addition, there were a number of highly publicised failures
of international financial institutions in the early 1970s that highlighted the need for
international convergence of regulatory standards. Namely, in June 1974, the privately owned

German bank, Bankhaus Herstatt, went bankrupt after the West Germany’s Federal Banking

311 Kapstein E.B., Governing the global economy, international finance and the state (Harvard University Press
1994).
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Supervisory Office intervention, which called for bank’s liquidation due to its problematic
operation. The bank’s foreign exchange operation exceeded three times the value of its
capital. The consequences of that incident were not limited within Germany’s financial
market, but affected banks outside Germany and spread worldwide.3?? The collapse of
Bankhaus Herstatt, was followed by the closure of the British-Israel Bank of London in July
1974, and the failure of Franklin National Bank in the United States (hereinafter: US) in
1975,3 which were accompanied with global repercussions.3!® To this end, the realisation
that the breakdown of a middle-sized bank could have serious consequences with a cross-
border dimension, was the cornerstone that led to the genesis of a long-term cooperation
and coordination at global level among the banking supervisory governors of national central

banks.316

As a result of these events, and in an attempt to regain control on their central banks
and to enhance cooperation in banking supervision, the central bank governors of the Group
of Ten or G10 countries (G10 refers to the group of countries that were signatories to the
General Arrangements to Borrow (GAB), which was set to enable the International Monetary
Fund (IMF) to borrow specified amounts of currencies in order to increase its lending
ability),3” met in Basel, Switzerland in January 1975, and established the Standing Committee
on Banking Regulation and Supervisory Practices (CBRSP-the forerunner of Basel Committee
on Banking Supervision) at the Bank for International Settlements (BIS). As was stated at the
first CBRSP meeting in February 1975, the Committee’s main objective was: “...to help ensure
bank solvency and liquidity”, and “...to give particular attention to the need for an early

warning system.”3® The aim of the BCBS’s establishment, was not the creation of a

312 For more on the Bankhous Herstatt collapse see: Schenk, Catherine R., ‘Summer in the City: Banking Failures
of 1974 and the Development of International Banking Supervision’ (2014) 129 (540) The English Historical
Review 1129 <http://eprints.gla.ac.uk/96034/1/96034.pdf> accessed 14 July 2017.
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Strengthening International Banking Supervision’ (1998) 39 (1) Virginia Journal of International Law 1.

314 Alford, Duncan, E., ‘Core Principles for Effective Banking Supervision: An Enforceable International Financial
Standard?’ (2005) 28 (2) Boston College International and Comparative Law Review 237, 241-42.

315 Bilali, Genci and Felsenfeld, Carl, ‘The Role of the Bank for International Settlements in Shaping the World
Financial System’ (2004) 25 (3) University of Pennsylvania Journal of International Economic Law 945, 977-78.
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supranational body, responsible to supervise banks worldwide, but it was rather an attempt
to promote general supervisory standards, rules and guidelines at international level. As
the Director of Supervision of the Bank of England (chairing in 1984 the BCBS), Peter Cooke,
stated: “The Committee does not undertake a formal supernational supervisory role....it
formulates and recommends broad supervisory principles and guidelines of best practices in
the hope and expectation that individual authorities will take steps to implement them
through detailed arrangements — statutory or otherwise — which are best suited to their own

national systems” 31°

The first goal set by the BCBS, was to define the responsibilities of home and host
country supervisors in regard to the subsidiaries and branches of foreign banks; a goal that
was, accomplished at a later stage by the so-called Basel Concordat. 32° The latter “sets out
the principles for sharing supervisory responsibility for banks' foreign branches, subsidiaries
and joint ventures between host and parent (or home) supervisory authorities.”3?! The Basel
Concordat met widespread acceptance, and was gradually implemented by many
countries.3?? In May 1983, the Basel Concordat was replaced by the ‘Principles for the
Supervision of Banks' Foreign Establishments.”3?> The latter, focused on consolidated
supervision and was in the form of recommended guidelines for best practice. At the same
time, at EU Level, highly influenced by the BCBS’s guidelines, the first Directive on
consolidated supervision was adopted.3?* This was followed by a Supplement in April 1990,
aiming to improve the cross-border flow of prudential information between banking

supervisors.3%> The Basel Concordat underwent another change in June 1992, when it was
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reformulated in a new document, known as the Minimum Standards, which was published

in July 1992.3%6

The BCBS since the very beginning of its establishment produced a vast amount of
publications, aiming to outline the rules under which banking supervision should be
conducted.3?” However, the decisions of the BCBS are based on consensus and are not taken
by voting. Indeed, the BCBS defines itself as an advisory committee rather than an executive
committee, with its role being mainly focused on providing recommendations and guidelines
to the central bank governors on best regulatory practice, which are, however, not legally
binding. This practically means that the BCBS produces soft law and each governor has to
present those regulatory guidelines to their respective countries, subject to domestic law

implementation.3?8

Although the BCBS has no legal enforcement power itself, it encourages Member
States to implement its decisions. The issue of implementation was stressed since the first
revision of the Basel Concordat in 1983 in form of the following suggestions: “The
implementation of the second basic principle, namely that the supervision of all foreign
banking establishments should be adequate, requires the positive participation of both host
and parent authorities.”3?° In addition, the BCBS established a sub-group to consider the
adequate implementation of the revised Basel Concordat.?*® Reference to the need of
sufficient implementation was also made at a document published in 1992, the Minimum
Standards, as following: “members of the Committee now recognise that there needs to be a
greater effort to ensure that these principles can be applied in practice.”33' Interestingly,
despite the fact that the BCBS regulatory guidelines are not legally binding and the system
operates based on a highly consensual manner, its recommendations and guidelines have

enjoyed global acceptance and have been increasingly implemented by many countries.33? In
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327 Blair, N. W. J. L., Allison, Austin, Morton, Guy, Palemer, Keith, Richards-Carpenter, Peter and Walker, George
(eds), Banking and Financial Services Regulation (3rd rev edn, LexisNexis UK) 652-663.
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fact, the success of its implementation has been commonly referred to as a good example of

‘soft law’ with considerably broad influence worldwide.333

Over time, the BCBS developed into a forum where the central bank governors meet
on a regular basis to discuss on international supervisory matters, with the view to develop
supervisory regulation, to foster financial stability and to ensure the soundness of
international financial markets. The long-term goal of the process towards fostering a closer
international cooperation and setting the international minimum standards in prudential
supervision, was the creation of a financial system, able to detect upcoming risks and prevent

them affecting international financial stability.33*
1.5.2 Basel Capital Accord: Basel | and I

The initial objective of the BCBS was to ensure that all financial institutions with
international activity were subject to sufficient and consistent supervision across borders.
However, this objective was stretched after the experience of the early 1980s, which was
characterised by falling capital ratios and the crises in Latin America.33> This raised concerns
and shifted attention to capital adequacy, while it became clear that the BCBS could not focus
merely on supervisory issues, but also in strengthening banking regulation. Before analysing
the Basel Capital Accord, which was adopted as a result of this realisation, it is important to
define the meaning of bank capital and why it is subject to regulation. Bank capital implies:
“the bank’s financing that comes from shareholder funds, subordinated debt, certain types of
reserves, and hybrid debt/equity instruments,”33® while: “bank capital regulations were

introduced in order to redress the natural tendency of banks to hold insufficient capital.”33’

Bank capital has an essential role, especially in times of financial distress, due to the
increased liquidity risks that might arise as a result of capital inadequacy. Thus, there was an

emphasis paid on the importance of maintaining an adequate capital - which usually is
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expressed as a ratio of capital to a bank’s asset, and capital ‘buffers’ - that reflect the amount
of capital that is required to cover banks’ risks.33® Simply said, bank capital regulation is
necessary since the banks are exposed to liquidity risks, which in times of instability tend to
increase. Thus, the higher exposure to liquidity risk, the greater the need for a financial
institution to maintain a higher amount of bank capital in order to retain its solvency and
overall stability. A very recent example of how inadequate level of capital can affect the
entire reputation of a financial institution is the case Deutsche Bank, which is Germany's
biggest lender and a significant global investment bank. Deutsche Bank from 2014 onwards
faced serious difficulties as a result of a number of fines imposed from the US regulators,
strict new rules on bank capital and a fragile European economy. These scenarios affected its
shares that hit record lows and were worth barely an eighth of what they were in 2007, prior
to the advent of the GFC.3%° Deutsche Bank’s position was also worsen after the Referendum
in the UK in favour of Brexit, since it has a very strong presence in the City of London. In
addition, following the failure of its US subsidiary failure to pass the annual stress test, the
IMF in its Report, in June 2017 named the world's riskiest bank and “the most important net
contributor to systemic risks in the global banking system."3*° On the positive side, in April
2017 Deutsche Bank has successfully completed the capital increase from authorised capital

against cash contributions it announced on 5 March 2017.34

Back to the 1980s, the widespread effects of the Latin American debt crisis brought

evidence that capital ratios of internationally active financial institutions were influenced

338 Bank of England, ‘Supplement to the December 2015 Financial Stability Report: The framework of capital
requirements for UK banks’ <http://www.bankofengland.co.uk/publications/Documents/fsr/2015/fsrsupp.pdf>
accessed 14 July 2017. See also: Reinicke, W.H. Banking, Politics and Global Finance: American Commercial Banks
and Regulatory Change, 1980-1990 (Edward Elgar 1995).

339 ‘Deutsche Bank: A floundering titan. Germany’s banking champion has neither a proper business model nor
a mission’ (The Economist, 16 July 2016) <https://www.economist.com/news/leaders/21702195-germanys-
banking-champion-has-neither-proper-business-model-nor-mission-floundering-titan> accessed 14 July 2017.
340 Kottasova, Ivana, ‘The world's riskiest bank is in trouble’ (CNN, 27 July 2016)
<http://money.cnn.com/2016/07/27/news/companies/deutsche-bank-profit-slump/index.html> accessed 14
July 2017.

