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Abstract

The global financial crisis has cast doubt on existing within the mainstream economics con-
sensus on monetary policy. So called ‘New Consensus Monetary Policy” appeared to lack
many important operational, political and institutional issues, especially with regard to con-
sistency of the monetary-fiscal policy mix within the eurozone, as well as with reference to
policy mix in the individual member countries. When crisis emerged, problems with mone-
tary-fiscal coordination turned to be more complicated.

The crisis has proved also inefficiency of the “one size fits all” monetary policy, imple-
mented by the ECB. The divergences of economic performance, business cycles, and finan-
cial development - all attending the financialisation process - have become eye striking
among the EMU members. Extremely low inflation rates have brought new challenges into
focus resulting i.a. from the zero bound on nominal short-term interest rates.

Taking this into consideration, the aim of this paper is to investigate the ways in which
the monetary and financial policies of the ECB can be conducted in a low interest rates envi-
ronment. Undertaken analysis allows understanding the strengths and weaknesses of these
policies. It also creates a background for formulating alternative policy proposals aimed at

dealing with divergence and disparities between EU member countries.
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1. Introduction

Prior to the outburst of the global financial crisis, advanced economies had succeeded in
bringing their inflation rates under control. The decline in inflation was associated with a
market convergence of inflation rates across countries accompanied with a relatively stable
growth. Central banks, during this so-called “Great Moderation” period, were strong defend-
ers of the price stability. Such stability was perceived - in line with theses of so-called New
Neoclassical Synthesis - as the main (and sometimes even the sole) and most adequate goal
of monetary authorities and its achievement - as the best feasible contribution of a central
bank to general welfare. Thus, there was little or no attention paid to other goals, like reduc-
ing unemployment or boosting economic growth (Goodfriend and King 1997, King 2006,
Woodford 2003).

In order to achieve the goal inflation targeting strategies were widely used by central
banks. Steering short-term interest rates was considered a sufficient means of achieving
these targets as open market operations appeared to allow for influencing long-term inter-
est rates (Gabor 2010). Inflation forecasts, postulated, among others by Woodford (2001) and
Swenson (1997), played a key role in monetary policy decision-making as financial markets
were assumed to be efficient (as presupposed by Eugene Fama). Therefore, imperfections
such as asset price bubbles were considered possible, but only occasional, so monetary au-
thorities could deal with them on the ex post basis. Finally, microprudential supervision was
assessed as sufficient in order to mitigate risks occurring in the financial sector (Weber
2012).

All those elements constituted elements of the so-called ‘New Consensus Monetary
Policy’. Apart them, the consensus included also the need for sufficient credibility and trans-
parency of monetary policy, using some type of policy rule and, finally, central bank inde-
pendence, at least with reference to its instruments (see. e.g. Arestis and Sawyer 2005, Clin-
ton 2009, Fontana and Baddeley, 2005, Taylor 2002). The latter factor was of special im-
portance here, as it determined relations with the fiscal authorities.

The global financial crisis, however, has cast doubt on this monetary policy consensus.

It occurred that low and stable inflation is no guarantee against major macroeconomic and
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financial instability. Moreover, relations between monetary stability and financial stability
turned to be much more complicated and complex and the financial markets themselves -

pretty far from efficiency (Allington et al. 2001, Shiller 2003).

The crisis has proved also inefficiency of the “one size fits all” monetary policy, imple-
mented by the European Central Bank in the European Monetary Union. The divergences of
economic performance, business cycles, and financial development - all attending the finan-
cialisation process - have become eye striking among the EMU members. Moreover, ex-
tremely low inflation rates have brought new challenges into focus resulting i. a. from the
zero bound on nominal short-term interest rates. Proper liquidity management has become
of primary importance as a tool used to regain control over money markets, supporting at
the same time attempts of governments to provide fiscal stimulus to the depressed econo-
mies.

The global financial crisis has revealed growing divergence among European Union
member states, particularly among the old and the new EU member states. They have ap-
peared to be divergent not only in terms of inflation differentials and the changing patterns
of competitiveness, but also in terms of economic development. Therefore, the impact of the
activity of the European Central Bank has become stronger not only on macroeconomic per-
formance in the new EU member states, which have already joined the EMU, but also on the
new EU member states staying outside. For such countries, monetary and financial policies
of the ECB have been one of the most important factors influencing monetary policies and
liquidity management activities launched by the national central banks.

At the same time, problems with coordination between monetary and fiscal policy in-
tensified. The lack of sufficient coordination between actions taken by the ECB, domestic
central banks from EU countries being outside of euro zone and fiscal authorities of all EU
countries deteriorated policy outcomes and made overcoming of deflationary and recession-
ary tendencies harder. Problems with coordination, in turn, intensified political tension be-

tween individual member countries.
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Taking this into consideration, the aim of this paper is to investigate the ways in which
the monetary and financial policies of the ECB can be conducted in a low interest rates envi-
ronment. Undertaken analysis allows understanding the strengths and weaknesses of these
policies. It also creates a background for formulating alternative policy proposals aimed at
dealing with divergence and disparities between EMU member countries. In the context of
those phenomena we also consider areas of monetary and fiscal policy interactions, prob-
lems with monetary-fiscal coordination within the EU and discuss their potential solutions
formulated in the literature. We also consider increasing responsibilities of the ECB in the
context of the Banking Union, as well as changes in its procedures connected with the new
system of votes rotation. Those two topics we consider with from the New Member States

(NMS]) point of view.

2. Monetary policy tools in a zero lower bound environment - guidelines for the Euro-
pean Central Bank

Following the global financial crisis, economic activity in the EMU registered stagnation. The
outburst of the sovereign debt crisis led to a renewed downturn towards the end of 2011. In
the course of 2013, the economic downturn in the EU appears to have ended but output is
still below that in 2008, and the process of polarisation within Europe has continued apace
(EuroMemo Group 2014). In reaction to the crisis, the ECB reduced its main refinancing lend-
ing rate to 0.05% (and deposit rate to -0.2%]) in September 2014. Regardless of this cut, the
EMU countries are still facing strong deflationary pressure. Inflation measured with HICP
index in the whole EMU remains far below the official target of 2%. The bank lending is falling,
especially to SMEs sector, manifesting a breakdown in the normal transmission mechanism
of monetary policy (Cour-Thimann and Winkler 2012).

Exceptional times require exceptional measures. After lowering basic interest rates,
the unconventional instruments have to be introduced. Many central banks have yet ex-
panded their balance sheets in order to maintain the financial stability and to minimize li-
quidity tensions in the financial system (Bernoth, Fratzscher and Kénig 2014, Abbassi and

Linzert 2011). The ECB is not an exception. The central bank of the EMU has launched several

6
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programmes aimed at the purchase of both government and covered bonds. It has also pro-
vided low-interest three-year loans with no conditions to commercial banks of the EMU
countries.

Unconventional actions appear to be a necessity as reaching the lower bound of zero
by reference interest rates puts a limit on efficiency of monetary policy. Under such circum-
stances interest rate channel has to be replaced with price, balance sheet and liquidity chan-
nels.

Why the zero lower bound on nominal interest rates is so inconvenient for monetary
authorities? Binding zero lower bound means that the central bank’s ability to reduce inter-
est rates in response to ensure the timely return of inflation to its target is likely to be con-
strained if average levels of interest rates and inflation are already low. If monetary policy is
constrained this way, an average output is likely to be lower than otherwise it would be, be-
cause of rising deflation expectations, which have negative influence on demand and employ-
ment. In this case, a sufficiently high deflationary shock may push the economy into the li-
quidity trap or even in a deflationary spiral, according to mechanism presented once by K.
Wicksell and J.M. Keynes.

The strength of the zero bound effect depends mainly on two factors, i.e. on the target
rate of inflation and on the equilibrium real interest rate of the economy. The higher the tar-
get rate of inflation, the less likely is that the zero lower bound starts to bind. Higher inflation
target raises the nominal interest rates and the actual rate of inflation, providing sufficient
room for lowering interest rates if necessary. Similarly, the higher equilibrium real interest
rate, the lower the likelihood of problems resulting from the zero lower bound. This is be-
cause at zero inflation real (steady state) interest rate is equal to nominal (steady state) in-
terest rate, and the higher is this real rate, the more space remains for monetary policy to
lower its reference rate and hence also to lower market nominal interest rates and real in-
terest rates.

One could presume that the simplest way for central bank to avoid problems related
to a zero lower bound is to sustain positive and low rate of inflation by targeting appropriately

high inflation rate. However, this holds true only partially. What monetary authorities must
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do is to implement and protect coherent monetary order, in which monetary policy has a
well-defined goal, authorities charged with achieving that goal have the powers needed to
achieve it and private agents understand that goal, expect it to be pursued, and base their
own actions on that expectation (Laidler 1999).

Coherent monetary order helps central banks to become credible. Credibility is an
essential condition of avoiding or overcoming (if necessary) the zero bound effect, because
an unfortunate implication of the zero bound is that the worse the current economic down-
turn, the longer may be the period over which nominal interest rates are expected to remain
at zero. Incredible monetary policy limits a central bank’s ability to alter and increase private
agents’ expectations of inflation and, thereby, limits its ability to lower current interest rates
and stimulate aggregate demand. In situation like this, deflationary expectations may be-
come very sluggish, preventing nominal interest rate from quick rising.

