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Let me start with a tribute to Alexandre (Sándor) Lámfalussy – ‘the wise man of 

the euro’. He was a unique personality, having achieved excellence as an 

economist, as a (central) banker, and as a diplomat alike. He shaped the founding 

design of the Economic and Monetary Union (EMU), played a dominant role in 

the creation of the European Central Bank, and inspired the groundwork for 

unifying European banking regulation.  

I was asked to open the discussion of a high-profile panel on “The new challenges 

of sustainable convergence: Within the EU” and will give my interpretation of the 

topic in this paper. There are indeed plenty of – old and new – challenges. To 

frame the general debate, we could draw inspiration from a book recently 

published by Magyar Nemzeti Bank with the title “Long-term sustainable econo-

mix”. This masterpiece describes numerous challenging megatrends, including 

climate change, global population growth, aging societies, the shift of global 

power toward the East, the rise of megacities, digitalization and robotization or 

social polarization.  

Given the many dimensions of these megatrends and my limited competences 

beyond central banking, I am going to concentrate on one specific trend 

mentioned in that book: “The age of zero interest rates”. To be sure, I am not using 

the term “age” literally in this context, as the phenomenon of ultra-low rates might 

be confined to an episode. But I do believe that securing the soundness of 

monetary policy – and, thus, ultimately, the sustainability of convergence – is 

indeed a challenging task.  

Before I address the topic of monetary policymaking, let me share some 

observations on the significance of convergence in Europe and then on unfinished 

EMU business. Economic convergence is a goal of European integration and a 

precondition for the political resilience of the euro and, perhaps, the EU as a 

 
1 This discussion paper is an extended version of a keynote speech given at the Lámfalussy Lectures 

Conference in Budapest on January 20, 2020. The author would like to thank Andreas Breitenfellner, 

Martin Schneider and Maria Teresa Valderrama (OeNB) for valuable suggestions and support. 
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whole. Progress in convergence has generally been impressive across the EU, 

even if the pace has recently slowed down – fortunately, only temporarily in the 

case of Central, Eastern and Southeastern Europe (CESEE). Let me also mention 

that, at the Oesterreichische Nationalbank, we generally avoid using the branding 

“Emerging Europe” introduced by the International Monetary Fund, because we 

think most CESEE countries have already “emerged” or rather re-emerged in the 

world of industrialized or advanced economies. That said, while most of them are 

middle-income economies, what they still have in common with emerging 

economies is the unpleasant feature of a typically volatile catching-up process.  

Lámfalussy knew about the vulnerability of the convergence process to excessive 

short-time indebtedness and asset price bubbles. He warned that “soft landings 

have been the exception; sharp price declines the rule” (Lamfalussy, 2000, 163). 

He also argued that financial globalization was exposing emerging markets to 

unsustainable capital inflows and financial crises.  

Today, most CESEE countries have finally overcome the Global Financial Crisis, 

and their incomes per capita are again converging toward the EU average. 

However, we can hardly be satisfied with the speed of convergence if we compare 

it with that of Emerging Asia. Whatever the reasons for this discrepancy may be 

– capital account liberalization, fiscal policy rules or simply lower 

competitiveness; the resulting disadvantages continue to be offset at least partly 

with substantial regional funds from the EU budget.  

 

1 Unfinished EMU business 

The comparison with successful emerging economies may explain why some 

CESEE countries may be worried about getting stuck in a middle-income trap 

when introducing the euro and giving up their independent monetary policies. 

With the benefit of hindsight, better preparatory work for euro introduction would 

have certainly spared us the worst of the euro area sovereign debt crisis. But 

dismantling or shrinking EMU now would be extremely costly and dangerous.  

