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 Introduction: Rethinking Macro Policy II —

 Getting Granular 

 Olivier Blanchard, Giovanni Dell ’ Ariccia, and Paolo Mauro 

 The 2008 – 2009 global economic and financial crisis and its aftermath 
keep forcing policymakers to rethink macroeconomic policy. First was 
the Lehman crisis, which showed how much policymakers had underes-
timated the dangers posed by the financial system and demonstrated the 
limits of monetary policy. Then it was the euro area crisis, which forced 
them to rethink the workings of currency unions and fiscal policy. And 
throughout, they have had to improvise, from the use of unconventional 
monetary policies, to the provision of the initial fiscal stimulus, to the 
choice of the speed of fiscal consolidation, to the use of macroprudential 
instruments. 

 We took a first look at the issues a few years ago, both in a paper 
( Blanchard, Dell ’ Ariccia, and Mauro 2010 ) and at an IMF conference 
in 2011 ( Blanchard et al. 2012 ). There was a clear sense among both 
researchers and policymakers participating in the conference that we had 
entered a  “ brave new world ”  and that we had more questions than an-
swers. Two years later, the contours of monetary, fiscal, and macropru-
dential policies remain unclear. But policies have been tried and progress 
has been made, both theoretical and empirical. This introduction updates 
the status of the debate. It was prepared for a second conference that was 
hosted by the IMF on the same topic in spring 2013 and as a springboard 
for further discussion. 

 A few observations on the scope of the analysis: our comments 
focus on the design of macroeconomic policy after the global economy 
emerges from the crisis rather than on current policy choices, such as 
the design of exit policies from quantitative easing or the pros and cons 
of money-financed fiscal stimulus. The two sets of issues are obviously 
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related, but our objective is to analyze some general principles that could 
be used to guide macroeconomic policy in the future rather than to sug-
gest specific measures to be taken today. We also take a relatively narrow 
view of macroeconomic policy, leaving out any discussion of structural 
reforms and financial regulation. Although the border between finan-
cial regulation and macroprudential policies is fuzzy, we concentrate on 
the cyclical component of financial regulation rather than on the overall 
design of the financial architecture. 

 This introduction is organized in three main sections: monetary policy, 
fiscal policy, and — what may be emerging as the third leg of macroeco-
nomic policy — macroprudential policies. 

 I.   Monetary Policy 

 The monetary policy theme that emerged from the first conference on 
rethinking macro policy, held in March 2011, was that central banks 
had to move from an approach based largely on one target and one 
instrument (the inflation rate and the policy rate, respectively) to an 
approach with more targets and more instruments. Two years later 
the choice of both the set of targets and the set of instruments remains 
controversial. 

 A.   Should Central Banks Explicitly Target Activity? 

 Although the focus of monetary policy discussions has been, rightly, on 
the role of the financial system and its implications for policy, macroeco-
nomic developments during the crisis and after have led to new questions 
about an old issue, the relation between inflation and output, with direct 
implications for monetary policy. 

 One of the arguments for the focus on inflation by central banks was 
the  “ divine coincidence ”  aphorism: the notion that, by keeping inflation 
stable, monetary policy would keep economic activity as close as possible 
(given frictions in the economy) to its potential. So, the argument went, 
even if policymakers cared about keeping output at potential, they could 
best achieve this by focusing on inflation and keeping it stable. Although 
no central bank believed that divine coincidence held exactly, it looked 
like a sufficiently good approximation to justify a primary focus on infla-
tion and to pursue inflation targeting. 



Introduction  3

 Since the crisis began, however, the relation between inflation and out-
put in advanced economies has been substantially different from what 
was observed before the crisis. With the large cumulative decline in 
output relative to trend and the sharp increase in unemployment, most 
economists would have expected a fall in inflation, perhaps even the 
appearance of deflation. Yet in most advanced economies (including some 
experiencing severe contractions in activity), inflation has remained close 
to the range observed before the crisis. 

 As a matter of logic, there are two interpretations of what is happen-
ing. Either potential output has declined nearly as much as actual out-
put, so that the output gap (the difference between potential and actual 
output) is in fact small, thus putting little pressure on inflation, or the 
output gap is still substantial but the relation between inflation and 
the output gap has changed in important ways. 

 With regard to the first interpretation, it is possible that the crisis itself 
led potential output to fall, or that output before the crisis was higher 
than potential output — for instance, if it was supported by unsustainable 
sectoral (housing) bubbles — so that the actual output gap is small. This 
could explain why inflation has remained stable. Empirically, however, 
it has been difficult to explain why the natural rate of unemployment 
should be much higher than before the crisis, or why the crisis should 
have led to a large decline in underlying productivity. And although 
there is a fair amount of uncertainty around potential output measures 
(especially in the wake of large shocks such as financial crises), by nearly 
all estimates, most advanced economies still suffer from a substantial 
output gap. 

 This leads to the second interpretation. Indeed, convincing evidence 
suggests that the relation between the output gap and inflation has 
changed. Recent work (e.g., the IMF ’ s 2013  World Economic Outlook  
report) attributes the change to the following two factors. 

 The first factor is more stable inflation expectations, reflecting in part 
the increasing credibility of monetary policy during the last two or three 
decades. By itself, this is a welcome development, and it explains why a 
large output gap now leads to lower (but stable) inflation rather than to 
steadily decreasing inflation. 

 The second factor is a weaker relation (both in magnitude and in sta-
tistical significance) between the output gap and inflation for a given 
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expected rate of inflation. This is more worrisome because it implies that 
fairly stable inflation may be consistent with large, undesirable variations 
in the output gap. 

 Looking forward, the main question for monetary policy is whether 
this weaker relation is a result of the crisis itself, and thus will strengthen 
again when the crisis comes to an end, or whether it reflects a longer-term 
trend. The tentative evidence is that part of it may indeed reflect specific 
circumstances related to the crisis — in particular, the fact that downward 
nominal wage rigidities become more binding when inflation is very 
low. But part of the weaker relation seems to reflect as yet unidentified 
longer-term trends. (These actually seem to have been present before the 
crisis; see the IMF ’ s 2013  World Economic Outlook. ) Should the relation 
remain weak, and the divine coincidence become a really bad approxima-
tion, central banks would have to target activity more explicitly than they 
are doing today. 

 B.   Should Central Banks Target Financial Stability? 

 The crisis has made it clear that inflation and output stability are not 
enough to guarantee sustained macroeconomic stability. Beneath the calm 
macroeconomic surface of the Great Moderation (a period of reduced 
macroeconomic volatility experienced in the United States beginning in 
the 1980s), sectoral imbalances and financial risks were growing, and 
ultimately led to the crisis. The severity of the ensuing crisis and the lim-
ited effectiveness of policy action has challenged the precrisis  “ benign 
neglect ”  approach to bubbles. And it has reignited the issue of whether 
monetary policy should include financial stability (proxied by, say, mea-
sures of leverage, credit aggregates, or asset prices) among its targets. 

 The policy rate is clearly not the ideal tool for dealing with the kind of 
imbalances that led to the crisis. Its reach is too broad to be cost-effective. 
Instead, a consensus is emerging that more-targeted macroprudential 
tools should be used for that task. 

 There are, however, important caveats. Macroprudential tools are new, 
and little is known about how effective they can be. They are exposed 
to circumvention and subject to thorny political economy constraints.
(more on these tools below) Given these limitations, the issue of whether 
central banks should use the policy rate to lean against bubbles has made 
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a comeback (see, e.g.,  Svensson 2009 ;  Mishkin 2010 ;  Bernanke 2011 ; 
 King 2012 ). 