What is especially worth emphasising is that the central bank’s credibility should be
built symmetrically around its inflation target and as forcefully when inflation is below target
as when it is above target (King 1999). If credibility is not build in this way, inducing inflation-
ary expectations among the public while the zero bound starts to bind and hence generating
negative real interest rates may become impossible, as rational private agents do not believe
in the central bank’s commitments.

What can credible monetary authorities do, if reference rate has already hit its bound
of zero? Bernanke and Reinhart (2004) divide unconventional monetary policy tools into three
main categories:

e provision of assurance to investors that short rates will be kept lower in the future than
they currently expect (“commitment effect”, “duration effect”),

e increase in the size of the central bank’s balance sheet (“quantitative easing”}, aimed at:
0 inducing the portfolio balance effect,
o0 enforcing the signal of the central bank’s commitment to keep the policy rate low,
0 reducing the expected value of government debt servicing costs, thereby reducing the

expected value of future tax payments,
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e change inthe relative supplies of securities in the marketplace by altering the composition

of the central bank’s balance sheet (“qualitative easing”], via (Bernanke 2009):

0 lender of last resort activity,

0 provision of liquidity directly to borrowers and investors,

0 purchase of longer-term securities for the central bank’s portfolio.

Some of tools that can be used while implementing unconventional monetary policy

are discussed in Table 1, which outlines each policy proposal with its advantages and disad-

vantages.

Table 1 Proposals for overcoming the zero bound effect

Instrument

Advantages

Disadvantages

Open-market pur-
chases of Treasury
bills

e may transmit monetary policy impulses
to the economy via portfolio reallocation

e may increase inflation expectations and
hence lower real interest rates (ex ante)

e may stimulate the economy through the
credit channel, i.e. through balance
sheet channel (improving structure of
banks” and other private agents’ balance
sheets) and bank lending channel (induc-
ing credit expansion and the fall of credit
charges)

e at zero interest rate, private agents may
have no reason to reconsider their port-
folio allocations because Treasury bills
and money are close substitutes when
nominal interest rates are at levels close
to zero

e stimulation via credit channel may be in-
effective, as it cannot decrease banks’ in-
terest expenses and cost of financial in-
termediation and it cannot increase asset
prices

e may be costly and may expose the cen-
tral bank to capital loses

Open-market pur-
chases of long-
term government
bonds

e buying large amounts of these bonds
lowers interest rates and hence increase
collateral values

e to some extent these operations prevent
bonds’ prices from falling hence lower
the term premium

e risk of future declines in prices of long-
term bonds may limit effectiveness of
this instrument

e may be very costly and may expose the
central bank to serious capital loses

Purchasing private
sector securities

e reduces credit risk premiums that might
have risen in the face of zero short-term
treasury rates

e the central bank takes the credit risk
onto its balance sheet via purchases of
these securities

e may require changes in the central
bank’s statute

e it is hard to estimate to what extent the
central bank should take credit risk onto
its balance sheet

Lending by central
bank

e accepting a wide range of securities and
other bonds as a collateral and making
loans to a wide range of private agents
may be a sufficient impulse for the de-
pressed economy to recover

e may require changes in the central
bank’s statute

e may raise difficulties as the central bank
would have to assess credit risk, choose
among borrowers, and monitor loans’ re-
payment

Monetization of
the deficit

e allows for the efficient transmission of
monetary impulses to the economy (via
portfolio reallocation)

e private agents may expect a future lump-
sum tax on wealth equal to the money
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transfer per capita and hence would not
make change in their portfolios
may be against the law

Explicit commit-
ment to inflation
target

e gives private decision-makers more in-
formation about monetary policy and re-
duces uncertainty

e may induce inflationary expectations and
hence cause real interest rates (ex ante)
to fall

may destroy the central bank’s credibility
if target is not fulfilled

may be inconsistent with maintaining
price stability

it is uneasy to estimate what rate of in-
flation is sufficient to alter the public’'s
expectations

Explicit commit-
ment to exchange
rate target

e gives a signal that the central bank is go-
ing to lower interest rates in the future to
profit from foreign currency purchases
via greater than expected future depreci-
ation of domestic currency

may allow portfolio reallocation

may induce inflationary expectations and
hence cause real interest rates (ex ante)
to fall

may require printing unlimited quantities
of domestic currency to buy foreign cur-
rency, which is likely to conflict with
maintaining price stability and hence
such a commitment is not credible

may harm relations with countries whose
currencies would have to appreciate

Explicit commit-
ment to holding
the chosen market
interest rate at
zero

e may induce a decline in longer-term
rates, as long-term interest rates repre-
sent the average of current and expected
future short-term rates plus a term pre-
mium

prevent bonds’ prices from falling and
hence lower the term premium and
longer-term rates

private agents would expect the zero rate
to be maintained as long as it is needed
to do so, hence, in order to go beyond
that, the central bank has to commit to
maintaining the zero rate in the future
even after it becomes appropriate to
raise this rate under a certain criterion

Writing options

e allows the central bank to specify its
ceiling (upper bound) for a particular in-
terest rate over a specified future period
and to monitor its credibility via day-to-
day changes in options’ prices

financial punishment embedded in these
options may expose central bank to seri-
ous financial loses, hence writing such
options by central bank may not be credi-
ble for rational agents

Imposition of a tax
on central bank’s
monetary liabili-

ties (Gessel tax)

e introducing carry tax on electronic bank
reserves and money allows market nom-
inal interest rates to become negative

e the zero bound effect is not a problem
anymore, as imposing a temporary carry
tax is a simple way of generating nega-
tive real interest rates

costs of introducing such a system and
its monitoring may be high

may require changes in the law

cash is anonymously held and there is no
incentive for bearers to present their
savings for the levy

Source: Amirault and O'Reilly (2001), Bryant (1999), Buiter and Panigirtzoglou (1999), Clouse et al

(2000), Goodfriend (2000), Yates (2002).

There is no clear-cut consensus in the literature, which instruments and in what com-
bination should be introduced in a zero lower bound environment. Undoubtedly, in excep-
tional times, central banks must use instruments other than the policy rate, although in-
creased complexity resulting from the multiplicity of and interrelationship among central
bank instruments presents new challenges for central bank communication (Lenza, Pill and

Reichlin 2010).
10
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The use of unorthodox instruments should repair the credit channel for the transmis-
sion of monetary policy. It should enable the control over the yield curve and the structure of
asset prices due to appropriate change in market expectations, portfolio shifts, and the in-
creased amount of money in circulation (Bernoth, Fratzscher and Konig 2014). It should also
allow for liquidity and maturity transformation and addresses adverse selection problems
(Gianonne et al. 2012).

Important areas of concern are the costs and consequences of unconventional mone-
tary policy. A high level of bank reserves may reduce the level of interbank lending and lead
that market to malfunction. Moreover, ample liquidity supplied by the central bank may lead
to engagement of private agents in risky undertakings, involving the purchase of illiquid se-
curities. This process can lead to the formation of asset prices bubbles and can threaten
financial stability (Rajan 2006). Low interest rate environment implies also low seigniorage
income. If the policy rate approaches zero, then the marginal main refinancing operations
rate falls close to zero, leaving the central bank with an insufficient source of regular income
(Vergote et al. 2010). Next, central bank purchases of government securities may sustain
mounting public debt (Joyce et al. 2012). Even if central bank is not participating in the pri-
mary debt market, it enters the secondary market. This leads to the monetization of the def-
icit (Cobham 2012), as well as to a further segmentation of financial markets.

Another challenge not to be forgotten is the exit strategy, describing how the policy
rate, the size of the central bank’s balance sheet and the composition of the central bank’s
portfolio of assets is going to be adjusted over time until a new framework of monetary policy
is reached (Di Giorgio 2014). For instance, the quick reduction of the level of reserves by
central bank as a part of exit strategy may lead to high inflation, especially if monetary au-
thorities are under pressure not to raise interest rates in an environment of high unemploy-
ment. Therefore, monetary authorities have to find the right time to exit unconventional pol-
icies, to ready the public for an eventual exit and to take into account potential international
spillover effects of the exit (Nowotny 2014).

Sometimes, primarily during severe financial distresses, central bank must go far be-

yond what Bowdler and Radia (2012) call “conventional unconventional monetary policy” in

(N
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form of pure QE. Instead, central bank must immerse itself within the financial system, act-
ing both as seller and as buyer of different financial assets in order to transform dormant
money into liquidity. This requires a step beyond traditional responsibilities by taking control
of the process of intermediation and directly absorbing financial system risk (Aquanno 2014).

However, even such immersion may be not sufficient in a single currency monetary
union, which involves only partial share of sovereignty. In a union of this type, there is only
one supranational central bank to fit macroeconomic circumstances in all member states
(Mundell 1997). At the same time, in a single currency monetary union governments issue
debt in a “foreign” currency, so they cannot guarantee to the bondholders that they will al-
ways have the necessary liquidity to pay out the bond at maturity. The absence of such a
guarantee makes the sovereign bond markets in a monetary union prone to liquidity crises
and forces of contagion, very much like banking systems that lack a lender of last resort (De
Grauwe 2013). Therefore, supranational central bank cannot be oriented only at the price
stability in the monetary union, neglecting macroeconomic differences between members of
single currency area. Instead, it should use every monetary policy tool if necessary in order
to prevent the market borrowing costs from diverging across the member states.

