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3.6 MONETARY POLICY, FINANCIAL 

STABILITY AND ASSET PRICES

Financial stability and price stability

Some central banks play an important 

role in promoting financial stability. 

Price stability is now the primary 

objective of most central banks in the 

world, whereas responsibility for 

financial stability is, in most instances, 

less formalised or has been assigned to 

the government sector. Those central 

banks with an explicit mandate for 

financial stability may need to use 

their monetary policy instruments in 

order to achieve this goal regardless 

of potential trade-offs with their 

price stability objective. Regarding 

the ECB’s monetary policy, the 

contribution to financial stability is 

subordinated to the objective of price 

stability (see Chapter 1). This 

assignment reflects the view that the 

maintenance of price stability is 

ultimately the best contribution 

monetary policy can make in support 

of financial stability. 

Price stability is a precondition for 

financial stability. At the same time, by 

ensuring an orderly functioning of the 

 transmission  mechanism of monetary 

policy, financial stability helps a central 

bank to foster price stability. Hence, 

from a longer-term perspective, 

financial stability and price stability are 

mutually reinforcing policy objectives. 

At shorter horizons, financial stability 

and price stability may not always go 

hand in hand. Even in an environment 

of price stability, financial imbalances 

may evolve and pose a challenge to the 

maintenance of price stability. In the 

presence of asset price bubbles, central 

banks must adopt a longer time 

perspective in their monetary policy 

response. A medium-term orientation 

helps policy-makers to capture the 

longer-lasting nature of the shock and 

to formulate a monetary policy response 

which “leans against” accumulating 

asset price imbalances. By contrast, a 

policy framework with a pre-specified, 

fixed-term policy horizon could 

lead policy-makers to adopt a too 

Central 
banks’ role 

in promoting 
financial stability

Financial 
stability and 
price stability

Chart 3.3  The  s tab i l i t y -o r i en ted   moneta ry  po l i c y  s t ra tegy  o f  the  ECB
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The quantitative definition of price stability

On 8 May 2003 the Governing Council of the ECB clarified its
definition of its primary objective of price stability:

“as a year-on-year increase in the HICP for the euro area
of below 2%”
and that “price stability is to be maintained over the
medium term”
The Governing Council also clarified that the ECB aims to
maintain the inflation rate below, but close to, 2% over
the medium term.
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The quantitative definition of price stability

The definition aims at:
Providing a sufficient safety margin against the risks of
deflation
Address possible measurement bias in the HICP (can arise
due to new goods, quality changes, substitution effects)
Address the implications of inflation differentials within the
euro area
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Comparison with other central banks

Eurosystem
Federal Reserve 
System

Bank of Japan Bank of England

Price stability is the 
primary objective. 

Price stability is the 
primary objective.

Additionally, support the 
general economic 
policies of the Union

Additionally, to support 
the Government’s 
economic objectives. 

Price stability 
HICP below but close to 
2% over the medium 
term

Not quantified

Positive CPI rate of change 
lower than 2%, over the 
medium to long-term 
(currently 1%)

CPI  (HICP) of 2% (each 
year)

Monetary policy 
objective(s)

Multiple objectives: to 
promote maximum 
employment, stable 
prices and moderate long-
term interest rates.

"contributing to the sound 
development of the national 
economy" "through the 
pursuit of price stability."
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Potential benefits of inflation

Despite the preference of major central banks for low inflation
objectives, some authors argue that having moderate inflation
rates can be beneficial:

“Grease the wheels” - Tobin(1972) argues that in the face
of downward nominal wage rigidity, having higher inflation
can help adjust real wages, even in response to
sector-specific shocks
Zero bound problem - a higher inflation rate in the objective
would make it less likely that the zero bound of interest
rates would be reached. Blanchard(2010) suggested a 4
per cent inflation objective.
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The two-pillar strategy

Monetary policy decisions are based on a comprehensive
analysis of the risks to price stability founded on a two pillar
framework:

Economic analysis - identifies short to medium-term risks
to price stability
Monetary analysis - aims at identifying risks to price
stability in the medium to long-term horizons
Cross-checking - the information coming from both pillars
is cross-checked to infer risks to price stability
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The economic analysis pillar

This pillar focuses mainly on economic and financial
developments that have an impact on inflation in the short
to medium-term
The main idea is to identify the nature of the shocks hitting
the economy.
Particularly important is to distinguish between shocks that
may have a short-lived impact on inflation from more
permanent effects.

