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Abstract 

This essay examines the political implications of Central Bank independence in the case of 

the European Central Bank in a period of crisis, using as a guide the two core question of 

new institutionalism; “how was the institution of ECB selected” and “how is the institution of 

ECB potentially sustained and changed”. By analyzing the history and the politics of EMU, 

the function of ECB, the measures undertaken by ECB after the beginning of the financial 

crisis of 2007-2008 and by constantly comparing ECB with the Federal Reserve System of the 

U.S., it concludes that ECB’s “obsession” with independence, is an obstacle to the resolution 

of the current financial crisis in the Eurozone. Finally, this essay provides some predictions 

for the future of the ECB, taking into account the dynamics of politics and the framework of 

new institutionalism, having as a main objective to open the road for further academic 

research on the issue. 
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Introduction 

“Imagine a group of children in a park considering a game like “hide and seek”, “kick and can” or “capture the 
flag”. In particular because the park is filled with rocks, dense bushes and groves of trees, suppose they have 
settled on hide and seek (….) This game comes in a standard garden variety form with well-defined rules, with 
which any child are familiar. But kids are known to alter the rules. Situation-specific features, time of day, 
number of children, topography, often suggest specific variations that are agreed upon in advance (for example 
that an especially young child plays first). Others occur to children once play has commenced. These instances 
are often associated with conflict, because any resolution will have known distributional consequences. 
Ultimately, they are either resolved in the specific instance and serve as precedent for future occurrences, or 
lead to the disbanding of play (Kenneth Shelpse, 1989, p.138).” 

 

Now, imagine a group of European countries which try to create a supranational 

monetary institution with a specific constitution. In particular, because there are 

socioeconomic disparities between those, large budget deficits, different inflation rates and 

conflicting interests, suppose they have settled to create a European Central Bank (ECB). The 

ECB has a specific constitution well-defined in the Treaty of Maastricht. But the member 

states are well known to change their interests over time. Situation-specific features, time of 

day, number of member states, economic conditions, often suggest specific variations that 

are agreed upon in advance (like the idea of Central Bank Independence-CBI). Others occur 

once the monetary authority has commenced. However any change to the ECB function is 

associated with a long period of negotiations, because any resolution will have distributional 

consequences. Ultimately, the ECB issues will be either resolved in the specific instance and 

serve as precedent for future occurrences or lead to the dismantling of the whole project of 

the EMU.  

Thus, in historical perspective, the publication of the Werner Report in 1971, which 

stated that EMU had to be launched by 1980, is considered as the first step towards 

establishing a monetary union in Europe. Yet this plan was never accomplished since Europe 

faced a recession during the 1970s. In 1988 at the Hannover summit of the European Council 

the heads of governments created a Committee chaired by the Commission President 

Jacques Delors, with a single purpose: to design the project of EMU step by step. The final 

report was submitted to the European Council in 1989 (Hix, 2005). Ultimately, however, the 

driving forces which finally led the twelve European governments to replace their national 

currencies with the Euro are both external and internal. First, pressures have been created 

by globalization which “obliged” the EU to adopt a stable common currency, in order to 

establish itself as a major global economic actor. Moreover, the end of cold war and 

Germany’s reunification was creating the potential for Germany to become the dominant 

power of the Union. As a result, the French Government and the other member states 

viewed EMU and the single currency as a way of containing the power of Germany. Hence 
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the project for the creation of EMU was based on a Franco-German deal (or a deal between 

so called “monetarists” and “economists”), involving constraints on national deficits, the 

creation of an independent central bank similar to Bundesbank and the single goal of price 

stability. These were all German demands in order not to veto the EMU project.   

Indeed the European Central Bank is considered a prominent and peculiar example 

of CBI. According to the literature on CBI, an independent1 central bank is a bank that can 

conduct its delegated policies without political interference, it has the freedom to choose its 

monetary policy instruments and goals, its independence is enshrined by law, and it has the 

authority to run its own operations (Eijffinger & Haan, 1996). Historically,2 the German 

government and German and Dutch elites were traditionally targeting price stability through 

two main channels: fiscal constraints and Central Bank Independence. In contrast, French 

politicians which indirectly represent the South member states, always supported that 

monetary and fiscal policies should not be taken away from the hands of the elected 

politicians towards appointed technocrats.  

Despite the fact that since its creation there have been serious criticisms with regard 

to its constitutional design, it is commonly agreed that the first nine years of ECB have been 

characterized as easy-going, in the sense of a rather smooth-running regulation of the 

Eurozone. The global financial crisis of 2007-08 and the European sovereign debt crisis of 

2010, however, revealed that in difficult times an ECB constitutionally “isolated” from every 

day economic developments was incapable of stimulating the European economy. By 

contrast, on the other side of the Atlantic the Federal Reserve, acting as a lender of last 

resort for the US economy has been proved more capable of reactivating the economy. This 

has generated a huge debate with regard to the idea of CBI with emphasis on the role of ECB 

in EMU. In particular, ECB has often been blamed by academics, technocrats and politicians 

alike for failing to adapt accordingly during the economic crisis. 

  

                                                           
1
 There are various components of CBI according to central bank literature (see for instance , Dabelle 

and Fischer,1994 ;  Cukierman, 1992  ; Castro & McNamara, 2003 ;  Eijffinger & Haan, 1996  found in 
the bibliography) 
2
 “During the Werner negotiations, the independence of the NCBs and the conditions under which 

they would be obliged to intervene in markets became the most contentious issue. The French have 
pushed for additional financial support mechanisms and for obligatory interventions by the CBs. 
These proposals met with fierce opposition from the Bundesbank  (…) Ultimately, Bundesbank 
President  Emminger only agreed to authorize the establishment of the EMS if the Bundesbank would 
be freed from the obligation of intervening in those situations in which this intervention might 
jeopardize monetary stability (Van Esch 2009,p.4).” 
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This essay tries to explore whether ECB independence has been an obstacle to the 

resolution of the current euro-crisis. To do that, the history and theory of the idea of CBI will 

be investigated (chapter one), and the history of EMU and ECB will be analyzed (chapter 

two). However, the core question is difficult to address since the answer is strewn across the 

recent economic and political developments of the financial crisis. As a result, in the last part 

of this essay the measures undertaken by ECB after the beginning of the financial crisis will 

be examined (from a political economy rather than a technical perspective), in order to 

reevaluate the idea of CBI in the EU. 

Central Bank Independence: theory and history 

Despite the fact that Federal Reserve was established in 1913 as an independent monetary 

authority, its degree of independence has been evolving over time. As Bernanke states, FED 

has steadily increased its degree of independence during the twentieth century. More 

precisely, it was the collapse of the Bretton Wood system, in 1971 which actually led the 

American policymakers to search for other solutions that would enhance price stability, since 

in the early 1970s the inflation rates had increased dramatically. As a result in the beginning 

of the 1980s, the central bank practices and the monetary policy were in the forefront of 

public discourse in the US. With president Reagan stating in 1982 that “this administration 

will always support the political independence of the Federal Reserve Board”, and with the 

US Congress formally recognizing  this principal,  a global wave of eliminating inflation 

through the increase of central banks’ independence started spreading throughout the 

world (Bernanke, 2010, p.4).  

 On the other side of the Atlantic, Europe was far behind in the adoption of this new 

consensus of monetary policy. Due to the federal character of the U.S., its political leaders 

had to face political economy challenges such as the creation of supranational institutions 

earlier than their European peers. In other words, despite the fact that Europe is considered 

the “old continent” where all innovative ideas are created and flourish, this is not the case 

with regard to innovative ways of governance. It took EU countries more than eighty years 

to reestablish their Central Banks as independent ones –for instance the Bank of England 

moved towards independence only in 1997. As Cukierman (1995) states, the incentive for 

the adoption of CBI by EU member states was the collapse of the European Monetary 

System. Moreover, the case of Germany and its independent Central bank, Bundesbank, has 

often been considered as a role model for EU economies, since it outperformed every other 

nation in price stability by keeping very low inflation rate after the end of Second World 
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War. As a result, the Maastricht Treaty indicated that central bank independence will be one 

of the principles of monetary policy in the EMU (Hix, 2005). In 1998 the ECB, one of the most 

independent Central Banks in the World was established (Bernanke, 2010). Moreover, the 

majority of the Latin American countries followed suit by choosing the same path since the 

maintenance of price stabilization during the 1990s, while a great number of former socialist 

countries also reborn their central banks as independent after the collapse of communism 

(Cukierman, 1995). Moreover, in 1996 Japan’s Central Bank was also reestablished as 

independent. The following graph illustrates the trend toward CBI from 1950 to 2000 

(McNamara, 2002). 

 

 
Source: Pre-1990s data on legal central independence by decade comes from A. Cukierman, Central Bank Strategy, Credibility, and Independence: 
Theory and Evidence (Cambridge: MIT Press 1992). Data on legal CBI in the 1990s comes from S. Maxfield, Gatekeepers of Growth: The 
International Political Economy of Central Banking in Developing Countries , Table 4.1. Post-1994 CBI data comes from the European Monetary 
Institute, Convergence Reports 1998 and 1999, and from press reports of national central bank legislation in non-EU countries cited in Mc 
Nammara (2002)\ 

 
Today, central bank independence is almost a precondition if a country wants to 

participate in global economic activities. As Castro and McNamara (2003, p.1) state:  

“Central bank independence is also a criteria used by credit rating agencies to set the risk score of 

sovereign bonds issued in the international capital markets. Its prevalence is so widespread that it has 
assumed on an almost 'taken for granted' quality as a natural part of national policymaking in the 
twenty-first century.” 