When the market nominal interest rate reaches or is close to zero, responsibility of
supranational central bank additionally increases. It cannot be burden with anti-inflationary
bias and it should not react restrictively to expansionary fiscal consolidations (Cwik and Wie-
land 2010). Instead, supranational central bank should undertake a credible commitment
announcing that nominal interest rates will be kept at low level for a prolonged period. This
is the precondition for market interest rates stabilisation and making them less fragile to the
eventual fiscal stimulus aimed at the rise in inflation expectations (Foresti and Mariani 2014).

Considering this, it should be clear that there is a growing need to reconcile the ECB
inflation targeting strategy (De Grauwe 2013). As noted by Sawyer (2013), a current “one size
fits all” inflation targeting strategy does not address issues of credit booms and financial
instability in the EMU. Instead, it only increases divergences among the EMU members. In
order to avoid this divergence process in the EMU, where c.a. 80% of the financing is provided

by banks, the ECB must strive for delivering them liquidity (Trichet 2014). Hence, the ECB’s

12
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response to zero bound problem must rely on banks as intermediaries to ensure the contin-
uous financing of households and firms rather than intervening in asset markets directly.

In a world of multiple objectives (including employment and financial stability), there
is also a need for multiple instruments operated by different authorities, not central bank
only. This in turn requires policy co-ordination, particularly if the ECB is to stand ready to
operate as lender of last resort or as a buyer (of government bonds) of last resort. A closing
of monetary policy, fiscal policy and surveillance over the financial system is necessary
(Nowotny 2014}, as combining monetary and prudential instruments appears to be the main
challenge. The new formal breakdown of responsibilities is necessary, as well as re-evalua-

tion of the ECB functions.

3. Monetary policy in the European Monetary Union - continuance or upheaval?
The EMU is the example currency area with unified exchange rates, where national curren-
cies were replaced with common currency (Mundell 1997). According to the Optimum Cur-
rency Areas theory, creation of such area should be aimed at the improvement of the welfare
of citizens of its member states as compared with welfare achieved when each country acts
separately. Only functioning as an optimal domain allows countries to gain this improvement.

Optimality of a currency area is usually defined in terms of criteria that have been
introduced into the literature since the 1960s. Majority of these criteria tries to find out mech-
anisms that could replace autonomous monetary policy relying on flexible exchange rate ar-
rangement. Among these mechanisms integration of labour markets of members of a cur-
rency area, openness of their economies, diversification in their production and consumption,
similarity of inflation rates and stability of exchange rate are outlined. Aside from these cri-
teria, other properties were identified as relevant for choosing suitable participants in an
optimum currency area, such as: financial market integration, fiscal integration, and - last
but not least - political integration.

Clearly, the OCA theory introduced a handful of properties defining optimality of a cur-
rency area, but it lacked a unified analytical framework. Two problems appeared, namely the

“problem of inconclusiveness” and the “problem of inconsistency”. The first problem oc-

13
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curred, as OCA properties gave inconsistent clues whether a given country should join a cur-
rency area or not. The second problem arose because for particular economies according to
some criteria, countries under consideration should join a currency area, but according to
other - it should not (Tavlas 1994).

Probably these two problems added to neglecting several properties formulated
within the OCA theory while creating the EMU. So-called convergence criteria introduced to
the Maastricht Treaty refer only to some of these properties, while others are obviously for-
gotten. For instance, as noted, proponents of the OCA theory emphasized high importance of
fiscal integration for the establishment of the successful currency area indicating that the
higher the level of fiscal integration, the greater the ability to carry out transfers from low-
unemployment regions to high-unemployment ones. They also reiterated that such fiscal in-
tegration was possible only if members of a currency area participated in some form of po-
litical union (Mongelli 2002, Tavlas 1993).

Political integration in the EMU appears to be one of the most important OCA proper-
ties, more or less deliberately forgotten during the negotiation of the Maastricht Treaty. How-
ever, it remains beyond discussion that what really matters for the functioning of the cur-
rency area is the political will to integrate among prospective members. Political will fosters
cooperation on various economic policies and encourages institutional development. It also
cushions working out reasonable compatibility in preferences referring to growth, inflation
and employment (Corden 1994, Tavlas 1993]. It is highly unlikely that currency area could be
decided on anything else than the political factors. Political preferences and interests of par-
ticipants in a currency area are crucial for its performance.

In European context, it took several decades of bargaining over economic integration
and mutual fiscal constraints before the stage was set for the ECB to issue a common cur-
rency. The process of political integration has not been finished, however. The gap between
monetary integration and political integration gives rise to questions about the democratic
accountability and legitimacy of the EMU that groups many different countries in terms of

economic size and economic development (Henning 2007).

14
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There was a “design fault” in the institutional setting of EMU as the Maastricht Treaty
embodied a fundamental political choice not to create a fully-fledged economic and political
union to accompany monetary union. The Maastricht Treaty centralised monetary and ex-
change rate policies, leaving in the hands of national policymakers fiscal, microeconomic,
structural and prudential supervisory policies. As underlined by Salines et al. 2011, the aim
was to endow them national policymakers with room for manoeuvre and policy competition
while preventing negative externalities through implicit coordination via rules for deficits and
debt levels with the use of a mixture of policy guidance, peer pressure and the threat of fi-
nancial sanctions imposed by the Stability and Growth Pact.

These rules appear to be insufficient, however. A number the EMU members have ob-
viously failed to meet even the limited set of three convergence criteria (except for the ex-
change rate stability), formulated originally in the Maastricht Treaty. The persistent prob-
lems of countries in refinancing their debt, keeping low but positive inflation rates and long-
term nominal interest rates are only symptoms of the structural problems and growing di-
vergence that had already existed before the global financial crisis (Weber 2012).

The efficacy of a common monetary policy for all EMU members is similar to the issue
whether these members constitute an optimum currency area. The more significant amount
of diversity that remains among members of such area the more difficult is to implement a
common monetary policy (Lee and Crowley 2008), as there are large yield spreads for sover-
eign bonds as well as large lending interest rate differentials in member states. Obviously, if
supply and demand shocks and the speed with which the economy adjusts are similar within
a group of countries, then the need for monetary policy independence is limited. Under such
circumstances, a common monetary policy may be enough to influence economies of all
members of a currency area. The question arises, how and when fast such similarity may be
reached, as economic features of countries sharing common currency may change over time.

Initially, the OCA theory had taken various criteria as being unchanging exogenous
variables. This standpoint has been called into question since 1990s. Some authors noticed
that the OCA properties were jointly endogenous and that they could evolve over time after a

currency area had been formed. Therefore, forming a currency area may induce a rise or fall
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in correlation of shocks among members of that area. Two opposite hypotheses with different
implications were formulated, the specialization hypothesis and the endogeneity hypothesis.

The first hypothesis postulates that as countries establish a currency area their recip-
rocal trade increases, mainly due to an exchange rate risk minimization that in turn brings
about economies of scale and network effects. Private agents choose one region that is most
appropriate for their activities and concentrate production facilities there. This results in a
higher degree of openness and encourages a specialization in the production of goods and
services for which particular currency area members have comparative advantages. This
means that currency area members will become less diversified and more exposed to asym-
metric shocks (De Grauwe 2012). This process is illustrated on chart 1.

According to it, an increase in economic integration shifts a chosen country to the op-
posite side of the OCA line representing combinations of correlation of shocks and openness
among prospective members of a currency area that result in zero net benefits from relin-
quishing monetary policy autonomy. Moving from point 1 to point 2 means that currency area

members are more open, but shocks to which they are exposed become less correlated.

Chart 1 Influence of specialization on the optimality of the currency area
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Source: own preparation based on Mongelli (2002).
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On the other hand, the endogeneity hypothesis assumes that there is a positive rela-
tionship between economic integration and correlation of business cycles resulting in high
correlation of income and shocks among members of a currency area. The endogeneity hy-
pothesis stems from the idea that integration reduces trading costs throughout the elimina-
tion of costs arising from exchange rate volatility. Fixing an exchange rate imposes serious
restrictions on domestic economic policy; especially it precludes the possibility of competi-
tive devaluation or currency dumping. At the same time, it fosters supranational transactions
and foreign direct investment. This in turn intensifies reciprocal trade, economic integration
and business cycle synchronization. The result is an increasing propensity to import from
other currency area members, and in shocks spill over due to trade and disciplining effect of
a firm exchange rate arrangement (Frankel and Rose 1998, Rose and Engel 2003).

