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The way monetary targeting is managed depends 
on how money is defi ned, and money may be de-

fi ned in many different ways. All current defi nitions, 
however, have one thing in common, namely they 
invariably comprise liability items in banks’ balance 
sheets. These balance sheets remain unchanged (a) 
when banks provide assistance to customers who 
wish to raise funds in the capital markets;  and (b) if 
banks – at least partially – refi nance loans via assets 
(securities), they exert no infl uence whatever on the 
quantity of money.

However, even if banks refi nance their loans by li-
ability items, reference to the quantity of money M3 
can be problematic because the means of payment 
(M1) and the amount of liquidity within the banking 
sector (M3-M1) develop in opposite directions, a 
process which will be neutralised – at least partially – 
within the aggregate M3. Consequently, broad mon-
ey is determined endogenously; “the starting point of 
this endogeneity thesis is the assertion that it is loans 
that cause deposits (and not the other way around)”.1

Until the early 1980s, the continental European fi -
nancial system was largely bank-based, while the US 
and UK systems had become market-based. In 1994, 
only 16% of the capital borrowed by fi rms in the USA 
came from banks, while 49% was raised by issuing 
securities. By contrast, 80% of corporate borrow-
ing in Germany was from banks and only 10% from 
securities markets.2 Over the last twenty years, the 
European fi nancial system has become more market-
based due to two factors: 
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the process of European integration.• 3 

Because fi rms around the world use equity mar-
kets to raise capital for investment,4 this trend has 
been reinforced by the transition to a single European 
currency, which was launched as early as 1999, al-
though the new coins and banknotes were not issued 
until 2002.

The fi rst part of this paper outlines the prospects of 
the Western European banks; building societies are 
omitted here. Owing to the introduction of the euro, 
every bank within the European Monetary Union 
(EMU) can now expand its capacity to create means 
of payment beyond its national borders. European 
banks are now increasingly expanding into asset 
management as well as the consulting business – ac-
tivities which enable them to raise funds for custom-
ers without infl uencing the quantity of money.

We then examine the positioning of Europe’s big 
banks with the aid of a factor analysis of balance-
sheet items and a graphical representation of income 
statements. Our analyses reveal different trends in the 
refi nancing strategies that are adopted when credits 
are granted to non-banks (refi nancing by assets and 
refi nancing by liabilities). Since 2006 some observa-
tions point at the fi nancial crisis of 2008.

Finally, we attempt to assess the effectiveness of 
monetary policy by drawing inferences from the de-
velopment of the European banking market. Money 
supply policy will prove increasingly ineffi cient if 

1 Cf. Guiglielmo M. C a p o r a l e , Peter M. H o w e l l s : Money, Credit, 
and Spending: Drawing causal inferences, in: Scottish Journal of Po-
litical Economy, Vol. 48, No. 5, November 2001, pp. 548.

2 Cf. Raghuram R a j a n , Luigi Z i n g a l e s : Banks and Markets: The 
Changing Character of European Finance, in: NBER Working Paper 
9595, March 2003, p. 5.

3 Ibid, p. 57.

4 Cf. Woojin K i m , Michael S. We i s b a c h : Do fi rms go public to raise 
capital?, in: NBER Working Paper 11197, March 2005, p. 22.
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banks continue refi nancing by assets and expanding 
their banking services by branching out into the con-
sulting business.

Incentives Offered by the New Currency

As we have already pointed out, the way monetary 
targeting is managed depends on how money is de-
fi ned, and all the current defi nitions comprise liability 
items in banks’ balance sheets. It follows, therefore, 
that monetary policy aims essentially at infl uencing 
the composition of liability items in banks’ balance 
sheets.

Assuming, for simplicity, that oa = ol (which does 
not hold true in reality), the bank’s balance sheet may 
be represented by the following equation:

(1)   B + lb + lc + sa = db + (dd + do) + sl + c

Since monetary targeting usually seeks to infl u-
ence (B + dd + do + sl), banks exert little effect on the 
money supply when they refi nance loans via assets 
or provide assistance to customers who wish to raise 
funds in the capital markets. Furthermore, loans to 
banks (lb) and bank deposits (db) are used mainly for 
settlements between banks, but they also serve as 
a medium for the optimal allocation of resources for 
credit supply. The volume of credits offered by banks 
to non-banks in equation (2) follows logically from 
equation (1):

(2)   lc = f(B, lb, sa, db, dnd, sl, c),    with  dnb = dd + d0  

Equation (2) contains all the relevant variables of 
credit supply created by banks; not included are 
credit supplies created in the capital market.