 

Politicians, technocrats and delegation 

CBI as a taken-for-granted quality in policy-making has not been questioned either for its 

effectiveness or for its logic (McNamara, 2002, p.47). The main framework which underpins 

most of the literature on CBI is based on the theory of delegation, which, in turn, is heavily 
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influenced by the principals-agents model (often referred to as P-A model). The latter is 

considered as dominant within public choice theory (Hix 2005). Although this theory has 

been designed in order to describe the American Congressional politics, it offers an accurate 

framework for understanding the European politics as well. Within the latter, EU member 

states are considered as principals and central banks as agents (McNammara, 2002, p.50). 

According to the P-A model, the principal, the actor/politician who holds the executive 

power, may benefit from delegating power to another actor, the agent (Hix, 2005). There 

are three main arguments used in CBI literature to support the delegation of monetary 

policy to independent central banks. As Hix mentions (2005), when the principals decide to 

delegate, they often demand from agents to execute their powers in a more neutral style. 

According to Thatcher and Stone Sweet (2010), another reason why principals decide to 

delegate policy is the resolution of the commitment problem. More precisely, as Majone 

(2001) argues, one of the main reasons that politicians find it hard to make credible 

commitments is time inconsistency. “Time-inconsistency occurs when a government’s 

optimal long-run policy differs from its preferred short-run policy so that the government in 

the short-run has the incentive to renege its long-term commitment” (Majone, 2001, p.106). 

Moreover, another rationale for delegation is that the principal wants to stay clear of the 

blame of practicing unpopular policies, especially when these policies may affect important 

groups in society (Thatcher & Stone Sweet, 2010). Within this framework, politicians, acting 

as principals and seeking reelection, will prefer to manipulate the economy in order to make 

the electorate happy in the short term, despite the fact that their policies may produce 

ineffective economic outcomes in the long-run. In the case of monetary policy, policy of low 

inflation in the long-run may be the optimal one, but in the short-run politicians will prefer 

monetary expansion (Majone, 2001, p.107). 

Thus, in the case of monetary policy, the justification of delegation is based on the 

necessity to resolve the problem of permanent inflation caused by the involvement of 

elected politicians in the making of the policy (Majone, 2001, p.107). This perspective was 

pioneered by Nordhaus in 1975, who suggests that politicians tend to stimulate the 

economy just before the elections, having as their main goal to attract votes, while the first 

period following the elections is characterized by austerity in order to eliminate the pre-

electoral expansion (Nordhaus, 1975, p.187).3 Moreover, according to Hibbs (1977) and 

Allesina (1988)4, the left wing parties are more likely to choose expansionary policies than 

                                                           
3
 It refers to the influential theory of “political business cycles” which strongly influenced the political 

science literature. 
4
 It refers to the “partisan theories” which expanded the idea of “political business cycles”. 
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the parties of the right. This is because left parties tend to attract more workers than 

investors as their electorate and the reduction of unemployment ranks higher than price 

stability in their political agendas. However, this kind of policy can cause increased rates of 

permanent inflation in the long-run. Thus, these theories strongly enhanced the idea that 

the monetary policy should be taken away from the hands of the politicians, to independent 

central banks.  

Yet, public choice theory has also been used by economists to support the idea of 

CBI (Sargent and Wallace 1981; Barro and Gordon 1983). A very influential economic model 

that contributed to the evolution of CBI is Keneth Rogoffs’ conservative-central-banker 

approach. Rogoff suggests that inflation produced by the dynamic inconsistency can only be 

reduced by delegating monetary policy to a person or institution more concerned for 

keeping inflation at low levels than the government (Rogoff, 1985). Moreover, during the 

1990s, various theories have been developed based on the same theoretical framework 

(Walsh, 1995; Persson & Tabellini, 1993). These theories suggest that if the principal (the 

government) signs a contract with the agent5 (central bank), according to which a penalty is 

imposed on the agent, whenever the inflation rates are deviating from the optimal ones, this 

optimal contract will reduce the inflation bias.     

However, McNamara (2002, pp. 48-55) points out three criticisms regarding this 

framework. The first argument is that central bank does not make choices that are apolitical 

and neutral as assumed by the P-A framework. Since monetary policy choices, such as 

targeting on price stability rather than employment, have a distributional impact on society’s 

welfare, the role of central bank remains political in nature. The second argument that 

McNamara has raised (2002, p.48) relates to the lack of democratic accountability. 

According to several authors, monetary policy belongs to the wider range of economic 

policies and, therefore, it should be entirely controlled by elected politicians (Eijffinger & De 

Haan, 1996, p.15). Additionally, although P-A literature suggests that through delegation the 

policy outcomes are closer to median voter interests, and hence they can be considered 

even more democratic, McNamara (2002, p.54) states that in the case of CBI the interests of 

the median voter are not promoted since the central banks’ personnel is coming from 

                                                           
5 These theories are identical to the idea of New Public Management. As Stoker describes it:” …It refers to the 

development of governing styles in which boundaries between and within public and private sectors has become 
blurred (….) NPM is about the potential for contracting, franchising and new forms of regulation. It is more than a 
new set of managerial tools. It is also about more than achieving greater efficiency in the production of public 
services (1998, p. 17-18) 
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specific societal groups, such as private bankers or investment communities. As a result, the 

labor or industry’s interests are not promoted by an independent central bank, even when 

the left parties are in power. Lastly, according to the P-A theoretical framework, one of the 

main criticisms with regard to the effectiveness of delegation is that the agents may finally 

“want to diverge from the principals” (Hix, 2005, p.29). Nonetheless, although in the case of 

CBI one could argue that its “deviation” might be considered as beneficial for the public 

interest, as opposed to that of politicians, as McNamara (1995, p.55) argues, this poses a 

clear danger. Namely, that the agent may target price stability with such devotion, that 

societal need for growth and employment might be completely ignored.  

Another criticism concerning CBI is that Central Bank, as regulatory authority, can be 

captured by vested interests. In particular, those with money to invest, such as insurance 

companies, commercial banks, construction companies, tend to support stable and low 

inflation. On the other hand, these interests are strongly represented at national and 

European levels, highly informed and highly-organized, and therefore highly-efficient in 

lobbying activities. In this respect, there is real danger of CB becoming conservative, namely 

much more dedicated to price stability than the interests of the rationally-ignorant median 

voter would require. Finally, a conceptual criticism against CBI relates to the increase of 

independence as a factor counteracting the maintenance of the coordination between fiscal 

and monetary policy. Despite the fact that many of the models mentioned in the previous 

analysis do not distinguish between fiscal and monetary policies, some authors suggest that 

the economic outcome is Pareto-superior when monetary policy is consistent with fiscal 

policy (Andersen & Schneider, 1986). 

An empirical investigation: CBI and the macro-economy 

Many economists challenged the success of the idea of CBI, mainly through empirical 

research. The success of central bank independence is mainly investigated through three 

main channels in the literature: first, through the relationship between CBI and inflation; 

second, through the relationship between inflation and economic growth; and third, through 

the relationship between CBI and unemployment. 

The majority of the empirical studies concerning CBI and inflation suggest that there 

is either an inverse relation between the two variables, (Alesina, 1988) or a negative relation 

(Grilli Masciandaro and Tabellini, 1991; Cukierman 1992). Despite the almost homogenous 

results, there is some empirical regularity concerning this relationship. More precisely, as 

Eijffinger and De Haan, (1996) argue, the negative correlation of the variables does not 
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necessarily indicate causation. For instance, Hajo (1997, p.244) suggests in his article that 

CBI is not capable of explaining lower inflation on its own, since the “inflation culture” of the 

public is another important determinant. By “inflation culture” Hajo refers to the public 

attitude towards price stability, which has been formulated via previous experiences during 

the history of the nation. The predominant example in the literature is the one of Germany, 

which experienced high levels of inflation during 1920s and has shown great zeal towards 

low inflation rates since (Bresciani, 1953 cited in Eijffinger & Haan, 1996, p.30).  

 Moreover, irregularity concerning the results of the existing studies was discovered 

when developing countries were included into the samples (Cukierman, 1992; Cukiermann 

&Webb 1995). In these cases, central bank independence -when it is measured as legal 

independence6- is not negatively correlated with inflation. On the other hand, when CBI is 

measured with the turnover rate of central bank governors, it seems to be strongly 

correlated to lower inflation in the same samples (Cukierman, 1994). This lack of link age 

between inflation and legal CBI has been attributed by many economists to the fact that the 

developing countries are often characterized by culturally-based phenomena of anomic 

behavior (Eijffinger & Haan, 1996, p.31).  

Moreover, many authors, such as Grilli & Mascriando & Tabellini, (1991); Bleaney 

(1996), tried to include in their models more explanatory variables, namely indicators for 

political instability, wage bargaining structures and budget deficits, in order to decrease the 

omitted variable bias. The relationship between the different measures of CBI and inflation 

remained significant. Nonetheless, Hall and Franzese (1998) suggest that one of the main 

drawbacks of the classic theoretical framework for CBI is that it takes into account only the 

characteristics of central banks, ignoring the so called “institutional complementarities” (Hall 

& Gingerich, 2009, p.2). As Hall and Gingerich (2009, p.3) argue “one set of institutions is 

complementary to another when its presence raises the returns available from the other”. 