 Should central banks choose to lean against bubbles, an old issue —
 evident both in the 2008 – 2009 crisis and in many previous financial 
crises — is that bubbles are rarely identifiable with certainty in real 
time. This uncertainty suggests that central banks may want to react to 
large enough movements in some asset prices without having to decide 
whether such movements reflect changes in fundamentals or bub-
bles. In other words, given what we have learned about the costs of 
inaction, higher type I errors (assuming that it is a bubble and acting 
accordingly, when in fact the increase reflects changes in fundamentals) in 
exchange for lower type II errors (assuming the increase reflects funda-
mentals, when in fact it is a bubble) may well be justified. However, should 
that road be taken, setting appropriate thresholds will not be easy. One 
possibility would be to focus on certain types of asset-price booms, for 
instance those funded through bank credit, which have proven particu-
larly dangerous. 

 C.   Should Central Banks Care about the Exchange Rate? 

 The crisis has shown once again that international capital flows can be 
very volatile. This volatility has not generally been a major problem in 
advanced economies (although the flow reversals in the euro area and the 
drying out of dollar liquidity in the European banking system during the 
early stages of the crisis are a reminder that vulnerabilities exist there as 
well). However, shallower financial markets, greater openness and reli-
ance on foreign-denominated assets, and less diversified real economies 
make emerging markets significantly vulnerable to swings in capital flows. 

 The volatility of capital flows can have adverse effects on macroeco-
nomic stability, both directly (through effects on the current account and 
aggregate demand) and indirectly (through effects on domestic balance 
sheets and thus financial stability). When the exchange rate strengthens 
on the back of strong inflows, the traded goods sector loses competitive-
ness, potentially leading to an allocation of capital and labor that may be 
costly to undo if capital flows and the exchange rate swing back. Capital 
inflows can also lead to balance sheet structures that are vulnerable to 
reversals to the extent that the inflows promote credit booms (and hence 



6  Olivier Blanchard, Giovanni Dell’Ariccia, and Paolo Mauro

leverage) and increase the use of foreign-denominated liabilities. (There is 
ample evidence, for instance, that the credit booms and widespread reli-
ance on foreign currency borrowing in Eastern Europe in the first decade 
of the 2000s was associated with strong capital inflows [ Dell ’ Ariccia 
et al. 2012] ). 

 The problems with capital flow volatility have led to a reassessment of 
the potential role for capital controls (which the IMF calls  “ capital flow 
management tools ” ). But, just as in the case of macroprudential tools 
and financial stability, capital controls may not work well enough, raising 
the issue of whether monetary policy should have an additional objective 
( Ostry, Ghosh, and Chamon 2012 ). 

 Could central banks have two targets, the inflation rate and the 
exchange rate, and two instruments, the policy rate and foreign exchange 
intervention? (Inflation-targeting central banks have argued that they 
care about the exchange rate to the extent that it affects inflation, but it is 
worth asking whether this should be the only effect of the exchange rate 
they ought to consider.) Adding exchange rates to the mix raises issues of 
both feasibility and desirability. 

 The answer to the feasibility question is probably no for economies 
with highly integrated financial markets (and almost certainly no for 
small, very open, advanced economies — say, New Zealand). Under those 
conditions, sterilized intervention is unlikely to be effective because capi-
tal flows react immediately to interest rate differentials. But the answer 
is probably yes (and the evidence points in this direction) for economies 
with greater financial frictions and more highly segmented markets. 
Under those circumstances, one could thus consider an extended inflation-
targeting framework, with the policy rate aimed at inflation, and foreign 
exchange intervention aimed at the exchange rate. 

 But what about desirability? The consensus that has emerged regard-
ing the use and the limitations of capital controls is directly relevant. The 
issues and conclusions are very much the same. Intervention is typically 
not desirable when it is aimed at resisting a trend appreciation driven by 
steady capital flows rather than by temporary swings (that is, when the 
movement in the exchange rate reflects a change in underlying fundamen-
tals rather than, for example, temporary swings between risk off and risk 
on). And it may raise issues from a multilateral perspective (for more, see 
 Ostry, Ghosh, and Korinek 2012 ). 
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 D.   How Should Central Banks Deal with the Zero Bound? 

 What may be most striking about the crisis is the way in which central 
banks have experimented with unconventional policies, from quantitative 
easing, to targeted easing, to new forms of liquidity provision. Will these 
instruments become part of the standard toolkit, or are they specific to 
the crisis? To answer this question, one needs to distinguish between two 
characteristics of the crisis. 

 The first is the liquidity trap, which constrains the use of the poli-
cy rate. The second is the segmentation of some financial markets or 
financial institutions. Although both characteristics have played a central 
role in determining policy, they are conceptually separate. One can think 
of sufficiently adverse but nonfinancial shocks such that central banks 
would like to decrease the policy rate further but find themselves con-
strained by the zero bound. And one can think instead of financial shocks 
that trigger segmentation in some financial markets while the policy rate 
is still positive. We consider the implications of each in turn. 

 The crisis has shown that economies can hit the zero lower bound on 
nominal interest rates and lose their ability to use their primary instru-
ment, the policy rate, with higher probability than was earlier believed. 
This raises two questions. The first question is what steps can be taken 
to minimize the probability of falling into liquidity traps in the future. 
We will not elaborate on the discussion given by  Blanchard, Dell ’ Ariccia, 
and Mauro (2010)  regarding the optimal level of inflation in this context, 
although the argument in that paper and the counterarguments brought 
up in the ensuing debate still deserve a non ideological discussion both in 
academia and in policy forums (see, e.g.,  Ball 2013 ). 

 The second question is what to do in the liquidity trap. When the 
crisis hit, most central banks reacted by cutting interest rates aggressively. 
In several cases, interest rates rapidly hit the zero lower bound. Central 
banks then moved to adopt unconventional policies, which have taken 
many forms, with an alphabet soup of acronyms. It is useful to distinguish 
between targeted easing (a more accurate name than credit easing) mea-
sures, that is, purchases of specific financial assets without a change in the 
money supply, and quantitative easing measures, which are not sterilized 
and thus lead to an increase in the money supply. 

 Available empirical evidence suggests that some targeted easing poli-
cies have had a substantial impact on the prices of the assets acquired 
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by the central bank. Much of the impact, however, seems to have come 
from the unusual segmentation of financial markets associated with this 
crisis, as seen, for example, in the case of the mortgage-backed securities 
markets in the United States in 2008 and 2009 (see  Gagnon et al. 2011 ). 
Although assets with different risk characteristics are always imperfect 
substitutes and thus relative demand always matters, the ability of the 
central bank to affect relative returns is likely to be much more limited in 
normal times than it was during the crisis. 

 Quantitative easing can be thought of as the combination of targeted 
easing (the purchase of some assets, such as long-term Treasury bonds, 
financed by the sale of short-term assets) and a conventional monetary 
expansion (the purchase of short-term assets with central bank money). 
The question is whether, at the zero bound, the monetary expansion com-
ponent has an effect per se. The issue is particularly clear in Japan, where 
the central bank has announced its intention to double the monetary 
base. If it has an effect, it has to be through expectations of either low 
future nominal rates or higher future inflation. (In the Alice in Wonder-
land, upside-down world of the liquidity trap, higher expected inflation 
is welcome because it is the only way to obtain a decrease in expected 
real rates.) Empirical evidence is mixed. The evidence is a bit stronger 
for another measure with a similar intent, namely,  “ forward guidance. ”  
Announcements consistent with forward guidance (such as the intention 
or commitment to keep short-term rates low for a specific period, or for 
as long as some economic conditions prevail) appear to have had a signifi-
cant and economically sizable impact on long-term rates both in Canada 
and in the United States. Similar announcements, however, appear to have 
been less effective for Sweden ’ s Riksbank ( Woodford 2012 ). With regard 
to future monetary policy, away from the zero bound, forward guidance 
may well be here to stay. 