I would agree with Barry Eichengreen saying that EMU still “needs fixing”. Even 

Lámfalussy (2003) admitted that “The greatest weakness of EMU is the E.” (With 

E standing for economic policy.) The wide-ranging and deep debate on EMU-

deepening options is exemplified by a seminal publication of fourteen French and 

German economists that tries to reconcile risk sharing with market discipline 

(Bénassy-Quéré, et al., 2018). I am going to concentrate on three key elements in 

the following: banking union, capital markets union and fiscal governance. 
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1.1 Completing banking union  

Lámfalussy already encouraged various post-crisis reforms, particularly the 

creation of a banking union, comprising uniform supervision and consistent 

banking crisis management. However, while academics broadly support the 

proposed European Deposit Insurance Scheme (EDIS) as a central component of 

a banking union, the required political consensus among euro area countries is 

still lacking. The ongoing discussions reflect different views on how to prioritize 

risk reduction and risk sharing. As for the OeNB, we have always preferred a 

staggered approach where risk reduction is a prerequisite for risk sharing.   

An innovative way to break the deadlock has recently been proposed by Nicolas 

Véron (2019a, b). As an immediate step, he lines out a package deal combining 

three elements, namely (a) sovereign concentration charges to limit the exposure 

of banks to their home country’s public debt; (b) an unconditional EDIS 

protecting all deposits insured in euro area member states; and (c) various 

measures to make resolution of non-viable banks work. The latter would include 

strengthening the European Single Resolution Board as well as European liquidity 

or capital support to struggling banks. These actions would allow to put an end to 

national ringfencing of bank capital and liquidity within the euro area.  

Véron leaves other measures such as the creation of European safe assets and 

harmonization of insolvency proceedings for a later stage. His strategy is 

ambitious but seems achievable since it works without treaty changes and without 

further fiscal union.  

 

1.2 Making capital market union happen 

Furthermore, over-reliance on banking in the euro area and deficient cross-border 

risk-sharing mechanisms call for a capital markets union (CMU). Recently the 

European Council adopted conclusions on deepening CMU, which feels like the 

n-th restart, considering the Financial Services Action Plan launched in 1999. This 

plan already envisioned a single market for financial services – and we continue 

to be far from getting there.  

On this evergreen issue, I would like to urge walking the talk on integrating the 

capital markets of EU Member States. Conceptually, this requires a shared 

understanding of the objectives and technical proposals of the capital markets 

union. Here, the recently established high-level Forum chaired by Thomas Wieser 

will surely contribute. More importantly, a true political champion for CMU is 

badly needed to fill the gap Brexit has left.  
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Materially, however, making real progress also requires having “skin in the 

game”. In other words, we need broad market participation of the population in 

the sense of “democratic capitalism”. Arguably, this would require in many EU 

countries portfolio shifts away from renting predominance in housing and social 

insurance predominance in retirement income. After all, housing mortgage and 

capital-based retirement funds are the basis for a vibrant financial market, as we 

can see in some countries such as the Netherlands. Following best practices would 

imply major reforms in areas such as insolvency law, taxation, pensions systems 

and mortgage legislation.  

 

1.3 Fiscal policy aspects in the current EMU design 

A complete banking union and full-fledged capital markets union would 

significantly reduce the need for a fiscal union in the euro area. Comparison with 

other monetary unions suggests only a limited role for cross-border flows of 

taxpayer money in smoothing consumption over the business cycle. In the U.S., 

for instance, most of the effects of asymmetric shocks are addressed by capital 

flows, and only up to one fifth is covered by fiscal transfers (Fuceri and 

Zdzienicka, 2013; IMF, 2013). Consequently, a complete banking union and a 

full-fledged capital markets union would leave a limited role for a fiscal union – 

led by a European ministry of finance – to improve the resilience of the euro area. 

In any case, the broad political will for a true fiscal union is absent. 

Instead, existing European fiscal institutions and rules should be built upon. On 

the one hand, this applies to the recently empowered European Stability 

Mechanism (ESM), which now provides much of the macroeconomic functions 

required. Once the amended ESM Treaty has been ratified, its extended mandate 

will allow for crisis prevention tools and resolution capabilities.  

