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Abstract

This study is focused upon the involvement of the central banks regarding the fulfillment of the two
main objectives: price stability and financial stability. These two key concepts are part of an old and
ongoing debate that the current turmoil has revived, and that is whether monetary policy should aim,
or not, at ensuring financial stability in parallel to its main objective of price stability. On both sides
there are solid and well known arguments.

In the beginning of the study I have considered a literature review with regard to price and financial
stability issues. After that I have tried to shed some light (from a theoretical point of view) on the
nature and dynamics of the fundamental interlinkages between the two aspects and there implications
on the central banks and the economy. Finally I outline some general conclusions that have emerged in
the present study.
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Introduction

The unprecedented structural mutations and disruptions in the financial systems of national
economies and also the turmoil specific to financial markets today under the impact of
financial innovations, require an urgent restoration of the fundamental objective of the
monetary policy promoted by the central banks in the area of systemic stability. This action
is necessary because the recent international turmoil show that stabilization of inflation at
low levels at the same time with economic growth configures a ‘“new economic
environment”, apparently sound, in which financial stability is not gained collaterally.

A monetary policy promoted by the central banks with an essential role in ensuring financial
stability is justified by the double causality relationship between financial stability and
monetary policy: on the one hand, a stable and solid financial system allows an efficient
transmission of the monetary policy decisions and, on the other hand, the operational
framework of an efficient monetary policy may allow the prevention and removal of
financial disturbances. At the same time, the occurrence of the present global crisis allows
the empirical testing of the hypothesis according to which the stability of prices, as a
fundamental objective of the monetary policy, currently stated in the statute of most of the
central bank, is a vital condition, but not sufficient in order to ensure financial stability.

Stability of the prices and the financial stability — theoretical approach

In theory as well as in practice, there is required a delimitation between the two concepts
presented in this paper, “stability of the prices” and “financial stability”, considering the
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existence of several definitions of the former and the absence of a unanimously accepted
definition for the latter.

Nowadays, most important central banks in the world, due to their status, have assumed as
the main objective of monetary policy ’the ensurance of stability of the prices”. Bernanke
(2006) considers this objective is a purpose in itself, as well as a tool for the monetary policy,
as it has a special contribution to the accomplishment of a sustained economical growth as
well as to the macro-economical stability, thus reaching a high degree of social welfare.
Beyond the multiple theoretical structures and the distinct empirical perspectives, there is a
consensus on the stability of the prices regarding the following defining elements: the
stability of the prices refers to the aggregate level of the prices estimated by indexes and it is
reached when money keeps a constant value in time or the speed of decrease in its power is
very slow; at the same time, as the BNR Governor Mugur Isarescu said (2008), the notion of
monetary stability overlaps the one of stability of the prices.

An operational definition of this concept, the stability of the prices, is given by Allan
Greenspan (1996, p.1), former governor of FED, SUA, who says that “’the stability of the prices
represents the situation when the estimations regarding the general increase or decrease of the
prices during a considerable period of time do not have an important influence on the
economical or financial behavior”. According to this approach, the stability of the prices is
reached only when the economical agents do not take into account the expected price raises
when they make their business decisions.

Some authors make a correlation between the stability of the prices and the inflationist
anticipations, thus offering a quantitative, measurable approach. Paul Volcker (1983, p. 5),
former president of the Governors Council — Federal Reserve System, during August 1979 —
August 1987, defines the stability of the prices as “’that situation when the anticipations on the
general increase or decrease of prices during a considerable period of time do not have a
substantial influence on the financial and economical behavior”. Alan Blinder approaches the
financial stability in the same view (Blinder, 1994, p.7) and he considers it to be that situation
when the expected changes in the level of the prices is sufficiently reduced and gradual so that
it might not be taken into consideration in the decisions made by companies and households”.
Mishkin also has a quantitative approach (2000, pp.1-13) when defining the concept of stability
of the prices. Hence, a corporative engagement from a central bank towards the stability of the
prices is not enough to bring the long-desired credibility. The promoted general objective
should be translated into a mere quantitative purpose. In 1998, The European Monetary
Institute defined the stability of the prices as the annual increase of the Consumer Price (CPI)
for the euro zone under 2%”. In May 2003, The Management Board of BCE (BCE, 2001)
confirmed the definition of the stability of prices, adding one detail: the Board decided that in
order to reach this purpose it is necessary to maintain the inflation rate close to 2% on medium
term”.