341 See:

- ‘Blues in a different key: Deutsche Bank raises capital, and changes course. A troubled bank hopes to
turn the page’ (The Economist, 9 March 2017) <https://www.economist.com/news/finance-and-
economics/21718512-troubled-bank-hopes-turn-page-deutsche-bank-raises-capital-and-changes>
accessed 14 July 2017; and

- ‘Deutsche Bank close to $8.5  billion stock sale’ (Marketwatch, 6 April 2017)
<http://www.marketwatch.com/story/deutsche-bank-close-to-85-billion-stock-sale-2017-04-06>
accessed 14 July 2017.
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negatively when there was a scenario of increasing international risks.34? As a result, the BCBS
came to the conclusion that there was a need to establish minimum requirements of capital
adequacy. This led to the adoption of the first Basel Capital Accord (hereinafter Basel I) in
1988,343 which implied specific measures that aimed to reduce institutional credit risk with
two fundamental objectives: “firstly, that the new framework should serve to strengthen the
soundness and stability of the international banking system; and secondly that the framework
should be in fair and have a high degree of consistency in its application to banks in different
countries with a view to diminishing an existing source of competitive inequality among
international banks.”3** Additionally, Basel | required the supervisory authorities of the host
and home country, to share data and information, as well as national rules regarding the
respective responsibilities over branches and subsidiaries. Also, Basel | introduced the
minimum capital adequacy ratio, initially as a ratio of bank capital to risk-weighted assets for
credit risk only, which was set at 8% and was to be adopted by 1992.3%> Simultaneously, at

European level, Basel | was adopted in two Directives in 1989.346

Basel |, since its establishment was designed as an evolutionary framework, so future
updates were part of the agenda in order to keep pace with the financial sector that was
constantly developing and changing. Thus, in November 1991,3% its first amendment took
place, intending to redefine with greater precision general provisions on the general loan-
loss reserves that could be part of capital adequacy calculation.3*® In April 1995, Basel |
underwent another amendment, focusing on the effects of netting in the calculation of the

add-ons for potential exposure.34° Lastly, in 1996, BCBS issued another amendment of Basel

342 ‘History of the Basel Committee’ (BIS website) <http://www.bis.org/bcbs/history.htm> accessed 14 July 2017.
343 ‘International Convergence of Capital Measurement and Capital Standards’ (BCBS July 1988) (hereinafter:
Basel I) <http://www.bis.org/publ/bcbs04a.pdf> accessed 14 July 2017.
344 Basel | (n 344) at 3.
345 Basel | (n 344) at 44, 45.
346 See:
- ‘Council Directive 89/299/EEC of 17 April 1989 on the Own Funds of Credit Institutions’ [1989] OJ L
124/16 (hereinafter: Own Funds Directive); and
- ‘Council Directive 89/647/EEC of 18 December 1989 on a Solvency Ratio for Credit Institutions’ [1989]
0J L 386/14 (hereinafter: Solvency Ratio Directive).
347 ‘Amendment of the Basle Capital Accord in respect of the inclusion of general provisions/general loan-loss
reserves in capital’ (BCBS, November 1991) <http://www.bis.org/publ/bcbs09.pdf> accessed 14 July 2017.
348 BIS website (n 343).
349 ‘Basle Capital Accord: The treatment of potential exposure for off-balance-sheet items’ (BCBS, April 1995)
<http://www.bis.org/publ/bcbs18.pdf> accessed 14 July 2017.
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I, in order to incorporate capital requirements for market risks in addition to the existing

capital requirements for credit risks.>*°

InJune 1999, the Committee issued a proposal for a new capital adequacy framework
that was intended to replace the 1988 Accord.?*! This led to the adoption of the Revised
International Capital Framework in June 2004,3>2 widely known as Basel Il. Basel Il, from the
outset, was designed to provide more flexibility in terms of minimum capital requirements,
by also, highlighting the need to define an effective prudential supervisory framework. This,
in turn, would enable the sufficient supervision of minimum capital requirements
implementation.*? Basel Il launched a new proposal that was based on three main
measurements: minimum capital requirements, a supervisory review and a market discipline
(the so-called three pillars).3>* The third pillar on market discipline, was set to support the
capital framework as to the market risk occurring as a result of banks’ exposure to foreign
exchange, traded debt securities, equities, commodities and options.3>®> The innovative part
of this amendment was that large banks, while calculating their market risk capital
requirements, would use an internal-rating based model in order to improve their own risk
system and small banks would use risk-weighted assets for the same purpose. Internal-rating
based models will, practically, allow large banks to use their own credit risk models to
generate key inputs into the formulas that determine the capital reserves they must hold.3°®
Lastly, the internal rating-based model is also subject to ongoing supervision as to whether it

fulfils certain criteria, with the view of assessing risk exposures of financial institutions. 3>’

350 ‘Amendment to the «capital accord to incorporate market risks’ (BCBS, January 1996)
<http://www.bis.org/publ/bcbs24.pdf> accessed 14 July 2017.

351 ‘A new capital adequacy framework’ (BCBS, June 1999) <http://www.bis.org/publ/bcbs50.pdf> accessed 14
July 2017.

352 ‘International Convergence of Capital Measurement and Capital Standards A Revised Framework’ (BCBS June
2004) <http://www.bis.org/publ/bcbs107.pdf> (hereinafter: Basel Il) accessed 14 July 2017.

353 Ojo, Marianne, ‘Risk management by the Basel Committee: evaluating progress made from the 1988 Basel
Accord to recent developments’ (2010) 18 (4) Journal of Financial Regulation and Compliance.

354 Sappideen, Razeen, ‘The regulation of credit, market and operational risk managements under the Basel
Accord’ (2004) 1 Journal of Business Law 59.

355 BIS website (n 343).

3% Tarullo, Daniel K. Banking on Basel: The future of the international Financial Regulation (Peterson Institute
for International Economies 2008) 104-113.

357 Basel Il (n 353) 765.
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At EU level, one month after Basel Il was published, the EU Commission issued a
proposal,3>® which was subsequently adopted on 14 June 2006 in form of two Directives. The
first Directive amended the existing Banking Directive of 2000,3>° while the second one
amended the existing Capital Adequacy Directive (also known as the Capital Requirements
Directive Package or CRD 1).3% |t is worth mentioning that CRD | was published on 30 June
2006 and entered into force on 20 July 2006, involving almost 600 amendments.3% CRD |
reflects, to a great extent, Basel Il rules, while it differs from the latter as to its legal nature.
Thus, as mentioned already, while BCBS produces are soft law, subject to a voluntary

transposition into nation law, EU Directives are legally binding for all EU Member States.36?

Basel Il took five years to be published and more than nine years to come into force.
In addition, during the process of Basel Il implementation, a great debate developed as to the
effectiveness of the new framework. This was also reflected to the reluctance of the Member
States to transpose it into national law, which was fairly evident if compared with the wide
acceptability of its forerunner. In general, Basel Il was considered not to be adding any
substantial changes to the original Capital Record of 1988, i.e. Basel I, especially, regarding
the minimum capital requirements.3%3 These concerns came to be emphasised by the advent
of the GFC, which shed light on the importance of liquidity standards. Thus, although the

loopholes and deficiencies of Basel Il, had become apparent even before the eruption of the

358 Commission, ‘Proposal for Directives of the European Parliament and of the Council Re-casting Directive
2000/12/EC of the European Parliament and of the Council of 20 March 2000 relating to the taking up and pursuit
of the business of credit institutions and Council Directive 93/6/EEC of 15 March 1993 on the capital adequacy
of investment firms and credit institutions’ COM (2004) 486 final.
359 ‘Council Directive 2000/12/EC of the of 20 March 2000 relating to the taking up and pursuit of the business
of credit institutions’ [2000] OJ L 126/1.
360 ‘Council Directive 93/6/EEC of 15 March 1993 on the capital adequacy of investment firms and credit
institutions [1993] OJ L141 as it was amended by Directive 2005/1/EC of the European Parliament and of the
Council of 9 March 2005 amending Council Directives 73/239/EEC, 85/611/EEC, 91/675/EEC, 92/49/EEC and
93/6/EEC and Directives 94/19/EC, 98/78/EC, 2000/12/EC, 2001/34/EC, 2002/83/EC and 2002/87/EC in order to
establish a new organisational structure for financial services committees’ [2005] OJ L 79/9.
361 See:

- ‘Directive 2006/48/EC of the European Parliament and of the Council of 14 June 2006 relating to the

taking up and pursuit of the business of credit institutions’ [2006] OJ L 177/1; and
- ‘Directive 2006/49/EC of the European Parliament and of the Council of 14 June 2006 on the capital
adequacy of investment firms and credit institutions’ [2006] OJ L 177/201.

362 Dierick, Frank; Pires, Fatima, Scheicher, Martin and Spitze, Gereon K., ‘The New BASEL Capital Framework
and Its Implementation in the European Union’ (ECB Occasional Paper Series No. 42, December 2005) 20
<https://www.ecb.europa.eu/pub/pdf/scpops/ecbocp42.pdf?819df1d197f718a070e14b8418e98aac>
accessed 14 July 2017.
363 For a complete analysis see: Barfield R. A practitioner’s guide to Basel Ill and Beyond (Sweet & Maxwell 2011)
54-56.
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GFC, the latter opened a new round of discussions concerning Basel Il amendments.364
Notably, the revision version of the “Principles for sound liquidity risk management and

7365 came about in the same month that Lehman Brothers collapsed.3®® Some

supervision,
even advocated that Basel Il was among the reasons that led to the GFC since it encouraged
self-regulation by allowing banks to use their own estimates when calculating capital
adequacy.3®” Ultimately, it was recognised that a more comprehensive overhaul of the Basel
Il rules was needed, which was reflected in a series of amendments that are discussed in the

following section.
1.5.3 Basel llI

Basel Il comprises a comprehensive set of reform measures that were brought as an
immediate response to the aforementioned realisation that Basel Il needed reconsideration,
and with the vision to strengthen regulation, supervision and risk management of the
banking sector in light of the GFC. However, while complex negotiations towards the
adoption of Basel Ill were taking place, the BSBS, in July 2009 released a revision of the
existing framework (i.e. Basel 1l) as a quick fix of market risks. This is known as Basel 2.5,
which was drafted with the view to address the growing concern over banks' capital
requirements, especially regarding banks’ exposure to risky credit derivatives.3®® Thus, Basel
2.5 measures, while maintained the main features of Basel Il, targeted to strengthen the
capital base, by increasing the capital requirements.3%° Basel 2.5 was criticised on similar
grounds as Basel Il, resulting in its update on 14 January 2016, when BCBS issued a revised
framework for market risk capital requirements - also known as the fundamental review of

the trading book (FRTB) - which will take effect on 1 January 2019.37° At EU level, Basel 2.5

364 Leonard Ng, ‘Changes to Basel Il and the EU Capital Requirements Directive: Implications for Securitisation’
(2010) 25 Journal of International Banking Law and Regulation, 265-74.

365 ‘Principles for Sound Liquidity Risk Management and Supervision’ (BCBS, September 2008)
<http://www.bis.org/publ/bcbs144.pdf> accessed 14 July 2017.

366 B|S website (n 343).

367 Hull, John C., Risk Management and Financial Institutions (2" edn Pearson 2009) 285. See also: Moosa, Imad
A., Good Regulation, Bad Regulation: The Anatomy of Financial Regulation (Palgrave Macmillan 2015) 106-120.
368  See: ‘Revisions to the Basel Il market risk framework’ (BCBS, July 2009)
<http://www.bis.org/publ/bcbs158.pdf> (hereinafter: Basel 11.5) accessed 14 July 2017.

369 Sum, Katarzyna, Post-Crisis Banking Regulation in the European Union: Opportunities and Threats (1% edn,
Palgrave Macmillan 2016) 44.