The former success of the monetary policy pur-
sued by the Deutsche Bundesbank was primarily due 
to the fact that German investors fi nanced their in-
vestments mainly by bank loans which in turn were 
refi nanced by deposits (do) and debt securities in is-
sue (sl). As can be seen from Figure 1, the same is 
probably true for most of the countries which have 
signed up for EMU.

When there was an increase in the rate of change 
of M1,5 there was almost invariably a decrease in the 
rate of change of refi nancing sources,6 and these 
sources were equal to the difference between M3 and 
M1.7 This phenomenon can be explained by the fact 
that new bank loans can only be fi nanced by demand 
deposits if customers can be persuaded to convert 
some of their idle demand deposits into deposits rep-
resented by (M3-M1).

There are still considerable differences in the ways 
in which European banks refi nance loans, but the ar-
rival of the euro has brought about dramatic changes 
in this domain by enabling all the banks within the 
EMU to create uniform means of payment.8 It is now 
possible for money created in one member state to 
be used as a means of payment in another member 
state. The geographic radius of banking activity has 
been enlarged, but at the same time domestic banks 
have lost the protection previously afforded by Eu-
rope’s national currencies.9 In order to withstand the 

5 M1 comprises the monetary base held by non-banks and demand 
deposits dd.

6 The refi nancing sources comprise deposits do and debt securities in 
issue sl with an original duration of two years.

7 The only exception was 1990, the year when German reunifi cation 
brought about an extension of Germany’s currency area.

8 Cf. Manfred B o rc h e r t : The EURO and the large Banks’ behaviour 
within the EMU – entrepreneurial strategies and monetary policy – , in: 
Banca Nazionale del Lavoro Quarterly Review, Vol. LII, No. 208, 1999, 
pp. 39-68.

9 Cf. Fabio C. B a g l i a n o , Alberto D a l m a z z o , Giancarlo M a r i n i : 
Bank competition and ECB’s monetary policy, in: Journal of Banking & 
Finance, Vol. 24, 2000, pp. 967-983.

Table 1 Figure 1
Annual Change in the Quantity of Money within the 

EMU 
(between January 1981 and September 2008 calculated 

by the European Central Bank until the end of 1998)

S o u rc e : The author´s own calculations based on data from the 
monthly reports of the European Central Bank.
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full blast of Europe-wide competition, they will have 
no choice but to adapt to the new situation.

Since competition will squeeze margins in the tra-
ditional banking sector, banks may seek new sources 
of profi t beyond the ambit of conventional commer-
cial banking.10 In other words, they may be tempted 
to expand their activities in areas such as investment 
banking and consulting banking. “Credit institutions 
within Europe are mainly expanding into asset man-
agement and the business of investment services in 
general.”11

Under the terms of the Basle Accord I (1988), large 
credits have to be notifi ed if they exceed 8% of the 
bank’s equity capital. The way this regulation is ap-
plied depends on the risk category into which a credit 
falls.12 A credit granted to a single bank client may not 
exceed 25% of the bank’s equity capital.13 The Basle 
Accord II, which became effective by 2005, tightens 
the minimum capital requirements by including credit 
risk as well as explicit capital requirements for opera-
tional risk.14

To summarise, traditionally, European banks have 
refi nanced credits by means of liability items in their 
balance sheets. Owing to the introduction of the euro, 
every bank within the EMU zone is now able to cre-
ate means of payment beyond its national borders. 
This results in increased competition which is induc-
ing banks to resort to mergers and acquisitions (M&A) 
with a view to achieving cost reductions, synergy ef-
fects and, most important, increases in equity capital. 
Furthermore, Western European banks are now ex-
panding increasingly into asset management as well 
as into the consulting business.

Positioning of the Big Banks in Western Europe

What is causing a stir in the general public is above 
all the way the Western European banking sector is 
being restructured by M&A, with large banks shift-

10 Cf. Todd T. M i l b o u r n . Arnoud W. B o o t , Anjan V. T h a k o r : Me-
gamergers and expanded scope: Theories of bank size and activity di-
versity, in: Journal of Banking & Finance, Vol. 23, 1999, pp. 195-214.