Ottmar Issing (Issing, 2000), member of the Central European Bank Board considers that the
stability of the prices “refers to a stable level of aggregate prices or to a reduced level of
inflation”. Another member of the Central European Bank, Luca Papademos (Papademos,
2006, p.1) thinks that” the stability of the prices is defined by that state in economy when the
general level of the prices is stable, on strict terms, or when the inflation rate is sufficiently
reduced and stable, so that the considerations on the nominal dimension of the transactions is
no longer a relevant factor for the economical decisions”.

The universal establishment (of some important banks like: European Central Bank, Federal
Reserve System, Bank of Japan or the National Bank of Romania) of price stability as a
fundamental monetary policy objective is self-sustained from the perspective of its
advantages regarding: the improvement of the transparency of relative prices, the decrease of
the nominal and real interest rates, the protection of the real value of income and fortunes
and the prevention of diverting resources from the productive sphere to useless operations of
protection against inflation, so that a sustainable economic growth, a better employment and
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increased welfare on the social level may be reached and stability and social cohesion may
be preserved.

As a consequence of the intensification in the process of financial globalization and
liberalization of the financial and banking markets, and not lastly of the capacity to innovate
the financial industry, there has appeared a challenge for the contemporary economy, namely
accomplishing the financial stability. In the absence of a viable and stable financial system,
the efficiency of monetary policies on reaching the objective of price stability is limited.
Compared to price stability, a concept considered easy to define and quantify, financial
stability is a complex concept (as a result of the complexity and dynamics of the financial
system) and does not have, as yet, a generally accepted definition and a synthetic index for
evaluation. As Jaime Caruana (2005) mentions, ,,in spite of the fact that we benefit from a
well-structured frame for the debate over the monetary policiy and its application, our
reasoning regarding the financial stability is less advanced”. Nevertheless, reaching the
financial stability is easier said than done. Some authors prefer to approach the financial
stability in the view of ”what is not” rather than “what really is” (Poloz, 2006).

The economical literature and practice do not provide a unanimously accepted definition of
this concept and it is often defined starting from the opposite notion — ”financial instability”.
According to J. Chant (2003, p.3) financial instability refers to ”the conditions on the
financial markets which affect or threaten to affect the economical performances due to their
impact on the financial system”. Similarly, A. Crockett (1997a, p.7) defines ,.financial
stability” as ,the absence of instability”, namely, ,the situation when the economical
performance is not potentially affected by the fluctuation of asset prices or the impossibility
of the financial institutions to fulfill their obligations”. It makes the difference between the
financial stability regarding the financial-banking institutions and the financial stability of
the markets (Crockett, 1997b).

The American economist Frederick Mishkin (1999, p.7) is on the opposite side and he
considers that “financial instability appears when the shocks from the financial system
interfere with the informational flow in such a way that the financial system is no longer
capable of fulfilling its functions and make use of the resources in the most productive
activities”. William A. Allen and Geoffrey Wood (2006) assert that for the definition of
financial stability there is required a definition of the characteristics presented by a ”period
of financial instability”.

In order to understand this notion, Frederick Mishkin (January 2009) refers to two types of
risks: the valuation risk and the macroeconomic risk. The first one manifests when the
market experiences difficulties in the evaluation process of the complex structured financial
products, which lack transparency. The second one appears when an undermining of
financing leads to a significant deterioration in the real economy due to the contagion effect
(especially at the level of production and of employment).

Ottmar Issing (2003) thinks that it is important to make a distinction between the definition
of the financial stability in the view of the system approach and the perspective regarding the
volatility of financial variables which are directly noticeable. In this context, the degree of
involvement of the central banks could vary according to the need to maintain financial
stability.

The literature in the field presents an approach in the wide and the narrow meaning of the
concept of ’financial stability”. Thus, financial stability from a wide perspective refers to the
situation when the financial system can ensure the efficient use of savings for investment
opportunities and can face the shocks without major disturbance”. But a higher use is
presented by the narrow approach of the financial stability which could be defined as ”the
situation characterized by the absence of banking crises and the presence of a certain level of
stability in the asset prices, including the interest rates” (Isarescu, 2006).

