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The ECB strategy review – walking a narrow path

Ignazio Angeloni: The European Central Bank must deliver but not send the wrong signals. Overly ambitious in�ation targets
must be reconsidered, as must hardened strategies in monetary policy

Leibniz Institute for Financial Research SAFE

E
xpectations are mounting for the outcome of the ECB monetary policy strategy review. An academic panel hosted by the ECB online on 11 November focused on the

real crux of the matter: the poor understanding of in�ation, a variable the ECB mandate hinges on but which has become more and more di�cult to explain and

control. For several years now, in�ation has remained below the central bank’s target of “close to but below two percent”.

A recollection of the precedents helps put this in context. In 1998, its inaugural year, the newly established ECB announced a strategy to explain how it would attain its price

stability mandate. The goal was expressed as an in�ation rate below 2%. This de�nition was based mainly in terms of its continuity; it was, after all, consistent with established

practices all over Europe. This reveals that that particular number, and the word “below” which preceded it, were inherited from a world in which the predominant concern was

keeping in�ation low, and the eventuality of de�ation was not seriously considered.

Undesirable consequences of in�ation policy

In the euro’s early years in�ationary pressures prevailed, albeit muted ones. In 2003, the ECB clari�ed that the target was intended to be “close to” two percent, as opposed to

anywhere “below” that level. Several arguments were presented, but the trigger of that change was essentially contingent: energy and food prices tended at that time to push

measured in�ation up. The ECB regarded them as relative price changes, which monetary policy should accommodate. That judgement turned out to be correct: those same

prices subsequently moved in�ation in the opposite direction. Yet the revision, and the fact that the “below” was kept, had two undesirable consequences: it restricted the

admissible range and aggravated the perceived asymmetry of the ECB policy. It contributed to validate an image of the ECB as an in�ation buster, rather than as a central bank

that tries to limit deviations of in�ation from the desired level equally in either direction.

The problem became more apparent after the �nancial and the euro crises (2009-2011). For most of the ensuing ten years, euro area in�ation stayed below – recently, much

below – the reference level. Successive waves of monetary expansion have not succeeded to bring it up. Though there is no counterfactual, one cannot exclude that the ECB’s

attempts to rein�ate the economy may have been frustrated by that perception. In 2020 Covid and the related collapse of energy prices accentuated the unpleasant mix of yet

lower in�ation and more monetary expansion.

Two interpretations of the ECB’s course

Two interpretations exist, each with a distinct policy recipe. One calls for ever more monetary accommodation, counting that the goal will be reached eventually, and suggest the

central bank should signal its resolve by raising the in�ation target. The other purports that monetary expansion has lost power, mainly due to changes in price dynamics at

global level, and its negative side e�ects have grown. This view calls for rebalancing the stance and is supported by the fact that measured euro area in�ation is recently driven by

imported prices, whereas the domestic components of in�ation have moved up. The two arguments make for an interesting debate. Unfortunately, the ECB needs to decide

before it is settled.

The review o�ers an overdue opportunity to remove the undesired asymmetry of the ECB monetary policy. To that aim, the word “below” needs to disappear and be replaced by

a focal reference, accompanied by a suitable symmetric tolerance margin. Here, however, the easy part ends and the hard one begins. The ECB walks a narrow path with dangers

on both sides. On the one hand, it should not signal a tightening of policy, which would be inappropriate under plausible scenarios. On the other, it may not desire to tie its hands
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in the opposite direction either, by committing to ambitious in�ation targets it may �nd hard to achieve. This risk would also exist if it adopted the type of “average in�ation

targeting”, recently announced by the Fed, which contains an implicit promise to lift in�ation above target in the future. Commitments or promises of such kind would be hard to

believe and even if they were believed at �rst, would entail considerable risks to reputation going forward.

To be e�ective and durable, a central bank monetary strategy should be stance-neutral and cycle-blind. It must be a framework for making and explaining decisions, without

preempting them, valid beyond current contingencies and the present stage of the economic cycle. The combination of focal point and tolerance margins announced by the ECB,

while surely excluding negative in�ation, may well allow for low positive in�ation levels, if sustainable, of the kind experienced in recent years. A central target of 2% surrounded

by a tolerance margin of plus or minus 1% would, for example, would do.

The ECB is extending its priorities

That said, the review should not be limited to adjusting the in�ation targeting framework. Two areas, overlooked in both the original strategy and the 2003 review, have become

more important in recent years: the identi�cation of policy goals and the cooperation with other policy-makers – most notably the executive branches. Related but distinct, the

two areas have gained importance due to new societal priorities emerged in recent years, to which central banks are called to contribute. For example, the ECB has recently

indicated a possible involvement in combating climate change. By the same logic, �ghting pandemics could in principle be another area of involvement.