The ESM – with a maximum lending capacity of no less than halve a trillion euros 

– will then have a stronger role in preparing and monitoring future financial 

assistance programmes for euro area Member States that lose market access; it 

will provide a backstop to the Single Resolution Fund when dealing with troubled 

banks; it may offer precautionary credit lines (or enhanced conditions credit lines) 

for Member States which are hit by an adverse shock beyond their control and 

despite sound economic fundamentals; it will contribute to debt sustainability 

assessments; and it will perform macro-financial risk analysis even in non-crisis 

times. 

On the other hand, the current rules on national fiscal policies need to be reworked 

and simplified while the focus may need to be extended beyond flows, to stock 
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considerations (Holzmann 2014, 2001). In this regard it is worth reading the 

recommendations of two other well-informed Hungarian economists.  

Zsolt Darvas at Bruegel argues that the Stability and Growth Pact suffers from 

complexity, pro-cyclicality and noncompliance. Together with other authors he 

proposes an expenditure rule requiring that nominal expenditures do not grow 

faster than long-term nominal income, and that they grow at a slower pace in 

countries with excessive levels of debt (Beuve, et al., 2019). 

Similarly motivated, George Kopits (2018) identified three options in a paper for 

the European Parliament: (a) a debt-stabilizing primary surplus target 

complemented by the existing expenditure benchmark; (b) a single operational 

debt rule derived from the debt reduction target; and (c) a market-based approach 

built on the reaffirmed no-bailout principle. The latter would replicate 

decentralized fiscal systems such as in Switzerland or the United States.  

Personally, I find a better understanding of debt and its different implications 

sensible. After all, what is at stake is investors’ trust in the capability of individual 

countries to manage their public debt. In this context, I want to add a plea for 

considering implicit liabilities (of social security, in particular pensions, health, 

and long-term care) that risk translating into repayable debt – an issue that is 

particularly significant under the adverse demographic trends of our days.  

In any case, fiscal discipline is a necessary condition for the smooth functioning 

of the euro. The question is how to enforce such discipline wisely so as not to 

forestall growth opportunities and necessary adjustment to structural challenges 

such as climate change.  

Given the obvious imperfections of EMU, some CESEE euro area candidates 

hesitate to introduce the euro, even if the Treaty obliges them to do so once they 

converge to the nominal Maastricht criteria. Countries weigh importing (price and 

financial) stability against losing adjustment mechanisms of exchange and interest 

rates.  

Moreover, admission hinges on the sustainability of countries’ nominal and real 

convergence and their readiness to enter the banking union before euro 

introduction. Since public support for such a move has become increasingly 

favorable across the region, there is little doubt that the euro area will continue to 

expand sooner or later. And even if euro introduction affects the long-term 

economic development it also hinges on short-term political processes, which are 

nowhere exclusively rational.  

Whether inside or outside the euro area, EU Member States are substantially 

impacted by the economic conditions of the euro area, including the effects of the 
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Eurosystem’s unconventional monetary policies. This leads me to next sharing a 

few unconventional views on the challenges of contemporary monetary policy. 

 

2 Looming challenges of unconventional monetary policy  

The Great Financial Crisis left central banks in most developed countries with 

challenging conditions. In order to avert protracted periods of low inflation and 

even the risk of deflation, central banks recurred to unconventional monetary 

policy measures that were designed to stimulate the economy despite the binding 

constraint of reaching the zero (or effective) lower bound.  

By now, very low or even negative interest rates and quantitative easing appear 

to have become part of the standard monetary policy toolkit of central banks in 

advanced economies, notwithstanding their labelling as “unconventional” or 

“non-standard”. During and after the Great Financial Crisis, unconventional 

monetary policy measures have indeed had a positive impact on price stability and 

economic growth, albeit with decreasing returns – perhaps, partly due to missing 

support from fiscal policies and more certainly due to insufficient structural 

policies.  

Yet, as years of unconventional policy pass, concerns arise over the emergence of 

non-negligible unintended side effects. For example, concerns are rising about the 

effect of very low or even negative nominal interest rates on saving behavior or 

on the profitability of financial institutions.  

Concerns are also rising about the build-up of financial imbalances through higher 

asset prices, in particular house prices, possibly impacting wealth and income 

distribution in the long term. This is an issue which will be addressed afterwards, 

followed by some remarks on low long-term yields.  