Example: An oil price increase - typically a rise in oil prices
that raises consumer prices does not warrant an immediate
response from monetary policy, as it might revert in the
future. However, if inflation expectations and wages start
rising then there may be a more lasting threat to price
stability.
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Economic Analysis

The main indicators (non-exhaustive list)

The external environment of the euro area
Financial developments
Prices and costs (including oil prices)
Output, demand and the labour market
Fiscal developments
Exchange rate and balance of payments developments
Banking
Expectations regarding economic activity and inflation
Staff Projections
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The role of ECB/Eurosystem Staff projections

Published four times a year (March, June, September,
December)
Projections are presented in terms of ranges, not point
numbers
They are done by staff and do not represent the views of
the Governing Council
They do not have all the information (e.g. information
from monetary aggregates is excluded)
Expert judgment is included
Are based on a set of technical assumptions (e.g.
interest rates, oil prices, exchange rates)
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Monetary analysis

Monetary analysis is based on the quantity theory of
money and the past experience of successful central
banks (Bundesbank)
The quantity theory implies that there is a long-run link
between money growth and inflation
The so-called “Long-run money neutrality” implies that
ultimately higher monetary growth ends up in inflation
Thus, to be consistent with price stability, monetary growth
should be moderate
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Quantity theory of money

The quantity theory of money in its original form prescribed that:

MV = PT (1)

where M is the stock of money, V the velocity of money, P the
price level and T the real value of transactions. It is usual to use
real GDP (Y) as a measure of transactions, so that the quantity
theory can be written as:

MV = PY (2)
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Implications of the quantity theory

Starting with
MtVt = PtYt (3)

taking logarithms and differencing yields

∆mt + ∆vt = ∆pt + ∆yt (4)

After solving for money growth (∆mt ) we get:

∆mt = ∆pt + ∆yt − ∆vt (5)
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The reference value for M3 growth

To arrive at the reference value, the ECB computed the implied
monetary growth assuming that the variables are at equillibrium
values.

∆m∗
t = ∆p∗

t + ∆y∗
t − ∆v∗

t (6)

the inflation rate (∆p∗
t ) should be < 2%

trend or potential GDP (∆y∗
t ) was computed at between 2

and 2.5 %
trend in the change in money velocity (∆v∗

t ) was between
-0.1 and -0.5 %

This calculation led to a the reference value for M3 growth
consistent with price stability of 4 1/2 %.
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The role of the reference value

The reference value should be interpreted as an indicator,
not a target
A higher (lower) monetary growth than the reference value
signals upward (downward) risks to prices
The insights from money are valid in the medium to
long-term
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Criticisms of the monetary analysis pillar

The Monetary Analysis has been subject to several criticisms.
In 1999 the ECB defined that, to be used in policy the chosen
monetary aggregate had to fulfill the following conditions:

1 A stable long-run relationship with its traditional
determinants (money demand)

2 Leading indicator properties regarding future inflation in
the medium term
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1. Money demand

A simple money demand function is given by:

m = p + α1 + α2y − α3i (7)

where i represents the opportunity cost of money, αi(i = 1,2,3)
are parameters.
Problem: in the euro area money demand became
unstable(especially after 2005):

Portfolio shifts into and out of money disturbed the relation
(e.g. to and from the stock markets)
Financial innovation also can lead to unstable money
demand over time

Consequence: the information content of money for inflation
became impaired
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2. Leading indicator properties

Money should help to predict future trends in inflation
However, the link between money and inflation can only be
established in the very long-run
In addition, it has become difficult to establish a causal
relation from money to inflation
Thus, the traditional monetary analysis has become
challenging
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Money and inflation in the long-run
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10th Anniversary of the ECB

this benchmark points to upside risks to price 

stability. The choice of M3 was based on the 

evidence that this monetary aggregate exhibits a 

close relationship with the price level. At the 

same time, it was made clear from the very 

beginning that monetary policy would not react 

mechanically to deviations of M3 growth from 

the reference value. 