Recently, however, the relationship between monetary institutions -central banks- and wage 

coordination institutions has been investigated by many authors (Cukierman & Lippi 1999; 

Soskice & Iversen 2000; Hall & Franzese 1998). This investigation revealed some very 

interesting results, showing that existing complementarities between CBI and wage 

bargaining play an important role in macroeconomic outcomes. For instance, Hall and 

Franzese argue (1998) that the low inflation rate that characterizes post-war Germany 

should not be attributed only to Bundesbank independence, but rather to its close 

                                                           
6 Independence of the central bank, which is enshrined in law (Eijffinger & Haan, 1996, p.22).  
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interaction with the system of coordinated wage bargaining. This close interaction, allowed 

Bundesbank to accomplish moderate wage settlements, to avoid tight monetary policies, to 

enhance the credibility of its pronouncements, and to minimize the disinflation costs (Hall 

and Franzese, 1998). 

 The second group of the empirical studies concerns the relationship between 

inflation and economic growth. On the one hand, there are plenty of empirical studies that 

support the negative relationship between inflation and economic growth (Fischer, 1995). 

Another group of theorists challenges the common assumption that inflation rates should be 

low in the society.  For instance, Bruno and Easterly (1996) support that only in the case that 

inflation is over forty per cent, it can be considered costly for economic growth, otherwise 

there is no strong evidence to support this relationship. Moreover, Stiglitz (1998, cited in 

McNammara, 2002, p.58) suggests that, since inflation has not been proved devastating for 

an economy, all the policies – and CBI in this case- targeting its elimination, thus sacrificing 

simultaneously growth and employment, are ‘based on articles of faith, not on scientific 

evidence’. 

 The last question concerning the empirical studies is whether there is a direct 

relationship between CBI and unemployment or not. The majority of the studies conclude 

that CBI is not significantly related to unemployment (Eijffinger & Haan, 1996). Additionally, 

many authors attempted to associate CBI with disinflation costs, but most of the studies did 

not find supporting results that CBI actually decreases these costs (Posen, 1998, p.336). For 

instance, as Dabelle & Fischer (1994, p.204) concluded, the necessary output loss due to 

inflation reduction is lower in the US than in Germany during all recessions since the first oil 

sock of 1973, despite the notorious credibility bonus of Bundesbank. Analogous conclusions 

have been drawn by Walsh (1995 cited in Eijffinger & Haan, 1996, p.38), who suggests that 

European countries with higher level of CBI used to deal with higher disinflation costs. 

 To sum up, empirical evidence (or the lack thereof) reveals that there are several 

missing links, between delegation of monetary policy and superior economic outcomes. 

These missing links are usually attributed by many authors to the different indices used for 

measuring CBI, to the different samples, to institutional complementarities, or to the time 

period chosen in the various cross sectional empirical studies. Nonetheless, the inconclusive 

results have generated the creation of another question (McNamara, 2002, p.59): 

 

“ If the premise of delegation is that policy makers choose these institutional forms, such as 

central bank independence, because they anticipate superior economic outcomes in their 
country with delegation, why might they continue to do so even if such evidence is not 
forthcoming?”  
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The idea of institutional isomorphism  

Despite the scarce bibliography, some very interesting points have been raised as a possible 

answer to this unresolved puzzle. To begin with, Maxfield (1994) has noticed that in the 

1970s, when inflation was very aggressive, CBI had been reduced in emerging economies. In 

this respect, she suggests that it was more the will of these countries to attract investors and 

enhance their credibility rather than high inflation rates that led them to increase CB 

independence. McNamara (2002) also argues that the majority of EU countries increased the 

independence of their central banks in a period of very low inflation and very high 

unemployment rates. These controversial observations have led academics to look for new 

ways to explain the rapid spread of CBI globally, and thus they came up with the idea of 

institutional isomorphism: a differentiated framework which is rooted in the field of 

sociological new institutionalism (DiMaggio & Powell, 1983). 

 According to this theoretical framework, the adoption of the trend of CBI has been 

promoted by two main channels (McNamara, 2002, p.64). The first is through normative 

isomorphism which suggests that the replication of CBI is promoted by a well-organized 

network of academic elites located within highly ranked institutions, such as MIT or 

University of Chicago, and subsequently institutionalized at the level of international 

organizations, such as IMF, EU, or OECD, which in turn promulgate this neoliberal 

phenomenon (DiMaggio & Powell, 1983, p.150). Additionally, through the second channel of 

“coercive isomorphism”, these organizations, by using “stick and carrot” methodology, have 

the ability to impose the rationale of CBI on their member states, regardless of the different 

preexisting local conditions (McNamara, 2002, p.65). Hence member states tend to adopt 

CBI on the basis of “conditionality” imposed by intergovernmental organizations, rather than 

on the basis of domestic needs or demands (Rodrik, 1999). This theory reminds us of the 

dualism between the Maastricht convergence criteria, on the one hand, and the 

independent central banks at the domestic level, on the other, whereby EU-employed 

conditionality, in relation to EMU membership, was actually imposed as a precondition for 

joining the Eurozone. However, one could argue that since the EU is dominated by 

intergovernmental institutional structures, the convergence criteria have been designed by 

all member states (McNamara, 2002, p.66). Yet, history has proved that the results of 

intergovernmental bargaining have not always been so balanced at the EU level. Instead, the 

choice of an independent ECB involved trade-offs that benefitted some countries more than 

others (McNamara, 2002, p.67). This will be discussed in further detail in the following 

section which tries to answer the question whether the choice of an independent ECB has 
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actually proved to be apolitical, especially with regard to the interests of the average 

European voter. 

EMU and the European Central Bank 

CBI and the history of EMU 

It is obvious that the mainstream economic models of independence versus inflation are not 

the adequate framework for explaining the European trend towards CBI (McNamara, 2002). 

As a result, I find it necessary to search for alternative explanations in the literature of EMU, 

since ECB’s constitutional choice appears to be a result of intergovernmental bargaining 

based on the different attitudes towards Central Bank Independence between the member 

states. As Van Esch & De Jong support (2012, p.2): 

 
“Different attitudes towards CB independence seem to be grounded in different national 

views on the proper degree of hierarchy and centralization of political power and policy-

making.” 
 

To begin with, despite the fact that the idea of establishing a Monetary Union has its 

roots in the Treaty of Rome of 1957, it was not until the Delors Report of 1989 that a three-

stage approach was proposed to the Council (Hix, 2005). The third stage of the Delors plan 

implies that the exchange rates have to be fixed and an independent ECB has to be 

established with a single goal – price stability. The legal framework for implementing Delors’ 

proposals is enshrined in the Maastricht Treaty by setting out the convergence criteria, the 

structure of ECB, the structure of the European system of Central Banks, and the structure of 

the monetary policy of EMU (Hix, 2005). Article 108 of the Treaty of Maastricht (now Article 

130 of TFEU) underlined the importance of CBI:  

 

“By this Treaty and the Statute of the ESCB, neither the ECB, nor a national central bank, nor 
any member of their decision-making bodies shall seek or take instructions from Community 
institutions or bodies, from any government of a Member State or from any other body.”

7
 

 

 In this framework, as Moravcsik suggests (1998 cited in Hix, p.323) the institutional 

design of EMU was a result of intergovernmental bargaining. In addition, Moravcsik (1993 

cited in Hix, p.323) states that the EMU project was a German plan with Germany 

demanding an ECB completely independent from political control, an EMU whose members 

would have strongly linked economic cycles and would fulfill the convergence criteria, price 

                                                           
7
 cited in http://www.eurotreaties.com/ 
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stability as the main target, and a Euro as stable as the Deutschemark (Hix, 2005, p.323). 

Moreover, as it is always the case of intergovernmental bargaining, France with less to lose 

from a potential failure of the plan, successfully managed to promote its own interests, at a 

great cost to Germany. As Garett suggests (cited in Hix, 2005, p.324), Germany had to 

compromise, and as a result EcoFin  gained a political say in the external exchange rate 

policy, an ECB governing council established, while a Euro-X committee was created as an 

exchange for the Stability and Growth Pact8 (therein referred  as SPG). Moreover, the 

German government had to deal with internal pressures coming from influential groups such 

as trade unions and international investors who would benefit the most by fixed exchange 

rates in the countries that were their trade partners. Hence, EMU was established, and 

countries like Italy and Spain and Greece were also included despite the fact that Germany 

had been initially opposed to their participation (Hix, 2005, p.324). 

 Other theorists suggest that EMU was not only a result of intergovernmental 

bargaining but non state actors also played a prominent role (Hix, 2005, p.326). Firstly, the 

Commission which was notably in favor of further deepening is considered a key player in 

the creation of EMU, by applying its clout towards powerful societal groups such as central 

bankers, trade unions, employers, to accept this new perspective of a common European 

Monetary policy (Sandholtz, 1993).According to Verdun (1999 cited in Hix, p.326) another 

non state actor strongly supporting the creation of EMU was the group of central bank 

governors. The creation of the Union automatically meant their independence from political 

control and their involvement in the making of monetary policy at a supranational level and 

secondly, at that time they were sharing the monetarist consensus in the creation of 

monetary policy; hence they were targeting price stability through fiscal constraints and CBI 

(Verdun, 1999 cited in Hix, p.326).  