2.1 Unconventional monetary policy and productivity  

Let me start by addressing the effects that a protracted period of very low or even 

negative interest rates may have on productivity (White; 2012; Van den End and 

Hoeberichts, 2018). In my view, this is a crucial topic, because if a permanently 

strongly expansionary monetary policy turns out to be affecting potential growth 

through its effects on productivity, central banks may find it increasingly harder 

to fulfill their price stability mandate. Moreover, understanding the long-term 

effects of monetary policy on productivity is also crucial considering the long-

term productivity slowdown and the subdued prospects for potential output 

growth.  

When we analyze the relationship between monetary policy and productivity, we 

are inevitably confronted with the widely held view that monetary policy is 
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neutral in the long run; in other words, with the idea that there are no permanent 

real effects of monetary policy – the so-called classical dichotomy. There is, 

however, reason to believe in a bolder idea that a very long period of very 

expansionary monetary policy affects productivity through the misallocation of 

resources and the mispricing of risk. In fact, the idea is not so new. There is a 

growing body of research discussing the hypothesis that persistently low policy 

rates may affect productivity growth negatively, thereby harming long-term 

growth prospects. For example, Van den End and Hoeberichts (2018) show for a 

sample of OECD countries2 that lower real interest rates have indeed caused a low 

natural rate of interest by lowering potential output growth. Based on both 

theoretical and empirical studies, this incipient body of research has identified 

several possible channels:  

First, there is ample evidence that low interest rates can exacerbate financial 

booms, rapid credit growth and the accumulation of debt, which distorts capital 

allocation through the banking sector by allowing for lax lending standards and 

low risk margins (Bonam et al., 2018).3 The effect is lower aggregate productivity.  

Chart 1 

 

Second, given the higher preference for safe assets4, an expansionary monetary 

policy (low interest rates and excess liquidity from quantitative easing) increases 

 
2 Japan, Canada, France, UK and Germany. 
3 On the Schumpeterian role of banks, see also Keuschnigg and Kogler (2018). 
4 There are several explanations besides monetary policy for the higher preference for safe assets: 

higher demand from emerging economies with less developed financial markets, demand for retire-

ment from an aging population, a general increase in risk aversion following the Great Financial Crisis 

and, finally, more regulation.  
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the scarcity of safe assets, which leads firms to cut back on risky investment. 

Firms respond to a lower demand for riskier assets by investing instead in safe but 

unproductive assets (i.e. cash flows, securitization, equity buybacks, etc.).  

Third, low (or negative) interest rates also affect firm dynamics because some 

determinants of the entry and exit decisions of firms, as well as firm growth (e.g. 

profit expectations, entry and exit costs, market structure) are influenced by 

interest rates and access to financing. For example, low (or negative) interest rates 

make an increasing number of weakly productive companies and projects 

profitable, facilitating entry of such firms. Furthermore, investors seeking higher 

risks will go for the least productive firms (Albrizio et al., 2019; Cette et al., 2016). 

At the same time, low interest rates reduce pressure for unproductive firms to exit, 

which contributes to the misallocation of resources. Eventually, this may lead to 

the emergence of zombie firms (Adalet McGowan et al., 2017; Banerjee and 

Hofmann, 2018; Acharya et al., 2019). All these effects slow down aggregate 

productivity growth by reducing the cleansing effect of the business cycle 

(Bergeaud et al., 2019). 

Fourth, while there is ample evidence that productivity drops amid rising market 

concentration, Liu et al. (2019) have shown recently that periods of low interest 

rates, when companies tend to be more patient, provide market leaders with a 

strategic advantage: they can invest more because they are less financially 

constrained. This strong response discourages market followers, which eventually 

disappear, increasing market concentration further.   

For monetary policy making, these and other detrimental mechanisms are 

important considerations because productivity is a key determinant of growth. If 

monetary policy has long-term real effects, we could be faced with a reversed or 

circular causality between monetary policy and productivity. This would make 

our task of fulfilling the mandate even more difficult. Thus, this is a research area 

where we need to invest more – and I am sure we will. 