370 ‘Standards: Minimum capital requirements for market risk’ (BCBS, January 2016)
<http://www.bis.org/bcbs/publ/d352.pdf> accessed 14 July 2017.
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was implemented in a Directive,3’! which was later amended accordingly to keep up with the

relevant revisions as set by BCBS.

Meanwhile, after a series of protracted negotiations, the Group of Governors and
Heads of Supervision of the BCBS, had announced on 12 September 2010, that they had
reached an agreement on the strengthening of existing capital requirements, while
emphasising that the three-pillar structure of Basel Il would remain unchanged.3’? In
December 2010, the first Basel Ill rules text was issued,?”® which was subsequently revised in
July 2011,3”#introducing minor amendments on the credit valuation adjustment (CVA). Credit
valuation adjustment (CVA), as defined at BIS website, is: “the risk of loss caused by changes
in the credit spread of a counterparty due to changes in its credit quality (also referred to as
the market value of counterparty credit risk).” 3’> As it was stated at Basel Ill introductory
note: “The Committee’s comprehensive reform package addresses the lessons of the financial
crisis. Through its reform package, the Committee also aims to improve risk management and
governance as well as strengthen banks’ transparency and disclosures. Moreover, the reform
package includes the Committee’s efforts to strengthen the resolution of systemically

significant cross-border banks.”37®

Basel Il brought a series innovative measures, mainly at Pillar | of Basel Il, including
inter alia: extensions in capital requirements; a non-risk based leverage ratio and two
liquidity ratios. In particular, Basel lll brought changes in respect with liquidity risk

management by issuing a separate document on this matter.3’” The latter introduced two

371 ‘Directive 2010/76/EU of the European Parliament and of the Council of 24 November 2010 amending
Directives 2006/48/EC and 2006/49/EC as regards capital requirements for the trading book and for re-
securitisations, and the supervisory review of remuneration policies’ [2010] OJ L 329/3 (hereinafter: CRD Ill).

372 ‘Group of Governors and Heads of Supervision announces higher global minimum capital standards’ (Press
Release, BCBS, 12 September 2010) <http://www.bis.org/press/p100912.pdf> accessed 14 July 2017.

373 ‘Basel IlI: A global regulatory framework for more resilient banks and banking systems’ (BCBS, December
2010) (hereinafter: Basel Ill) <http://www.bis.org/publ/bcbs189 dec2010.pdf> accessed 14 July 2017.

374 ‘Basel lIl: A global regulatory framework for more resilient banks and banking systems’ (revised version BCBS
June 2011) (hereinafter: Basel Il Revised Version) <http://www.bis.org/publ/bcbs189.pdf> accessed 14 July
2017.

375 BIS website <http://www.bis.org/publ/bcbs189.htm> accessed 14 July 2017.

376 Basel lll (n 374) at 2.

377 ‘Basel Ill: International framework for liquidity risk measurement, standards and monitoring’ (BCBS,
December 2010) <http://www.bis.org/publ/bcbs188.pdf> accessed 14 July 2017, as it was revised by ‘Basel IlI:
The Liquidity Coverage Ratio and liquidity risk monitoring tools’ (BCBS, January 2013)
<http://www.bis.org/publ/bcbs238.pdf> accessed 14 July 2017 and ‘Basel llI: the net stable funding ratio’ (BCBS
October 2014) <http://www.bis.org/bcbs/publ/d295.pdf> accessed 14 July 2017.
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liquidity rations: liquidity coverage ratio (LCR), aiming to promote short-term resilience of
the liquidity risk profile of banks, by ensuring that they have sufficient high-quality liquid
assets to survive a significant stress scenario lasting 30 calendar days;3’® and the net stable
funding ratio (NSFR), designed to address medium and long-term problems arising from
illiquidity.3”° The specific standards and timelines for the implementation of the LCR were

sets out by a new document issued in January 2013.38

Furthermore, Basel lll launched the notion of capital conservation buffer, “which is
designed to ensure that banks build up capital buffers outside periods of stress which can be
drawn down as losses are incurred.”®®! To this end, Basel Il included a macro-prudential
approach, by invoking an added requirement for banks to maintain a specific capital
conservation buffer of 2.5 percent of common equity,38? while in times of crisis this buffer
could be decreased as a counterbalance to the damages. Depending on the circumstances of
each case, the national authorities would be entitled for a further buffer of 0 to 2.5
percent.>® Furthermore, Basel Il introduced a new capital adequacy framework, aiming to
strengthen the quality of the minimum capital requirements, by increasing it to 4.5 percent
(compared to the 2 percent of Basel Il) and the Tier 1 capital ratio was to be increased from

4 to 6 percent, while both shall be maintained at all times.3*

In the context of macro-prudential supervision and additionally to capital buffers
requirements, Basel lll, addressed the issue of systemic risk. To this end, Basel Il highlighted
the need to strengthening the resolution for the systematically important financial
institutions, which were to maintain their loss absorbing capacity beyond the minimum
standards.3% Initially, the process of regulating systematically important banks was to be

further developed, subject to the close cooperation of BCBS and the Financial Stability Board

378 BCBS, December 2010 (n 378) at 15.

379 BCBS, December 2010 (n 378) at 119.

380 BCBS January 2013 (n 378) at 1.

381 Basel lll (n 374) at 122.

382 Basel Il (n 374) at 50.

38 Basel Il (n 374) at 139. See also: Co-Pierre, G., ‘Basel Ill and Systemic Risk Regulation - What Way Forward?’
(2011) Working Papers on Global Financial Markets No 17 <http://pubdb.wiwi.uni-jena.de/pdf/wp hlj17-
2011.pdf> accessed 14 July 2017.

384 Basel Il (n 374) at 50.

38 Basel Il (n 374) at 32.
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(FSB).3% This was regulated at a later stage, when the BCBS in November 2011, issued the
assessment methodology for global systemically important banks,38” which was later revised
in July 2013.388 Lastly, another important innovation brought by Basel Ill was the introduction
of the leverage ratio requirements, in an attempt to constrain leverage, model risk and
measurement error. Thus, leverage ratio intended to supplement the risk-weighted measure
with a simple, transparent and independent measure, which was deem necessary due to the
realisation that leverage ratio was considered to be one of the underlying features that led
to the GFC.3® Within the context of Basel Ill have been issues a number of documents aiming
to address various aspect of banking supervision, including the establishment of standards
for: liquidity coverage;3° stable funding;3! leverage ratio,3? extended disclosure

requirements;3?3

Most importantly, as Walter argues, what differentiates Basel Il from its forerunners,
apart from its comprehensive scope, is that: “it combines micro- and macro-prudential
reforms to address both institution and system level risks.”3* This is particularly important
given that one of the elements of banking regulation that was considered to have had a
negative effect during the GFC, was the extensive focus on micro-prudential supervision,
which concerns the welfare of individual financial institutions; while the macro-prudential
aspect seemed to have been neglected. When the latest financial crisis proved to have severe

effects to the global economy as a whole and not only to particular financial institutions, the

38 Basel Il (n 374) at 32. Also, for an early detailed analysis of Basel Ill see: Cannata, F. and Quagliareillo, M.
Basel Il and Beyond: A Guide to Banking after the Crisis (Risk Books 2011)

387 ‘Global systemically important banks: Assessment methodology and the additional loss absorbency
requirement - final document’ (BCBS, November 2011) <http://www.bis.org/publ/bcbs207.pdf> accessed 14
July 2017.

38 ‘Global systemically important banks: updated assessment methodology and the higher loss absorbency
requirement’ (BCBS, July 2013) <http://www.bis.org/publ/bcbs255.pdf> accessed 14 July 2017.

38 Basel lll (n 374) at 16.

3% ‘jquidity Coverage Ratio and Liquidity Risk Monitoring Tools’ (BCBS, January 2013)
<http://www.bis.org/publ/bcbs238.pdf> accessed 14 July 2017.

391 ‘Basel Ill: The Net Stable Funding Ratio’ (BCBS, October 2014) <http://www.bis.org/bcbs/publ/d295.pdf>
accessed 14 July 2017.

392 ‘Basel Il leverage ratio framework and disclosure requirements’ (BCBS, January 2014)
<http://www.bis.org/publ/bcbs270.pdf> accessed 14 July 2017.

393 ‘Standards: Pillar 3 disclosure requirements — consolidated and enhanced framework’ (BCBS, March 2017)
<http://www.bis.org/bcbs/publ/d400.pdf> accessed 14 July 2017.

394 Walter, Stefan ‘Basel Ill: Stronger Banks and a More Resilient Financial System’ (Conference on Basel I,
Financial Stability Institute, 6 April Basel) 3 <http://www.bis.org/speeches/sp110406.pdf> accessed 14 July
2017. See also: Baker, Andrew, ‘The gradual transformation? The incremental dynamics of macroprudential
regulation’ (2013) 7 (4) Regulation and Governance 417, 426- 28.
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ultimate response was to adjust banking regulation in a way that would marry both micro-
and macro-prudential supervision. Chapter two provides the definition of these notions as
well as the relevant discussion on the recent debate in relation to their changing role and

interaction.

Nonetheless, Basel Il has been subject to criticism, mainly because is considered to
have been following the same pattern as Basel Il. As Ambler pointed out in 2011: “since Basel
11l follows the same approach as Basel Il, albeit with a higher threshold, we should not be too
confident that it will assure financial stability.”3% Thus, it is sensible to assume that another
revision is on the way. In fact, although Basel lll has not been fully implemented yet by many
countries,3% discussion on the perspective of ‘Basel IV’ have been circulating around for the
last 4-5 years.3%” ‘Basel IV’ is not a formal name adopted by the BCBS, but it was rather a term
increasingly used by the financial industry, after KPMG made reference to ‘Basel IV’ in order
to describe the work of the BCBS on the revised standards of Basel Ill. Some others make
reference to ‘Basel IV’ to indicate the new measures adopted din the context of Basel lll.
However, there is no official announcement as to the stance of BCBS regarding ‘Basel IV’. As
mentioned earlier, one thing is for certain, Basel rules are designed to be revised in

accordance with the needs of the evolving financial markets.

At EU level, Basel lll has been implemented largely through the issuing of a Directive

(Capital Requirements Directive IV - CRD 1V)3®® and a Regulation (Capital Requirements

3% Ambler, Tim, ‘How Basel Il Threatens Small Businesses’ (Adam Smith Institute Briefing Paper 2011)
<https://staticl.squarespace.com/static/56eddde762cd9413e151ac92/t/5880c5009de4bb45fd8c71fc/148483
4052752/How+Basel+llI+threatens+small+businesses+by+Tim+Ambler.pdf> accessed 14 July 2017.

3% See: ‘Twelfth progress report on adoption of the Basel regulatory framework’ (BCBS, April 2017)
<http://www.bis.org/bcbs/publ/d404.pdf> accessed 14 July 2017.