The assumption by which this reasoning is driven is that process of integration is grad-
ual, as shown on chart 2. As chart shows, initially a group of countries fosters integration of
their economies by lifting restrictions on reciprocal trade, which results in higher openness
and higher correlation of business cycles [move from point 1 to point 2). However, they do
not meet a majority of the OCA properties; hence, they are reluctant to give up an independ-
ent monetary policy. However, if they decide to establish a currency area (move from point 2
to point 3), the extent trade among members and correlation of their business cycles is going
to grow subsequently. As a result, countries will find themselves on the right of the OCA line.
This means, that countries can meet the OCA preconditions ex post, even if they do not meet

them ex ante.
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Chart 2 Influence of endogeneity on the optimality of the currency area
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On the other hand, the endogeneity hypothesis assumes that there is a positive rela-
tionship between economic integration and correlation of business cycles resulting in high
correlation of income and shocks among members of a currency area. The endogeneity hy-
pothesis stems from the idea that integration reduces trading costs throughout the elimina-
tion of costs arising from exchange rate volatility. Fixing an exchange rate imposes serious
restrictions on domestic economic policy; especially it precludes the possibility of competi-
tive devaluation or currency dumping. At the same time, it fosters supranational transactions
and foreign direct investment. This in turn intensifies reciprocal trade, economic integration
and business cycle synchronization. The result is an increasing propensity to import from
other currency area members, and in shocks spill over due to trade and disciplining effect of
a firm exchange rate arrangement (Frankel and Rose 1998, Rose and Engel 2003).

The assumption by which this reasoning is driven is that process of integration is grad-
ual, as shown on chart 2. As chart shows, initially a group of countries fosters integration of

their economies by lifting restrictions on reciprocal trade, which results in higher openness
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and higher correlation of business cycles [move from point 1 to point 2). However, they do
not meet a majority of the OCA properties; hence, they are reluctant to give up an independ-
ent monetary policy. However, if they decide to establish a currency area (move from point 2
to point 3], the extent trade among members and correlation of their business cycles is going
to grow subsequently. As a result, countries will find themselves on the right of the OCA line.
This means, that countries can meet the OCA preconditions ex post, even if they do not meet
them ex ante.

The question arises, which hypothesis suits better the EMU case. Although it is impos-
sible to resolve this dilemma unambiguously, it appears to be obvious that EMU will always
face a certain degree of heterogeneity. Analysis conducted by Lee and Crowley (2008) sup-
ports the view that there are substantial disparities across member states, reflecting the
extent of heterogeneity among the national economies inside the EMU. This view supports
findings of Bayoumi and Eichengreen (1997), who yet in the beginning of the nineties argued
that supply shocks had been larger and less correlated and adjustment to shocks had been
slower across Europe than in the US.

Moreover, as emphasised by Lee and Crowley (2008), under the hypothetical condition
that the ECB responded to the economic conditions of the individual EMU members, the tar-
get interest rates for most member states, except Germany, would have been quite different
from those predicted by the area-wide data. Therefore, the ECB policy best fits the economic
conditions of only certain member states. Because economic conditions of the EMU mem-
bers have been quite unsynchronized, the ECB policy actions, which might be adequate for
the EMU as a whole, have been too loose for faster growing member states such as Greece,
Portugal and Ireland, but too tight for slower growing member states, such as France.

Additional problem is posed by growing divergence of business cycles between core
and peripheral EU member states. This may be additional barrier not to be crossed for Cen-
tral and Eastern European countries applying to join the EMU, especially during prolonged
period of maintaining policy rates at the level close to zero. Low interest rates environment
arguably is going to make meeting inflation rate and nominal interest rate convergence cri-

teria more difficult (Lipinska 2008).
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Achieving and maintaining a high degree of economic convergence is therefore of the
highest importance (Moutot, Jung and Mongelli 2008). The ECB has no other choice but to
become the central counterpart for the entire cross-border banking market and to intervene
in the sovereign bond market of some stressed countries, using “big bazooka” instead of “Big
Bertha” only.

The absence of domestic demand management and failure to prevent the build-up of
intra-area divergences and imbalances do not help in the implementation of a common mon-
etary policy, as well as unbalanced competitiveness positions and debt-overhang legacies.
Coping with these problems requires not only changes in the ECB monetary policy strategy,
but also refocusing monetary/fiscal policy-mix (Bibow 2013). Among others, monetary au-
thorities must accept that the optimal monetary policy response to idiosyncratic shocks is to
do nothing, leaving the task to national fiscal policies (Lane 2000). Of course, once fiscal pol-
icy Is restricted to country-specific shocks, it may hard to argue in favour of pure inflation
targeting on the part of monetary authorities (Fitoussi and Saraceno 2013). By no means,
precise coordination of the both policies is needed here. Unfortunately, as it will be described
in the next section, due to many factors, the coordination left lot to be desired.

The greatest challenge stems from the observation that not all EMU countries are able
to fulfil the convergence criteria on the permanent basis; and this will probably the case for
years to come. Different speeds of fiscal consolidation will result in growing divergence of
business cycles. Therefore, there is a need for re-launching of the convergence process not
only among the new EU member states, but also among countries that have already adopted

the euro (Eijffinger and Hoogduin 2012).

4. Coordination between the ECB and fiscal policies

4.1. Coordination of monetary and fiscal policies - approaches, levels and im-
portance
Taking into account importance of the monetary-fiscal coordination, before discussing spe-

cific issues connect with interactions between the ECB and other policymakers from the EU
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countries, it is purposeful to present main topic and definitions connected with the coordina-
tion. It is even more justified as within the economic mainstream monetary and fiscal policies
were for quite a long time perceived as separable undertakings’.

In the monetarist-Keynesian debate, economists generally agreed that fiscal policy
has an impact on price level only if the budget deficit is financed by printing money. If it is
financed by bond issue, the prices remain unchanged and both policies are in principle au-
tonomous. Such a split seemed natural - monetary and fiscal authorities are different enti-
ties with different instruments, goals and preferences. In 1981 Sargent and Wallace burst in
a way the bubble on this dichotomy, arguing that neither policy is conducted in a vacuum. It
may be appropriate to think of monetary and fiscal policy as separate ventures, but the cru-
cial thing is to understand that the two interact: monetary policy actions have repercussions
for fiscal policy settings and vice versa (Bhattacharya and Haslag, 1999).

Sargent and Wallace (1981} in their “unpleasant arithmetic” proved that both mone-
tary and fiscal policies interact within a single, unified government budget constraint. They
showed that if the fiscal authorities embark on the path of unsustainable deficits, the central
bank might eventually be forced to print money (and inflate therefore) to fund the deficits.
Then, deficits financed by bonds issue ultimately also bring inflation. Moreover, if expecta-
tions are rational, the public realizes that the government is on such a dangerous path, and
it will expect inflation to increase. As a result, the increased issue of bonds leads to an im-
mediate increase of the inflation rate. In other words, Sargent and Wallace argue that to such
ex-tent that the path of the government’s deficits is predetermined and unsustainable, the
monetary policy and the price level are no longer exogenous to it (Lambertini and Rovelli,
2002).

Consequently, fiscal policy may limit the central bank’s ability to maintain price sta-
bility. The monetary authority, sooner or later, will be forced to finance budget deficits with

negative consequences for price level. Thus, it is clear that to achieve price stability both

"It must be stressed that at the same time interdependencies and linkages between the both
policies were well discerned and understood by heterodox economists.
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monetary and fiscal policies have to be consistent. The lack of consistency will result in
suboptimal states of economy. In order to avoid potential disturbances, the coordination of
monetary and fiscal actions is necessary.

Sargent and Wallace perceived coordination as a device for providing optimal policy-
mix. Such approach was rather common in the early 1980s. However, coordination was not
clearly defined in the papers considering this problem. Most often it was identified just with
mutual consistence of monetary and fiscal policy, being conducive to policy goals achieve-
ment (e.g. Blinder, 1982).

Unpleasant arithmetic has shown forcibly interdependence of monetary and fiscal pol-
icy and initiated within the mainstream numerous studies of monetary-fiscal interaction (see
e.g. Alesina and Tabellini, 1987; van Aarle et al. 1995; Dotsey 1996; Tabellini, 1986). What
characteristic, analysis was conducted rather from a central bank point of view - fiscal policy
was perceived mainly as a potential disruptive factor, constituting obstacle for effective mon-
etary policy and disinflation processes. It was a natural consequence of prevailing within the
mainstream and already mentioned devotion to price stability. Thus, in described models it
was the fiscal authority which had to give in. Situation of too contractionary or too expansive
monetary policy and necessity of adjustments on the side of a central bank were hardly con-
sidered.

By restoring intertemporal budget constraint Sargent and Wallace's theory presented
direct influence of fiscal factors on the price level. But the authors and their successors
stressed also that fiscal policy may as well have indirect impact on prices. High nominal un-
indexed debt places pressure on the central bank to unleash surprise inflation, in order to
erode the real value of the debt. Even more indirect impact of fiscal policy is also possible -
via its influence on the state of real economy (output, real interest rates). All these factors
might interfere with price stability (Lane, 2002). To maintain this stability cooperation be-
tween the two entities is needed.

Ironically, with a better understanding of importance of monetary and fiscal interac-
tions for price stability, unfavourable policy-mix negative occurred in many countries. Even,

more ironically, independence of central banks, perceived by mainstream economists as a

22



FESSUD

— - This project has received funding from the European Union’s Seventh Framework Programme
AR v & B A for research, technological development and demonstration under grant agreement no 266800 * *

TV ST L

main device for this problem, additionally deteriorated relations between monetary and fiscal
policies, sealing separation of the two policymakers.