 The crisis has also led to new discussions of a number of old ideas, includ-
ing a shift to price-level targeting or nominal GDP targeting. Support for 
these rules may be partly opportunistic: a common feature of level-based 
approaches (i.e., rules that target the price level rather than the inflation 
rate, or nominal income rather than nominal income growth) is that, at 
this juncture, they would allow for higher inflation rates without under-
mining central bank credibility in the long run. A potential loss of cred-
ibility has been a major concern for central banks throughout the crisis, 
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as evidenced by the reaffirmation by central banks of their commitment 
to remain vigilant against inflation with every round of unconventional 
policies. But these level-dependent rules have several shortcomings. An 
important one is that temporary price shocks are not treated as bygones 
and have to be absorbed through inflation, or worse, deflation. 

 E.   To Whom Should Central Banks Provide Liquidity? 

 When some investors are highly specialized (have strong  “ preferred 
habitats, ”  to use an old expression) and, for some reason, reduce their 
demand, outsiders may not have the specialized knowledge needed to 
assess whether the lack of demand comes from higher risk or from the 
fact that the usual buyers are unable to buy. Outsiders may then decide 
to stay out. When this happens, market prices may collapse, or some bor-
rowers may lose funding. Illiquidity may then lead to insolvency. Multiple 
equilibria may also arise, with the expectation of insolvency leading to 
high interest rates and becoming self-fulfilling. 

 From its early stages, the crisis showed that the classical multiple-
equilibrium framework, which provided a rationale for providing banks 
with deposit insurance and access to a lender of last resort, now also 
applied to wholesale funding and nonbank intermediaries. The situation 
in Europe later showed that the same framework could also extend to 
sovereigns, even in advanced economies. Indeed, sovereigns are even more 
exposed than financial intermediaries to liquidity problems because their 
assets consist mostly of future tax revenues, which are hard to collateral-
ize. The expectation that other investors may not roll over debt in the 
future might lead current investors to not want to roll over, leading to a 
liquidity crisis. 

 Central banks ended up providing liquidity not only to banks but 
also to non-deposit-taking institutions, and (directly and indirectly) to 
sovereigns. From a theoretical standpoint, the logic is largely the same. 
Nevertheless, the extension to nonbanks raises a number of issues. 

 First, just as with banks, the issue of distinguishing illiquidity from 
insolvency arises. But for nonbanks this issue happens in the context of 
potentially unregulated entities about which central banks possess limited 
information. Second, again as for banks, is the issue of moral hazard. The 
promise (or expectation) of liquidity provision will induce the accumula-
tion of even less liquid portfolios beforehand, thereby increasing the risk 
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of a liquidity crisis ( Farhi and Tirole 2012 ). The problem is exacerbated 
in the case of indirect support (through market purchases of sovereign 
bonds, e.g.) because, unlike with direct support to banks, it is difficult 
(or impossible) to administer any punishment. Haircuts (for discount 
window access) and conditionality (for direct purchases) can partly allay 
but not eliminate these concerns. And haircuts run counter to the notion 
of providing the  “ unlimited liquidity, no matter what happens ”  necessary 
to eliminate the risk of a run. During a systemic crisis, these are second-
order shortcomings relative to the need to stabilize the economy. But the 
case for intervention appears harder to make during tranquil times. 

 II.   Fiscal Policy 

 Early in the crisis, with monetary policy facing the liquidity trap and 
financial intermediation still in limbo, governments turned to fiscal stim-
ulus to sustain demand and avoid what they felt could become another 
Great Depression. However, when the acute danger appeared to have sub-
sided, governments found themselves with much higher levels of public 
debt (not so much because of the fiscal stimulus but because of the large 
decline in revenues caused by the recession). Since then, the focus of fiscal 
policy discussions has been on fiscal consolidation. 

 At the earlier conference, we converged on two main conclusions. First, 
what appeared to be safe levels of public debt before the crisis were in 
fact not so safe. Second, a strong case emerged for revisiting the precrisis 
consensus that fiscal policy had a limited cyclical role to play. 

 The questions are much the same today, with a few twists. In light 
of the high debt levels, a significant policy issue that will remain with 
us beyond the crisis is that of the proper speed of fiscal consolidation. 
The answer depends on two main factors. First, how harmful or danger-
ous are current debt levels? The crisis has added one more issue to the 
usual list of the adverse effects of high debt: multiple equilibria in which 
vicious cycles of high interest rates, low growth, and a rising probability 
of default may lead to a fiscal crisis. Second, and to the extent that fiscal 
consolidation is necessary, what are its effects on growth in the short 
run, given the state of the economy and the path and composition of the 
fiscal adjustment? 

 We take up each of these issues in turn. 
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 A.   What Are the Dangers of High Public Debt? 

 At the start of the crisis, the median debt-to-GDP ratio in advanced econ-
omies was about 60 percent. This ratio was in line with the level consid-
ered prudent for advanced economies, as reflected, for example, in the 
European Union ’ s Stability and Growth Pact. (Somewhat ironically, the 
prudent level for emerging markets was considered to be lower, about 
40 percent. The actual median ratio was less than 40 percent, which has 
given these countries more room for countercyclical fiscal policy than in 
previous crises.) 

 By the end of 2012, the median debt-to-GDP ratio in advanced econ-
omies was close to 100 percent and was still increasing. For the most 
part, the increase stemmed from the sharp fall in revenues caused by the 
crisis itself. To a lesser extent, it was attributable to the fiscal stimulus 
undertaken early in the crisis. And for some countries, it was due to the 
realization of contingent liabilities (see  IMF 2012a , box 2). In Ireland 
and Iceland, for example, the need to rescue an oversized banking system 
led to unexpected increases in their debt ratios of 25 and 43 percentage 
points, respectively. In Portugal, to take a less well-known example, as 
the crisis progressed, state-owned enterprises incurred losses and, under 
Eurostat rules, had to be included within the general government, the deficit 
and debts of which increased as a result. Moreover, guarantees started 
being called on public-private partnerships (which were more sizable 
than in other countries), thereby adding to the general government ’ s 
burden. Between those issues and financial sector interventions, the 
overall result was an increase in the Portuguese debt ratio of about 15 
percentage points. 

 The lessons are clear. Macroeconomic shocks and the budget deficits 
they induce can be sizable — larger than was considered possible before 
the crisis. And the ratio of official debt to GDP can hide significant con-
tingent liabilities, unknown not only to investors but sometimes also to 
the government itself ( Irwin 2012 ). This suggests the need for both a more 
comprehensive approach to measures of public debt and lower values for 
what constitutes  “ prudent ”  official debt-to-GDP ratios. Unfortunately, 
given the extent to which actual ratios have increased, it will take a long 
time to attain those prudent ratios again. 

 The costs of high public debt, from higher equilibrium real interest 
rates to the distortions associated with the taxes needed to service the 
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debt, have long been recognized. The crisis brought to light another 
potential cost: the risk of multiple equilibria associated with high levels 
of debt. If investors, worried about a higher risk of default, require higher 
risk premiums and thus higher interest rates, they make it more difficult 
for governments to service the debt, thereby increasing the risk of default 
and potentially making their worries self-fulfilling. 