397 See for instance:

- ‘Basel 4 - Emerging from the mist?’ (KPMG, September 2013)
<https://assets.kpmg.com/content/dam/kpmg/pdf/2013/09/emerging-from-the-mist.pdf> accessed
14 July 2017;

- ‘Basel 4  revisited: The fog begins to  clear (KPMG, September  2015)
<https://assets.kpmg.com/content/dam/kpmg/pdf/2015/10/basel-4-report-concepts.pdf> accessed
on 14 July 2017; and

- ‘The world awaits: Basel 4 near completion’ (KPMG, December 2016)
<https://assets.kpmg.com/content/dam/kpmg/xx/pdf/2016/12/world-awaits-basel-4-nears-
completion.pdf> accessed 14 July 2017.

398 ‘Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to the activity
of credit institutions and the prudential supervision of credit institutions and investment firms, amending
Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC’ [2013] OJ L 176/338.

See also its Corrigendum:
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Regulation-CRR)3%° in 2013, which took effect in 1 January 2014 with some of the provisions
to have been phased in between 2014-2019.4° Special role in the implementation of
regulation pertaining Basel rules is played by the European Banking Authority (EBA). The EBA
contributes to the establishment of joint regulatory and supervisory standards in practice in
the European Union by issuing opinions, developing guidelines and recommendations and

drafting regulatory and implementing technical standards.

1.5.4 Core principles for effective Banking Supervision

Following the analysis in the previous subsections, it is clear by now that the BCBS has
focused its work throughout the years on strengthening the regulatory framework by setting
minimum standards for adequate capitalisation for credit institutions at global level.
However, the importance of effective supervision, apart from being the initial aim of BCBS

401 since “changing the rules alone cannot

establishment, was always part of the agenda,
make the financial system safe. The judgment of banking supervision is crucial”.*°> This was
the rationale behind the introduction of the Core Principles for Effective Banking Supervision

by the BCBS in September 1997.%%%3 The main objective of the latter was to set global standards

‘Corrigendum to Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access
to the activity of credit institutions and the prudential supervision of credit institutions and investment firms,
amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC’ [2013] OJ L 208/73.

399 ‘Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential

requirements for credit institutions and investment firms and amending Regulation (EU) No 648/2012’ [2013]

0J L176/1.

See also its two Corrigendum:

- ‘Corrigendum to Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013
on prudential requirements for credit institutions and investment firms and amending Regulation (EU) No
648/2012’ [2013] OJ L 321/6;

- ‘Corrigendum to Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013
on prudential requirements for credit institutions and investment firms and amending Regulation (EU) No
648/2012’ [2013] OJ L 208/68.

400 For a detailed analysis of Basel Ill implementation at EU level see: Atik, Jeffery ‘EU Implementation of BASEL

Il in the Shadow of Euro Crisis’ (2013-2014) 33 Review of Banking & Financial Law 283

<https://www.bu.edu/rbfl/files/2014/03/RBFL-V.-33 1 Atik.pdf> accessed 14 July 2017.

401 Douglas, Arner, W. Financial stability, economic growth, and the role of law (Cambridge University Press 2007)

202-204.

402 Zamil, Raihan, S., ‘Judgment Day’ (2010) 47 (3) IMF Finance and Development

<http://www.imf.org/external/pubs/ft/fandd/2010/09/pdf/zamil.pdf> accessed 14 July 2017.

403 ‘Core principles for effective banking supervision’ (BCBS, September 1997)

<http://www.bis.org/publ/bcbs30a.pdf> accessed 14 July 2017.
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for prudential banking supervision. This underwent revision in October 2006,%%* and the BCBS
issued consultative document in December 2011,%% as a basis for its revision in September
2012.%% |t is noteworthy that the Core Principles for Effective Banking Supervision, since their
introduction has been positively received and implemented by many developed nations,

while emerging markets and transition economies to a more limited degree.4°’

At EU level, banking supervision remained for many years at national level,*®® while
the relevant legislation at domestic level worldwide has been highly influenced by the Core
Principles for effective Banking Supervision.*® Similarly, the Core Principles Rules have been
highly influential at EU level. For instance, since the early stage of EU monetary integration,
this is evident from the rules included at some of the Services Action Plan Directives and
Regulation, including the Regulation on the application of international accounting
standards,*!° and the Directive on the supplementary supervision of credit institutions,
insurance undertakings and investment firms in a financial conglomerate“!! In the years to
follow, the EU slowly developed its own supervisory framework, which again has been
influenced by the Core Principles. A representative example is central bank independence,
which was generously granted to the ECB, even after the ECB assumed supervisory
responsibilities. A full analysis of the effect of Core Principles in the EU, goes beyond the scope
of this thesis. Hence, this basic analysis aimed to provide context to the discussion to follow

in chapter three with respect to the evolution of the supervisory framework in the EU, rather

404 ‘Core Principles for Effective Banking Supervision - final document’ (BCBS, October 2006)
<http://www.bis.org/publ/bcbs129.pdf> accessed 14 July 2017.

See also its added document: ‘Core Principles Methodology’ (BCBS, October 2006)
<http://www.bis.org/publ/bcbs130.pdf> accessed 14 July 2017.

405 ‘Consultative Document Core Principles for Effective Banking Supervision Issued for comment by 20 March
2012’ (BCBS, December 2011) <http://www.bis.org/publ/bcbs213.pdf> accessed 14 July 2017.

406 ‘Core Principles for Effective Banking Supervision’ (BCBS September, 2012)
<http://www.bis.org/publ/bcbs230.pdf> accessed 14 July 2017.

407 Alford (n 315) 269.

408 Barfield, Richard (ed), A practitioner’s guide to Basel Ill and Beyond (Thomson Reuters UK Limited 2011) 471-
474,

409 See: Ellinger et al (n 334).

410 ‘Regulation (EC) No 1606/2002 of the European Parliament and of the Council of 19 July 2002 on the
application of international accounting standards’ [2002] OJ L 243/1.

411 ‘Directive 2002/87/EC of the European Parliament and of the Council of 16 December 2002 on the
supplementary supervision of credit institutions, insurance undertakings and investment firms in a financial
conglomerate and amending Council Directives 73/239/EEC, 79/267/EEC, 92/49/EEC, 92/96/EEC, 93/6/EEC and
93/22/EEC, and Directives 98/78/EC and 2000/12/EC of the European Parliament and of the Council’ [2002] OJ
L 35/1.
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than providing a comprehensive analysis of the relationship between BCBS rules and EU

banking legislation.

1.6 Concluding Remarks

This chapter provided an initial analysis of the purpose and conceptual framing of
central banking, with a particular focus on the idea of central bank independence. This aimed
to set the ground for the discussion to follow in the succeeding chapters, which primarily
intend to examine the compatibility of monetary policy and banking supervision tasks, under
the existing Treaty provisions, in light of the decision to assign supervisory powers to the ECB.
Section one, after providing an overview of the idea of central bank independence and its
links with the notions of credibility, transparency and accountability, stressed their relevance
to the recent debate, concerning the conferral of supervisory powers to central banks, which,
as aforesaid, lies at the heart of this thesis. In addition, section four, narrowed down the

discussion on the independence of the ECB in light of EU Treaty provisions.

The chapter then described the historical background of the process of European
integration, which aimed at explaining its rationale and its development through a process of
gradual evolution that has been characterised by an increased trend of further harmonisation
of rules and practices. Also, although the adoption EU Treaty provisions, goes back to the
early 1990s, they still provide the legal basis of the ECB’s operation and guarantee the
legitimacy of its actions, by also offering the base for any future amendments. Thus, looking
back in history is an integral part of understanding existing regulatory arrangements as well
as their potential for future changes. The last section, analysed the BCBS initiatives and their
role in setting minimum standards for supervisory and regulatory practices. It should be noted
that there is a broad literature regarding the BCBS rules and their implementation at EU level.
However, a full analysis of this subject goes beyond the scope of this thesis. Hence, the
discussion remains limited to the provision of a basic analysis of the BCBS, including: a brief
overview of its creation; the rationale of its role and purpose; the main legislative initiatives
and their influence at EU level. This chapter has offered the background needed to allow us
to proceed to an investigation of the interaction of monetary policy and bank regulation in

the following chapter two.
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Chapter 2: The interaction between monetary policy and bank

regulation

2.1 Introduction

As discussed in the previous chapter, on 1 January 1999 the ECB assumed
responsibility for monetary policy in the Eurozone. The Eurozone represents (as of 2016) the
second largest economy in the world - measured in nominal terms and according to
purchasing power parity (PPP) - after the US;*'? and (as of 2014) the largest economy in the
world - measured in terms of the goods and services it produces (GDP).*3 Almost eighteen
years on, the ECB enjoys a high degree of credibility worldwide for its effective monetary
policy, focused primarily on maintaining price stability. The journey towards the creation of
the EMU, the establishment of the ECB and the introduction of the euro has been already
outlined in chapter one. Chapter one, also touched upon the notion of price stability as the
main objective of the ESCB. Thus, this chapter analyses in detail what the notion of price
stability entails, by also explaining its rationale and how it came to be established as the key

goal of the ESCB.

The monetary policy framework of the ECB, similarly to its overall institutional
framework, is based on historical experience and the parallel evolution of macroeconomic
thought. Thus, the ECB’s monetary policy model is built upon two important underlining
principles: the sole mandate of the monetary authority to maintain price stability and a high
degree of independence in pursuing its mandate. The second principle has been already
discussed in detail in chapter one and is also subject to discussion in chapter four, as part of
the analysis regarding the new responsibilities of the ECB in the supervisory domain. Thus,
this chapter aims firstly, to explore the role of ECB in maintaining price stability as set by the

provisions of EU law, including the its rationale, evolution and changing nature. However, as

412 See: ‘Report for Selected Country Groups and Subjects’ (IMF, October 2016)
<http://www.imf.org/external/pubs/ft/weo/2016/02/weodata/weorept.aspx?pr.x=56&pr.y=8&sy=2016&ey=2
016&scsm=18&ssd=1&sort=country&ds=.&br=1&c=001,998&s=NGDPD&grp=1&a=1#download> accessed 14
July 2017. See also: ‘The Monetary Policy of the ECB’ (ECB, 2011) 9
<https://www.ech.europa.eu/pub/pdf/other/monetarypolicy2011en.pdf> accessed 14 July 2017.

413 EU official website <https://europa.eu/european-union/about-eu/figures/economy en> accessed 14 July
2017.
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briefly discussed in chapter one, in the aftermath of the GFC, the role of ECB has been
changing radically. This change has been mainly influenced by a plethora of post-crisis
regulatory measures aimed at strengthening the ECB’s supervisory role by enhancing its
financial stability mandate. At the same time, there is no intention to change the original
institutional framework of the ECB and its traditional role in maintaining price stability

through inflation targeting goals.