11 Cf. European Central Bank: Mergers and acquisitions involving the 
EU banking industry – facts and implications, December 2000, pp. 1-
46.

12 Cf. Padraic Wa l s h : Capital adequacy – a look at the recent regula-
tory papers, in: Irish Banking Review, spring 1994, pp. 44-56.

13 Cf. Joseph J. N o r t o n : The European Community banking law par-
adigm: A paradox in banking regulation and supervision – Refl ections 
on the E.C. Second Banking Directive, in: Joseph J. N o r t o n , Chia-
Jui C h e n g , Ian F l e t c h e r  (eds.): International banking regulation 
and supervision. Change and transformation in the 1990s, Dordrecht/
Boston 1994, M. Nijhoff, pp. 49-80.

14 Cf. Basle Committee on Banking Supervision: Overview of the New 
Basel Accord (Consultative Document), January 2001.

ing their business focus from book credit allocation 
to credit brokerage via the market. At the same time, 
the banks’ profi ts no longer rely on the pure interest 
income alone, but increase by the revenue from con-
sulting banking, investment banking and wholesale 
banking (credit brokerage).

The following analysis focuses on the major Euro-
pean banks. All the results reported here are based on 
data provided by the balance sheets of large banks 
for the years 1999 to 2007. We ignore the activities of 
small banks, which we assume to consist mainly of 
cost cutting and shifting their customers’ deposits.

Table 2
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In the following analysis, the 50 largest banks in 
Europe are referred to by the numbers appended to 
their names in Table 2. No distinction has been made 
between countries which have already signed up for 
the single currency, those which will probably join 
EMU in the not too distant future (UK, Denmark and 
Sweden), and those which have decided to remain 
outside (Switzerland).

Factor Analysis of Balance Sheets

A factor analysis was conducted in which normal-
ised key data from large European banks were re-
duced to two factors. Where there is a large number 
of interdependent variables (e.g. balance sheet items) 
of different objects (e.g. banks), a factor analysis can 
be used to extract certain underlying independent 
factors, thereby reducing the number of explanatory 
variables. The correlation between these factors and 
the original variables yields the “factor loadings” pre-
sented in the Varimax-rotated factor matrix in Table 
3 for the years 1999 to 2007. The coordinate axes 
(zero-lines) in Figure 2 represent mean values of the 
factors obtained for the sample that was selected. 
For details, see Box. 

For the years between 1999 and 2007 our analy-
sis of balance-sheet items always yields two fac-
tors, which differ slightly in their components. The 
variables assigned to the factors15 are represented by 
shadowed surfaces in Table 4.

In the future, the banks’ balance sheet structure 
will no doubt be modifi ed by disintermediation and 
developments in the capital markets.16

At fi rst sight, factor 1 during all the years under 
observation includes the variable db (bank deposits). 

15 For an explanation see Box and Table 3.

16 Cf. Agnes B e l a i s c h , Laura K o d re s , Joaquim L e v y, Angel 
U b i d e : Euro-area banking at the cross-roads, in: IMF Working Paper, 
WP/01/28, 2001, p. 38.

Here, this factor is defi ned as bank-based resource 
for the credit supply. 

The variable sl (debt securities in issue) is a re-
source for credit supply within an individual bank. In 
our factor analysis this variable belongs to factor 2 
which might be defi ned as debt securities in issue-
based resource for credit supply.

However, the character of some variables is two-
fold: securities in issue sa, for example, might be cur-
rently used when supplying credits, but when building 
up a stock of securities they form a potential for offer-
ing credits in the future.

Another point of interest is the variable dnb (depos-
its of non-banks). With stagnant credit demand this 
variable plays a passive role and does not infl uence 
the current credit supply.

Similar is the relevance of c (equity capital) and B 
(cash & central bank deposits) for the banks’ credit 
supply. Whereas banks have to obey banking su-
pervisionary measures upon c (Basle Accord I and 
Basle Accord II), at the same time they have to obey 
measures of monetary control upon B. Both variables 
play a passive role if banks are suffi ciently endowed 
with these media. Monetary controls rely heavily on 
infl uencing B, but c has a similar signifi cance for the 
banks’ activities, especially when they are preparing 
for Basle Accord II. 