Under these pressures by state and non-state actors, on 1st of June 1998 the first 

meeting of the Executive Board of the ECB took place in Frankfurt. Half a year later, ECB was 

responsible to conduct the monetary policy of the EU, accomplishing an idea that had its 

roots almost twenty years ago (Pollard, 2003).Today, the Treaty governing the ECB is the 

Treaty for the Functioning of the European Union (Lastra, 2012). 

                                                           
8
 German Finance Minister, Waigel, proposed SPG in order to prevent countries from running public 

deficits (since countries that did not fulfill Maastricht convergence criteria had entered the EMU). This 
was opposed by the French government which did not support the monetarist approach for monetary 
policy. A compromise was reached at the Amsterdam European Council in June 1997. “SPG was 
designed in order to place a severe constraint on a member state running a large enough deficit to 
threaten the stability of euro.” Its establishment is considered a monetarist (or a German) victory 
(Hix, 2005, pp.319-322). 
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The idiosyncrasy of ECB 

As Pollard (2003, p.13) argues, the EMU is a very special case. Despite the fact that EU is not 

a federal union like the US, its members not only adopted a common currency but they also 

established a non-majoritarian institution, the ECB, which is responsible for monetary policy 

of the EMU and it is considered the most exceptional example of CBI. Moreover, ECB is 

characterized by “dual independence” since it is independent from the national 

governments and from the other EU institutions (Lastra, 2012, p.2). 

 According to Scheller (2004) the CBI includes ingredients such as institutional, legal, 

personnel, functional and operational independence. ECB actually meets the majority of CBI 

criteria (Kauffmann, 1995). 

 To begin with, as far as institutional independence is concerned, specific provisions 

of the Maastricht Treaty-- such as Article 130 of TFEU which is mentioned in the previous 

analysis section-- were designed in order to deem illegal any potential instruction towards 

members of ECB or NCBs. Secondly, ECB can be considered as a legal independent 

supranational institution since it has the right to:  

 

“…bring actions in front of the ECJ in order to uphold its prerogatives if they  are impaired by 

a Community institution or Member state” (Scheller, 2004, p.122).  
 

Furthermore, personnel independence suggests, as De Haan & Eijffinger (2000) 

state, that the government does not have strong influence in the appointment of ECB 

personnel. There are several ways to measure this personnel independence such as terms of 

office, appointment procedures or governmental representation. When measured with the 

term of governance, ECB ranks highly in personnel independence, since the minimum term 

of office for the NCB governors is five years, while the term of office for the members of the 

Executive Board is eight years, and it is not renewable (Scheller, 2004, p.123).As far as 

functional and operational independence is concerned, “ECB has been assigned all necessary 

competences and powers to achieve, its primary goal of price stability” (Scheller, 2004, 

p.123). In addition, Article 101 of the EC Treaty does not allow the Euro system to lend to 

the public sector, hence this prohibition:  

“shields the Euro system against pressure of the public sector to grant monetary financing 

using central bank money, and includes the purchase by the Euro system of public debt on 

the primary market (Scheller, 2004, p.124).”  

 

Additionally, the ECB has the power to use a wide spectrum of instruments for 

achieving its goal, thus it can be said that it enjoys high levels of instrument independence as 
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well (Scheller, 2004, p.124) .De Haan & Eijffinger (2000) created the following table in order 

to make a global comparison, between the core central banks. Their table illustrates that 

ECB is actually a very independent bank regardless the index used for the measurement of 

CBI. 

 

CBI index Alesina Grilli Eijffinger and Scalling Cukiermann 

Max Total score 4 16 5 1.00 

Canada 2 11 1 0.46 

UK 2 6 2 0.31 

US 3 12 3 0.51 

ECB 4 14 5 0.94 

Source : For the first three central banks De Haan & Eijffinger (1996), and for ECBs’ De Haan & Eijffinger (2000) cited in De Haan & Eijffinger (2000) 

 

 Despite the fact that ECB is a unique example of CBI, there has been plenty of 

criticism concerning its institutional design, suggesting that there is an Achilles heel in ECB’s 

function. 

 To begin with, the ESBC is considered a very complicated system (Lastra, 2012). 

According to the official website of ECB:  

 

“ECB was established as the core of the Eurosystem and the ESCB. The ECB and the national central 

banks together perform the tasks they have been entrusted with. The ESCB comprises the ECB and 
the national central banks (NCBs) of all EU Member States whether they have adopted the euro or 
not. The Eurosystem comprises the ECB and the NCBs of those countries that have adopted the euro. 
The Eurosystem and the ESCB will co-exist as long as there are EU Member States outside the euro 

area”.9  
 

However, since ECB has the legal personality while the ESCB and the Eurosystem do 

not, ECB holds the rights and obligations of monetary policy in the EU (Lastra, 2012). 

Moreover, there are three main bodies operating within ECB, these are the Governing 

Council, the Executive Board and General Council. “The supreme body is the Governing 

Council.”10 “It is composed of the six members of the Executive Board, and of the seventeen 

governors of the national central banks inside the euro area. The Governing Council is the 

main decision-making body of the ECB.” 11  One of Its main duties is “to formulate monetary 

policy for the euro area.”12 This regards decisions concerning “monetary objectives, key 

                                                           
9
 http://www.ecb.int/ecb/orga/escb/html/index.en.html 

10
  http://www.ecb.int/ecb/orga/decisions/govc/html/index.en.html 

11
 ibid   

12
 ibid 
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interest rates, the supply of reserves in the Euro system, and the establishment of guidelines 

for the implementation of those decisions”13. Moreover, the Executive Board is composed of 

the President, Vice-President and four other members.14 The European Council appoints the 

members of the Executive Board by a qualified majority.  The General Council is composed 

of representatives of the 17 euro area countries and the 10 non-euro area countries.”15 The 

General Council can be regarded as a liaison for transition. “The moment that all the non-

euro countries adopt the common currency the General Council will stop operating.”16  

 The voting rule of ECB designed under the Treaty of Maastricht was one vote per 

central bank governor, and one vote per member of ECB’s Executive Board (Bruiter, 1999, 

p.23). Nevertheless, the enlargement of the EMU led to a reform on the voting rules in order 

to overcome problems in the decision-making procedure. To elaborate, in an EMU with 

asymmetric economic cycles, the governments who may influence ECB through the choice of 

their central bank governors will have conflicting interests with the Executive Board in the 

setting of interest rates (Hix, 2005, p.332). More precisely, it was possible that the six 

members of the Executive Board would have been outnumbered by the votes of central 

bank governors, if that were the case. 

  In contrast, the Federal Reserve System of the U.S. does not face the same obstacle, 

since it has 12 members to the Federal Open Market Committee (FOMC), seven of which are 

members of the Federal Reserve Board, while five are central bank governors. On 19 March 

2009 the Governing Council made the decision to implement the rotation scheme for voting 

rights suggesting that every governor would still have one vote, but the number of votes 

could not exceed the number of fifteen (Scheller, 2004).  

ECB, transparency and accountability   

The duality of the ESCB, with some countries inside and others outside of the Euro system, 

and the complexity of its organizational structure has many times provoked the criticism of 

academics regarding the constitutional status of the ECB (Lastra, 2012). The first major 

criticism on the function of ECB is that it requires more transparent procedures (Bruiter, 

1999, p.4). It is usually argued in the literature that the ECB’s reputation could be enhanced 

if it were more transparent in its procedures (Pollard, 2003, p.26). The Federal Reserve, on 

the other hand, has begun from 2002 to publish the roll call on the policy directive as soon 

                                                           
13

 ibid 
14

 http://www.ecb.int/ecb/orga/decisions/eb/html/index.en.html 
15

 http://www.ecb.int/ecb/orga/decisions/genc/html/index.en.html 
16

 ibid 
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as the FOMC meeting ends. The ECB neither publishes the inflation forecasts nor the records 

of the meetings of the Governing Council and the Executive Board (Pollard, 2003, p.27). 

Many academics attribute this lack of transparency of ECB procedures to the 

intergovernmental character of the euro-area (Bruiter, 1999, p.5). According to Issing (1999), 

the publication of the voting would lead to political pressures towards the representatives of 

the central bank governors. Nevertheless, ECB has proved its credibility and it has the 

reputation of an apolitical institution, thus many economists argue that the minutes have to 

be published  with no  delay, and not 30 years after the meetings as it is happening today 

(Bruiter,1999). More specifically, Mario Draghi17, the current president of ECB, is pushing for 

further transparency, since in the time of the crisis, it could help the public to keep up with 

daily developments, and it could improve monetary policy since further transparency leads 

to increased accountability.  

In the US, the FED is accountable to Congress, and Congress has even the ability to 

change the mandate of the Federal Reserve, with an amendment of the Federal Reserve Act 

(Pollard, 2003, p.27). In contrast, it is hard to find one body to which ECB is accountable to. 

The European Parliament has a weak role in ECB’s function compared to the Congress in the 

US. As it has been argued in the literature the EP has limited powers-- for instance it cannot 

change the laws of operation of the ECB. Moreover, the Maastricht Treaty requires the ECB 

to report to the European Parliament, ECOFIN, and the European Council and to the 

European Commission, about monetary policy, suggesting that there is no such thing as a 

single organization to which ECB is accountable to (Pollard, 2003, p.27). As suggested many 

times in the literature, accountability of the ECB should be more centralized and as Bruiter 

(1999, p.15) suggests, only if the ECB has the EP acting as an “effective watchdog,” its 

legitimacy will be increased. 