To this end, although, monetary policy and financial stability are two sides of the same
coin, their incorporation within an existing institutional framework is not straightforward, but
it rather raises a number of questions regarding potential synergies that remain subject to an
ongoing debate. With the introduction of the Banking Union ‘project’ at EU level, and the
establishment of its first pillar (i.e. the SSM), which facilitated the transfer supervisory powers
from national to EU level, this debate has been only intensified. However, before analysing
the regulatory measures that paved the way towards the creation of the Banking Union, it is
important to discuss the rationale of price stability, as the main objective of monetary

stability, and its interaction with the Bank’s financial stability function.

This chapter is divided into two parts. The first part is comprised of three sub-sections,
with the first one (2.1.1) aiming to explore the meaning of monetary policy, its evolution at
international level from the late 19" century to the modern era. The second sub-section
(2.1.2) examines the interaction between monetary policy and financial supervision, which is
followed (in 2.1.3) by an investigation of the potential trade-offs between price stability (as
the main objective of monetary policy) and financial stability (as the fundamental aim of
financial supervision). The second part of this chapter is divided into two sub-sections, with
the first (2.2.1) aimed at exploring the ECB’s monetary policy function as set by EU law and

the second (2.2.2) examining the Bank’s role in financial stability.

This chapter starts by mapping the concept of monetary policy and its evolving role
towards what has come to be established as “the optimal model” or more precisely, the
desired monetary policy framework. This outline sets the ground for the subsequent analysis
of the changing role of monetary policy in the aftermath of the GFC. In fact, there is evidence

generated by the GFC that challenged the conventional wisdom on a monetary policy role
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focused primarily on maintaining price stability. This discussion also links with the debate

against the notion of central bank independence both in the pre- and post- crisis era.

2.2 The broader monetary and financial framework

2.1.1 Monetary policy: is there an optimal institutional model?

“Having looked at monetary policy from both sides now, I can testify that central
banking in practice is much art as science. Nonetheless, while practising this dark art, | have

always found the science quite useful.”**

Generally speaking, monetary policy comprises the rules and actions adopted by
central banks to achieve their objectives, which usually concern controlling the money supply
and interest rates. According to Friedman, monetary policy, together with fiscal policy,
constitute: “the two principal means by which government authorities in a market economy
reqularly influence the pace and direction of overall economic activity, importantly including
not only the level of aggregate output and employment but also the general rate at which
prices rise or fall.”**> The US’s Fed defines its monetary policy as: “the actions undertaken by
a central bank, such as the Federal Reserve, to influence the availability and cost of money
and credit to help promote national economic goals,” with maximum employment, stable
prices, and moderate long-term interest rates, being set as the statutory objectives for
monetary policy.*'® The ECB does not provide an explicit definition for monetary policy, but it

specifically outlines its main objective, which is to maintain price stability.*!’

As one can notice, the views as to what is defined as monetary policy and how it should
be conducted varies. In fact, there will always be some a grey area in macroeconomic debates

when it comes to determining a generally accepted definition for “monetary policy” and the

414 Blinder Alan S., ‘What Central Bankers Can Learn From Academics- And Vice-Versa’ (1997) 11 (2) Journal of
Economic Perspectives 3, 17.

415 Friedman, Milton, ‘Monetary Policy’ in Smelser, Neil J. and Bates, Paul B, (eds.) International Encyclopedia of
the Social & Behavioral Sciences (Elsevier 2001) 9976.

416 See the definition at Fed’s website: <https://www.federalreserve.gov/monetarypolicy/fomc.htm> accessed
14 July 2017.

417 See: ECB’s website: <https://www.ech.europa.eu/home/html/index.en.html> accessed 14 July 2017.
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meaning of “money”. This happens due to a combination of evolving views in macroeconomic
theory and the various interpretations given to monetary history. However, if we look at the
discussion about monetary policy prior to the GFC, we could talk about almost optimal
monetary policy models — or generally accepted as optimal —and well-functioned institutional

arrangements, which were primarily based on inflation targeting policies.

Similarly to the vagueness of the meaning of monetary policy, there is also, no
generally accepted definition for inflation targeting.*® The rationale for the widespread
choice of targeting inflation regime from many central banks around the world, dates back to
a period when inflation rates increased rapidly, i.e. in the 1970s (in the advanced economies)
and in the 1980s (in emerging economies).**® This increase in inflation brought evidence that
challenged the existing monetary policy regimes (which were not inflation-driven) and their
respective explanatory macroeconomic theories. As a result, by the 1990s many countries
had started to either adopt or considering adopting inflation targeting goals. To this end, and
in order to understand how the world came to accept inflation targeting as the optimal
monetary policy framework, it is important to briefly analyse the roadmap towards inflation
targeting prevalence, including the historical milestones and the evolution of macroeconomic
thought. However, since there is an extensive literature on the historical evolution of
monetary policy and a large body of it, is dedicated on inflation targeting, the analysis to

follow will focus only on the major events that led to inflation targeting predominance.

418 For various (recent) definitions regarding the meaning of inflation targeting see:

- Debelle, Guy, Masson, Paul, Savastano, Miguel, and Sharma, Sunil, ‘Inflation Targeting as a Framework
for Monetary Policy’ (IMF, October 1998), 2
<http://www.imf.org/external/pubs/ft/issues/issues15/index.htm> accessed 14 July 2017;

- Svensson, Lars E. O., ‘Inflation Targeting as a Monetary Policy Rule’ (NBER, Seminar Paper No. 6790,
1998) 13 <http://www.nber.org/papers/w6790.pdf> accessed 14 July 2017;

- Batini, Nicoletta, Kuttner, Kenneth, and Laxton, Douglas, ‘Does Inflation Targeting Work in Emerging
Markets’ (IMF World Economic Outlook, September 2005) 161, 161
<https://www.imf.org/external/pubs/ft/weo/2005/02/pdf/chapter4.pdf> accessed 14 July 2017;

- Bernanke, Ben S. and Woodford, Michael (eds.), The Inflation Targeting Debate (The University of
Chicago Press 2005) 1; and

- Hammond, Gill, ‘State of the art of inflation targeting’ (Handbook No. 29, Centre for Central Banking
Studies February, Bank of England, 2012) 5
<http://www.bankofengland.co.uk/education/Documents/ccbs/handbooks/pdf/ccbshb29.pdf>
accessed 14 July 2017.

413 Eichengreen, Barry, El-Erian, Mohamed, Fraga, Arminio, Ito, Takatoshi, Pisani-Ferry, Jean, Prasad, Eswar,
Rajan, Raghuram, Ramos, Maria, Reinhart, Carmen, Rey, Helene, Rodrik, Dani, Rogoff, Kenneth, Song Shin, Hyun,
Velasco, Andres, Weder di Mauro, Beatrice and Yu, Yongding, ‘Rethinking Central Banking’ (Bruegel, Report of
the Committee on International Economic and Policy Reform, September 2011), 1 <http://bruegel.org/wp-
content/uploads/imported/publications/Rethinking Central Banking web.pdf > accessed 14 July 2017.
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It should be noted that the term “monetary regimes” is used here to describe the set
of rules governing the institutions (in most of the cases central banks), which finally determine
the amount of money supplied. Historically, monetary policy regimes could be divided as
following: a) the classical gold standard (1870-1914); b) interwar gold exchange standard
(1925-1939); c) the fixed and floating exchanges rates during the Bretton Woods system
(1944-1971); and d) the present fiat money system.*?°

During the classical gold standard era, the majority of countries adhered to the
principle of convertibility, where the standard unit of domestic currency was a fixed quantity
of silver or gold or was linked to a fixed quantity of silver or gold.*?* The obvious advantage
of the gold standard was that a fixed asset backed the value of paper money. Each county had
discretion to define the gold equivalent of its currency, and as a result would print as much
money as the size of its gold reserve.*?> Monetary policy, during that time, was focused on
preventing price inflation by the excessive issue of paper currency, which is also believed to
explain the low inflation rates of this period.*?3 Another benefit of the classical gold standards
was that it was based upon an automatic self-regulating mechanism of balance of payments,
wherein a country that had a balance of payment imbalance at the fixed exchange rate, would

be subject to an automatic adjustment process to correct the imbalance.%?*

420 For more on the monetary regimes and a detailed historical background analysis see: Bordo, Michael, ‘The

Gold Standard, Bretton Woods and Other Monetary Regimes: A Historical Appraisal’ (Federal Reserve Bank of

ST. Louis Review, March/Prill 1993a)

<https://research.stlouisfed.org/publications/review/93/03/Gold Mar Apr1993.pdf> accessed 14 July 2017.

See also:

- Bordo, Michael and Jonung, Lars, ‘A Return to the Convertibility Principle? Monetary and Fiscal Regimes
in Historical Perspective: The international evidence’ (EU Commission, Economic Paper No 159,
September  2001)  <http://ec.europa.eu/economy finance/publications/publication876 en.pdf>
accessed 14 July 2017; and
- Issing, Otmar, ‘The Development of Monetary Policy in the 20th Century — Some Reflections’

(Colloquium at the National Bank of Belgium, Brussels, 29  April 2010)
<https://www.imf.org/external/np/seminars/eng/2011/res/pdf/0i2.pdf> accessed 14 July 2017.

421 See: Bordo, Michael D. and Schwartz, Anna J. (eds), A Retrospective on the Classical Gold Standard, 1821-

1931 (The University of Chicago Press 1984).

422 sawyer, Charles W. and Sprinkle, Richard L., Applied International Economics (4t edn. Routledge 2015).

423 Bernholz, Peter, Monetary Regimes and Inflation: History, Economic and Political Relationships (Edward Elgar

Publishing 2003) 14. See also: Bordo, Michael D. and MacDonald, Ronald, ‘Violations of the "Rules of the Game'

and the Credibility of the Classical Gold Standard, 1880-1914’ (NBER, Working Paper No. 6615, July 1997)

<http://www.nber.org/papers/w6115.pdf> accessed 14 July 2017.

424 Sawyer and Richard (n 423) 469.
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Despite these advantages, the gold standards had certain limitations. Namely, the
convertibility of the currency was limiting for monetary policy to the extent that the only goal
was to defend the external value of the currency. This happened mainly because it was the
availability of silver or gold reserves and the marginal cost of their production that determined
the stock of money. The reserves of gold or silver, in turn, and by default the money supply,
depended on natural discoveries. Economic growth, however, depends on the availability of
credit, and an artificial restriction on expanding the money supply (like the gold standard)
creates a continuous break against the expansion of economic activity.*?> With the outbreak
of WWIin 1914, the gold standard was abandoned, to only return during the interwar period
(by the late 1920s) as an evolved version, the so-called gold exchange standard. Finally, in
1931, when the UK decided to abandon the gold standard, its era came to an end.*?® Notably,
many major central banks were established during the gold standard era, including the
Banque Nationale de Belgique in 1850; the German Reichsbank in 1876; the Bank of Japan,
which was the first central bank outside Europe, in 1882; and the US’s Fed was created in

1913.