The European Central Bank (ECB, 2009) defines financial stability as “a condition in which
the financial system — comprising of financial intermediaries, markets and market
infrastructures — is capable of withstanding shocks and the unraveling of financial
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imbalances, thereby mitigating the likelihood of disruptions in the financial intermediation
process which are severe enough to significantly impair the allocation of savings to
profitable investment opportunities”.

One of the ex officials of the Federal Reserve System, Frederick Mishkin (1999), considers
that financial instability “occurs when shocks to the financial system interfere with
information flows so that the financial system can no longer do its job of channeling funds to
those with productive investment opportunities”.

In the view of the Central Bank of Japan (BIS, 2009), the stability of the financial system
points to that situation when the financial system and its participants functions adequately, as
well as the fact that the population and the companies trust the system. In order to contribute
to the stability of the financial system, the Central Bank makes on-site examinations and off-
site monitoring and acts in the quality of lender in order to supply cash when needed.
According to the officials of the National Bank of Rumania (NBR, 2006), financial stability
is ,that feature of the financial system that deals with systemic shocks on a sustainable basis
and without major disruptions, that allocates financial resources efficiently in the economy
and that identifies and manages effectively the risks”.

Although the visions of the monetary authorities in what concerns the concept under
examination are slightly different, they have a common feature and namely: the ability of the
financial system (from the perspective of its constituent elements: the financial markets, the
financial institutions, the financial structures, etc.) to efficiently and sustainably fulfill its
defining functions both in normal conditions and in periods with disturbances at the level of
the economy (macroeconomic shocks)..

In conclusion, the financial stability could be defined as the ability of the financial system to
dampen the financial shocks from the inside or outside (at micro- and macro-economical
level), after some extraordinary, significant and unpredicted events, accomplishing the
economical performance.

Stability of prices v. financial stability in relation to the central banks

Recent events have brought into discussion the dilemma according to which the monetary
policy should or should not main objective the insurance of financial stability in parallel to
the fundamental objective, namely the insurance of price stability. The arguments brought by
both sides, even though contradictory, are strong enough.

In the last two decades, the financial crises manifested in the financial globalization process
have determined increased debates between the authorities and in the industry literature
regarding the link between price stability and financial stability, giving rise to two essential
approaches, the conventional approach and the new environment hypothesis.

The conventional approach to the link between price stability and financial stability was
highlighted by the American monetarist Anna Schwartz, who advocated that a monetary
policy oriented towards ensuring price stability contributes to reducing the frequency and the
negative consequences of financial crises. Such an approach, known in the industry literature
as the Schwartz hypothesis claims that price stability is a necessary and sufficient condition
for preserving financial stability. (Mésonnier, 2004).

The conventional vision is analyzed based on statistic data, especially in the works of Bordo,
Dueker and Wheelock (1998, 2001), who highlighted that the most serious banking crises
occurred during periods with significant price instability. The studies undertaken by Bordo
and others (2001) show, based on statistics and the example of the USA and UK, that there is
a significant positive relationship between inflation and financial instability, for the period
1790-1933 and 1972-1999. The conclusion that can be drawn from the works of the
previously mentioned authors is that price stability and financial stability are complementary
and coherent.

The international financial imbalances occurred starting with 1997 took place in the context
of an economic environment characterized by stable prices, which invalidates the
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conventional approach according to which price stability is a sufficient condition for
ensuring financial stability.

The study undertaken by Goodfriend (2001) shows for the first time the role of a credible
monetary policy (that acts against inflation) in the manifestation of financial imbalances.
This vision is also supported in the studies made by Borio and Lowe (2002) and by Borio
and others (2003), which show that financial imbalances may occur and, moreover, multiply
in a new economic environment characterized by stable prices. These authors show the core
role played by a credible monetary policy in the worsening of financial imbalances,
explicitly introducing the hypothesis of the “credibility paradox” of the monetary policy.

The “credibility paradox” of the monetary policy or the “new environment” hypothesis
highlights the fact that an economic environment characterized by low and stable inflation
may create a climate of exaggerated confidence, that would encourage taking considerable
risks and, in this context, an excessive rise of the price of financial assets would occur,
leading to an instability of the entire financial system.