 From the observations in the literature, the main concerns about EMU and ECB 

volatility have their roots in its creation and are arising from the political pressures that 

result from the fiscal constraints on national levels (Hix, 2005, p.335). With the SGP being an 

austere restriction on the budget deficits for the member states, and ECB targeting anti-

inflationary policies, academics warned that its members would find themselves in a dead 

end in the case of a recession. More precisely, as Hix (2005,p.335) argued, in the case of a 

recession on one hand, the interest rates set by the ECB would be lower than the optimal 

ones, and on the other hand the member state would not be able to borrow (because of SGP 

constraints), hence the economy would not be stimulated. However, despite the fact that 
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 http://au.ibtimes.com/articles/387184/20120924/transparency-ecb-improve-mario-
draghi.htm#.UJ0SCYaPntk   (Accessed at 27/9/2012). 

http://au.ibtimes.com/articles/387184/20120924/transparency-ecb-improve-mario-draghi.htm#.UJ0SCYaPntk
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the Stability and Growth Pact proved inefficient from 2002 with Germany and France 

breaking the constraints in order to stimulate their economies, it could not be abandoned 

(Hix, 2005). It was in the interest of the core economies of the EMU to reform and revise the 

SPG (and they did so in 2005 and in 2011), rather than abolish it altogether, because this 

would have created doubts about EMU’s credibility (Hix, 2005, p. 336).  

 Moreover, as the economists argued, the project of EMU seemed to suffer since its 

inception from the lack of safety nets in the case of a severe crisis. In addition to the 

tightening between monetary and fiscal policies, other tools such as wage and price 

flexibility could not be used in order to overcome a potential asymmetric shock. Firstly, labor 

markets of the European Union were not as flexible as in the US, and secondly, wage 

bargaining negotiations were not centralized as in Germany (Hall & Franzese, 1998). 

Moreover, as Hix mentions, there is less labor mobility in the EU than in the US (2005, 

p.338). As he states it is hard to imagine that in a case of recession, there will be a mass 

movement of unemployed workers to other member states since the language poses a 

severe obstacle. 

 Another very important criticism is that in the Treaties which govern ECB, its role as 

a ‘lender of last resort’ is not clarified (Bruiter, 1999, p.16). On one hand, this can be 

understood since the majority of the central banks do not use this term in their constitution 

in order to avoid the problem of moral hazard18. On the other hand IMF and many 

economists have argued since the creation of ECB that this lack of clear interpretation of 

ECB’s role in financial stability issues can cause severe problems in the case of a recession, 

since the bank will not have the appropriate tools at its disposal to deal with the crisis 

(Bruiter, 1999, p. 17). 

Some of these articles can be characterized as prophecies. From the beginning of 

2008, the world economy is facing the most severe crisis of capitalism. Under this scenery 

the idea of CBI and the function of ECB are under scrutiny. The previous chapter reveals that 

the idea of EMU in general and more precisely the idea of CBI were based more on political 

compromises rather than valid economic models, suggesting that the catastrophe is hard to 

avoid. In the following and last section of this essay the actual measures that ECB undertook 

in the various stages of the crisis will be analyzed. The objective is to estimate whether ECB 

managed to surpass its limits and respond timely to the new economic and political scenery 

of the crisis, despite its initial constitutional design, or not. I will mainly focus on the 

                                                           
18 Moral hazard in the Banking literature refers in the case that, “Bank executives might engage in imprudent 
and excessively risky financial operations in the knowledge that, should their bets succeed, they will get the 
reward, while if their bets fail, the central bank, and ultimately the tax payer, will pick up the tab “(Bruiter, 1999, 
p.16). 
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measures undertaken rather than on the economic disturbances that led ECB to undertake 

these measures.  

The ECB and the economic crisis  

Since 2007, USA and Europe have been experiencing the worst financial and economic crisis 

since the economic breakdown of 1929. The American subprime mortgages problem in 2008 

managed to cross US borders and spread to the global economy (Karamouzis, 2009). The 

bankruptcy of Lehman Brothers that followed caused a significant liquidity problem in the 

international banking system, turning investors towards lower risk choices, such as high 

quality government bonds and cash (Karamouzis, 2009). At the same time, funding to the 

real economy was reduced and the lack of confidence in the financial markets, along with 

negative expectations for the future, led enterprises to cut down on production costs, which 

resulted in increasing unemployment (Karamouzis, 2009). Consequently, what was at first a 

crisis of the financial sector of an economy soon converted in worldwide recession.  

 The crisis provoked the governments worldwide to abandon the standard monetary 

measures and policies since the contemporary economic phenomena needed special 

treatment. Especially, Central Banks had to undertake aberrant measures, as the traditional 

monetary policy was unable to provide efficient solutions19 . More precisely, ECB was in the 

eye of the storm, since in 2010 the financial crisis had been followed by the Sovereign debt 

crisis, in the Eurozone. The ECB was faced with a dead-end; in this twin financial and 

sovereign debt crisis, the ECB had to adopt a series of non-standard measures, to reprioritize 

its goals, to prevent financial instability and to avoid any possible exit of the EMU that could 

lead to the collapse of the Eurosystem (Eichler, 2012).  

It is crucial to mention that managing the crisis is not an easy task. According to 

Arghyrou and Tsoukalas (2010, p.2), any solution that would lead to the salvation of the 

Euroland, had to meet four conditions in order to prove efficient. To begin, the potential 

decisions had to preserve the credibility of the EMU in order to ensure low inflation rates 

and a very strong currency. The second condition is to prevent any tensions between the 

European tax payers, which would be created from the imposition of taxes that would 

burden tax payers of Northern member states while benefiting those of Southern member 

states. Moreover, the undertaken decisions have to be considered credible by the markets, 

and finally, they have to allow the countries that are on the bottom of the economic cycle, 

and are facing a high sovereign debt crisis to move to structural reforms (Arghyrou & 
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 ECB’s monthly Bulletin, July 2011 
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Tsoykalas, 2010, p.2). It is obvious that a solution based on the previous conditions is very 

hard to reach. There is a rationale that the institutions “are creatures of their time” (Larna, 

2012, p.4). Applying this idea to the case of ECB, one can realize that there were limits in the 

ECB’s ability to respond to the financial crisis of 2008. As Lastra (2012, p.4) underlines, if the 

Treaty of Maastricht had been designed after the beginning of the crisis, the hierarchy of the 

objectives of ECB, would have probably been different. 

The evolving crisis and response of ECB 

At the beginning of the crisis, in August 2007, the major central banks immediately 

responded by reducing their interest rates close to zero. The responses however, in the two 

sides of the Atlantic were quite different. In September of 2007, FED decreased its interest 

rates from 5,25 percent to 0 percent (Hardouvelis,2009). On the other hand, ECB moved 

with hesitance towards the reduction of interest rates, by cutting the interests rates steadily  

from 4,25 percent (October of 2008) to 1 percent  (June of 2009) (Hardouvelis, 2009). 

 

INTEREST RATES OF ECB AND FED BETWEEN 2007 & 2009 (red FED interest rates, blue ECB 

interest rates) 

 Interest rates 

 

                                                                                                               Time period (June 2007 - December 2009) 

Source: ECB and FED cited in Hardouvelis, 2009. 

 

 The previous graph illustrates that ECB responded with delay and more 

conservatively to the financial turmoil of 2007, while it tried to remain faithful to its main 

legislative mandate- price stability, ignoring the need for stimulation in the real economy. 

Regardless the almost immediate cut of interest rates in the US, Lehman Brothers collapsed 
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and created a severe problem of liquidity in the interbank system, since the banks became 

reluctant lending to one another (Hardouvelis, 2009). As a result, central banks throughout 

the globe had a new main objective, which was to intervene in markets in order to improve 

credit conditions (Cukierman, 2012). The standard monetary measures were no longer 

sufficient, hence new measures had to be undertaken. Those measures are referred in the 

central banking literature as the non-standard measures of monetary policy (Lenza & Pill & 

Reichlin, 2012, p.295).  

 As a result, Federal Reserve imposed unconventional measures, which are called 

“quantitative easing” such as: 

 

“expanding the availability of credit towards financial institutions, asset purchases financed 
by central bank money, and extensions of the list of assets accepted as eligible collateral for 
refinancing operations ” (Gros & Alcidi & Giovanni, 2012,p.3).  

 

The Federal Reserve bought in 2009 commercial papers, asset-backed securities and 

private assets for 1.000 billion dollars. On the other hand, ECB responded by implementing 

the Covered Bond purchase Programme (CBPP)20 in 2009. The ECB’s attempt, though, was 

far less efficient than the US one, because the 60 billion Euros it disposed for that cause, was 

an insufficient amount for reactivating markets (Gros & Alcidi & Giovanni, 2012, p.4). 

Nonetheless, other non-standard measures have been undertaken by ECB, which provided 

300 billion Euros, for the  

 

“further ease access to Eurosystem operations in an attempt to reduce asset-side constraints 
on banks’ balance sheets, setting up of additional longer-term financing operations for 
financial institutions with a maturity of up to six months and providing from time to time 
liquidity in foreign currency, through the swap line provided by the FED” (Gros & Alcidi & 
Giovanni, 2012,p.4). 

 

 Both ECB’s and FED’s measures had the similar effect, which was the unprecedented 

expansion of their balance sheets (Hardouvelis, 2009). The difference between them 

however, was the degree of the increase of the balance sheet. Between 2006 and 2012 

ECB’s balance sheet increased by 170 percent in relative terms, while the FED’s for the same 

period reached a 230 percent increase (Gros & Alcidi & Giovanni, 2012, p.4). 