After WWI there was a continuous effort to restore the gold value of currencies, a
stance that shifted radically in the 1930s during the Great Depression.*?” Indeed, the collapse
of the gold standard coincided with the occurrence of Great Depression, which represents
one of the darkest eras of central banking.*?® There is some literature supporting the idea that
there is a link between the distortions caused by the golden standard and the Great
Depression. For instance, Temin attributed the Great Depression to the structural pitfalls of

the exchange gold standard during the interwar period and the respective ineffective policy

425 Burda, Michael and Wyplosz, Charles, Macroeconomics: A European Text (Oxford University Press 2017) 513-
514.
426 Bordo, Michael D. ‘The Classical Gold Standard: Some Lessons for Today’ (Federal Reserve Bank of St. Louis
Review, May 1981), 7
<https://files.stlouisfed.org/files/htdocs/publications/review/81/05/Classical_May1981.pdf> accessed 14 July
2017.
For an detailed analysis of the golden standard and the reasons that led to its collapse see also:

- Bordo, 1993a (n 421); and

- Eichengreen, Barry, Golden Fetters: The Gold Standard and the Great Depression 1919-1939 (Oxford

University Press 1992).

427 Schenk, Catherine and Straumann, Tobias (2014), ‘International Monetary Policy Regimes: Historical
Perspectives’ (Norges Bank Conference: ‘Of the Uses of Central Banks: Lessons from History’, Oslo, 5-6 June
2014) 7 <http://www.norges-bank.no/pages/100044/05 Schenk and Straumann2014.pdf> accessed 14 July
2017.
428 Goodhart (n 166) 5.
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responses.*?® In the same vein, Eichengreen and Sachs, argued that the countries that
abandoned the gold standard, revived from the Great Depression at a faster pace in

comparison to those that decided to adhere the gold standard for longer.*3°

Undeniably, the Great Depression had a major influence on the development of
macroeconomic thought of that time. In fact, the implications of the Great Depression and
the exploration of its underlying reasons are still subject to ongoing research, and continue
to influence macroeconomic thought.*3! As former chair of the Fed, Ben Bernanke typically
stated: “to understand the great depression is the Holy Grail of macroeconomics.”*3? Notably,
it was during that period of severe worldwide economic downfall that a window to a new
macroeconomic thought opened. This was particularly important, since what was then
acknowledged as conventional economic wisdom, proved to be insufficient in dealing with
the challenges brought by the Great Depression. In the period prior to the Great Depression,
economic though was highly influenced by classical economics, which represent the school of
economic thought exemplified by Adam Smith's writings in the 18th century, and David
Ricardo, John Stuart Mill and Thomas Robert Malthus’s works during the end of the 18th

century and early years of the 19th century.

A new order in macroeconomic thought, pioneered by the British economist, John
Maynard Keynes (considered as the father of modern macroeconomics) came into
prominence in an attempt to provide answers as to what led to Great Depression and to offer
possible solutions in showing the way out of it. Keynes’ theory shifted macroeconomic
thought from aggregate supply to aggregate demand, and its advocates argued that the huge
fall in aggregate demand ultimately led to the double-digit unemployment rates in the US
during the 1930s, and subsequently, to deflationary spiral of the Great Depression. The core
idea of Keynesianism is that the impact of changes in the level of borrowing interest rates
over spending in the economy, outweighs in importance the respective impact of changes

over the money supply. Simply said, when there is evidence that a country’s economy is close

423 See: Temin, Peter, Lessons from the Great Depression (The MIT Press 1991).

430 Eichengreen, Barry and Sachs, Jeffrey, ‘Exchange Rates and Economic Recovery in the 1930s’ (1985) 45 (4)
The Journal of Economic History 925.

431 Bernanke, Ben S., ‘The Macroeconomics of the Great Depression: A Comparative Approach’ (1995) 27 (1)
Journal of Money, Credit and Banking 1, 1.

432 Bernanke (n 432) 1.
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to distress, the central bank must drive down its interest rates in order to allow banks and

people to borrow cheaply, which will ultimately allow them to spend more.*33

As mentioned before, Keynesians believed that inadequate monetary policy led to a
severe economic meltdown. In addition, monetary policy, although necessary, was
considered to be insufficient to boost the economy and increase investment flows on its own.
To this end, Keynesian advocates viewed fiscal policy and thus, government intervention, as
the only possible solution in terminating a financial distress.*** Notably, Keynes highlighted
the need for a stabilising system and emphasised “the importance of rule-based regimes to
stabilise business expectations.”*3 In addition, Keynes viewed the role of the central bank as
a governmental organ and an instrument of public policy, which would ensure state control

over the currency and all the issues related to it.43®

Keynesian theories proved to be determinant in the post-war negotiations for
international cooperation, especially in the establishment of the new monetary regime in
1944, i.e. the Bretton Woods System. The latter represented the settlement of lasting peace
after WWII and an attempt to learn from the lessons of Great Depression,*’ by incorporating
both the benefits of a fixed system (i.e. stability of exchange rates) and the freedom of a
floating rate system (i.e. monetary and fiscal independence).**® In a nutshell, Bretton Woods
was a fixed exchange rate international monetary system, during which the world enjoyed
two decades of growth, low unemployment rates and stable low inflation.**® This perhaps

explains, the reasons why Keynesian theory came to be established as the best explanatory

433 See:

- Keynes, John M., A tract on monetary reform (Macmillan and Co. Ltd 1923);

- Keynes, John M., A Treatise on Money (Macmillan and Co. Ltd. 1930); and

- Keynes, John M., The General Theory of Employment, Interest, and Prices (Macmillan and Co. Ltd.

1936).

434 Mishkin, Frederic S., ‘Monetary Policy Strategy: Lessons from the Crisis’ (NBER, Working Paper No. 1675,
February 2011), 3 <http://www.nber.org/papers/w16755.pdf> accessed 14 July 2017.
435 See: ‘Ideas and the world’ (The Economist, 23 November, 2000) <http://www.economist.com/node/431717>
accessed 14 July 2017.
43¢ Bibow, Jorg, ‘At the Crossroads: The Euro and Its Central Bank Guardian (and Savior?)’ (Levy Economics
Institute of Bard College, Working Paper No. 738, November 2012), 3
<http://www.levyinstitute.org/pubs/wp 738.pdf> accessed 14 July 2017.
437 James, Harold, ‘The multiple contexts of Bretton Woods’ (2012) 28 (3) Oxford Review of Economic Policy 411,
414,
438 Bordo 1993a (n 421) 7.
439 For a detailed analysis on the Bretton Woods System see: Bordo, Michael D., ‘The Bretton Woods
International Monetary System. An Historical Overview’ (NBER, Working Paper No. 4033, March 1992)
<http://www.nber.org/papers/w4033.pdf> accessed 14 July 2017.
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theory of fluctuations in economic activity, and as a result, many countries pursued domestic

stabilisation policies, mainly focused on the goal of full employment.44°

It should be noted here, that the Bretton Woods System was not consistently a fixed
rate exchange system throughout its duration. Originally, it was designed as a flexible
exchange rate monetary system, which evolved into an international fixed exchange rate
monetary system. Bordo divides Bretton Woods into two sub-periods: the pre-convertible
phase (from 1946 to 1958) and the convertible phase (between 1959 until 1970). As Bordo
explained in relation to the two periods: “the comparison also relates to the theoretical issues
raised by the perennial debate over fixed versus flexible exchange rates.”**! In short, in the
post-WWII, monetary policy period was not given equal importance as fiscal policy in terms
of its ability to deliver the intended macroeconomic goals. Hence, the role of price stability
was arguably completely neglected. In fact, monetary policy decisions at the time — most
notably, the implementation of stabilisation policies in the US — were influenced by the

assumption that there was a trade-off between unemployment and inflation.*4?

This assumption was based on the Phillips curve theory, according to which
unemployment could be addressed by increasing inflation rates, hence, through expansionary
monetary policy approaches.**3 A central bank pursues an expansionary monetary policy
when it uses its own tools to stimulate the economy, mainly by keeping interest rates low,
which expands the money supply and increases aggregate demand in order to boost the
economy.?** |t should be noted that the Phillips curve, was originally based on economic
theories of the late 18th century and further developed by empirical studies regarding money
wage growth and unemployment during the 19th century. However, according to Humphrey,

it was not until 1958 that modern Phillips curve analysis begun, with the publication of

440 Bordo and Jonung (n 421) 30.

441 Bordo 1993a (n 421) 5.

442 Romer, Christina D. and Romer, David H. ‘The Evolution of Economic Understanding and Post-war
Stabilization Policy’ (NBER, Working Paper 9274, October 2002) <http://www.nber.org/papers/w9274.pdf>
accessed 2017.

443 For an early analysis of the Phillips Curve see: Humphrey, Thomas M., ‘The Evolution and Policy Implications
of Phillips Curve Analysis’ (1985) 71 (2) Economic Review 3, 3.

444 See: Baumol, William J. and Blinder, Alan S., Macroeconomics Principles and Policy (11t edn, South-Western
Cengage Learning 2009) Chapter 13.
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Phillips’s famous paper, where he argued that there was an inverse correlation between the

rate of change in money wages and unemployment.*4°

The Phillips curve, was later extended to the relation between inflation and
unemployment, depicting that there was evidence of this inverse trade-off between them.
Samuelson and Solow in 1960 discussed the long-run trade-off between employment and
inflation, and whether one of the goals has to be prioritised over the other.#4® This approach
started from being very influential in adopting expansionary policies in the early 1960s in the
US, to become highly criticised during and in the aftermath of Great Inflation (see below); and

thus, leading to alternative theories to the Phillips curve analysis.

Nonetheless, the collapse of the Bretton Woods System (between 1968 and 1971)
brought an end to monetary regimes based on the “convertibility principle,” and broke the
last link of money with gold. As a result, the world’s major currencies were left completely
unanchored, which was followed by a period of increased inflation that brought new evidence
that questioned both Keynesian theories and the Phillips curve view of inflation. In fact, the
Philips curve theory along with the low estimate of the natural rate of unemployment, are
often blamed for the occurrence of the inflationary gap in the years to follow.%*’ As discussed
in Chapter one, there was a vast amount of arguments supporting that there was a negative
correlation between low inflation and employment levels. The notion of an inflationary gap
was originated by Keynes in 1940, in an attempt to analyse and calculate the main
determinants that cause an inflationary rise of prices, i.e. the pressure of inflation.**® Keynes
defined inflationary gap as: “an excess of planned expenditure over the available output at full
employment,”**° and considered it to be the main cause of inflation. Thus, according to this

view, inflationary gap is created when in an economy, aggregate demand exceeds the

445 Phillips, William A., ‘The Relation between Unemployment and the Rate of Change of Money Wage Rates in

the United Kingdom, 1861-1957’ (1958) 25 (100) Economica 283.

446 Samuelson, Paul A. and Solow, Robert M., ‘Analytical Aspects of Anti-Inflation Policy’ (1960) 50 (2) American
Economic Review, Papers and Proceedings 177.