Herrero Alicia and Pedro del Rio (2003) study the main factors of influence which have an
impact on the financial stability, with an accent on the design of monetary policy. Their
study, made on a sample of 79 countries during 1970-2000, aims to evaluate the fundamental
objective of the central bank and the strategy of monetary police which affects the financial
stability (in the appearance of banking crises). Thus, we notice the fact that in the case the
fundamental objective of monetary policy aims to ensure the stability of the prices, then the
possibility to appear a banking crisis is reduced. As regards the strategy of monetary policy,
focussing on the currency exchange reduces significantly the probability to appear a banking
crises especially in the case of countries under transition.

The empirical studies made by Q. Farooq Akram and Qyvind Eitrheim (2008) demonstrate
the fact that the central banks can promote financial stability by stopping inflation and output
and that an additional stabilization in asset prices and loan expansion could support the
financial stability. The studies are based on the econometric model of the Norwegian
economy.

Some authors (Dupor, 2002, p.99-106) consider the possibility of reaching a potential
compromise between the stability of prices and the financial stability. The stability of prices
is presently considered the optimum target to reduce the improper use of resources in the
production sector. Nevertheless, this aspect applies only in the absence of asset price shocks.
In case such a shock appears, the stabilization of prices reduces the distorsions which might
affect the investment decisions.

The economists Dell’Ariccia and others (2004), in their works, refer to the influence of the
banking crises on the loan market and the level of economic increase with a special impact
on the financial stability. Thus, they reached the conclusion that adverse shocks lead to weak
economic performance as well as tension in the banking environment, while there is a
supplementary pressure from the banking sector on the level of economic growth, asthe
banks are forced to reduce the level of loans.

Although the literature in the field presents different studies regarding the influence of the
monetary policy on the financial stability, the decision factors cannot elaborate precise
regulations in monetary policiy, but rather general considerations and warnings which could
be used to influence activity. Hence, Lorenzo Bini Smaghi (2008) discusses in one of his
papers four general directions the central banks should consider starting from the following
issues: the monetary policy in itself could have negative effects on the financial stability; it is
very difficult for a central bank to take into consideration the characteristiccs of the financial
stability process (especially regarding the waves of the asset prices) in order to accomplish
its aims; a monetary policy which neglects the possible problems of financial stability could
be inconsistent in time; when financial stability is in danger, the economical and financial
indexes could affect the efficiency of the monetary policy.

The present international financial crisis which began in August 2007 on the market of
mortgage loans in USA highlights the fact that there might be situations in which reaching
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financial stability is more important than maintaing price stability. In this case, the monetary
policy oriented towards price stability could accept, at least on short term, (usually 2 years)
the adoption of priority measures so as to ensure the financial stability. In its absence there
could not be reached an increase in the efficiency of the monetary policy and consequently
the stability of the prices on medium and long term.

We must take into consideration the fact that the trend of the monetary policy has influence
on the profits on the financial market. Therefore, the connection between the monetary
policy and the price of the assets is debated in the literature in the field and different
empirical studies (Sellin, 2001).

Conclusions

Analysing the relationship between the monetary stability and the financial stability, we
could assert that there is a two-way connection between the two. Even though the
fundamental objective, on long term of a central bank is generally to ensure the stability of
prices, there should be paid particular attention to the financial stability. Otherwise, even
though there is made progress in the decrease of inflation, their sustainability is not
encouraged in the context of an unstable financial system. The impossibility to maintain the
financial stability can only lead to a reburst of inflation.

According to the analysed materials, under the present day macro-economical context, at the
level of the monetary policy objectives, the central banks are naturally in favour of widening
the spectrum from the stability of prices to the stability of the whole financial system,
beacuse its solidity at least on short term ensures the premises for the objectives expressed on
medium and long term, a conclusion which derives from the studies of the above mentioned
economists. Ensuring the financial stability is a normal preoccupation of the central banks
which results from their specific tasks. The Bank of England has already included in its legal
status the fundamental objective of monetary policy to ’protect and consolidate the stability
of the financial system of the United Kingdom”.

From the point of view of the monetary policy, according to the different views held by the
economists we mentioned, the increasing interest of the central banks to ensure the financial
stability is explained by the fact that a stable and strong financial system contributes to the
increase in efficiency of the monetary policy and consequently to the fundamental objective
of ensuring the stability of prices.
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