 In principle, such multiple equilibria can exist even at low levels 
of debt. A very high interest rate can make even a low level of debt 
unsustainable and thus be self-fulfilling. But multiple equilibria are more 
likely when debt is high, for then even a small increase in the interest 
rate can move the government from solvency to insolvency. They are also 
more likely when the maturity of the debt is short and rollover needs are 
greater: if most of the debt has to be rolled over soon, it is more likely 
that current investors will worry about future rollovers, leading them to 
be reluctant to roll over today. 

 Also in principle, central banks can eliminate the bad equilibrium by 
providing — or simply by committing to provide — liquidity to the govern-
ment if needed. However, providing this liquidity is not straightforward. 
The intervention may need to be very large. And in light of the usual dif-
ficulty of distinguishing between illiquidity and insolvency and the fact 
that the state, as distinct from banks, cannot provide collateral, the risks 
to the central bank may be considerable. 

 The experience of the crisis suggests that the issue of multiple equilibria 
is relevant. The evolution of Spanish and Italian sovereign bond yields can 
be seen in this light, with the European Central Bank ’ s (ECB ’ s) commit-
ment to intervene in their sovereign bond markets having reduced the risk 
of a bad equilibrium. Some other euro area members, such as Belgium, 
have benefited from low rates despite still high levels of debt and political 
challenges; how much of the difference between, say, Belgium and Italy 
can be explained by fundamentals or by multiple equilibria is an open 
question. The relatively benign perception of both the United States and 
Japan may be seen as an example in the opposite direction. Despite high 
levels of debt, particularly in Japan, both countries have been perceived 
so far as  “ safe havens ”  and have benefited from very low rates, containing 
their debt-service burdens. However, the issue is the strength of their safe 
haven status and whether the situation might change quickly, leading to 
bad equilibrium outcomes in these countries too. 
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 B.   How to Deal with the Risk of Fiscal Dominance? 

 In light of the magnitude of the required fiscal consolidation in so many 
advanced economies, the issue of whether to reduce the real value of the 
debt through debt restructuring or inflation is unlikely to go away. 

 We shall limit ourselves to two brief remarks on debt restructuring. 
First, at least in the current international financial architecture, debt 
restructuring remains a costly and cumbersome process. (How to improve 
this situation will continue to be an important topic for research and 
policy analysis.) Second, in contrast to the emerging market experiences 
of the past, a sizable share of the debt in most advanced economies is held 
by domestic residents (more than 90 percent in Japan), often financial 
intermediaries, or by residents of neighboring or highly connected coun-
tries (including through the financial system). Thus, the scope for debt 
restructuring is very limited. And in any case it would call for extreme 
care to minimize potentially disruptive redistribution of wealth between 
domestic bondholders and taxpayers, and strong adverse effects on the 
financial system. 

 Against that background, governments facing the need for difficult 
fiscal adjustment might well put pressure on central banks to help limit 
borrowing costs, which raises the issue of fiscal dominance. In principle, 
monetary policy can help reduce the public debt burden in a number of 
ways. Central banks can slow down the exit from quantitative easing 
policies and keep sovereign bonds on their books longer. They can also 
delay the increase in nominal interest rates warranted by macroeconom-
ic conditions and let inflation increase, leading, on both counts, to low 
real interest rates for a more prolonged period than would otherwise be 
optimal. 

 Indeed, historically, debt has often been reduced through rapid infla-
tion; extreme examples include the well-known episodes of hyperinfla-
tion that wiped out debt in the aftermath of major wars (e.g., Germany, 
Japan). Less extreme cases have recently attracted renewed attention, 
notably the United States in the second half of the 1940s, when inflation 
resulted in significantly negative real interest rates and, over time, lower 
debt ratios (see  Reinhart and Sbrancia 2011 , who suggest that a return to 
financial repression is a potential concern). 

 How much difference could such monetary policies make? The answer 
depends largely on how long central banks can maintain low or even 
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negative real interest rates. Under the assumption that nominal interest 
rates reflect one-for-one increases in inflation, so that the real interest rate 
remains constant (a full and immediate Fisher effect applying to all newly 
issued or rolled-over debt), the decrease depends on the ability to erode 
the value of outstanding (long-maturity) nominal debt, and is rather small. 
IMF staff simulations suggest that, for the G7 economies, if inflation were 
to increase from the current average projected pace of less than 2 percent 
to, say, 6 percent, the net debt ratio would decline, after five years, by 
about 10 percent of GDP on average ( Akitoby, Komatsuzaki, and Binder, 
forthcoming ). The effect would be larger if central banks could maintain 
lower real interest rates for some time. (It is sometimes argued that this 
would require financial repression, i.e., the ability to force banks to hold 
government bonds. This seems incorrect: as the current evidence shows, 
central banks can maintain negative real interest rates for some time if 
they want to. But these negative rates may lead to overheating and infla-
tion. They may also induce investors to shift to foreign assets, leading to 
depreciation and further inflation. However, if central banks accept these 
inflation consequences, they can maintain lower real interest rates for 
some time, even absent financial repression.) 

 In short, if regular fiscal consolidation, through higher revenues or 
lower spending, proved infeasible, low or negative real interest rates 
could, in principle and within limits, help maintain debt sustainability. 
However, this path would have sizable costs: increases in inflation and 
reductions in real interest rates are, in effect, a smoother, less visible ver-
sion of debt restructuring, with some of the burden of adjustment shifted 
from taxpayers to bondholders, and would thus face similarly significant 
distributional, social, and political issues. 

 In light of these considerations, it is essential that monetary policy 
decisions continue to be under the sole purview of the central bank, 
unencumbered by political interference. The central bank, in turn, should 
base its decision on the way the debt situation and fiscal adjustment 
(or lack thereof) would impact inflation, output, and financial stability. 
Indeed, central bank purchases of government bonds during the crisis 
have occurred against the background of large output gaps and often as 
part of an effort to avoid deflation or a self-fulfilling debt crisis. More 
generally, the central bank should be mindful of the risk that such policy 
could be viewed as slipping into fiscal dominance, particularly given the 
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difficulties of assessing the effects on output of various possible strategies 
to keep public debt in check. The risk of fiscal dominance seems relatively 
limited in the euro area, where no single government can force the ECB to 
change its monetary policy. It is more relevant elsewhere, and may remain 
an issue for years to come. 

 C.   At What Rate Should Public Debt Be Reduced? 

 In light of the need to decrease the ratio of public debt to GDP, the 
fiscal policy debate has focused on the optimal speed and the modalities of 
fiscal consolidation. Many of the issues consolidation raises are relevant 
not only for now, but more generally for fiscal policy in the future. 

 Identifying the dynamic effects of fiscal policy on output is difficult. 
It suffers from identification problems, and the effects are likely to differ 
depending on the state of the economy, the composition of the fiscal 
adjustment, the temporary or permanent nature of the measures, and the 
response of monetary policy. 

 Largely as a result of these difficulties, empirical estimates of fiscal mul-
tipliers ranged widely before the crisis (e.g., see  Spilimbergo, Symansky, 
and Schindler 2009 ). Early in the crisis, some researchers and policymak-
ers argued that positive confidence effects could dominate the adverse 
mechanical effects of cuts in spending or increases in revenues and lead to 
 “ expansionary fiscal consolidations. ”  Others argued that, in a situation of 
impaired financial intermediation and thus tighter borrowing constraints 
for firms and households, together with the fact that monetary policy was 
facing the liquidity trap, multipliers were instead likely to be larger than 
in more normal times. 