447 Goodfriend, Marvin, ‘How the World Achieved Consensus on Monetary Policy’ (NBER Working Paper No.
13580, November 2007), 4 <http://www.nber.org/papers/w13580.pdf> accessed July 2017.

See also: Orphanides, Athanasios, ‘Monetary Policy Rules and the Great Inflation’ (2002) 84 (4) The American
Economic Review 569.

448 Keynes, Maynard J., How to pay for the war: a radical plan for the Chancellor of the Exchequer (1%t edn,
Macmillan 1940).

449 Keynes (n 449) as quoted in Kennedy, Maria J., Macroeconomic Theory (Prentice-Hall of India Pvt. Ltd 2011)

234,
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aggregate value of output at the full employment level. However, the inflationary gap

450

constitutes a highly controversial notion that has been subject to extensive criticism, > which

exceeds the scope of this analysis.

The breakdown of Bretton Woods, was combined with a rapid increase of inflation in
many countries around the world.**! This period is also known as the Great Inflation or
Inflation Depression, which involved two decades of high inflation; four economic recessions;
two severe energy and oil crises; a rapid rise in public debts in the 1970s and in particular, in
the 1980s; and the unprecedented peacetime implementation of wage and price controls.*?
During the Great Inflation, which according to Samuelson begins from the late 1960s and lasts
until the early 1980s,%>3 inflation rates in the US reached their 20th century peak, by exceeding
10%.%% In addition, the annual inflation rates soared to over 10% during the 1970s across
OECD countries, with a few exceptions (Germany and Switzerland),*>> and in 1975 the United
Kingdom recorded a peak in inflation of 25%.4°® Siegel describes the Great Inflation period as
the greatest failure of American macroeconomic policy during the post-war period,*” which,
however, did not remain only a US- related event, but was transmitted quickly to other

countries and in many cases with an amplifying effect.

430 See inter alia:
- Friedman, Milton, ‘Discussions on the inflationary gap by Walter Salant’ (1942) 32 (2) American
Economic Review 314;
- Salant, Walter S., ‘The inflationary gap, meaning and significance for policy making’ (1942) 32 (2)
Economic Review 308; and
- Hansen, Bent, A Study in the Theory of Inflation (Allen & Unwin 1953).
451 For a detailed analysis of this approach see for instance:
- Bordo and Schwartz (n 422); and
- Barro, Robert J., ‘United States Inflation and the Choice of a Monetary Standard’ in Hall, Robert E. (ed.)
Inflation: Causes and Effect (University of Chicago Press 1982).
452 See: Bordo and Jonung (n 421).
453 See: Samuelson, Robert J., The Great Inflation and Its Aftermath: The Past and Future of American Affluence
(Random House 2008).
454 Collard, Fabrice and Dellas, Harris, ‘The Great Inflation of the 1970s’ (Board of Governors of the Federal
Reserve System, International Finance Discussion Papers, No. 799., 2004)
<http://www.federalreserve.gov/pubs/ifdp/2004/799/ifdp799.pdf> accessed July 2017.
4% ‘The “Great Inflation’: Lessons for monetary policy’ (ECB, Monthly Bulletin, May 2010) 99
<https://www.ecb.europa.eu/pub/pdf/other/mb201005en pp99-
110en.pdf?023022965966d570be586b1dc46e84b6> accessed July 2017.
456 Nelson, Edward, ‘The Great Inflation of the Seventies: What Really Happened?’ (Federal Reserve Bank of ST.
Louis, Working Paper 2004-001, January 2004), 4 <https://research.stlouisfed.org/wp/2004/2004-001.pdf>
accessed July 2017.
457 Siegel, Jeremy J., Stocks for the Long Run: A Guide to Selecting Markets for Long-Term Growth (2" edn. Irwin
Professional Publishing).
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Interestingly, the discussion regarding the reasons that led to Great Inflation, were
brought to the surface again during the GFC. This, in turn, led to reopening the debate about
monetary policy, inflation, central bank independence and supervisory regimes. For instance,
Samuelson, highlighted the existence of parallels between the Great Inflation and this the
GFC, which made the former a point of comparison and a source of learning for the current
policy responses.**® Back to the 1970s, Great Inflation significantly influenced change in
macroeconomic thought, which happened as a result of the realisation that the acute changes
in real GDP and in price levels could not be explained anymore by the aggregate demand of
Keynesian economics. Also, higher inflation did not bring about higher employment or faster
growth, as it was expected. In fact, monetary policy strategies aimed at reaching and
maintaining full employment by increasing aggregate demand, had rather the opposite effect
since they created inflationary pressures.** Lastly, the Keynesian idea that monetary policy
should not be concerned about inflation, since there were other factors to be considered as
more important in influencing inflation (such as fiscal deficits, commodity price shocks,
aggressive labour unions etc.), proved also to be insufficient in explaining the changing

parameters of the economy.

As a result, Keynes’s fiscal and monetary policy theories that had won widespread
acceptance by the majority of governments around the world during the 1960s, were no
longer sufficient to address the challenges brought by the upward trend in inflation rates
during the 1970s and after.%%® This in turn, brought increased scepticism as to the role of
monetary authority and monetary policy strategies. Thus, by the late 1960s, against what had
become the Keynesian orthodoxy stood the monetarist theory, espoused by Milton Friedman,
Karl Brunner, and Allan Meltzer.*%! The main point of disagreement in the debate between

Keynesian and Monetarist economists, was primarily the effectiveness of policy instruments.

458 See: Samuelson (n 454).

459 Bordo and Jonung (n 421) 30.

460 For a detailed analysis on the experiences of the 1970s see: Mishkin (n 112) and Mishkin (n 435).
461 The original theory can be found at the following:

- Friedman, Milton, and Meiselman, David, ‘The Relative Stability of Monetary Velocity and the
Investment Multiplier in the United States, 1897-1958" in Commission on Money and Credit,
Stabilization Policies (Prentice-Hall 1963) 165;

- Friedman, Milton, and Schwartz, Anna J., Monetary History of the United States, 1867-1960 (Princeton
University Press 1963a); and

- Friedman, Milton, and Schwartz, Anna J. ‘Money and Business Cycles’ (1963b) 45 (1) Review of
Economics and Statistics 32.
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Keynesians were insisting on the effectiveness of fiscal policies, and monetarists were
supporting that monetary policy alone could control inflation without the need for fiscal
policies, suggesting that aggregate demand was not affected by fiscal policies but rather by

the money component.*6?

Monetarists, also, argued that increased employment and economic growth could be

464 and

achieved only by stable price levels.*®3 Pioneer monetarists such as Milton Friedman
Edmund Phelps,*®® insisted that there was no long-run trade-off between inflation and
unemployment (as the Phillips curve suggested originally), and the economy would
experience some natural rate of unemployment in the long-run despite the level of
inflation.*® They supported, that, on the contrary, by mobilising monetary policy to foster
employment and economic growth, inflation rates would rise. As Friedman stated: “Inflation
is always and everywhere a monetary phenomenon”, a famous dictum that had a major
impact on macroeconomic theory during the 1960s and onwards, since it proved to be true
in its prediction during the subsequent inflationary rise. In the words of Friedman: “The
simultaneous decline in unemployment and inflation produced orgies of self-congratulation
by the powers that be. However, this happy state proved short-lived as inflation once again
started to accelerate. Needless to say, the political Establishment tried to prolong the happy
glow by attributing the acceleration of inflation to special events—bad weather, food

shortages, labour union intransigence, corporate greed, the OPEC cartel, or any straw at which

they could grasp. Never any sign of mea culpa.”*®”

462 |ssing, Otmar, ‘The role of fiscal and monetary policies in the stabilisation of the Phelps, Edmund S., ‘Money-
Wage Dynamics and Labor-Market Equilibrium’ (1968) 76 (4) Journal of Political Economy 687.economic cycle’
(Speech by a Member of Executive Board of the ECB at the International Conference: ‘Stability and Economic
Growth: The Role of the Central Bank,’ Mexico City, 14 November 2005)
<https://www.ech.europa.eu/press/key/date/2005/html/sp051114.en.html> accessed 14 July 2017.

463 Mishkin, Frederic S., Monetary Policy Strategy (MIT Press 2007) 3.

464 Friedman, Milton, ‘The Role of Monetary Policy’ (1968) 58 (1) The American Economic Review 1.

465 phelps, Edmund S., ‘Money-Wage Dynamics and Labor-Market Equilibrium’ (1968) 76 (4) Journal of Political
Economy 687.

466 McNees, Stephen K., ‘An empirical assessment of "new theories" of inflation and unemployment’
(Proceedings of a Conference Held at Edgartown, Massachusetts, June 1978: “After the Phillips Curve:
Persistence of High Inflation and High Unemployment,” Federal Reserve Bank of Boston Conference Series, No.
19), 29 <https://paulromer.net/wp-content/uploads/2015/08/After-the-Phillips-Curve-Lucas-Sargent.pdf>
accessed 14 July 2017.

467 Friedman, Milton, ‘Inflationary Recession’ (Newsweek, October 17, 1966) 92.
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By early 1973 the major currencies were floating against one another, and inflation
had started to become the main target of monetary policy agendas, influencing relevant
policy decisions.*®® By that time monetarist theories had become widely acknowledged and
policymakers around the world came to realise firstly, the importance of monetary policy in
controlling inflation and the role of aggregate supply, in the long and the short run; secondly,
the risky costs of inflation; thirdly, the inability of expansionary monetary policy to keep
unemployment rates low in the long-run; and the value of a strong nominal anchor. Thus, by
the mid-1970s, a large number of central banks in industrialised countries adopted monetary
targeting frameworks or a "managed floating" system, including Germany first in 1974; the

US, Switzerland, Canada and Italy in 1975; and the UK, France and Australia in 1976.46°

Monetary targeting frameworks were an intermediate exchange-rate regime between
pegged and freely floating rates, which recognised acceptable exchange rates while allowed
their flexibility within certain bands.*’? Also, monetary targeting systems involved pre-
announced monetary targets, which aimed at stabilising the economy, by focusing at the goal
of price stability in order to promote growth and decrease the levels of unemployment.*’?
However, as Mishkin opined: “the instability of the relationship between monetary
aggregates and goal variables (inflation and nominal income) make monetary targeting
problematic”, and thus, the relationship between monetary aggregates and inflation, which

resulted in the abandonment of monetary targeting.*’?

468 Cobham, David, ‘From Bretton Woods to inflation targeting: financial change and monetary policy evolution
in Europe’ in: Boughzala, Mongi and Cobham, David (eds.) Inflation Targeting in MENA Countries: An Unfinished
Journey (Palgrave Macmillan 2011) 171, 175.