It was argued by supporters of the New Consensus Monetary Policy that the more
independent central bank is, the less it will be under political influence (public choice argu-
ment) and the less it can be forced to finance budget deficits (what was treated as tantamount
to harmful inflationary pressure). Moreover, independence was also perceived as a useful
tool for overcoming time-inconsistency problem (Eijffinger and DeHaan, 1996). Therefore,
countries with independent central bank have lower levels of inflation than countries in which
central banks are under the direct control of the government.

However, there is also the other side of the coin. First, there are of course doubts
whether price stability should be treated with such dogmatism. Second, an independent cen-
tral bank may weaken relation with fiscal authorities. Potential lack of coordination will prob-
ably result in a suboptimal economic performance, so it will influence negatively results of
economic policy (also with reference to price level). These problems may stem from one of
the three causes (or combination of them) (Blinder, 1982): (1) the fiscal and monetary author-
ities might have different objectives; (2] the two authorities might have different opinions
about the likely effects of fiscal and/or monetary policy actions on the economy (they may
adhere to different economic theories) and (3) the two authorities might make different fore-
casts of the likely state of the economy in the absence of policy interventions. As a result,
coordination is weak, and none of the policymakers achieve their target.

A situation, where the government and the central bank do not cooperate and conse-
quences of this, has been examined in numerous papers (Nordhaus 1994) Andersen and
Schneider 1986, Frankel 1998, Petit 1989, Petit and Hughes-Hallet 1990, Agell and Calmfors
1995, Debelle 1996, Leitemo 2002, Dixit and Lambertini 2002). In many of them, game-theory
approach was applied as a particularly useful tool. Regardless of the assumptions, concern-
ing information, time dimension or a type of the game (Stackelberg or Nash), almost all of
these models show that non-cooperative behaviour leads to suboptimal states of the econ-

omy and increases variability of price and output levels .
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Thus, central bank independence fuels coordination problem. As Andersen and
Schneider (1986) point out, “when we have two independent authorities, who act in their own
selfish interest, then we quite often observe a conflict over the “right” policy direction. This
effect should be kept in mind when quite often the argument is put forward that an independ-
ent monetary authority should be created”.

Potential effects of the struggle between independent central bank and fiscal author-
ity over economic policy and the need for credibility accountability of the policymakers are
probably the most important reasons, why coordination is so important (Blackburn and
Christensen 1989). It does not exhaust the subject, however. Among many other reasons, the
problem of target-instrument approach to formulating economic policy and financial stability
should be mentioned.

As Blinder (1982) remarks, the traditional targets and instruments approach of Tin-
bergen and Theil provides a useful framework for thinking about policy coordination, because
the coordination problem is basically the one of an effective shortage of instruments. If the
policymaker would have enough instruments, the need for coordination would not be so im-
portant. But in the real world, the likelihood that we have surplus instruments (compared to
numbers of policy goals) is very small. There may be more goals than it is traditionally as-
sumed and the instruments themselves may be targets. Additionally, time dimension (and
time-lags connected with it) should be taken into consideration. But the most embarrassing
problem here is the uncertainty. For example, according to Blinder (1982], policymakers may
feel less uncertain about the effects of particular monetary-fiscal combinations than they do
about the effects of individual instruments used in isolation. If so, coordination then becomes
much more critical for accomplishing policy targets.

Approach provided by Tinbergen is still in use. It is, however, no longer appropriate to
modern institutional conditions. Better conception, though also criticized, appears to be the
“assignment”, suggested by Robert Mundell (1962). According to his solution, every instru-
ment should be linked to this target, which it influences the most. The assignment fails, when
policymakers have not enough instruments. It may lead to the so-called situation of “one-

armed policymaker”. This situation, corresponding with reality of economic policy in many
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countries, raises clearly the question of coordination. Cooperation of monetary and fiscal
authorities may limit problems connected with the shortage of policy instruments.

Finally, one should look beyond traditional goals of monetary policy and pay also at-
tention to financial stability, which, in face of more and more frequent and damages financial
crises of last decades - especially the global financial crisis of 2007-2010 - has become one
of the most often discussed questions, by both economists and politicians. It is commonly
agreed, that coordination of monetary and fiscal policy is a way to maintain financial stability,
with all benefits it brings or, at the worst case scenario, to speed up the process of restoring
stability in the financial system. The lack of coordination however, is, by no means, one of
macroeconomic factors, increasing instability of financial systems. What important it refers
to both monetary and fiscal policies, as potential failures and wrong decision may occur at
any of the policymakers and the both considered domains of economic policy may interfere
with stability.

Thus, as it was already mentioned, coordination of monetary and fiscal policy may be
treated as the necessary condition for achieving economic policy goals. The crucial question
then is how to provide coordination of monetary and fiscal actions. Institutional solutions ap-
proved in individual countries are rather diverse. It was commonly argued in the mainstream
economics that in developed countries with liquid and effective financial market, coordination
is provided by this market itself. Market forces are the main mechanism, forcing the policy-
makers to coordinate its operations. Therefore, there is no need for explicit policy coordina-
tion and clear separation of policymakers’ responsibilities is sufficient (Bennet and Loayza
2000, Laurens and de la Piedra 1998).

Such approach, however, proved to be false. Moreover, the problem has been even
more complicated in countries, like the EU new member countries, with underdeveloped fi-
nancial market, where explicit and strict coordination (of policies, of particular instruments
and information as well) is required. Situations becomes even much complicated, when one
considers coordination not only on the domestic, but also on the supranational level. That is
the case of the euro zone, where exists one dominant monetary authority - the ECB, which

has to interact with diverse national fiscal policies.
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In the next part of the section we consider the coordination as the process through
which two authorities, namely the central bank and the government (identified usually with
the fiscal authority), negotiate their strategies, also creates an environment, in which these
authorities may effectively conduct their policies. It is to-player game, but with reference to
interactions between the ECB (and its policy) and fiscal policies of the euro zone it converts
into multiplayer game.

Apart of the number of agents involved, coordination may be considered with refer-
ence to three areas. The first one concerns institutions (policymakers), the second - goals
and the third - instruments. The institutional plane includes relationship between agents
responsible for conducting monetary and fiscal policies - the ECB, national central banks
(especially in those new member states which are not members of the euro area) and gov-
ernments. They are twofold - supranational and domestic. Interactions in this area depend
mostly on the level of independence of individual policymakers. This, in turns, is a conse-
quence of specific, domestic institutional, legal and customary frameworks, as well, as of
the EU acts and regulation. It must be stressed that monetary policy is unified in the euro
zone, but still there are new member countries without the common currency, with separate
monetary policy. At the same time, all the national fiscal policies are diverse.

With institutional plane are strictly connected the aims of considered policies. Mone-
tary and fiscal authorities usually have different aims (what implies that coordination per-
haps should start already on the stage of defining those goals) what may contribute to quar-
rels and weaker economic performance. It must be stressed again that in the mainstream
economics attention was rather paid to potential harmful influence of fiscal factors on mon-
etary stability. It has been the consequence of priority given to the aim of price stability (typ-
ical for the New Consensus Monetary Policy). After the global financial crisis of 2007, how-
ever, the aim of financial stability became much more important. Thus, we discuss potential
reformulation of the economic policy aims, as well as changes in their hierarchy.

Effectiveness of monetary and fiscal policies depends also on linkages between their

instruments. Every policy has its own range of tools, differently (and with different time lags)
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influencing the economy. It might happen that instruments of a given policy would have neu-
tralize or reinforce excessively impact of the other policy. It is likely, because the linkages
are very close here. Thus, we already discussed potential impact of non-typical monetary
policy instruments and their short and long term effects. The issue is even more complicated,
when one takes into account deflationary pressure and problems connected with the public
debt burden. Coordination between monetary and fiscal policy - on the both domestic and
supranational levels - is without any doubts crucial for achieving goals of the economic policy
and thus very beneficial to the economy. The lack of coordination will result in non-optimal
policy mix, especially in harmful, post-crisis environment, with rather insufficient regula-

tions and strong political tensions between countries involved.

4.2. Institutional design of the EBC and its policy and its influence on policy coordina-
tion - some insights

The very construction and way of functioning of the ECB have raised many doubt since this
the institution started to operate. There is also, as it was already mentioned, kind of asym-
metry between the monetary and fiscal authorities considered. On the one side there func-
tions a single, solidly established in the EU law (even in main union Treaties), with very high
level of independence and, at the same time, with questionable accountability and the au-
thorities not elected by the society (see e.g. De Haan 1997, De Grauwe 2002, Fitoussi and
Creel 2002). Thus, by its very fundamentals (and also by perception and attitude of politicians
and economists) the ECB is crucial agent and policymakers within the euro zone2

On the second hand - one may observe several dozen national fiscal policies, realized
by agents coming under political pressure and democratic procedures, with different insti-

tutional and operational background, different goals and different specific limits (resulting

2 Considering it in categories of game theory, the ECB is always leader in Stackelberg type

game.
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e.g. from historical record of public debt, cultural differences or random shocks). Their uni-
fication through ‘convergence criteria’ turned to be ineffective (if one assumes their fulfil-
ment and maintaining is purposeful).