In Figure 2 the largest banks in Europe are repre-
sented by their strategic mix of factor 1 and factor 2. 
Factor 1 includes interbank media as well as inactive 
resources for the credit supply and might be assigned 
a more passive role for offering credits. Factor 2, on 
the other hand, includes all intrabank media for credit 
supplies, which currently play a more active role. 

In order to provide additional information, British 
banks are marked by black dots, Italian banks by 
dark grey dots and German banks by light shadings. 

1999 2000 2001 2002 2003 2004 2005 2006 2007

balance sheet items

factor factor factor factor factor factor factor factor factor

1 2 1 2 1 2 1 2 1 2 1 2 1 2 1 2 1 2

bank deposits db -0,84 -0,02 -0,90 0,00 0,80 -0,11 -0,89 0,02 0,86 0,07 -0,61 -0,54 0,92 0,07 0,91 0,08 0,82 0,20

debt securities in issue sl -0,29 0,81 -0,03 0,92 0,14 -0,84 0,00 -0,93 0,10 -0,87 0,24 0,83 -0,04 -0,88 0,02 -0,80 -0,02 -0,85

securities sa 0,15 0,78 -0,05 0,69 0,61 0,40 -0,49 -0,08 0,59 0,04 -0,58 0,23 0,43 -0,33 0,67 -0,36 0,74 -0,25

non-bank deposits dnb 0,70 -0,55 0,66 -0,64 0,71 0,63 0,58 0,70 -0,61 0,65 0,21 -0,90 -0,44 0,75 -0,52 0,71 -0,55 -0,71

cash & central bank B 0,69 -0,06 0,40 -0,34 -0,03 -0,84 0,12 0,61 0,09 0,73 0,84 0,20 -0,06 0,54 -0,14 0,72 -0,07 0,73

equity capital c 0,76 -0,05 0,81 -0,03 -0,77 0,24 0,75 0,29 0,69 0,32 0,24 -0,61 -0,44 0,61 -0,08 0,68 -0,56 0,46

Table 3
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It should, however, be borne in mind that the Ger-
man banks include many Landesbanken, which act 
as central banks for Germany’s Sparkassen (savings 
banks), and which traditionally rely heavily on securi-
ties in issue as a source of refi nancing. 

Apart from some outliers, most of the banks under 
observation are grouped around the average of both 
factors (zero-lines of the coordinates). In order to im-
prove the comparability, some banks are cut off due 
to the restricted scale of the coordinates.

The Principles of Factor Analysis
Factor analysis is a statistical technique designed to reduce a set of observable variables to a small(er) number of latent 

factors. The underlying assumption is that there are a number of unobserved variables (factors) that account for cor-

relations among observed variables. If this assumption is correct, each observed variable (y) can be expressed as a 

weighted composite of a set of latent factors (f). 

This concept is formalised in the following system of equations:

y1  = a11 f11    +  a12 f12   + ...  +  a1n f1n   + e1

y2  = a21 f21    +  a22 f22   + ...  +  a2n f2n   + e2

...

ym = am1 fm1  +  am2 fm2  + ...  + amn fmn  + em.

Assuming that the residuals (e) are uncorrelated with any of the observed variables, the correlations among the ob-

served variables are accounted for by the factors (f). Since the main purpose of factor analysis is data reduction, a 

precondition is n < m. 

In order to obtain signifi cant results, it is advisable to implement the factor analysis as follows:

(1) Selecting a factor model. In the present case, the most useful technique is principal component analysis. The pur-

pose of this procedure is not to ascertain causes, but to reduce variables to a common denominator. The communality 

estimate  for a variable is therefore assumed to be 1.

(2) Determining the number of factors. The decision is ultimately subjective. From the economic perspective, there is 

one important requirement. It is necessary to be able to interpret the factors. If one wishes to verify a theory which sug-

gests a certain number of factors, a factor analysis should be carried out with the prespecifi ed number of factors. These 

factors should have an eigenvalue greater than 1 (Kaiser-Guttman rule).

(3) Factor rotation. The concept of data reduction provides the most common basis for rotation. The aim is to rotate 

the factors simultaneously in order to obtain the greatest possible number of zero loadings on each factor. The rotation 

method used in the present study is the simplest one, namely an orthogonal rotation in which the angle between the 

reference axes of factors is maintained at 90 degrees (Varimax rotation). The factor loadings of the rotated area emerge 

at the end of this process. 