The ECB has traditionally taken the view that, when monetary policy is concerned, cooperation with governments would put its independence at risk. It also argued that other

policy objectives, which are in fact foreseen by the EU Treaty but are subordinated to the maintenance of price stability, are best served by the central bank concentrating only on

its primary goal. Three changes since then suggest a reconsideration. First, 20 years of performance have strengthened the ECB’s reputation and con�rmed its independence.

Second, the ECB has recently acquired responsibility for bank supervision and �nancial stability, areas more closely connected with a broader range of societal concerns. Thirdly,

the nature of the challenges has evolved, requiring the central bank to occasionally complement policies undertaken by the EU. The actions undertaken in the Union to counter

the Corona crisis are the most recent example.

Cooperation with the EU executive, on the condition that such cooperation is not mandated but autonomously determined by the central bank itself in the pursuit of its own

mandate, should not constitute a threat to independence. On the contrary, reluctance to cooperate under major crises may reinforce opposition to central bank independence. In

order to remain within the right perimeter, however, certain safeguards may be needed. It is up to the central bank to de�ne the appropriate cooperation framework, as part of

its strategy. In this context, the admissibility of “secondary” objectives and the modalities and limits of their pursuit by the central bank could naturally be framed.

This article was originally published on VoxEu.

Ignazio Angeloni is Senior Fellow of the Harvard Kennedy School and the SAFE Policy Center.

Blog entries represent the authors‘ personal opinion and do not necessarily re�ect the views of the Leibniz Institute for Financial Research SAFE or its sta�.

BACK

NEWS & LATEST

ll

https://www.federalreserve.gov/newsevents/pressreleases/monetary20200827a.htm
https://voxeu.org/article/issues-arising-new-powell-doctrine
https://www.ecb.europa.eu/press/key/date/1999/html/sp990617.en.html
https://voxeu.org/content/ecb-strategy-review-walking-narrow-path
https://safe-frankfurt.de/policy-center/about/safe-senior-policy-fellows/senior-policy-fellows-ignazio-angeloni.html
https://safe-frankfurt.de/news-latest/safe-finance-blog.html
https://safe-frankfurt.de/news-latest/all-news.html


FOLLOW US

© 2020 SAFE  About this site  Data Protection

CONTACT
Leibniz Institute for
Financial Research SAFE

Theodor-W.-Adorno-Platz 3 

60323 Frankfurt am Main

Phone: +49 69 798 30080 

Fax: +49 69 798 30077 

Email: info@safe-frankfurt.de

SAFE

About SAFE

Job O�ers

How to �nd us

RESEARCH

Research Departments

Researchers

Data Center

POLICY CENTER

SAFE Senior Policy Fellows

Policy Publications

SAFE Finance Blog

Policy Center Team

NEWS & EVENTS

All News

Press

Expert List

All News

SAFE Finance Blog

Events

Videos

Distribution List

In this Section:

https://twitter.com/SAFE_Frankfurt
https://www.facebook.com/houseoffinance
https://www.linkedin.com/company/researchcentersafe/?originalSubdomain=de
https://safe-frankfurt.de/about-this-site.html
https://safe-frankfurt.de/data-protection.html
https://safe-frankfurt.de/
mailto:info@safe.uni-frankfurt.de
https://safe-frankfurt.de/about-safe.html
https://safe-frankfurt.de/about-safe/career/job-offers.html
https://safe-frankfurt.de/about-safe/how-to-find-us.html
https://safe-frankfurt.de/research/research-departments.html
https://safe-frankfurt.de/research/researchers.html
https://safe-frankfurt.de/data-center.html
https://safe-frankfurt.de/policy-center/about/safe-senior-policy-fellows.html
https://safe-frankfurt.de/policy-center/policy-publications.html
https://safe-frankfurt.de/news-latest/safe-finance-blog.html
https://safe-frankfurt.de/policy-center/about/policy-center-team.html
https://safe-frankfurt.de/news-latest/all-news.html
https://safe-frankfurt.de/press/press-contact.html
https://safe-frankfurt.de/press/expert-list.html
https://safe-frankfurt.de/news-latest/all-news.html
https://safe-frankfurt.de/news-latest/safe-finance-blog.html
https://safe-frankfurt.de/news-latest/events.html
https://safe-frankfurt.de/news-latest/videos.html
https://safe-frankfurt.de/news-latest/distribution-list.html


https://safe-frankfurt.de/