 The wide range of fiscal policy responses to the crisis and its aftermath 
has stimulated new research (see, e.g., the articles in  American Economic 
Journal: Economic Policy  4, no. 2, 2012). Although still a subject of some 
debate, the evidence shows that the multipliers have been larger than in 
normal times, especially at the start of the crisis ( Blanchard and Leigh 
2013 ), with little evidence of confidence effects ( Perotti 2011 ). Beyond 
this conclusion, however, many questions remain unanswered — in par-
ticular, the differential effects, if any, of consolidations based on spending 
cuts rather than on revenue increases. 

 Underlying the debate about multipliers has been the question of the 
optimal speed of fiscal consolidation (with some in the United States 
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actually arguing for further fiscal stimulus). In reality, for many countries 
severely affected by the crisis, the speed of consolidation has not been 
a matter of free choice; rather, it has largely been imposed on them by 
market pressures. Indeed, cross-country variation in the speed of adjust-
ment has been explained in good part by differences in sovereign bond 
yields. 

 For countries that have some fiscal room, conceptually, the issue is 
how to trade off first moments for second moments, that is, how to trade 
off the adverse short-run effects on growth of faster consolidation against 
the decrease in risks coming from lower debt levels over time. (The argu-
ment that fiscal stimulus can more than pay for itself, and thus decrease 
debt levels, seems to be as weak as the earlier argument that fiscal con-
solidation could increase output in the short run). However, because of 
the relevance of multiple equilibria, and our poor understanding of the 
behavior of investors in this context, these risks are difficult to assess 
with any degree of precision. Thus, while fiscal consolidation is needed, 
the speed at which it should take place will continue to be the subject of 
strong disagreement. 

 Within this context, a few broad principles should still apply, as were 
articulated in various IMF publications ( Cottarelli and Vi ñ als 2009 ; 
 Blanchard and Cottarelli 2010 ;  IMF 2010 ;  Mauro 2011 ; IMF  World 
Economic Outlook , various issues; IMF  Fiscal Monitor , various issues). 
In light of the distance to be covered before debt is down to prudent levels 
and of the need to reassure investors and the public at large about the 
sustainability of public finances, fiscal consolidation should be embed-
ded in a credible medium-term plan. The plan should include the early 
introduction of some reforms — such as increases in the retirement age —
 that have the advantage of tackling the major pressures from age-related 
expenditures while not reducing aggregate demand in the near term. 

 The need to control debt has also attracted renewed interest in fiscal 
rules. Many countries, especially in the euro area, have introduced medium-
term fiscal adjustment plans and have strengthened their commitment to 
fiscal rules. For example, Germany, Italy, and Spain have recently amend-
ed their constitutions to enshrine a commitment to reducing the structural 
deficit to zero or nearly zero by specific dates, all within a few years. 
More generally, many new fiscal rules have been adopted and existing 
ones strengthened in response to the crisis, in both advanced economies 
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and emerging market economies ( Schaechter et al. 2012 ). The evidence 
on medium-term fiscal adjustment plans shows that a wide range of 
shocks — especially those to economic growth — have the potential to 
derail implementation ( Mauro 2011 ;  Mauro and Villafuerte 2013 ). This 
potential highlights the importance of explicitly including mechanisms 
to deal with such shocks, thus permitting some flexibility while credibly 
preserving the medium-term consolidation objectives. Examples of help-
ful mechanisms include multiyear spending limits; the exclusion of items 
that are cyclical (e,g,, unemployment benefits), nondiscretionary (e.g., 
interest payments), or fiscally neutral (e.g., EU-funded projects); or the 
use of cyclically adjusted targets that let the automatic stabilizers operate 
in response to cyclical fluctuations. 

 D.   Can We Do Better Than Automatic Stabilizers? 

 Other things equal, if the concern is output growth in the short run, 
weaker private demand (whether domestic or foreign) should call for 
slower fiscal consolidation. This argument has led several countries to 
shift from nominal fiscal targets to structural targets, so as to let auto-
matic stabilizers function. 

 This leads to a question raised in our earlier paper. Although letting 
automatic stabilizers work is better than not doing so, stabilizers are 
unlikely to deliver the optimal cyclical fiscal policy response. First, the 
usual argument that the effect of automatic stabilizers on debt cancels 
out over time applies only to the extent that movements in output are 
temporary. This may not be the case. As discussed in section III, it is not 
clear, for example, how much of the recent decline in output (relative to 
trend) is temporary or permanent. Second, the overall strength of auto-
matic stabilizers varies from country to country and depends on societal 
choices — on the size of the government, as well as on tax and expenditure 
structures — that were made on the basis of objectives other than cyclical 
fiscal policy. Thus, the strength of the automatic stabilizers could be insuf-
ficient, or it could be excessive. 

 Thus, our earlier paper asked, why not design better stabilizers 
( Blanchard, dell ’ Ariccia, and Mauro 2010 )? For instance, for countries 
in which existing automatic stabilizers were considered too weak, pro-
posals for automatic changes in tax or expenditure policies are appeal-
ing. Examples include cyclical investment tax credits, or prelegislated tax 
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cuts that would become effective if, say, job creation fell below a certain 
threshold for a few consecutive quarters. Perhaps because the policy focus 
has been on consolidation rather than on the active use of fiscal policy, 
there has been, as far as we know, little analytical exploration (an excep-
tion is  McKay and Reis 2012 ) and essentially no operational uptake of 
such mechanisms. 

 III.   Macroprudential Instruments 

 One of the unambiguous lessons from the crisis is that dangerous imbal-
ances can build beneath a seemingly tranquil macroeconomic surface. 
Inflation can be stable, output can appear to be at potential, but things 
may still not be quite right. Sectoral booms may lead to an unsustainable 
composition of output — for example, too much housing investment. Or 
financial risks may build up because of the way real activity is funded 
(e.g., excessively leveraged financial institutions, excess household indebt-
edness, excess maturity mismatches in the banking system, recourse to off-
balance-sheet products entailing large tail risks). Critically, the effects of 
these imbalances can be highly nonlinear. Long and gradual buildups can 
be followed by abrupt and sharp busts, with major welfare consequences. 

 Beyond a desirable strengthening of prudential supervision over the 
financial sector, what else can be done to prevent such problems from 
reoccurring or to cushion their blow? Monetary and fiscal policies are 
not the best tools for addressing these imbalances (at least as a first line 
of defense). Monetary policy has too broad a reach to deal cost-effectively 
with sectoral booms or financial risks. Fiscal measures can be more tar-
geted, but time lags and political economy problems limit their useful-
ness. These shortcomings have led to increasing interest in more targeted 
 “ macroprudential instruments ”  (see  Borio and Shim 2007  for an early 
discussion). The potential use of these instruments was a major theme 
of our first conference, and it has been an active field of research since 
the start of the crisis (e.g.,  ECB 2012 ). Now that some of these tools 
have been adopted in practice, we better understand their effects and their 
limitations. But we are still a long way from knowing how to use them 
reliably. Empirical evidence on the effectiveness of these measures is scant, 
and the way they work and interact with other policies is likely to depend 
on a country ’ s specific financial sector structure and institutions. 
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 Among the conceptual issues that need to be solved are the articu-
lations between macroprudential and microprudential regulations, and 
between macroprudential policies and monetary policy. We take them in 
turn. 

 A.   How to Combine Macroprudential Policy and Microprudential 

Regulation? 

 Traditional microprudential regulation is partial equilibrium in nature. As 
a result, it does not sufficiently take into account the interactions among 
financial institutions and between the financial sector and the real econ-
omy. The same bank balance sheet can have very different implications 
for systemic risk depending on the balance sheets (and the interconnec-
tions) of other institutions and the state of the economy as a whole. Thus, 
prudential regulation has to add a systemic and macro dimension to its 
traditional institution-based focus. Regulatory ratios must reflect risk 
not in isolation but in the context of the interconnections in the financial 
sector, and must also reflect the state of the economy. 