Under such conditions, both discussed domains of economic policy are inconsistent
and often ineffective. The autonomous monetary policy of the ECB, built and conducted with
assumption “one size fit all” (that, as it was described in the section 3., is far from reality),
focuses just on price stability, whereas fiscal authorities in individual countries struggle with
overcoming negative tendencies in the real economy and growing imbalances within the pub-
lic finance.

Thus, mentioned already in the paper potential changes in the monetary policy of the
ECB would be welcome, but the problem is, as it seems, deeper and stems from institutional
arrangements?. As Arestis and Sawyer (2011) argue, the design of the independent European
Central Bank precluded to a large degree the necessary coordination between fiscal and
monetary policy, and also disabled the central banking system from providing sufficient sup-
port to national governments and their budget deficits*.

The problem comes down to adequate level of the ECB autonomy. Nowadays still pre-
vails strongly the view on benefits from central bank independence, but it not necessarily
means it should be as high as it is with reference to the European monetary authority. Quite
opposite, according to some authors, the level of independence should be significantly re-
duced. According to Sawyer (2011), independence of the ECB should be ended and the insti-
tution should be integrated into a set of democratic policy-making procedures. The ECB
would retain charge of operationalissues (e.g. the implementation of interest rate decisions),

but would have to coordinate its decisions with other policymakers. Such reformulation of

sJaquet and Pisani-Ferry (2001) from the broader point of view talk about “lack of culture of
coordination” within the EMU.

41t must be noticed that within the mainstream macroeconomics, according to theories de-
scribed in the section 4.1., precluding the central bank from budget deficit financing has been
common and one of the most important reasons for central bank independence.
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institutional arrangements would enable policy coordination which should lead in turn to
more effective policy making.

Similar view presents Arestis (2012, 2014). He argues that the ECB should be account-
able before the European Parliament and at the same should be ready to take instructions
form European bodies (e.g. ECOFIN]. Arestis stresses also that coordination with fiscal side
should be explicitly involved into the statutes of the ECB.

Both authors, in several publications go even further, arguing that the ECB should on
all occasions stand ready to act as ‘lender of last resort’. Doing this, the institution should
always accept the bonds and bills issued by national governments (within EMU]) as part of
open market operations in the way in which a national central bank would always accept the
bonds of its government (compare section 2.). It should also stand ready to directly lend to
national governments (in exchange for bonds in euros of that government) if required. In
other words, the ECB should support the fiscal policies determined by individual national
governments of EMU, whether or not those policies involve deficits of which the ECB disap-
proves (Arestis 2014; Arestis and Sawyer 2006, 2011; Sawyer 2011,2013).

There are of course doubts whether such are politically feasible and whether such
moves would not have caused inflation through overissuance, made in order to cover ‘exces-
sive” expenditures of the government. But still, for instance program of quantitative easing,
addressing commercial banks, also is connected with additional issuance of money. In this
context it is worthy to stress that central bank independence is considered with reference its
relations with government. Meanwhile, very important, but usually omitted question is (in)de-
pendence of the monetary authorities with regards to the financial markets (Blinder 1998).

Regardless of independence, coordination between the ECB activities and fiscal poli-
cies within the euro zone is also hampered by (as it was already indicated) by focusing only
on nominal side of the economy and strong devotion to price stability, presented by the mon-

etary authority of the euro zone®. Such attitude, rooted deeply in monetarist and new classical

s However, after the crisis, there are visible some signs of relaxing strict ‘monetarist” ap-
proach presented earlier by the ECB.
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theories (like presented unpleasant monetarist arithmetic and also time-inconsistency hy-
pothesis, credibility hypothesis, thesis on policy ineffectiveness and, of course quantity theory
of money], implies that the most important contribution of central bank into economic sta-
bility and welfare is to fight inflation and maintain stable prices, as it will foster economic
growth.

Dogmatic understanding and realization of price stability goal makes, however, mon-
etary policy highly inflexible. The risk exist here that central bank becomes so-called ‘infla-
tion nutter’, i. e. its sacrifice ratio will be extremely high. In other words, the central bank will
be ready to even slow the pace of economic growth in order to bring inflation so close to zero,
as possible. Such approach not only may be harmful to economic activity, but also neglects
threats connected with deflation and may push the economy towards zero bound problem,
described in the section 2. Moreover, as it was also, stressed, monetary stability itself cannot
guarantee that in a given economy financial stability is achieved (and vice versa), as the both
targets are complementary.

Therefore, perhaps formal reformulation (or supplement) of the ECB statutory goal,
especially leading to including - at least partially - above-mentioned suggestions also would
be helpful for better consistency of the policy mix within euro zone. It is not, however, only
the case of change in numerical inflation target, but rather more thorough change in the
overall philosophy of the ECB policy. The goal should by no means reflect complexity of the
post crisis reality and take into account that the problem of ‘monetary disorder’ is not only
the problem of unstable prices®.

Such proposals were made, among others, in The Deepening Crisis.. (2014), as well
as by Bibow (2005, 2007), Hein and Detzer (2014), Hein and Truger (2004) and Sawyer (2013).

The latter author stresses that the prime objective of the ECB (and other central banks as

s Another topic here is problem of asset prices, as the price index used by the ECB (and most
central banks) does not involve this category thus, the central banks are not responding on
dangerous tendencies emerging in various financial assets markets.
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well) should become the pursuit of financial stability. He justifies such suggestion with rela-
tive frequency of financial instability and the significant costs associated with financial crisis,
which are several orders of magnitude greater than any costs of inflation’.

All indicated actions refer to the ECB and various aspects of its functioning. One
should, however, remember, that some adjustments are also possible, and advisable, on the
fiscal side. Among them, worth noticing is the idea of single fiscal authority in the euro zone

(see Szelag 2008).

5. ECB activity and the New Member States - selected issues

5.1. Changes in voting rules in the ECB’s Governing Council and its impact on willing-
ness to join the euro zone by the New Member States

Distinct to some extent, but very interesting and widely discussed (by the both politicians and
economists), issue connected with the policies of the ECB is their impact on the New Member
States (especially those remaining outside the euro zone). The topic is very vast and complex.
Thus, we focus only on two specific problems - new voting mechanism within the ECB and
consequences, which creates for the ECB and the NMS establishment of the Banking Unions.

Very important, but often underestimated or even omitted in the discussions con-
ducted in those new member states, who have not so far entered the euro zone, is the prob-
lem of voting mechanism within the ECB. It applies first and foremost to mechanisms of votes
adopted in the European Central Bank’s Governing Council, as it is the highest decision-mak-

ing body there, responsible for setting interest rates and conducting monetary policy.

7 It is of course problem of scale and memory. Devastating scale of the global financial crisis
is still fresh and perhaps what we observed was only one stage of the crisis, while there was
no hyperinflation in the euro zone countries recently.

8|t must be stressed that very interesting issue of the influence of monetary policy on the
exchange rate regimes of the NMS is beyond the scope of this deliverable.
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The issue is even more important, as the accession of Lithuania to the euro area on 1
January 2015 triggered a system under which National Central Bank Governors take turns
holding voting rights on the Governing Council’. New arrangements introduced the rotation
system of voting rights to the members of the Governing Council. Official reason for the
changes was ensuring that the body remained able to act swiftly and decisively, with contin-
uous expansion of the euro zone.

In details, there are three categories of votes. The first one consists of 6 members of
Executive Board with permanent vote. Such treatment of the members’ votes did not change.

Two subsequent categories are the aftermath of special division made with reference
to the euro zone countries. Namely the countries are divided into groups according to the
size of their economies and their financial sectors. To determine which national central bank
Governor belongs to which group, a special ranking was established. The Governors from
countries ranked first to fifth - currently, Germany, France, Italy, Spain and the Netherlands
- share four voting rights. They may be labelled as the “strong” group. All others countries
("weak” group”) share 11 voting rights. The Governors take turns using the rights on a

monthly rotation’. Moreover, as it will be further described, when the number of euro zone

% According to European Union treaties, the rotation system had to be implemented as soon
as the number of Governors exceeded 18, which was exactly the case on 1 January 2015 when
Lithuania joined the euro zone.

10 The ECB (2015) informs, the current rotation system is similar to the one used by the Fed-
eral Open Market Committee (FOMC]) of the FED. The FOMC has 12 voting members, 7 of
whom are members of the Board of Governors and hold permanent voting rights, similarly
to the ECB’s Executive Board members on the Governing Council. The President of the New
York Fed has a permanent voting right, the Presidents of the Federal Reserve Banks of Chi-
cago and Cleveland vote every other year and the Presidents of the other nine Federal Re-
serve Districts vote every third year. Unlike the Fed's yearly rotation, the voting rights for the
members of the ECB’s Governing Council rotate every month.
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members will exceed subsequent thresholds, the rotation system will be adjusted ade-
quately. Namely, if the euro zone expands still further, the five big states will keep their
four votes but the 11 remaining ones will be shared among ever more countries. If the euro
area ever reaches 22 members (so-called second stage of reforms), the second group will
be split, with 11 middling countries sharing eight votes whereas the smallest six will have
only three (see table 1).