 

2.2 Unconventional monetary policy and wealth and income distribution 

Apart from productivity, the housing market is key when looking at side effects 

of expansionary monetary policy.  

The effects of conventional monetary policy on the housing market are relatively 

well understood. Lower interest rates impact on house prices via at least four 

channels: (a) They make housing more affordable for buyers; (b) they make 

housing assets more attractive for investors; (c) they lower the discount rate for 

expected rental income, thus increasing the current value of housing assets; (d) 
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and they drive currency deprecation, which might draw international capital to the 

domestic housing market. There is a broad literature that provides evidence of 

significant effects of (conventional) monetary policy on the housing market. One 

of the more important findings is that the effects of lowering the interest rates are 

non-linear. The effect of lower interest rates increases as the interest rate goes to 

zero. This finding should inform assessments of the current situation with ultra-

low interest rates. Another non-linearity occurs with respect to the cyclical 

position. In boom phases, the impact of monetary policy, inflation and bank credit 

on house prices is stronger than in normal periods. 

House price increases have major long-run distributional effects on income and 

wealth. They make housing unaffordable for most young people, because the 

transmission of rising house prices to rents also adds to renting costs. Dustman et 

al. (2018) found that increases in housing costs exacerbated the rise in income 

inequality in Germany after housing expenditures, driven by a decline in the 

relative costs of homeownership versus renting, changes in the household 

structure and residential mobility toward larger cities. Data for Austria also show 

a comparatively sharper rise in housing costs for tenants than for owners since 

2008. As accumulating financial wealth for future house purchases gets much 

harder amid ultra-low interest rates, future generations will become even more 

dependent on the rental market, with huge implications for the distribution of 

wealth.  

The empirical literature has also clearly stated that house price booms that are 

followed by busts have negative economic and social consequences. However, 

the sheer size of a rise in property prices is not the most important factor in 

determining how severe the bust will be. Rather, what matters is whether the asset 

price boom is funded by credit. If so, the evidence suggests that the cost of a bust 

is much greater. Booms that are coupled with strong credit expansion have 

stronger negative effects (IMF, 2015). Past housing boom-bust cycles were often 

associated with periods of financial instability and crises. However, the 

distributional effects of crises are less clear. De Beer (2012) investigated the short-

term impact of the financial crisis on earnings and income distribution in the EU. 

He found no uniform pattern among EU countries. In Spain, inequality increased 

during the crisis, while it fell in Ireland. The long-run impact of financial crises 

has been less studied. However, fiscal consolidation episodes after financial crises 

typically lead to an increase in income inequality (Heimberger, 2020).  

Finally, many European housing markets are in a maturing phase of their cycles. 

In the Netherlands, for example, demographic developments will probably result 

in a surplus of dwellings from 2025 onwards. Austria may see this happen already 
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in the next years. The combination of excess supply with a possible reversal of 

the unconventional monetary policy measures has the potential to trigger the next 

financial crisis. Furthermore, recent (historic) evidence suggests that construction 

booms help identify bad credit booms (Dell`Aricia et al., 2020). Therefore, we 

have put a lot of effort into understanding the underlying complex mechanisms to 

make sure we are well prepared for things to come.  

Macroprudential policy tools can help to address the build-up of risks to financial 

stability arising from the housing market. There is ample evidence of the 

efficiency of these tools in dampening mortgage growth and increasing the 

resilience of the financial system. Yet, this requires an adequate governance 

structure to allow for independent and courageous policy decisions.  

 

2.3 Addressing the long end of the yield curve 

In much of the developed world – including North America, Europe and Japan – 

policy decisions are based on the New Keynesian model. This model suggests that 

monetary policy is effective over the short to mid run in controlling inflation 

and/or output gaps and unemployment through interest setting on the short side of 

the yield curve.  

Addressing low short-term nominal interest rates, however, is not enough. Since 

the 1980s we can observe a concomitant decline on both the short and the long 

side of the yield curve. But effective and sustained policy actions on the long side 

beyond asset purchases programs are probably outside the realm of central banks. 