(4) At the fi nal stage of the operation, the factor matrix shows how the variables are related to the factors.

A factor analysis was carried out as a principal component analysis in which the key fi gures of the major Western Eu-

ropean banks were reduced to certain factors. The scree plots in Figure 3 suggest that two factors should always be 

extracted. 

According to the Kaiser-Guttman rule, the factors should have an eigenvalue greater than 1. This applies to two factors 

in all graphs of Figure 3. The correlation between these factors and the original variables gives us the factor loadings 

represented in the Varimax rotated factor matrix in Table 3.

The absolute values of the factor loadings assign the various variables to factors 1 and 2 (bold fi gures). These factors, 

of course, still have to be interpreted in economic terms. The correlation between these factors and the objects (banks) 

yield the factor values in Figure 2. The zero lines in these graphs represent the mean values of the two factors in ques-

tion.
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To summarise: all the banks are now increasingly 
refi nancing their credit supply by items not directly 
subject to monetary control. Whichever type of se-
curity banks opt for, their impact on the quantity of 
money has been increasingly weakened. In the case 
of debt securities in issue, eventually, the quantity of 
money remains uninfl uenced if the original duration 
of the securities exceeds two years.

Graphical Representation of Income Statements

In order to identify business trends, we analysed 
income statements submitted by the 50 largest 
European banks. The focus of our analysis was 
on their net interest income (interest income mi-
nus interest expenses) and their net commission 
income (commission income minus commission 

Figure 2
The European Banks’ Resources for Credit Supply
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expenses).17 All data were normalised by the vol-
ume of total assets.

The relevant numbers for the period 1999 until 
2007 are plotted in Figure 4, in which the grey lines 
represent an adjustment-line for the observed banks. 
Our analysis shows that at present banks seek to in-

17 Roma explores determinants of returns through the use of a linear 
multifactor model of stock returns where the composition of income 
(interest and commission returns) play a considerable role. Cf. Antonio 
R o m a : Common Factors and Balance Sheet Structure of Major Eu-
ropean Banks, in: Quaderni, No. 396, 2003, p. 15.

crease both net interest income and net commission 
income. But beginning in 2007 the European banks 
are assembling in the left-hand corner of the graphs: 
earnings began to decrease.  

Although average cost and profi t effi ciency var-
ies considerably between individual banks across 
Europe,18 almost all German banks are grouped in the 

18 Cf. J a a p  W. B. B o s , Heiko S c h m i e d e l : Is there a single frontier 
in a single European banking market?, in: Journal of Banking and Fi-
nance, Vol. 31, No. 7, 2007, p. 2228.

Figure 3
Scree Plots
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lower left-hand corners of all the graphs in Figure 4, 
whereas most British banks and all Italian banks are 
grouped at the top. Swiss banks always seem to be 
Europe’s favourate consultant banks.

The two types of income are the components of 
banks’ credit terms, i.e. net interest obtained during 
the refi nancing process, and revenues from consult-
ing and from providing assistance to customers wish-
ing to raise funds in the capital markets (i.e. profi ts 
derived from the securitisation process). Competition 
will force the banks to offer a wider range of off-bal-
ance sheet services in order to boost commission 
earnings.

When Western European banks wish to refi nance 
their credit supply, they resort increasingly to disin-
termediation. Consequently, even if – as a theoreti-
cal example – the items in the banks’ balance sheets 
were in line with minimum reserve requirements, the 
central bank’s ability to exercise monetary control will 
be more and more limited.19 As time progresses, at-
tempts to control the quantity of money will become 
increasingly ineffectual.

Harbingers of the Financial Crisis in 2008

On average, the volume of securities held by Euro-
pean banks amounted to 30% of total assets in 1999, 
and loans to customers amounted to 50% of total 
assets. This relationship changed considerably over 
time, as can be seen in Figure 5. Especially German 
banks took the lead. And although the banks’ invest-
ments in securities increased, the returns decreased 
(Figure 4).

19 Cf. Manfred B o rc h e r t : Will West European banks affect monetary 
policy?, in: Kredit und Kapital, Vol. 35, No. 2, 2002, pp. 57-59.