                                                           
20

 On 7 May 2009 the Governing Council of the European Central Bank (ECB) decided on the Covered Bond 

Purchase Programme (CBPP.The purchases of covered bonds started in July 2009. The aim of the programme has 
been to support a specific financial market segment that is important for the funding of banks and that had been 
particularly affected by the financial crisis. The purchases under the programme were to be for a nominal value 
of EUR 60 billion and they were expected to be fully implemented by 30 June 2010 cited in 
http://www.ecb.int/press/pr/date/2010/html/pr100630.en.html 



26 
 

 The third period is quite different for the two major central banks. While the main 

concern of the FED was to overcome the recession, since the US was in the bottom of the 

economic cycle, the sovereign debt crisis started in the Euroland.  More precisely, the 

primary and secondary bond markets were drying, and Spain, Portugal and Ireland had 

difficulties in issuing bonds. In the spring of 2010, the government of Greece was under the 

IMF rescue package since it was completely illiquid. In order to avoid a twin banking and 

sovereign debt crisis ECB had to implement more non-standard measures.
21 A potential 

Greek insolvency in May 2010 generated chaos in the markets, and as a result the ECB 

decided to buy Greek bonds from the secondary market, in order to save some time until 

Euroland’s governments would finalize European Financial Stability Facility (EFSF22). 

 ECB standard measures during this period are the cutting of interest rates by 

twenty-five basis points in November 2011 and by another twenty-five basis points in 

December 2011 (Lastra, 2012p.8). After the second decrease, the rate on the main 

refinancing operations in the Union is at one percent, a percentage extremely low for the 

history of EMU (Lastra, 2012, p.8). The first non-standard measure taken by ECB for this 

period was the Securities Markets Programme under which the ECB carries out outright 

purchases of EMU sovereign bonds. As Eichler & Heischler (2011, p.557) state: 

 

“By June 3, 2011 the ECB had bought bonds worth 74.9 billion euros under its Securities 
Markets Programme. Although the ECB does not publish data on the composition of these 
bond purchases, most observers believe that Greek, Portuguese and Irish sovereign bonds 
represent the vast majority of the ECB’s sovereign bond holdings”. 

 

 Nonetheless, once more the purchases made by the ECB were less than the 

quantitative easing that had been made by the FED (Cukierman, 2012). FED decided to 

implement in 2010 further asset purchases for 30 billion, while in November of the same 

year, a second similar quantitative easing operation was announced and implemented (Gros 

& Alcidi & Giovanni, 2012, p.4). 

 In some cases, the ECB decided to lower the threshold for the eligibility of debt 

instruments issued by governments that were facing the most severe economic tensions 
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 ECB’s Monthly Bulletin, January, 2010 
22 “The European Financial Stability Facility (EFSF) was created by the euro area Member States following the 

decisions taken on 9 May 2010 within the framework of the Ecofin Council. The EFSF’s mandate is to safeguard 
financial stability in Europe by providing financial assistance to euro area Member States within the framework of 
a macro-economic adjustment programme. To fulfill its mission, EFSF issues bonds or other debt instruments on 
the capital markets. The proceeds of these issues are then lent to countries under a programme. The EFSF may 
also intervene in the primary and secondary bond markets, act on the basis of a precautionary programme and 
finance recapitalisations of financial institutions in non-programme countries through loans to governments.” 
 viewed at  http://www.efsf.europa.eu/about/index.htm 



27 
 

(Lastra, 2012). For instance, in May of 2010, the ECB announced that: “It would suspend the 

application of minimum rating thresholds for Greek bonds in collateral eligibility 

requirements for the ECB’s refinancing operations.
23

” This announcement implies that banks 

can transfer high risk Greek bonds to the ECB in order to gain liquidity.  

 The ECB has the competence to provide market liquidity according to Article 18 of 

the ESCB Statute. However, there were specific provisions that ECB seems to have 

reconsidered as far as the issue of liquidity is concerned. As Lastra (2012, p.9) states in 

normal times: 

 
“…ECB is competent to provide liquidity assistance to ‘financially sound’ banks the classic 

LOLR assistance (collateralized loans to troubled illiquid but solvent banks) remains a 
national competence. “ 

 

 Despite its strict constitution, ECB decided in 2011 to implement two new longer-

term refinancing operations (LTRO’s24) with a maturity of 36 months (first occurred on 21 

December, for 490 billion euro asked by 500 banks and the second conducted in February of 

2012 with 80 banks asking for 530 billion euro) in order to support bank lending in the EMU 

(Cukierman, 2012). It is crucial to mention at this point that the FED, that had used similar 

measures as the ECB since 2008, has at this phase of the crisis, moved towards direct 

injections, such as direct asset purchases in asset operations (Gros & Alcidi & Giovanni, 

2012). 

 The majority of the nonstandard measures undertaken during the crisis are against 

the fundamental principles of ECB’s function, proving as Lastra (2012, p.18) states: 

 

“It has been an institution that has proved adept at evolving, stretching the mandate 
granted to it by the Treaty to the limits of the law, but within the law.” 
 

 However, doubt can be drawn into this statement, since it is observable that all the 

non - standard actions undertaken are suffering from its constitutional limitations and many 

times have even become counterproductive. 
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  cited in http://www.ecb.int/press/pr/date/2012/html/pr120906_2.en.html 
24

“LTRO’s involve the central bank lending money at a very low interest rate to euro zone banks, which has led 

to the term “free money.” The injection of cheap money means that banks can use it to buy higher-yielding 
assets and make profits, or to lend more money to businesses and consumers – which could help the real 
economy return to growth as well as potentially yielding returns.” cited in : 
http://www.cnbc.com/id/46567837/What_Is_an_LTRO_Anyway 
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Accounting for ECB’s policy failures 

The previous analysis of the non-standard measures undertaken during the crisis generates 

two main questions. First, why FED measures have proved much more efficient than ECB’s 

ones,?; and second, why the ECB did not act as the lender of last resort as FED did in order 

to fight the twin crisis. 

To begin, the FED with its mass asset purchases managed to raise expectations that 

larger asset purchases would be made, hence it achieved in reducing the yield on long term 

assets. Moreover, the FED managed with the quantitative easing program to improve 

market liquidity and minimize the number of the high risk assets in private portfolios (Gros & 

Alcidi & Giovanni, 2012, p.9). On the other hand, ECB’s measures did not produce the same 

outcomes. More precisely, when ECB bought Italian, Spanish, Greek, Irish and Portuguese 

bonds, the result was not the expected one. In all cases, the yields of the bonds not only did 

not raise but they sharply fell to historical low points. The markets behaved abnormally and 

the investor confidence in the weak Eurozone state was by no means restored (Gros & Alcidi 

& Giovanni, 2012, p.10). The main explanation of why ECB did not manage to accomplish its 

goal, which was to decrease the risk premiums of Southern Europe and Ireland, is the huge 

debate of ECB’s participation to the Private Sector Involvement (PSI). 

 When ECB purchased Greek bonds from the private market, bondholders thought 

that it was going to be treated as a private investor (Gros & Alcidi & Giovanni, 2012, p.10). 

ECB, however, as an independent organization promoting its own interests, decided to 

impose its “seniority”. With a very questionable strategy it decided to change the ISIN25 

number of its own Greek bonds, in order to exclude them from the PSI operation. As a 

result, all private and public actors holding Greek bonds participated in PSI except ECB. This 

action discouraged private investors from future repurchase of assets, since the ECB’s 

requirement of repayment of the nominal amount of the bonds at a price much higher than 

the one that ECB actually acquired them, was suggesting that only the investors are going to 

bear the cost of the haircut (Gros & Alcidi & Giovanni, 2012,p.10). Thus, every time that the 

ECB is involved in bond purchases, the investors are reluctant to do the same, since there is 

fear that ECB will implement PSI only on their bonds. After the exclusion of the ECB in the 

PSI operation, its measures became counterproductive. For instance, as it was previously 

mentioned in the analysis, ECB during the implementation of LTRO expanded the assets that 

are eligible as collateral, when providing a longer term funding. What is different with Fed, 

which undertook the same measure, ECB also increased the haircuts to these assets, 
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 An International Securities Identification Number (ISIN) is the number that uniquely identifies a security. 
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sometimes in a very high percentage, such as 75 percent. In simple words, banks were 

pledging assets sometimes up to four times the amount of loans they received from ECB 

(Gros & Alcidi & Giovanni, 2012, p.10). With ECB having the first call on government 

payments and with banks having minimized their assets portfolio,  investors became even 

more hesitant to invest their money or to provide funding to the banks, since they would be 

completely unsecured in a case of an insolvency (Gros & Alcidi & Giovanni 2012, p.10). 

Hence, the non-standard measure undertaken did not provide the optimal outcome of 

stimulating the economy; on the contrary, sometimes they even produced the reversed 

results. 

At this point the second question rises, which is if the ECB understood that these 

actions could not stimulate the economy, why ECB remained hesitant to buy government 

bonds (did not act as the lender of last resort) like the FED in order to save the Eurozone 

(Pisani, 2012).   