Nevertheless, exploring and understanding the causes of the long-term decline of 

investment returns and suggesting respective policy action is in central banks’ 

interest and compatible with their mandate. 

The almost parallel decline since the 1980s is consistent with research results that 

establish the predominance of dynamic economic efficiency in OECD countries 

prior to the 1990s (Abel et al., 1989) but fails to do so more recently (Luo et al., 

2018). In other words: real interest rates below the economic growth rate 

disincentivize productive investment. Yet, unless the long-term (nominal and 

real) rate of return is sufficiently increasing, the possibility to move the short-term 

rate sufficiently into positive territory is very limited.  
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Chart 2 

 

There are various non-exclusive explanations for low or declining long-term rates 

of return on investment: Karl Marx’s ‘law of the tendency of the rate of profit to 

fall’; the absence of major wars destroying the capital stock, population aging, 

lower capital needs for digital investments, economic uncertainty, etc. (Piketty 

and Zucman, 2018; Sinn, 2017). 

Whatever its origins, the detected savings glut (or investment gap) may also have 

to do with only modest capital flows from the mostly rich global north to the 

mostly poor global south. The global south is still in need of capital for financing 

physical and intellectual infrastructure to allow for economic growth for a rapidly 

rising population. Above all, this applies to Africa where the population is 

projected to double to 2.4 billion until 2050 and to further increase to 4.7 billion 

by 2100 (UN medium scenario).  

While the saving surplus in the north and capital need in the south would create a 

perfect intertemporal exchange opportunity, the experience with capital flows is 

rather sobering – as discussed by the ‘Lucas paradox’ (Lucas, 1990). Furthermore, 

we do not have financial market instruments to send resources for infrastructure 

investment to developing countries that would satisfy investors’ requests in terms 

of security and liquidity. The 2018 G20 ‘Eminent Persons Group Report’ refers 

to the need, but elaboration seems to have stalled (G20, 2018).  

The European institutions and, more general, institutions in the global north are 

strongly advised to deepen the analysis and to come forward with suggestions for 
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governance and financial instruments that would make happen large-scale capital 

exports to the global south. 

 

Let me sum up: During and after the Great Financial Crisis, unconventional 

monetary policy measures have indeed had a positive impact on price stability and 

economic growth. This notwithstanding, there is reason to believe that a 

prolonged period of ultra-loose monetary policy has unintended negative 

consequences on productivity growth and asset prices, while the intended effects 

are slowing down. Or to put it in the words of another Hungarian economist, János 

Kornai (1983), “Whenever radical therapy of a main disease was started, one other 

main disease developed.” He concluded that “Normative theories in economics 

often reflect naïve optimism. Only a few economists admit that there exist 

insoluble dilemmas.” I wonder whether Kornai’s strong worded comparison of 

the 1980s between medical science and economics, may give us food for thought 

- in the tradition of Austrian Economics - for the next stage of economic and 

monetary policy making.  

The new Keynesian approach suggests that monetary policy can move an 

economy from one expansion to another without hurting the long-term growth 

prospect as relative prices are not permanently impacted. 

In this view, downturns are created essentially by (external) shocks that can be 

ably handled by monetary (and fiscal) policy, requiring no wading through a 

draught. In contrast, an Austrian economics perspective would see economic 

fluctuations mostly created by endogenous events. (By the way: Minsky also 

stressed such a view, although in a context of financial crisis.) If this is true, 

sustained policy interventions risk deteriorating rather than improving the 

outcome. The positive economic effects of ultra-low interest rates could be 

diminished, or in the extreme, even outnumbered by problematic firm dynamics 

through distorted prices in the long term.  

Perhaps such thoughts may stimulate the ongoing debate on monetary policy. 

Meanwhile, Sweden’s Riksbank has already raised its repo rate from negative 

territory back to zero, possibly transiting to a new tightening cycle. Whatever the 

economic environment and policy considerations in other places, we all probably 

agree with Sandor Lámfalussy (1994) when he stated: “In a long and broad 

historic perspective central banking has always been in transition.”  
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