It must be said that initially, change in voting mechanism was thought to come in force
with the entry to the euro area of the 16th member. With approaching the threshold, however
some doubts were increasing’?. The decision of 21st March 2003, however, gave the Council
of Governors (acting by a two thirds majority), the possibility of deferring the implementation
of the new system until the entry of the 19th member of the euro zone'. Basing on this deci-
sion, the Council of Governors decided on 18th December 2008 to use the possibility of de-
ferring. Hence although the new system should have entered into force with the accession of
Slovakia, the 16th euro zone member on 1st January 2009 it would only become effective on

the integration of Lithuania on 1st January 2015.

""The current rotation of voting rights in the Governing Council is presented in details e.g. in
ECB (2009)

2There were issues connected with simple arithmetic: in the euro are comprising between
16 and 18 members the frequency of the vote by countries in the group of “strong” would
have been slightly lower than that of the countries in the "weak” group. Such situation obvi-
ously troubled the former ones.

3 More precisely, on 21 March 2003 the European Council amended Article 10.2 of the stat-
utes of the Eurosystem in order to allow the establishment of a system of rotation in the ECB
Governing Council. The amended article provided the Governing Council with some room for
manoeuvre. Namely, according to this that the rotation system could be introduced from the
entry of the 16th member into the euro zone and at the latest upon the entry of the 19th
member.
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Table 1. Rotation system of voting rights within the Council of the Governors (without the

votes of the ECB Board members)

Number of Governors within the Council

19 20 21 22 23 24 25 26

Group Number 5 5 5 5 5 5 5 5
1 Votes 4 4 4 4 4 4 4 4
Frequency 80% 80% 80% 80% 80% 80% 80% 80%

Group Number 14 15 16 1 12 12 13 13
2 Votes " 1 " 8 8 8 8 8

Frequency 79% 73% 69% 73% 67% 67% 62% 62%

Group Number - - - 6 6 7 7 8
3 Votes 3 3 3 3 3
Frequency 50% 50% 43% 43% 38%

Source: ECB (2009).

But the problem has become even more serious, given the current uncertain economic
and political situation and growing divergences of interest between the euro area members
EU (and also between the euro zone and other members of the EUJ. In principle, there are
different views on methods and general direction of the functioning of the ECB. For instance,
some countries argue that the ECB should take radical action to prevent the European econ-
omy from deflation, while the other are strongly against such actions. Under mechanism of
rotation situation could occur, when a country especially interested in a given decision, has
no vote right at the moment. In turn, taking particular decision that is neglected by a member
state that has no vote in this round of the voting by the ECB’s governing council, could un-
dermine the ECB’s reputation and its legitimacy.

What is characteristic here, objections were formulated by the both group of countries
- the strong (mainly Germany) and the weak (with Ireland especially active in expressing its
reservations). In details, Germany claims that - as the largest economy in the euro area and
the largest contributor to the ECB’s capital - must necessarily take part in the votes deciding
the monetary policy of the euro zone. Moreover, lack of permanent voice was perceived as a

loss of prestige. Thus, the German insist that in situation when voting rotation is hold in a
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given round, its Governor should have at least a veto. This veto would also be justified by the
principle that you should be responsible only for your own decisions. As it seems, the last
argument might be put forward by any of the euro zone countries.

The “weak” countries criticize rotation system of voting right from different positions.
First, they stress that new rules do not significantly - if at all - weaken the position of the
“strong” countries. The rotation system does not rather give them any extra weight. Moreo-
ver, even with rotation, the more powered countries are in better position, as they have usu-
ally a member in the board, who is allowed to vote every time'.

But the main argument of the countries from the second group (and in the future from
the group 2. and 3. - see table 1.) is that the rotation system in existing shape as well as the
fixed schedule of its changes sanctions the lack of equality between the euro zone’s coun-
tries. The representatives of those countries insist even that the myth of equality between
the countries of the euro zone is finished, as the introduction of a vote rotation system favors
explicitly the most powerful countries, while the weaker ones are condemned to be countries
of “second category”. Moreover, as the euro zone expands to 22 members, the creation of
a third group (see table 1.) will result in further dilution of the voting rights of second and
third groups. At the same time, the “strong” group will still continue to vote 80% of the time'-

Argument of the both groups of countries are understood. The stronger ones, in nat-
ural way, bear greater burden of costs and adjustments, and their responsibility for the over-
all EU is obviously higher. Moreover, those vey countries are usually first to call out to the

blackboard in situation of economic and political tensions. On the other hand, it is hard to

"“A simple comparison shows that the current system benefits the members of the ECB Ex-
ecutive Board. They have now 28.6% of the voting rights (6/21), while the old system would
have given them “only” 24% (6/25). Such advantage however, would diminish with accession
another country to the euro area.

5The likelihood that the euro zone will soon include 21 members is rather low, and the prob-
ability of exceeding 22 members even lower.
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speak of common interest and unified and consolidated European union in a situation, where
there are several categories of countries.

The second problem refers also (or even mainly] to those of new member States, who,
like Poland, did not enter the euro zone. To date, all the countries of Central and Eastern
Europe (CEE) that have not yet adopted the euro have abandoned a timetable for joining the
euro zone'é. Moreover, the confidence in the common currency altogether with will to intro-
duce it, decreases in those countries among citizens, economists and even politicians'.

Such situation as the aftermath of both economic and political factors. As regards to
the first group, many of the Central and East European countries (especially Poland) have
benefited from the depreciation of their currencies against the euro during the global finan-
cial crisis and recession that followed it (see e.g. Janc, Jurek and Marszatek 2013). They have
thus understood that entering the euro area would not just bring them benefits, but could
also be connected with significant costs. In other words, it has been widely understood that
the euro is not panacea for economic problems of the poorer countries. Quite opposite, it
might generate new problems and at the same time not help to solve the old ones.

With reference to political factors, there are worries about future shape of the euro
zone and political directions and will to improve situation of the area. There are observed
numerous political tensions and conflicts of interest. These factors, combined with uncer-
tainty about Greece future in the euro zone (projected on the future of the whole area and
common currency) make decision on postponing the euro zone accession politically reason-
able - at least until situation becomes more clear.

Thus, diminishing, in a way, share in decision-making process in the Governing Coun-

cil may be another factor that limits willingness to join the euro zone. It is likely, the more

“The only exception is Romania, which has proposed 2019 for adopting common currency.

7In June of 2015, 54% of the Poles considered adoption the euro in Poland as wrong decision,
and 68% - that such move would have deteriorated their situation (TNS, 2015). The number
of opponents of replacing the zloty by the euro in Poland increased from only 22% in January

of 2007 to 68% in the end of November of 2014 (CBOS 2014)

36



FESSUD

— - This project has received funding from the European Union’s Seventh Framework Programme
AR v & B A for research, technological development and demonstration under grant agreement no 266800 * *

TV ST L

the more pro-euro politicians mention, as one of decisive arguments in favour of euro, that
being the member of euro zone is equal with strengthening the position within the EU and
full access to decisive process within the whole EU and its individual bodies.

Meanwhile, it would be hard to confirm such statement while at the same time ex-
plaining that only certain members could participate in its decision-making. Especially, when
one takes into account that the potential new members of the euro zero would be - in the
best case - counted to Group 2. Losing of independence in the monetary policy (with all ben-
efits of it, clearly visible in the last years) might be hard to sacrifice, given that participation
in the common monetary policy would be in a way invalid. Thus, for the new member states
still being outside the euro zone, some changes of the rotation mechanism could be positive

signal form the “hard core” of the EU that they are really welcome.

5.2. New responsibilities of the ECB in the Banking Union and its consequences for
interest policy

With the global financial crisis that started in the 2008, economic crisis being its conse-
quence, and also intensification of the euro crisis in early 2010, the tasks of the ECB tasks
have been significantly extended - partly at its own initiative, and partly by legislation adopted
by the EU member states - in relation to monetary policy and beyond. Especially significant
rise in responsibilities and tasks of the ECB was connected with establishment of the Banking
Union.

The Banking Union came into force on 4 November 2014, following difficult political
negotiations, as well as agreement between the Council and the European Parliament. The
purpose of the Banking Union was to ensure protection of national budgets against the failure
of financial institutions, as has been the case during the global financial crisis (Eliot 2002).

The euro area and other countries of the EU have agreed that, for the most part, the
ECB would be responsible for overseeing their financial institutions to ensure they do not run
into difficulties. In case problems do arise, the existence of the Single Resolution Board and
a Single Resolution Fund would ensure that such a bank is restructured in an ordered way,

so as to prevent the spread of the crisis onto other banks and countries. To this end, the ECB
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became the dominant centralised supervisory institution to ensure compliance with the EU
banking rules.

Among the benefits of the Banking Union are usually listed (Goyal et al 2013):

e deepening the single market for financial services and making it more effective;
e overcoming the current fragmentation of financial markets in Europe;

e overcoming the “impossible trinity” problem;

e internalizing externalities;

e reduce the risk of capture of regulators by the financial industry.

e restoring the effectiveness of the ECB’s monetary policy.