469 See: Bernanke, Ben S. and Mishkin, Frederic S., ‘Central Bank Behaviour and the Strategy of Monetary Policy:
Observations from Six Industrialized Countries’ (NBER Macroeconomics Annual 1992, vol. 7, Reprinted with
permission of MIT Press) 183 <http://www.nber.org/chapters/c10993.pdf> accessed 14 July 2017.

See also: Mishkin, Frederic S., ‘International experiences with different monetary policy regimes’ (1999) 43 (3)
Journal of Monetary Economics 576.

470 For a comprehensive analysis on monetary targeting regime see: Tosini, Paula A., ‘Leaning against the wind:
A Standard for Managed Floating’ (Essays in International Finance no. 126, International Finance Section
Department of Economics, Princeton University, December 1977)
<https://www.princeton.edu/~ies/IES Essays/E126.pdf> accessed 14 July 2017.

471 Cobham (n 469) 175. See also: Mishkin (n 464).

472 Mishkin, Frederic S., ‘From Monetary Targeting to Inflation Targeting: Lessons from the Industrialized
Countries’ (Prepared for the Bank of Mexico Conference: "Stabilization and Monetary Policy: The International
Experience," Mexico City, November 14-15, 2000), 8
<https://www0.gsh.columbia.edu/faculty/fmishkin/PDFpapers/00BOMEX.pdf> accessed 14 July 2017.
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In addition, during this period of uncertainty (i.e. the Great Inflation), there were
significant developments taking place in central banking theories, which were mainly derived
from assessing inflation costs on the economy. As was mentioned earlier, Keynesian
economists focused their analysis on aggregate demand, while monetarist economists
included in their analysis the individuals’ maximising behaviour regarding money demand.
However, neither of them incorporated in their analysis the role of individual decisions that
affect both aggregate demand and supply, which was exactly what was coming next as a new

approach to macroeconomics.

This new school of macroeconomic thought was based on the analysis of behaviour
and individuals’ maximising choices, while focusing on the long-run aggregate supply and the
economy’s ability to reach this level of output quickly. Robert Lucas,*® one of the most
important advocates of this idea, took Friedman’s reasoning a step further and developed the
rational expectations theory, arguing that the public’'s and the markets’ expectations of
monetary authority decisions were able to influence significantly more than one sector of
economic activity.*’* Mishkin argues that, as a result of this realisation, “....the systematic
component of policymakers’ actions--i.e., the component that can be anticipated--plays a
crucial role in the conduct of monetary policy” *’> Also, the theory of rational expectations
provided a comprehensive and feasible analysis as to why there is no longer a long-run trade-
off between inflation and unemployment, by arguing that a decrease in unemployment rates

lower than the natural rate would eventually result in increased inflation rates.*’®

This explanation of inflation is also linked with the notion of central bank
independence and with the idea that political pressure might affect central banks’

expansionary policies and output goals. To this end, elected officials, either in order to win

473 See:
- Lucas, Robert E., ‘Expectations and the Neutrality of Money’ (1972) 4 (2) Journal of Economic Theory
103;
- Lucas, Robert E., ‘Some International Evidence on Output-Inflation Trade-offs’ (1973) 63 (3) American
Economic Review 326-34; and
- Lucas, Robert E., ‘Econometric Policy Evaluation: A Critique’ (Carnegie-Rochester Conference Series on
Public Policy Vol. 1976) 19.
474 Mishkin (n 111).
475 Mishkin (n 111) 7.
476 Mishkin (n 473) 3. There is also more recent literature on the rational expectation theory. See: Blinder (n 107)
and Walsh (n 119).
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the favour of the electorate or due to misevaluation of short-run economic expansion, may
be tempted to act according to short-term goals and as a result, to neglect the long-term
consequences of expansionary policies. It is at this point that the discussion on central bank
independence and its evolution into the optimal model for central banking governance

become relevant, as explained in chapter one.

The rational expectations theory has also influenced the general understanding of
monetary policy strategy, and most importantly: “made clearer the need for use of a nominal
anchor, a nominal variable such as the inflation rate or the money supply, which ties down the
price level to achieve price stability,”*’” by also depicting the time-inconsistency problem,
which has been already examined in chapter one. The notion of time-inconsistency has
influenced subsequent research, leading to key findings regarding central banks’ institutional
design and the significance of pursuing institutional means to keep inflation low, and most
importantly, the contribution of an independent central bank at maintaining the inflation

low 478

Friedman’s concept, that there is no long-run trade-off between output and inflation,
and the time-inconsistency problem, as depicted by Kydland and Prescott, constituted to a
large extent the basis of what subsequently became known as the inflation targeting regime,
which proved to be both a popular and durable monetary policy regime.*’® However, before
the world came into a consensus about the benefits of an inflation targeting framework, there
was another important momentum in the history of monetary policy that influenced that
belief, which had also even the debate between Monetarist and Keynesians. This happened
in August 1979 in the US, when Paul Volcker became Chairman of the Fed Board, whose policy
measures and implications have been subject of a great body of literature.*®° Volcker aimed
at fighting inflation at any cost and focused on the goal of price stability, appraising it as the

only possible mean to restore inflation expectations and re-establish economic stability and

477 Mishkin, Frederic S., ‘Inflation Targeting: True Progress or Repackaging of an Old Idea?’ (University of
Columbia Working Paper, February 2006), 4
<https://www0.gsb.columbia.edu/faculty/fmishkin/papers/05snb.pdf> accessed 14 July 2017.

478 Mishkin (n 473) 8.

473 Andersen, Barnebeck T., Malchow-Moller, Nikolaj and Jens, Nordvig, ‘Inflation-Targeting, Flexible Exchange
Rates and Macroeconomic Performance since the Great Recession’ (CEPS Working Document No. 394, March
2014) <http://aei.pitt.edu/50256/1/WD394 Andersen et al Inflation Targeting.pdf> accessed 14 July 2017.
480 Goodfriend, Marvin and King, Robert G., ‘The incredible Volcker disinflation’ (2005) 52 (5) Journal of Monetary
Economics 981 <http://www.bu.edu/econ/files/2011/01/GKcr2005.pdf> accessed 14 July 2017.
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growth.*®! In addition, Volcker announced that the policy instrument of Fed would be to
target reserve growth rather than the Fed’s funds rate. The early years of Volker’s attempt to
bringing inflation down, by increasing short-term interest rates, depressed economic activity,
raised unemployment levels and caused two severe recessions in the early 1980s.%8? In simple
terms, a recession is defined as two consecutive quarters of falling gdp. Despite the negative
consequences, Volcker continued persistently taking radical steps to rein in runaway inflation
and insisted in his inflation-fighting strategy by combining higher interest rates and even
slower reserve growth. In Volker’s own words: “My basic philosophy is over time we have no
choice but to deal with the inflationary situation because over time inflation and the

unemployment rate go together... isn’t that the lesson of the 1970s?”483

Volcker’s monetary policy was highly influenced by the monetarist approach, hence,
he believed that monetary policy could fight inflation on a permanent basis, without the need
for fiscal policies or control over wages, prices and credit. However, while that resulted in
increased unemployment in the short-run, the actual unemployment rates were not close to
those predicted by the Keynesian theories. Thus, Volcker believed that a vigorous rise in short-
term interest rates could decrease inflation expectations and help to restore moderate
inflation rates without causing a recession.*®* Indeed, over time inflation rates in the US
showed a slow but steady downward trend, although unemployment high rates persisted.

However, over time, the downward trend in inflation resulted in increasing the Fed'’s

481 On Volcker’s policy its impact on the macroeconomic thinking see:

- Goodfriend and King (n 481);

- Hetzel, Robert, ‘What is the Monetary Standard, Or, How Did the Volcker Greenspan Fed Tame
Inflation” (2008) 94 (2) Federal Reserve Bank of Richmond Economic Quarterly 147
<https://www.richmondfed.org/-

/media/richmondfedorg/publications/research/economic quarterly/2008/spring/pdf/hetzel.pdf>
accessed 14 July 2017.

- Lindsey, David E., Orphanides, Athanasios and Rasche, Robert H., ‘The Reform of 1979: How It

Happened and Why’ (Finance and Economics Discussion Series, Divisions of Research & Statistics

and Monetary Affairs, Federal Reserve Board, 2005)
<https://www.federalreserve.gov/pubs/feds/2005/200502/200502pap.pdf> accessed 14 July
2017.

- Orphanides, Athanasios and Williams, John C., ‘The Decline of Activist Stabilization Policy: Natural

Rate Misperceptions, Learning, and Expectations’ (Board of Governors of the Federal Reserve
System, International Finance  Discussion Papers Number 804, April 2004)
<http://www.federalreserve.gov/pubs/ifdp/2004/804/ifdp804.pdf> accessed 14 July 2017.

482 See: Goodfriend and King (n 481).
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2010) 1034.

484 Goodfriend and King (n 481) 12.

111


https://www.richmondfed.org/-/media/richmondfedorg/publications/research/economic_quarterly/2008/spring/pdf/hetzel.pdf
https://www.richmondfed.org/-/media/richmondfedorg/publications/research/economic_quarterly/2008/spring/pdf/hetzel.pdf
https://www.federalreserve.gov/pubs/feds/2005/200502/200502pap.pdf
http://www.federalreserve.gov/pubs/ifdp/2004/804/ifdp804.pdf

credibility, which slowly brought a decline in unemployment rates and an overall increase in
economic growth, and finally brought inflation rates in the desired level. Subsequently, the
Fed’s monetary policy strategy, under Alan Greenspan’s leadership, who was the successor
to Volcker, managed to achieve an inflation rate below 2 percent until the early 2000s, which
was considered by Greenspan as “effective price stability.” At the same period of time, the
low inflation rates in the US were combined with improved inflation rates worldwide.*&
Volker’s remarkable forward-thinking approach and its perceived successful outcomes in the
US economy constituted the basis of the new consensus in monetary policy theory.*8® As
Blinder argued, a great lesson Volker taught us is that: “....tight monetary policy can bring

inflation down at substantial, but not devastating, cost” and “...money-supply targeting can

be hazardous to a nation’s health.”*8’

As the recession in the US came to an end by 1982, the economy started expanding,
not only for the US but at a global scale. In the years to follow, recessions occurred, but they
did not last long, and they were not severe. Notably, in the US, after the Volcker recession era
and before the GFC, the economy has experienced only two recessions, one in 1990 and
another in 2001.%%8 Those years from 1984 to 2007 are also known as the Great Moderation,
a term fist used by Ben Bernanke in his speech in February 2004.%8° Notably, Great
Moderation was dominated by low real GDP volatility and low interest rates. Interestingly,
although there is no consensus about the components that ultimately led to this positive
outcome, monetary policy is often cited as a contributing factor.**® Bernanke attributed the
Great Moderation to improved monetary policy, by arguing that: “the historical pattern of

changes in the volatilities of output growth and inflation gives some credence to the idea that

485 Goodfriend (n 448) 8-12.

48 For a thorough analysis on how the consensus on monetary policy was reached see: Goodfriend (n 448).
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