 These considerations suggest that micro- and macroprudential func-
tions should be under the same roof. However, political economy con-
siderations may favor keeping the two functions under two different 
agencies. Several aspects of regulation (e.g., the degree of bank competi-
tion, policies to foster credit access, or those determining foreign bank 
participation) may be politically too difficult to delegate to an indepen-
dent agency. On the contrary, the macroprudential function is more akin 
to monetary policy (with some caveats outlined below): unpopular tasks 
such as leaning against the wind during a credit boom are likely best per-
formed by an independent agency. If that is the case, an alternative design 
could have the macroprudential authority in charge of the cyclical man-
agement of certain prudential measures, leaving the rest to the micropru-
dential regulator. (This is the approach followed in the United Kingdom, 
where the Financial Policy Committee of the Bank of England will be able 
to vary the capital ratios to be applied by microprudential regulators.) 

 B.   What Macroprudential Tools Do We Have, and How Do They 

Work? 

 One can think of macroprudential tools as falling roughly into three cat-
egories: (1) tools seeking to influence lenders ’  behavior, such as cyclical 
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capital requirements, leverage ratios, or dynamic provisioning; (2) tools 
focusing on borrowers ’  behavior, such as ceilings on loan-to-value ratios 
(LTVs) or on debt-to-income ratios (DTIs); and (3) capital flow manage-
ment tools. 

 Cyclical Capital Ratios and Dynamic Provisioning   The logic of cyclical 
capital ratio requirements is simple: they force banks to hold more capi-
tal in good times (especially during booms) so as to build buffers against 
losses in bad times. In principle, cyclical requirements can smooth a boom 
or limit credit growth beforehand, as well as limit the adverse effects of a 
bust afterward. Dynamic provisioning can do the same, by forcing banks 
to build an extra buffer of provisions in good times to help cope with 
losses if and when bad times come. 

 In practice, however, implementation is not so easy. First is the 
issue of the regulatory perimeter. Requirements imposed on banks may 
be circumvented through recourse to nonbank intermediaries, foreign 
banks, and off-balance-sheet activities. Regulators might find themselves 
incrementally extending the regulatory perimeter as market participants 
devise ever more innovative ways to circumvent it. Second is the practi-
cal question of what measures the cyclicality of requirements should be 
based on: the economic cycle, credit growth (as suggested under Basel 
III), asset-price dynamics (typically real estate)? Third, procyclicality is 
not effective if banks hold capital well in excess of regulatory minimums 
(as often happens during booms). Finally, time consistency is likely to 
be an issue: regulators may find it politically difficult to allow banks to 
reduce risk weights during a bust (when borrowers become less credit-
worthy and bank balance sheets are more fragile). In the past, regulators 
have achieved this, to some extent, through informal forbearance. A more 
transparent approach may be more difficult to sell to the public (recall 
the outcry against excessively leveraged banks in the wake of the crisis). 
This calls for a rules-based approach and an independent policymaker. 
(However, given the problems just described and the political economy 
issues discussed in a later paragraph, rules-based approaches present their 
own difficulties.) 

 Do these tools work? Evidence is mixed (see  Saurina 2009 ;  Crowe et al. 
2011 ;  Dell ’ Ariccia et al. 2012 ). Tighter capital requirements and dynamic 
provisioning have typically not stopped credit and real estate booms. But 
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in a number of cases, they appear to have curbed the growth of particu-
lar groups of loans (such as foreign exchange – denominated loans), sug-
gesting that these episodes would have been even more pronounced had 
action not been taken. In addition, in some cases, these measures provided 
for larger buffers against bank losses and helped to contain the fiscal costs 
of the crisis ( Saurina 2009 ). 

 Loan-to-Value and Debt-to-Income Ratios   Limits on LTV and DTI 
ratios are aimed at preventing the buildup of vulnerabilities on the bor-
rower ’ s side. After a bust, they can potentially reduce bankruptcies and 
foreclosures, leading to smaller macroeconomic busts. 

 Again, implementation is challenging. First, these measures are difficult 
to apply beyond the household sector. Second, attempts to circumvent 
them may entail significant costs. In particular, they may result in liability 
structures that complicate debt resolution during busts (e.g., LTV limits 
may lead to widespread use of second lien mortgages, which become a 
major obstacle to debt restructuring if a bust occurs). Circumvention may 
involve a shifting of risks not only across mortgage loan products but 
also to outside the regulatory perimeter through expansion of credit by 
nonbanks, less-regulated financial institutions, and foreign banks (which 
may result in increased currency mismatches as the proportion of foreign 
exchange – denominated loans rises). Undesired side effects can also occur 
to the extent that housing wealth is used as collateral in commercial loans 
(e.g., by small-business owners). 

 However, the limited existing empirical evidence suggests that these are 
promising measures. For instance, during episodes of quickly rising real 
estate prices, LTV and DTI limits appear to reduce the incidence of credit 
booms and to decrease the probability of financial distress and below 
par growth following the boom (see  Crowe et al. 2011 ;  Dell ’ Ariccia 
et al. 2012 ). 

 Capital Controls   Capital controls (which the IMF refers to as  “ capital 
flow management tools ” ) are aimed at risks coming from volatile capital 
flows. Although they have a long history, their use has been controversial. 
In recent years the IMF has argued that, if macro policies are appropri-
ate, and if the flows are having an adverse impact on financial or macro-
economic stability, the use of these tools can be appropriate, typically in 
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combination with other macroprudential tools ( Ostry et al. 2010 ;  IMF 
2012b ). The arguments are similar to those developed in the earlier dis-
cussion of the rationale for foreign exchange intervention. Capital controls 
and foreign exchange intervention are both complements and substitutes: 
complements because capital controls decrease the elasticity of flows 
with respect to relative rates of return, thereby making foreign exchange 
intervention more powerful; substitutes because both can be used to 
affect the exchange rate. An advantage of capital controls compared 
with foreign exchange intervention is that they can be targeted at specific 
flows, but, precisely because controls are targeted, they are also more 
exposed to circumvention (e.g., when flows are opportunistically rela-
beled to that end). 

 Because capital controls have been used many times in the past, 
evidence on their effects is more abundant, but still surprisingly incon-
clusive ( Ostry et al. 2010 ). An often stated conclusion is that controls 
affect the composition of flows but not their level; this, however, seems 
unlikely, given the specialization of the different types of investors. 
If capital controls decrease short-term flows, it is unlikely they will be 
replaced by long-term flows, one for one. First readings of the experience of 
Brazil, which has used taxes on capital inflows during the current crisis, 
varying both the tax rate and the perimeter of the tax over time, are 
mixed: despite some circumvention, they appear to have slowed down 
portfolio inflows and limited exchange rate appreciation (for two views, 
see  Jinjarak, Noy, and Zheng 2012 ;  Chamon and Garcia 2013 ). 

 C.   How to Combine Monetary and Macroprudential Policies? 

 If macroprudential tools are to play an important role in the future, a 
central issue is the way in which macroprudential and monetary policies 
interact: on the one hand, low policy rates affect behavior in financial 
markets, leading to potentially excessive risk taking. Macroprudential 
tools, on the other hand, affect aggregate demand through their effects 
on the cost of credit. 