A first explanation is that a large increase in its balance sheet has led to concern that 

this would result in an increase in the inflation rates. As Gros (2012) suggests this was not 

the case at least up to now:  

“The ECB has not expanded its net lending to the Eurozone banking system, because the 
deposits that it receives from banks (about €1 trillion) are almost as large as the amounts 
that it lends (€1.15 trillion). This implies that there is no inflationary danger, because the ECB 

is not creating any substantial new purchasing power for the banking system as a whole.26” 

 Another explanation is that ECB does not have a specific mandate for being a lender 

of last resort for sovereigns, as it has been discussed in the second chapter. A change in its 

mandate would need a unanimous agreement and this is a hard task in Europe of 27. 

Moreover, unlike the FED, the ECB would have to request additional capital from its main 

depositors (countries of the North, Dutch, Germany) in order to benefit its weak countries of 

the South (Pisani, 2012). This would be opposing to the four criteria, that its decisions have 

to fulfill mentioned in the beginning of the chapter, and would provoke the despair of the 

taxpayers of the North. 

The crisis has showed that many times ECB measures were undertaken in order to 

limit its own risk rather than to limit the risk of the Eurozone as a whole. Moreover, many 

times ECB has used the idea of independence as a veil in order to promote its main interests: 

It did not decrease the interest rates as soon as FED did so as to minimize its own risk; it 
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  Cited in http://www.europeanvoice.com/article/2012/april/the-big-easing/74100.aspx 
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never participated in PSI to avoid intra-EMU conflicts; and it did not act as a lender of last 

resort. However, given that both failures are linked to an overwhelming obsession about 

price stability, the following section tries to account for it by reference to the sphere of 

politics within the theoretical framework of new institutionalism. 

Monetary policies and monetary politics 

In the case of ECB politics seem to play a determining role both in its establishment and in its 

maintenance. The previous analysis reveals that the selection of ECB institution was a 

Franco-German deal, or as it is usually referred to in the literature a Mitterrand-Kohl deal27.  

Even the location of ECB and the issue of presidency are considered an informal agreement 

between Mitterrand and Kohl which implied that in return for ECB being located in 

Frankfurt, the first president of the bank should be French (Hix, 2005, p.320). Despite the 

fact that the Treaty of Maastricht institutionalized the idea of independence, the German 

and the French attitudes towards CBI remained similar even after the crisis, and what has 

only changed is the new protagonists of the political scenery namely the French President 

Nicolas Sarkozy and the German Chancellor Angela Merkel. 

More precisely, in May 2010, Sarkozy, tried to persuade the other members of the 

Eurozone that ECB should buy Government bonds. Merkel, the German Chancellor, and the 

Dutch Governor, and President Trichet, considered French pressures as a direct violation of 

CBI (Van Esch & De Jong, 2012, p.9). Their reaction reveals that the idea of independence 

was treated differently in the North and the South of Euroland. More precisely, the main 

depositors of the ECB strongly supported the idea of independence, since any further bond 

purchase could burden their taxpayers. On the other hand, the South was in desperate need 

of the ECB acting as a lender of last resort, since their markets were completely illiquid. 

France, who, since the creation of EMU, had shown its disagreement with the idea of CBI, 

was standing on the North’s side. Finally, the twin crisis almost forced ECB to purchase 

Greek bonds. Despite the fact that the French president of the ECB, Trichet, stated that the 

purchase of the Greek bonds was an apolitical decision, the action provoked severe criticism 

from the President of Bundesbank, Axel Weber, who supported that this action was a direct  

violation of the Treaty. After the term of office of Trichet, Axel Weber was a possible 

candidate for the position, but there were strong oppositions by the French side, which 

supported that two German members should not be in the Executive board (Van Esch & De 
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Jong, 2012,p.9). The Italian Draghi was another candidate, but Sarkozy stated that he would 

support him only if the other Italian member of the board was resigned and a French 

member would take his place (Van Esch & De Jong, 2012, p.9). For a highly ranked politically 

independent central bank these incidents imply that the game was played once more 

between the two, and the ECB’s Executive Board was a result of a Franco-German 

negotiation. When ECB bought Spanish and Italian bonds, a new dispute was raised. Once 

more, the political and financial elites of Germany were extremely annoyed and Juergen 

Stark, the German member of ECB executive board resigned (Van Esch & De Jong, 2012, 

p.10). 

 The majority of the journalists consider all rescue packages during the crisis as a 

victory of Sarkozy. French politicians, who never came to terms with the idea of CBI, were 

demanding from the beginning of the crisis an economic government (Van Esch & De Jong, 

2012, p.10). Cristine Lagarde, as the French minister of Finance, during a meeting in 2010 

argued that “essential role has to be played by politicians, rather than the (capital) markets 

or the unelected technical experts in Frankfurt28”. This idea, obviously, met the strong 

resistance of Germany. However, in the fall of 2012, Sarkozy and Merkel actually made an 

agreement, and a bilateral plan of economic governance was designed, but it was more of 

an intergovernmental agreement rather than an ambitious programme.29 

 The statutory goals of ECB have also been largely criticized by French politicians. 

Ségolene Royal and Sarkozy, the two candidates of French presidency in the 2007 election 

campaign, requested that employment protection and growth are prioritized as main goals 

in ECB’s mandate (Van Esch & De Jong, 2012, p.10). In a global economy facing a financial 

turmoil at that time, this request can be regarded as a valid one. Especially when one takes 

into account that FED, which had maximum employment, stable prices and moderate long 

term interest rates as primary goals in its mandate, is still considered a highly independent 

central bank. With Germany inflexible in accepting these proposals things did no change 

towards this direction as well.  
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29 “The proposal was fully intergovernmental and came down to the plan for the euro-zone leaders to meet twice a year, and 

for the euro-countries to include the obligation to strive for a balanced budget in their national constitutions. “(Van Esch & De 
Jong, 2012, p.9). 
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The history of EMU is repeating itself, since politics seem to play a defining role in its 

future, as they did in its creation. The involvement of politics makes the evolution of the 

independence status of ECB a very complicated task and its transformation seems hard to 

achieve. In order to investigate whether ECB can transform itself, there is the need to search 

the answers in the framework of new institutionalism.   

ECB and new institutionalism 

New institutionalism is a theoretical framework frequently used in contemporary political 

science. There are three different analytical approaches, which label themselves as new 

institutionalism theories: the historical institutionalism; the rational choice institutionalism; 

and the sociological institutionalism (Hall and Taylor, 1996, p.937). Despite their differences 

all three approaches “seek to elucidate the role that institutions play in the determination of 

social and political outcomes” (Hall and Taylor, 1996, p.937). They also target to answer the 

core questions of the theory of institutions: how are institutions selected and how 

institutions are sustained (Shepsle, 1989). According to historical institutionalism there is a 

dual model of institutional transformation: 

 

“Characterized by relatively long periods of path-dependent institutional stability and 
reproduction that are punctuated occasionally by brief phases of institutional flux—referred 
to as critical junctures—during which more dramatic change is possible.” (Capoccia and 
Kelemen, 2007, p. 341) 
 

Path dependence is based on the belief that history matters. According to Sewell's 

(cited in Mahoney, 2000, p.510) path dependence means: ``that what has happened at an 

earlier point in time will affect the possible outcomes of a sequence of events occurring at a 

later point in time.'' Capoccia and Kelemen (2007, p.348) define critical junctures “as 

relatively short periods of time during which there is a substantially heightened probability 

that agents’ choices will affect the outcome of interest.” Critical junctures can be 

characterized as the starting points of path-dependence processes and as genetic moments 

of institutional equilibriums Capoccia and Kelemen (2007, p.349).However, as Shepsle -one 

of the main representatives of rational choice institutionalism- (1989) suggests, an 

institution can be transformed either when the rules of the procedure are changed, or 

exogenously, when there is an external shock in the system. In the majority of equilibrium 

theories of institutions, equilibriums are preference-driven. Shepsle moved one step further 

epitomizing the institutional theory by suggesting the idea of structure-induced equilibrium.  

This idea suggests that institutions are: 
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“invulnerable in a sense that no other alternative, allowed by the rules of procedure, is                 
preferred by all individuals, structural units, and coalitions that possess distinctive veto or 
voting power” ( Shepsle, 1989, p.137). 
 
  In a structure-induced equilibrium the evolution process looks more like a game 

inside a game, where changes that occur are agreed in the initial plan. As Shepsle (1989) 

states, whichever the process of the institutional evolution may be, there will not be free 

riding for any of the players. A possible change in the institutions requires transaction costs 

on the participants. The transaction costs as Shepsle (1989) mentions may include not only 

those who are involved with the decision making process, but the ones that have to enforce 

the procedures and the ones that have to adapt to the procedures. As a result, even when 

the institution arrangements are not the most preferable ones, it is possible that the 

institution will not alter since the transaction costs are higher than the potential gains of 

change. 

In contrast with the previous frameworks, sociological institutionalism implies that 

institutional practices change not because there is need for further efficiency but because 

they seek further “social legitimacy” (Hall and Taylor, 1996, p.949). Countries tend to adopt 

a mimetic behavior concerning the design of their institution influenced by the major 

international organization and by the global academic rationale for policy- making. 