When in 2008 stock-prices crashed in the United 
States, the volume of assets diminished worldwide, 
reducing the asset side of the banks` balance sheets, 
and causing losses to a considerable amount. One 
of the favourite fi nancial investments had been real 
estate (for instance: Lehman Brothers). The question 
arises: Was that development unpredictable?

Figure 6 exhibits the development of real estate 
prices in the USA. After a long period of increases, 
they began to stagnate and fi nally to decrease. This 
critical phase lasted approximately 2 years, beginning 
in early 2006. The banks` balance sheets revealed 
that there was something approaching! 

Who failed? The major cases of incentive misalign-
ment refer to structural fi nance, rating agencies, and 
management compensation; “they all contributed 
to an understatement of true default risk, generat-
ing mispricing of crediting instruments”.20 It seems 
that until now banks aimed at short-run successes 
and did not “include long-run aspects in their banks’ 
risk management which reduces the possibility to in-
crease profi ts through (opaque) technological prod-
uct innovation”.21

This is certainly not true for all the banks under 
observation, but their balance sheets do not exhibit 
what kind of stocks (and ratings) they contain. This 
promotes some uncertainty to customers and com-
petitors. The fi nancial system becomes insecure.

20 Issing Committee: New Financial Order, Recommendations by the 
Issing Committee, Preparing G-20, November 2008, cvd.bundesr-
egierung.de, p. 2.

21 Horst S i e b e r t : An International Rule System to Avoid Financial In-
stability, in: ifw-Working Papers (Kiel Institute for the World Economy), 
No. 1461, November 2008, p. 12.

1999 2000 2001 2002 2003 2004 2005 2006 2007

balance sheet items

factor factor factor factor factor factor factor factor factor

1 2 1 2 1 2 1 2 1 2 1 2 1 2 1 2 1 2

bank deposits db

debt securities in issue sl

securities sa

non-bank deposits dnb

cash & central bank B

equity capital c

Factor 1: bank deposits-based.

Factor 2: debt securities-based.

This table is determined by Table 3.

Table 4
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Consequences for Monetary Policy

The fi nancial crisis in 2008 revealed that “to pre-

vent a meltdown of assets, a liquidity squeeze and a 

bank run in a country requires rules of soundness for 

banks and other fi nancial institutions and makes na-

tional supervision necessary”.22 A new fi nancial archi-
tecture is required, including improved incentives for 
bank managers, improved transparency of the mar-
ket (e.g. rating agencies), and new regulations and 

22 Ibid, p. 3.

Figure 4
Business Trends According to Income Statements for the Years 1999 until 2007

N o t e : All Figures are Percentages of Total Assets 

S o u rc e : The author’s own calculations based on data provided by the 50 largest European banks.
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supervisions.23 Like Basle II, which ties different risky 
loans to the bank’s equity capital, a new developed 
“Basle Accord III” for stocks might be introduced. 
This refers to banking regulations.

With regard to monetary policy, there is little doubt 
that small banks with a local market will survive within 
the European banking market, and central banks will 
continue to focus their efforts on them as an object 

23 Issing Committee, op. cit.

of monetary targeting. Nonetheless, small banks will 
have no choice but to adapt to the activities of larger 
banks.

In Europe, these large banks are working towards 
three objectives: 

cost-cutting• 24 

diversifying their services • 

24 This is especially true of small credit institutions.

Figure 5
Main Activities of the European Banks

S o u rc e : The author’s own calculations based on data provided by the 50 largest European banks.
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increasing equity capital.• 

On the one hand, the activities in question pose a 
threat to banks by inducing them to accept a higher 
level of risk.25 On the other hand, they offer certain 
advantages, since increased diversifi cation makes 
bankruptcy less likely.26

When banks diversify, they seek to achieve two 
goals: increased refi nancing (of their credits) by 
means of assets, and shifting the burden of fi nancing 
onto the capital market. Consequently, a very broadly 
defi ned money supply (M3), consisting of the credit 
institutions’ liabilities, becomes less effi cient as an in-
strument of monetary policy.