 In theory, if both policies worked perfectly — that is, if they could be 
used to achieve full macroeconomic and financial stability — then mac-
roeconomic stability could be allocated to the monetary authority and 
financial stability to the macroprudential authority. If a change in the 
monetary policy stance led to an excessive increase or decrease in risk 
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taking, macroprudential tools could be adjusted accordingly. Similarly, 
monetary policy could offset any decline in aggregate demand associated 
with a tightening in macroprudential conditions. 

 In practice, however, both tools work far less than perfectly. Therefore, 
one policy cannot be blind to the limitations of the other. To the extent 
that macroprudential tools work poorly, monetary policy must take into 
account financial stability, as discussed in the section on monetary policy. 
Similarly, when monetary policy is unavailable to deal with an individual 
country ’ s cycle (as under a currency union or an exchange rate peg), mac-
roprudential tools have to contribute to the management of aggregate 
demand (for a discussion, see  IMF 2012c ). 

 In principle, coordination between the two authorities can solve this 
problem; however, it is likely that each policymaker cares primarily about 
his or her own objective. If this is the case, separate agencies with differ-
ent powers and mandates (a central bank, much like those we have now, 
in charge of monetary policy and tasked with price and output stability, 
and a financial authority in charge of macroprudential policy and tasked 
with macrofinancial stability) independently setting monetary and mac-
roprudential policy will typically not end up coordinating on the first-best 
solution. For example, in a recession, the central bank may cut the policy 
rate aggressively to stimulate demand. Worried about the effects of a 
relaxed monetary stance on risk taking, the financial authority may react 
by tightening macroprudential regulation. Anticipating this response and 
its contractionary effect on demand, the central bank may cut rates even 
more aggressively. And so on. The outcome is a policy mix with interest 
rates that are too low and macroprudential measures that are too tight 
relative to what a coordinated solution would deliver. 

 The obvious solution, on paper, to this problem is consolidation: 
put everything under one roof, which is probably the preferable design. 
Indeed, beyond the arguments just given, putting the central bank in 
charge of micro- and macroprudential tools gives it information useful to 
the conduct of monetary policy (see, e.g.,  Coeure 2013;  see  J á come, Nier, 
and Imam 2012  for a discussion of institutional arrangements in Latin 
America). Yet, just as for the consolidation of micro- and macropruden-
tial policies, there are also costs associated with this arrangement. 

 First, to the extent that macroprudential tools work imperfectly, a 
central bank with a dual mandate will have a harder time convincing the 
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public that it will fight inflation (and thus anchor expectations) if and 
when inflation fighting conflicts with the other objective. (This was one 
of the arguments used earlier for moving prudential supervision out of 
central banks and giving it to financial stability authorities.) 

 Second, and perhaps more critical, consolidation raises political 
economy issues. Central bank independence (achieved through the out-
sourcing of operational targets to nonelected technocrats) was facilitated 
by a clear objective (inflation) and relatively simple operational tools 
(open market operations and a policy rate). The measurable nature of the 
objective allowed for easy accountability, which in turn made operational 
independence politically acceptable. The objectives of macroprudential 
policy are murkier and more difficult to measure, for several reasons. 
First, there are multidimensional intermediate targets: credit growth, 
leverage, asset-price growth, and so on. Second is the issue of understand-
ing the relationship of the macroprudential objectives to the financial 
stability objective. Third, defining financial stability and identifying its 
desirable level is difficult: a policy rate hike can be defended after the fact 
by showing that inflation is close to the target and arguably would have 
exceeded it if tightening had not occurred, whereas a tightening of mac-
roprudential measures that prevents a financial crisis could be attacked 
afterward as unnecessary. Fourth, the very fact that the macropruden-
tial tool is targeted implies that its use may raise strong, focused politi-
cal opposition. For example, young households may strongly object to 
a decrease in the maximum LTV. Because of these features, the indepen-
dence of macroprudential policy is on weaker ground. And opponents 
of the idea of a centralized authority worry that political interference 
with macroprudential policy will undermine the independence of mon-
etary policy. (Again, the UK may be showing the way, by having a Mon-
etary Policy Committee and a Financial Policy committee, both within the 
Bank of England). 

 IV.   Conclusions 

 To go back to the issue raised at the start of the discussion, despite signifi-
cant research progress and policy experimentation in the last two years, 
the contours of future macroeconomic policy remain vague. The relative 
roles of monetary policy, fiscal policy, and macroprudential policy are 
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still evolving. We can see two alternative structures developing: at a less 
ambitious extreme, a return to flexible inflation targeting could be fore-
seen, with little use of fiscal policy for macroeconomic stability purposes, 
and limited use of macroprudential instruments as they prove difficult or 
politically costly to use. At a more ambitious extreme, central banks could 
be envisaged to have a broad macroeconomic and financial stability man-
date, using many monetary and macroprudential instruments, together 
with a more active use of fiscal policy tools. Where we end up is likely to 
be the result of experimentation, with learning pains but with the expec-
tation of more successful outcomes. 

 Note 

 This paper was written as background for the conference  “ Rethinking Macro-
economic Policy II, ”  sponsored by the International Monetary Fund, Washing-
ton, D.C., April 16 – 17, 2013. We thank George Akerlof, Markus Brunnermeier, 
Olivier Coibion, Jorg Decressin, Avinash Dixit, Chris Erceg, Josh Felman, and 
Jonathan Ostry for useful comments and suggestions. 
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 Thank you to the International Monetary Fund for allowing me to take 
part in what I expect will be a very lively discussion.  1   

 Only five or six years ago, there wouldn ’ t have been a panel on the 
 “ many instruments ”  and  “ many targets ”  of monetary policy. Before the 
financial crisis, the focus was on one policy instrument: the short-term 
policy interest rate. Although central banks did not uniformly rely on a 
single policy target, many adopted an  “ inflation targeting ”  framework 
that, as the name implies, gives a certain preeminence to that one objec-
tive. Of course, the Federal Reserve has long been a bit of an outlier in 
this regard, with its explicit dual mandate of price stability and maxi-
mum employment. Still, the discussion might not have gone much beyond 
 “ one instrument and two targets ”  if not for the financial crisis and its 
aftermath, which have presented central banks with great challenges and 
transformed how we look at this topic. 

 Let me start with a few general observations to get the ball rolling. 
In terms of the targets, or, more generally, the objectives of policy, I see 
continuity in the abiding importance of a framework of flexible inflation 
targeting. By one authoritative account, about twenty-seven countries 
now operate full-fledged inflation-targeting regimes.  2   The United States 
is not on this list, but the Federal Reserve has embraced most of the key 
features of flexible inflation targeting: a commitment to promote low and 
stable inflation over a longer-term horizon, a predictable monetary poli-
cy, and clear and transparent communication. The Federal Open Market 
Committee (FOMC) struggled for years to formulate an inflation goal 
that would not seem to give preference to price stability over maximum 
employment. In January 2012, the committee adopted a  “ Statement on 
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Longer-Run Goals and Monetary Policy Strategy, ”  which includes a 2 
percent longer-run inflation goal along with numerical estimates of what 
the committee views as the longer-run normal rate of unemployment. 
The statement also makes clear that the FOMC will take a  “ balanced 
approach ”  in seeking to mitigate deviations of inflation from 2 percent 
and employment from estimates of its maximum sustainable level. I see 
this language as entirely consistent with modern descriptions of flexible 
inflation targeting. 

 For the past four years, a major challenge for the Federal Reserve and 
many other central banks has been how to address persistently high un-
employment when the policy rate is at or near the effective lower bound. 
This troubling situation has naturally and appropriately given rise to ex-
tensive discussion about alternative policy frameworks. I have been very 
keen, however, to retain what I see as the key ingredient of a flexible in-
flation-targeting framework: clear communication about goals and how 
central banks intend to achieve them. 