 
“In other words, organizations embrace specific institutional forms or practices because the 
latter are widely valued within a broader cultural environment (…) Common institutional 
practices are said to emerge from a more interactive process of discussion among the actors 
in a given network about shared problems, how to interpret them, and how to solve them - 
taking place in a variety of forums that range from business schools to international 
conclaves. Out of such interchanges, the actors are said to develop shared cognitive maps, 
often embodying a sense of appropriate institutional practices, which are then widely 
deployed (Hall and Taylor, 1996, pp.949 -950) “ 

 
 

If one describes the ECB‘s evolution from a historical institutionalism perspective, 

then there are three distinct time periods from its creation till today. The first nine years of 

its operation can be characterized as a relatively stable period, where the evolution of ECB 

was slow and occurred only when the circumstances demanded it -such as the change in the 

voting procedures after the enlargement- in other words ECB was a stable institutional 

equilibrium. The second period is from 2007 -where the world crisis begun- to 2009, before 

the outbreak of the sovereign debt crisis in Europe. During this period ECB’s monetary policy 

had to adapt to the demanding financial disturbances. However, the previous analysis 

reveals that ECB was hesitant in the measures undertaken during the first period of the 
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crisis. It can be said that evolution was based on the causal mechanism of path dependence. 

Its constitution did not change; there were more changes within the law, rather than 

changes to the law. History actually did matter in this period, since the supreme goal of price 

stability was still the driving force of all the measures undertaken, and the measures were 

once again a Franco-German deal. 

  The last period (2009-today) is the period of the twin crisis in the Eurozone. The 

previous analysis reveals that the political leaders have started to realize that there is a need 

for compromise. The measures undertaken after 2009, despite their inefficiency are more 

revolutionary and seem to violate indirectly the idea of CBI (bond purchases, LTRO’s, 

reduction of the interest rates in historically low levels.) This period is characterized by rapid 

changes and the agents’ choice appears determining for the future of the Eurozone. The 

characteristics of this period correspond to the definition of the notion of “critical juncture” 

by Capoccia and Kelemen mentioned above. Hence the transformation of ECB appears 

unavoidable and necessary. However, the transformation of ECB as an institution has been 

limited and not sufficient.  

If we consider the ECB as a structure-induced equilibrium, with its main players 

France and Germany and the other member states, it is easier to understand how difficult 

the renegotiation process is going to be. In the case of ECB the financial crisis can be 

considered as the unanticipated shock to the system of EMU that Shepsle (1989) describes. 

However, there are many obstacles that prevent the transformation of ECB’s constitution in 

accordance with the rational choice institutionalism. Firstly, ECB has been many times 

criticized in the literature for the ambiguity of its own Treaties, which did not allow for this 

game in game change to happen easily whenever anticipated economic events occurred.  

Secondly, in a period of rapid economic changes, a decision that would evolve the status of 

independence of ECB would require unanimity from the EMU of twenty-seven. As a result, 

the transaction costs such as the time of renegotiations are severe, especially in a Europe 

where countries are in the verge of insolvency and international investors are requiring 

credibility and stability .On the other hand, if ECB does not transform the whole EMU project 

will be in danger, thus the transaction costs seem less than the gains of transformation. 

Despite the fact that ECB institutional equilibrium remains unchanged until today, 

academics, politicians and international organizations have changed their perspective about 

monetary policy. There is a variety of articles in the economic literature that are suggesting a 

new rationale of monetary policy -different from the one in the 1990s- the use of monetary 

policy in order to pursue financial stability (Mishkin, 2011). This new perspective implies that 



35 
 

financial stability and monetary policy have to be strongly linked from now on. In the period 

of the global financial  crisis of 2008 the major Central banks such as FED and the Bank of 

England, have  chosen more efficient measures than ECB and have acted as lenders of last 

resort for their economies, proving that they have started to act in accordance with this new 

perspective of monetary policy.  Moreover, during the crisis the IMF strongly supported all 

the decisions taken by ECB to purchase bonds in order to assist euro-zone countries. Thus, if 

one accepts that institutions change through coercive and normative isomorphism as the 

framework of sociological institutionalism suggest, then ECB may evolve influenced by the 

other major central banks and by international organizations.  

It is obvious that all three schools of new institutionalism despite their differences 

reach the same conclusion about the future of ECB:  a new institutional equilibrium. 

However, during the twin crisis of the EMU, a closer look into its fragile situation has led 

economists to search for potential solution to the problem of change. In this respect, Jean 

Pisani Ferry (2012) introduced the idea of the “new impossible trinity”30. The new trillemma 

implies that a monetary union, in which strict no-monetary financing, bank-sovereign 

interdependence and no co-responsibility for public debt coexist is going to collapse. The 

Euro area has all these previous characteristics.  As Pisani (2012, pp.4-6) states    

“Governments in the euro area are individually responsible for the debt they have issued, 

the ECB does not have a strong financial-stability mandate that could justify intervention to 
prevent turmoil and  despite the fact that the euro area is integrated monetarily, banking 
systems are still largely national (Pisani,2012,pp. 4-6)”. 

To overcome this impossible trinity, Pisani (2012) suggests three solutions: a broader 

ECB mandate, the building of banking federation and fiscal union with common bonds. The 

solutions that Pisani proposes can be translated into new institutionalism terms as a “critical 

juncture”. What is disappointing is that Pisani concludes that the broadening ECB mandate 

by adopting the new role of a lender of last resort is the least feasible option of the three. 

More precisely he states that (2012, p. 10.)  

 

“There are significant legal and political obstacles to giving the ECB a role equivalent to those 
played by other major central banks. Even assuming the Governing Council would agree on 
playing this role, its commitment would most probably lack the credibility that is required to 
make this strategy effective, because markets would anticipate the obstacles and the 
limitations they would imply.” 
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 The term “impossibility trinity” in the scientific area of monetary unions, was introduced by Mundell 

in the influential theory of OCA (1961). 
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At first glance Pisani’s conclusion appears contradictory with the framework of new 

institutionalism. Yet, even If one accepts Pisani’s opinion that the creation of a fiscal union 

or a banking federation is an easier task than the transformation of ECB’s mandate, this does 

not necessarily mean that ECB’s constitution will remain unchanged. As Hall and Gingerich 

state (2009, p.450), “efforts to reform one sphere of the political economy may yield 

negative economic results if unaccompanied by parallel reforms in other spheres.” Thus, 

taking the innovative theory of institutional complementarities into account, it is possible 

that ECB will be transformed either first or as a laggard following the transformation of its 

complementary institutions.  

Conclusions  

As has been discussed in the previous analysis, institutions can be considered as creatures of 

their times. In that sense, the idea of CBI, which was spread in Europe in the 1990s can be 

considered as an outdated institutional arrangement unable to handle the “credit tsunami” 

of 2007. This conclusion has already been made by many academics and the monetary policy 

has been set in a differentiated framework. The use of monetary policy in order to aim 

financial stability requires a lot of effort research and will be a great challenge for central 

bankers, politicians and economists in the following years. In the first glance, the new 

perspective seems to suggest that the idea of CBI has to be abandoned, since central banks 

have to intervene in the markets, by purchasing sovereign bonds, despite their 

constitutional limitations. However, Adam Posen31 in his speech (2010) argued that the idea 

of independence does not necessarily have to be abandoned but it has to be set in a 

different conceptual framework. More precisely, in a few words Posen suggested in his 

speech that the CBI should not necessarily be linked to the Bank’s power to refuse to 

intervene in debt markets, in order to reactivate the economy. The meaning of 

independence for Posen is quite different. As he states (Posen, 2010, p.10): 

 

“What matters for our independence is our ability to say no and to mean it, and to be 
responsible when we choose to say yes. In fact, sometimes responsible central banks will 
want to initiate such bond purchasing activity themselves.”  

 

This new perspective implies that independence should not be linked with the idea 

of political virginity which was the case during the 1990s, but it will be more closely linked 

with the idea of mature and responsible policy making under specific circumstances. 
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However, the response of the independent ECB to the financial crisis does not seem to have 

been either “politically virgin”, or “mature”. Unfortunately, ECB has been proved to be 

obsessed with its legislative mandate –price stability, and what is worse is that this 

obsession is politically driven, by Germany. As a result, the majority of ECB’s measures 

undertaken during the crisis has been counterproductive, and did not manage to provide 

efficient solutions for the Eurozone.  

Despite the fact that the crisis requires a shift from the old institutional equilibrium 

to a new one, there are serious obstacles related to transaction costs (Shepsle, 1989) and 

political limitations (Pisani, 2012). Nonetheless, according to the framework of new 

institutionalism, there are hopes for transformation. As historical institutionalists suggest 

critical junctures are genetic moments of institutional equilibriums. Since the twin-crisis is a 

critical juncture, ECB’s transformation appears unavoidable. Moreover, as rational choice 

institutionalism suggests institutions change only when the transaction costs are less than 

the gains of transformation. Yet, the cost of a potential dissolution of the EMU is far greater 

than the transaction costs of a potential change in ECB’s mandate. Furthermore, according 

to sociological new institutionalism institutions transform by adopting a mimetic behavior. 

One can argue that since the idea of central banking is already changing in the majority of 

the influential articles, and FED and the 'Old Lady' of Threadneedle32 street have already 

started to change their attitude, then ECB may follow.  Economists however, challenge the 

assumption that ECB is able to transform. As Pisani suggests, the creation of a banking 

federation or a fiscal union is an easier option for EU than the transformation of ECB.  

Nonetheless, the previous analysis suggests that the creation of a banking federation or a 

fiscal union will possibly force ECB to adapt to further integration of economic policy by 

changing its constitution. Yet, despite the fact that this essay is optimistic about the 

evolution of ECB, one should keep in mind that Eurozone is a unique case. Politics seem to 

play a major role both in the selection of institutions and in their maintenance. Thus, further 

research about ECB’s future should be conducted, based on the sphere of politics rather on 

the sphere of economics.  
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