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The Land In Between

The European Central Bank:

• has a strong track record in monetary policy, and

• is working hard on banking supervision for Banking Union

But what about financial stability?
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European financial crisis

• Housing boom-bust cycle caused crisis in Ireland, Spain 

and Portugal

• Housing prices are rising in major German cities

• One-size-fits-all monetary policy is not helpful

• Need for pro-active macro-prudential policy due to differing 

financial cycles within euro-area
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Divergence of financial cycles in EU
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Who should be responsible?

• Effects of alternative allocation macro-prudential power

-> to what authority should it be allocated

• Impact on interaction between macro-pru and monetary 

policy

• Analyse synergies and conflict of objectives
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Overall policy framework
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2. Policy framework 

 

The ultimate objective of macro-prudential policy is to safeguard the stability of the financial 

system as a whole. This includes decreasing the build-up of financial imbalances (financial 

cycle) and strengthening the resilience of the financial system, thereby ensuring a 

sustainable contribution of the financial sector to economic growth. Monetary policy also 

aims to ensure stable and non-inflationary economic growth. Micro-prudential supervision 

instead purports to promote the soundness of financial institutions, thereby protecting the 

depositors or policyholders of these institutions. Hence, while the first two policies are set at 

the level of the whole economy, the last one operates at the level of individual institutions.   

 

Figure 1 provides an overview of the policy framework for the financial sector and the wider 

economic system: it outlines the typical assignment of policy instruments to policy objectives, 

in the tradition of Tinbergen (1952), who argued that at least one independent policy 

instrument is required for each policy objective. For example, Mundell (1962) applied this 

general principle to the objectives of internal and external stability, recommending that 

monetary policy be assigned to the pursuit of external stability (via the determination of the 

exchange rate) and fiscal policy to that of internal stability (defined as full employment). What 

makes the problem non-trivial is that both policy tools and objectives are interrelated. 

 

 

Figure 1.  Policy framework for financial and economic system 

 

Policy 

(typical instrument) 

Objective Ultimate goal 

(level of impact) 

   

Monetary policy 

(ST interest rate) 

Price stability  

  Stable and non-inflationary 

growth (economic system) 

Macro-prudential 

(LTVs, counter-cyclical 

buffers) 

Financial stability  

   

Micro-prudential 

(LTVs, capital ratios) 

Soundness of financial 

institutions 

Protection of consumers 

(individual institutions) 

   

Source: Based on Schoenmaker (2013). 

 

 

Figure 1 illustrates the overall policy framework for the financial and economic system. To 

keep it simple, each policy has a primary impact on its direct objective and a secondary 

impact on other objectives primarily affected by another policy. The solid lines in Figure 1 

illustrate the primary impact and the dotted lines secondary impacts. A prime example is a 

change in the interest rate, which impacts primarily price stability and aggregate output, but 

may also have a secondary impact on the objectives of financial stability (by triggering 
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Monetary and Macro-Pru

• Synergy:

 stable financial system pre-condition for growth;

 price stability pre-condition for financial stability

• But also conflicts

 Low interest rate to stimulate demand -> house prices ; 

but when rate  -> house prices  (mortgage under water)

• Macro-pru is targeted at financial imbalances in specific 

markets, while monetary is more general
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Micro- and Macro-Pru

• Synergy:

 At instrument level, but that is less relevant

• Conflicts

 Tacit assumption: to safeguard system, it suffices to 

safeguard individual components:

• Fallacy of composition (Brunnermeier et al, 2009)

 Distinct objectives and perspectives



9

Hierarchy of objectives
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Figure 2.  Hierarchy of objectives 

 

 

 

 

 

 

 

 

 

 

 

Source: Kremers and Schoenmaker (2014) 

 

 

 

 

 

 

4. Emerging arrangements in the European Union 

 

As mentioned in the introduction, both a 2012 ESRB recommendation (ref. ESRB/2011/3) 

and the EU Capital Requirements Regulation (CRR, Regulation No 575/2013) required EU 

Member States to set up a ‘designated authority’ for macro-prudential supervision. The 

ESRB has completed a review of the (likely) designated authorities (IWG WP/2013/011). 

From this review, we distil four main institutional models where the formal powers for macro-

prudential supervision are located: 

1. the ministry of finance (or economics); 

2. the central bank; 

3. the financial authority; 

4. an “ad-hoc” committee. 

 

Table 2 shows that the central bank has most often been designated as the responsible 

authority (see Table 3 in the annex for a breakdown at country level). While several 

European central banks combine monetary policy and supervisory tasks, they typically have 

separate departments for financial stability (macro-prudential) and financial supervision 

(micro-prudential). In these cases, there is an organisational separation between the macro- 

and micro-prudential tasks. In some countries, the stand-alone financial authority has been 

designated for macro-prudential policy. 

 

 

  

Monetary stability 

 

 

Financial stability: 

macro-prudential 

 

Financial soundness: 

micro-prudential 
 

Level 

Economy 

Individual 
institutions 

↔ 

↔
 

Objectives 
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Institutional models

Model 1 2 3 4

Agency Ministry of Finance Central Bank Financial Authority Committee

Euro area 0 (0%) 11 (58%) 4 (21%) 4 (21%)

Non-euro area 1 (10%) 6 (60%) 1 (10%) 2 (20%)

Total 1 (3%) 17 (59%) 5 (17%) 6 (21%)
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Government

• ST politics versus LT benefits -> time inconsistency

• But macro-pru (e.g. LTV) impact on economy/households

Need for independent agency, but arrange democratic

accountability 

Central bank

• Macro-economic approach -> same culture and expertise

• But ultimate objectives may differ -> separate divisions and 

apply different instruments (with coordination)

Allocating powers (1)
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Allocating powers (2)

Financial Authority

• Instruments related, but perspective different

• Methodological approach different (macro-economics 

versus accountancy / legal based) -> culture and expertise 

different (Goodhart et al, 2002)

Euro-area with Banking Union

• Macro-Prudential more important, with one-size-fits-all 

monetary policy (see regional housing bubbles)

• Institutional (no patchwork):

National supervisors in ECB’s Supervisory Board

National central banks in ECB’s Financial Stability Ctee
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The Land In Between

ECB

Governing Council

Financial Stability

Committee
Monetary Policy Supervisory Board



14

The Land In Between

ECB

Governing Council

Financial Stability

Committee
Monetary Policy Supervisory Board

National Central Banks National Supervisors
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