Taking into consideration the role of the ECB as the monetary authority in the euro
area, the latter factor seems to be of special importance. The monetary policy of every central
bank is primarily conducted by nudging the key financial institutions and markets to change
the price and availability of credit. In other words, the central bank uses various monetary
transmission channels, by which it moves its impulses to the financial sector, and finally, by
changes in conditions of investing and savings, into the level of its final goal. Thus, policy it is
absolutely crucial for effectiveness of monetary that the financial sector should be sound and
stable. Only under such circumstances, the central bank is able to achieve its inflation tar-
gets ([dominating within the central banks worldwide recently). Then, as it was already men-

tioned, financial stability is necessary for monetary stability'.

8|n the end, certain limitations of the ECB oversight were introduced. Namely, only those
financial institutions with a balance sheet of which exceeded €30 billion threshold and/or
account for more than one of fifth of the country’s GDP would be removed from national reg-
ulators and placed under the wings of the ECB.

170n the other hand, also financial institutions need stable prices to act effectively. It is how-
ever, worth noticing, that interdependencies between those two types of stability are ambig-
uous. For instance, Blot et al (2015) did not identified any positive correlation between mon-
etary and financial stability.
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Recent crisis, however, caused turmoil within the financial sectors in Europe. It con-
cerned first of all banking systems. Banks dominate in financial systems of the EU, thus are
extremely important in the monetary transmission. Unfortunately, in the aftermath of the
crises, banks have faced very diverse conditions. Most banks are still suffering from the af-
ter-effects of the global financial crisis. As a consequence, the banks are rather reluctant to
lend, even to creditworthy businesses, except at high rates. Moreover, they have had to adjust
to a wide range of regulatory changes, many of which are not yet fully defined. This also,
altogether with high degree of uncertainty, causes that the banks are rather unwilling to ex-
pand loan activity. Under such circumstances, conducting the monetary policy by the ECB is
significantly hampered?.

The Banking Union, by restoring balance in individual banks, as well as within the
banking sectors in the whole EU could thus facilitate conducting the monetary policy. It could
help restore normal banking operations and make ECB actions easier. Thus, the “macropru-
dential” supervision of the ECB becomes, in a sense, instrument improving the effectiveness
of the monetary policy.

With the Banking Union and the role of the ECB in it, are, however, linked also some
doubts. First, there is danger that the ECB might devote less attention to the supervision of
a small country’s financial system than a national supervisor. This could happen if the ECB
were to focus supervision rather on large groups at the expense of preventing local banking
crises. The bank may recognize them as not posing a systemic threat to Europe as a whole
and thus being of minor importance.

Second, there is possibility that the Banking Union would give rise to moral hazard, as
it would combine a common fiscal protection with national resolution authorities. The latter
ones may not be as solid and effective, as they would be if fiscal losses were borne at the

national level. Furthermore, national authorities would also retain other policy instruments

2 Moreover, earlier ECB’s action, aimed at boosting process of bank’ lending, were not, in
principle successful.
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(for example, the power to tax and subsidize, and housing policies) which influence the like-
lihood and fiscal costs of banking crises even in the presence of a very powerful and compe-
tent joint supervisor.

Special group of problems concerns relations between realization supervisory tasks
by the ECB and its tasks in the field of monetary policy. In other words, there is a problem of
mentioned already in the paper relationships between the goal of monetary and financial
stability. The ECB, as a supervisor of banks might bring it into conflict with its main objective
of price stability. Particularly, it might be tempted to lower interest rates or to loosen con-
ditions for bank access to liquidity in order to stabilize the banking sector. This, in turn, might
lead to easier terms of credit thereby interfering with the EC’s goal of monetary policy, i.e.
stabilizing inflation rate. As Masciandaro and Quintyn (2009) state: “the more the central
bank is involved in supervision, the greater the risks of conflict among different goals”.

Still, another trade-off could may occur when the ECB perceives inflation target as its
priority. Thus, reacting on potential threats to price stability it might decide on tightening the
monetary policy. In such case, the higher interest rate, necessary from the price stability
point of view could enhance the fragility of some banks whose assets are indexed on market
rates. The impact could therefore challenge the supervisory function of the central bank.

In both situations, there are in fact the two contradictory goals of the ECB and there is
no explicitly stated, which is the primary one. It may negatively influence credibility of mon-
etary policy decisions. There may also occur problems with accountability, if the goal of mon-
etary policy will be subordinated to bailouts of large financial institution.

Additional problems with the ECB as supervisor and mentioned conflict of goals arise,
when the perspective of the new member states (especially those, who did not adopted euro
yet) is taken. Those countries are also bank dominated (e.g. in Poland bank assets constitute
almost 70% of total assets of the financial sector), thus, these institutions are also very im-
portant in the monetary policy transmission. Given this, the Banking Union and activity of the
ECB in the field of micro and macroprudential supervision also may influence situation in

those countries.
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The impact may however vary. First, it will be different for countries who decide to join
The Banking Union?'. Potential members would worry that the proposed single supervisory
mechanism might pay insufficient attention to the stability of their domestic banking sys-
tems. They also may be concerned that the Banking Union membership might lead to fiscal
liabilities caused by poor policies in other countries. As Kluza et al. (2012) put it ,.the project
of the Banking Union was rather unwelcome in our [CEEs - P.M.] countries. The cause is sad
paradox consisting in that the Banking Union may increase stability of the European banking
system with, to some extent, costs of decrease of banking systems stability in our region”.

Next, there are views according to which joining the Banking Union is equal with loss
of control on the domestic banking sector, what would have been unfavourable in the case of
diverse interest of the country and the ECB. Question is, however, not clear. In Poland, for
instance, under supervisor of the ECB officially would be only PKO BP that fulfils criteria of
SIFl and two others, the largest in Poland (Pekao SA and BZ WBK SA]. Still, the decisions of
the EBC would have indirect impact on rest of banks. Conflict of interests might occur then.
Moreover, being outside the Banking Union is in fact illusion, as most of the largest banks is
already controlled by theory foreign owners. Among them are huge banks from the euro
zone, under supervision of the ECB (like e.g. Unicredit, Santander, Commerzbank, ING or
BCPE).

Another problem is connected with the interest rates of the ECB, single in the EU (sim-
ilarly to every monetary union). Assume situation, when, for instance, Poland joined already
the euro area and its real estate market flourishes, while in Germany - is in recession. The

ECB take into account situation in the most important European economy and cuts interest

2The member states outside the euro zone can, but are not obliged to do this. There are,
however, some benefits of the membership in the Banking Union that are not allowed for
members remaining outside the euro zone.

2 Apart of losing control there is even more serious problem - namely, the Banking Union
does not solve one of the structural problems: dominance of large banks, often conducting
very risky operations. Instead, the Banking Union aims at helping them (Kluza et al 2012).
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rates. It results in speculative bubble in the Polish real estate market. Then, the bubble
bursts and crisis occurs in Poland. The Banking Union will not be able to prevent this situa-
tion. It would be however possible for the domestic supervisor. This agent, knowing local
specificity would be likely able to correct the ECB’s policy. It can, for example, raise capital
requirements, norms of liquidity or criteria of lending.

When the member state decides to stay outside the Banking Union, it may fear of sit-
uation in which domestic banks lose ground against their Eurozone-based competitors that
will have potential access to recapitalisation from ESM resources. Under such circum-
stances, there might occur downward pressure for interest rates. Thus, in turn might be in

contradiction with current phase of business cycle in this country.

6. Conclusion
Nominal interest rates are extremely low in the EMU. The ECB cannot lower them without
reaching the zero lower bound. It can only support expansionary depreciation of the euro in
order to boost export. Unconventional policies pursued by the ECB have lowered bank lend-
ing interest rates to the real economy, although these effects are not evenly distributed, what
is especially eye-striking among peripheral economies. The ECB non-standard measures
were aimed at supporting the effective transmission of monetary policy to the economy ra-
ther than at delivering additional direct monetary stimulus (Cour-Thimann and Winkler
2012). Moreover, European financial markets have become more fragmented, driving retail
interest rates in stressed markets far above those in the core. This has impeded the flow of
credit and undermined the transmission of monetary policy (European Commission, 2013).
Still, the ECB has the capabilities to use other than interest rate channel, as it can
directly purchase public bonds, being a buyer of last resort. Nevertheless, in parallel to in-
creased monetary policy interventions by the ECB, the EMU member states have also to un-
dertake widespread reforms: i.e., the economic and institutional reforms at the national and
European level. Another area of problems (but also potential changes) occurs, when one
takes into account functioning of the Banking Union or new voting rotation within the ECB’s
Council of Governors.
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Obviously, nobody expects that the one perfect solution exists here. There is no doubt,
however, that for efficient coordination political consensus and will is needed, as well as
proper legislation and institutional framework. Additionally, some issues deserve special
emphasizing. First, coordination will not balance policy mistakes. Second, in many countries
coordination is much more difficult, because of the another player in the game, i.e. debt man-
agement agency. Third, the problem is even more important, when one takes into account
that within the EU, there function the euro zone countries and countries without the common
currency. Fourth, the institutional frameworks of functioning of the euro zone, as well as the
ECB itself are changing nowadays. Fifth, all characterized changes and processes pose spe-
cial challenges for the new member states, especially to those remaining outside the euro

zone. Their competitive position against the old members is still relatively worse.
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