However, it is important to note that the tools 

used for the identifi cation of risks to price 

stability have evolved and improved over time, 

in the light of the challenges posed to monetary 

analysis by various developments, notably the 

rapid pace of fi nancial innovation. Confronted 

with the unrelenting need to improve its 

analytical tools for identifying risks to price 

stability, the Governing Council decided in 2007 

to further enhance its monetary analysis along 

four avenues:

•  First, money demand models are being 

refi ned and extended in order to improve the understanding of the behaviour of monetary 

aggregates over time and across sectors. 

•  Second, the robustness of money-based infl ation risk indicators is being improved so as 

to develop further their use as a guide to policy decisions aimed at the maintenance of price 

stability.

•  Third, structural models that embody an active role for money and credit in the determination 

of infl ation dynamics are being developed and refi ned in support of the assessment of monetary 

developments.

•  Finally, it is important to deepen further the analytical framework to support the cross-checking 

of information and analysis stemming from the monetary and economic analyses. 

Overall, the two-pillar framework enhances the robustness of the Governing Council’s monetary 

policy assessment with respect to both data and model uncertainty. In particular, all complementarities 

between the two pillars are exploited. This is the best way to ensure that all the relevant information 

for assessing risks to price stability is used in a consistent and effi cient manner. The regular cross-

checking of the outcome of the economic analysis with that of the monetary analysis ensures that a 

consistent overall assessment is provided, where information pertaining to both shorter and longer-

term horizons is taken into account. Thus, it reduces the risk of policy errors caused by an over-

reliance on a single indicator, forecast or model. Chart 2 summarises the key elements of the two-

pillar approach and its role in policy-making. 

After almost ten years of practical experience, the ECB’s strategy has provided a reliable and robust 

framework for assessing risks to price stability and for effectively communicating the orientation of 

… and has evolved over 
time

Cross-checking 
ensures consistency

Innovative and robust 
approach

Chart 1 Relationship between the HICP and 
M3 in the euro area

(annual rates of growth, low-frequency component refl ects 
periodicity > 10 years)
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Source: ECB Monthly Bulletin article: “10th Anniversary of the ECB”, 2010 (www.ecb.int)
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Monetary analysis today

In response to criticism, monetary analysis has been
enhanced
Nowadays, monetary analysis is interpreted in a broad
sense, including the analysis of the behaviour of various
monetary aggregates but also of credit and households
and firms’ balance sheets. It now encompasses the
analysis of the overall financing in the economy
Monetary analysis remains indispensable to capture
important channels in the transmission mechanism of
monetary policy, in particular financial ones
Monetary variables may provide helpful information for
understanding the state of the economy, aggregate
demand, asset prices, banking and financial conditions,
not just inflation
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The monetary policy transmission mechanism
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Several transmission channels – the 

individual links through which

monetary policy impulses are (typically) 

transferred to the real economy – may 

be involved at the same time, and 

have separate influences on price 

developments. Central banks are faced 

with a complex web of economic 

interactions. The main channels of 

 monetary policy transmission can be 

presented in a schematic form (see the 

left-hand side of Chart 3.1).

The (long) chain of cause and effect 

linking monetary policy decisions with 

the price level starts with a change in 

the official interest rates set by the 

central bank on its own operations. In 

these operations, the central bank 

typically provides funds to banks (see 

Chapter 4 for a detailed description of 

the Eurosystem’s monetary policy 

instruments). The banking system 

demands money issued by the central 

bank (known as “base money”) to meet 

the public demand for currency, to 

clear interbank balances and to meet 

the requirements for minimum reserves 

that must be deposited with the central 

bank. Given its monopoly over the 

creation of base money, the central 

bank can control the interest rates on its 

operations. Since the central bank 

thereby affects the funding cost of 

liquidity for banks, banks need to pass 

on these costs when lending to their 

customers (“interest rate channel”). 

Through this process, the central bank 

can exert a dominant influence on 

 money market conditions and thereby 

steer  money market interest rates. 

Changes in  money market rates in turn 

affect other interest rates, albeit to 

varying degrees. For example, changes 

in  money market rates have an impact 

on the interest rates set by banks on 

short-term loans and deposits. 

Several channels 
of transmission

A change in 
official interest 

rates… 
…directly affects 
market interest 
rates,…

Chart 3.1  A stylised illustration of the  transmission  mechanism 
from interest rates to prices
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Source: The monetary policy of the ECB, 2011 (www.ecb.int)
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