The mainstays of ECB monetary policy used to be 
the monetary target27 and the Eurosystem’s internal 
infl ation forecast.28 In May 2003, however, the ECB 
adopted a new two-phase policy. The fi rst phase is an 
economic analysis designed to identify short to me-
dium-term risks for price stability, while the second 
phase is a monetary analysis which takes account of 
variations in a wide range of monetary indicators, in-
cluding M3, its components and counterparts, nota-
bly credit, and various measures of excess liquidity.29 
This was a fundamental change in monetary strat-
egy!

25 They imagine they are too big to fail.

26 Cf. Frederic S. M i s h k i n : Financial consolidation: Dangers and op-
portunities, in: Journal of Banking & Finance, Vol. 23, No. 2-4, 1999, 
pp. 680 and 686.

27 The monetary target was considered as an indicator, not an inter-
mediate target.

28 Cf. Glenn D. R u d e b u s c h , Lars E. O. S v e n s s o n : Eurosystem 
and monetary targeting: Lessons from U.S. data, in: NBER Working 
Paper 7179, June 1999, p. 17.

29 Cf. European Central Bank: Monthly Bulletin, May 2003, p. 8.

It should, however, be emphasised that “monetary 
policy works not just through its direct effects on in-
terest rates, but also through its effects on other asset 
prices”.30 A rise in asset prices tends to be accompa-
nied by monetary and credit growth.31 For example, 
an expansionary monetary policy raises stock prices 
by decreasing the expected equity premium.32 

Monetary policy, therefore, ought to react not so 
much to changes in the quantity of money, but must 
consider additional factors infl uencing price stability, 
especially stock-prices as well as private-sector ex-
pectations of the future paths of infl ation, output, and 
the interest rate.33

If commercial banks continue to refi nance loans 
via assets and to provide assistance to customers 
wishing to raise funds in the capital markets, the ap-
propriate way for the ECB to infl uence investment 
fi nancing, securitisation via monetary policy will be 
to resort to some sort of infl ation targeting,34 which 
might be best described as “constraint discretion”.35 
However, central banks should not rely on only 
one strategy. It is possible that different measures 
might be implemented depending on the ultimate 
source of infl ation,36 which might be exhibited by 
an infl ation forecast. Be that as it may, “the uncer-
tainty associated with the introduction of the new 
currency should provide an argument for relying 
less, rather than more, on monetary aggregates as 
indicators”.37

30 Cf. Frederic S. M i s h k i n : The transmission mechanism and the 
role of asset prices in monetary policy, in: NBER Working Paper 8617, 
December 2001, p. 9. According to an empirical investigation con-
ducted by the Deutsche Bundesbank, the same seems to be true for 
Germany. Cf. Deutsche Bundesbank: Monetary policy and investment 
behaviour – an empirical study, in: Monthly Report, May 2002, p. 49.

31 Cf. Albert J a e g e r : The ECB`s Money Pillar: An Assessment, in: 
IMF Working Paper WP/03/82, 2003, p. 28.

32 Cf. Ben S. B e r n a n k e , Kenneth N. K u t t n e r : What explains the 
stock market’s reaction to Federal Reserve policy?, in: NBER Working 
Paper 10402, March 2004, p. 33.

33 Cf. Leo E. O. S v e n s s o n : Monetary Policy with Judgement: Fore-
cast Targeting, in: NBER Working Paper 11167, March 2005, p. 2.

34 Cabos et al. conducted a regression analysis for Germany which 
shows that infl ation targeting yielded more reliable results than mon-
etary targeting for the period 1970-1997. Cf. Karen C a b o s , Michael 
F u n k e , Nikolaus A. S i e g f r i e d : Some thoughts on monetary target-
ing vs. infl ation targeting, in: German Economic Review, Vol. 2, 3rd 
Issue, August 2001, p. 231.

35 Cf. Frederic S. M i s h k i n : Why the Federal Reserve Should Adopt 
Infl ation Targeting, in: International Finance, Vol. 7, No. 1, 2004, p. 
121.

36 Cf. Otmar I s s i n g : The euro area and the single monetary policy, in: 
International Journal of Finance and Economics, No. 6, 2001, p. 284.

37 Cf. Lars E. O. S v e n s s o n , Michael Wo o d f o rd : Indicator vari-
ables for optimal policy, in: Journal of Monetary Economics, Vol. 50, 
Issue 3, May 2003, p. 2.

Figure 6
Housing Prices in the United States

S o u rc e : The  author’s own calculations based on data from max-
data.