 With respect to the Federal Reserve ’ s goals, price stability and maxi-
mum employment are not only mandated by the Congress but are also 
easily understandable and widely embraced. Well-anchored inflation ex-
pectations have proven to be an immense asset in conducting monetary 
policy. They have helped keep inflation low and stable while monetary 
policy has been used to help promote a healthy economy. After the onset 
of the financial crisis, these stable expectations also helped the United 
States avoid excessive disinflation or even deflation. 

 Of course, many central banks have, in the wake of the crisis, found it 
challenging to provide appropriate monetary stimulus after their policy 
interest rate hit the effective lower bound. This is the point where  “ many 
instruments ”  enters the discussion. The main tools for the FOMC have 
been forward guidance on the future path of the federal funds rate and 
large-scale asset purchases. 

 The objective of forward guidance is to affect expectations about how 
long the highly accommodative stance of the policy interest rate will be 
maintained as conditions improve. By lowering private-sector expecta-
tions of the future path of short-term rates, this guidance can reduce 
longer-term interest rates and also raise asset prices, in turn, stimulat-
ing aggregate demand. Absent such forward guidance, the public might 
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expect the federal funds rate to follow a path suggested by past FOMC 
behavior in  “ normal times ”  — for example, the behavior captured by John 
Taylor ’ s famous Taylor rule. I am persuaded, however, by the arguments 
laid out by our panelist Michael Woodford and others suggesting that the 
policy rate should, under present conditions, be held  “ lower for longer ”  
than conventional policy rules imply. 

 I see these ideas reflected in the FOMC ’ s recent policy. Since Septem-
ber 2012, the FOMC has stated that a highly accommodative stance of 
monetary policy will remain appropriate for a considerable time after 
the economic recovery strengthens. Since December 2012, the commit-
tee has said it intends to hold the federal funds rate near zero at least 
until unemployment has declined below 6 ½  percent, provided that infla-
tion between one and two years ahead is projected to be no more than 
a half percentage point above the Committee ’ s 2 percent longer-run goal, 
and longer-term inflation expectations continue to be well anchored. 
I believe that the clarity of this commitment to accommodation will 
itself support spending and employment and help to strengthen the 
recovery. 

 Asset purchases have complemented our forward guidance, and the 
many dimensions of different purchase programs arguably constitute 
 “ many instruments. ”  In designing a purchase program, one must consider 
which assets to buy: just Treasury securities or agency mortgage-backed 
securities as well? Which maturities? The Federal Reserve, the Bank of 
England, and, more recently, the Bank of Japan have emphasized longer-
duration securities. At what pace should the securities be purchased? And 
how long should they be held once purchases cease? Each of these factors 
may affect the degree of accommodation delivered. Two innovations in 
the FOMC ’ s current asset purchase program, for example, are that it is 
open-ended rather than fixed in size like past programs and that the over-
all size of the program is explicitly linked to seeing a substantial improve-
ment in the outlook for the labor market. 

 In these brief remarks, I won ’ t thoroughly review the benefits or costs 
of our highly accommodative policies, emphasizing only that I believe 
they have, on net, provided meaningful support to the recovery. But I 
do want to spend a moment on one potential cost — financial stability —
 because this topic returns us to the theme of  “ many targets ”  for central 
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banks. As Chairman Bernanke has observed, in the years before the crisis, 
financial stability became a  “ junior partner ”  in the monetary policy proc-
ess, in contrast with its traditionally larger role.  3   The greater focus on 
financial stability is probably the largest shift in central bank objectives 
wrought by the crisis. 

 Some have asked whether the extraordinary accommodation being 
provided in response to the financial crisis may itself tend to generate 
new financial stability risks. This is a very important question. To put it 
in context, let ’ s remember that the Federal Reserve ’ s policies are intended 
to promote a return to prudent risk-taking, reflecting a normalization 
of credit markets that is essential to a healthy economy. Obviously, risk-
taking can go too far. Low interest rates may induce investors to take on 
too much leverage and reach too aggressively for yield. I don ’ t see per-
vasive evidence of rapid credit growth, a marked buildup in leverage, or 
significant asset bubbles that would threaten financial stability, but there 
are signs that some parties are reaching for yield, and the Federal Reserve 
continues to carefully monitor this situation. 

 However, I think most central bankers view monetary policy as a 
blunt tool for addressing financial stability concerns and many probably 
share my own strong preference to rely on micro- and macroprudential 
supervision and regulation as the main line of defense. The Federal Re-
serve has been working with a number of federal agencies and interna-
tional bodies since the crisis to implement a broad range of reforms to 
enhance our monitoring, mitigate systemic risk, and generally improve 
the resilience of the financial system. Significant work will be needed to 
implement these reforms, and vulnerabilities still remain. Thus, we are 
prepared to use any of our many instruments as appropriate to address 
any stability concerns. 

 Let me conclude by noting that I have touched on only some of the 
important dimensions of monetary policy targets and instruments that 
have arisen in recent years. I look forward to a discussion that I expect 
will explore these issues and perhaps raise others.   
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 Notes 

 1.   The views I express here are my own and not necessarily those of my col-
leagues in the Federal Reserve System. 

 2.   See Gill Hammond,  State of the Art of Inflation Targeting , Centre for Central 
Banking Studies, CCBS Handbook No. 29 (London: Bank of England, 2012), 
 www.bankofengland.co.uk/education/Documents/ccbs/handbooks/pdf/ccbshb29
.pdf . 

 3.    http://www.federalreserve.gov/newsevents/lectures/the-aftermath-of-the-crisis
.htm . 
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 In addressing monetary policy ’ s targets and instruments, I would like to 
focus on how much of the precrisis inflation-targeting frameworks we 
should keep going forward. There are two dimensions to the issue. The 
first relates to the ability of the inflation-targeting framework to ensure 
price stability, in particular during times of market exuberance, which 
may lead to the buildup of bubbles, whose burst jeopardizes financial 
stability and thus price stability. In light of experience, a pure inflation-
targeting framework, one that ignores financial imbalances, may not allow 
a proper calibration of monetary policy. The second dimension relates to 
the postcrisis developments, where the inflation-targeting framework has 
not provided an appropriate monetary policy stance capable of address-
ing the challenges that advanced economies are currently facing. The task 
of cleaning up the mess after the bubble burst is much more complex than 
what the precrisis conventional wisdom expected. 

 There is an increasing literature on the first issue, in particular that 
addressing how to make inflation-targeting frameworks more flexible to 
incorporate the financial sector and how to broaden the range of tools 
available to central banks to address financial stability issues so as to 
prevent credit bubbles. I will therefore concentrate on the second issue, 
which questions the use of inflation targeting as the appropriate frame-
work for getting out of a crisis like the 2008 – 2012 one. 

 Indeed, monetary policy does not currently seem to be as effective as 
expected. This certainly points to the need to improve economic models 
that are used for policy analysis. The question is whether central banks 
should work toward improving the existing models or whether they need 
to totally change the approach. 

 Monetary Policy, the Only Game in Town? 

 Lorenzo Bini Smaghi 
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 Independent of any improvement that might be made in understand-
ing monetary policy, we should not depart from a few fundamental prin-
ciples, related in particular to assigning policy instruments to targets. Two 
principles are worth recalling in all circumstances. The first is that each 
instrument should be assigned to a specific target. The second principle is 
that the assignment should be based on efficiency; that is, each instrument 
should be assigned to the target it can achieve most effectively. 

 These two principles suggest there is no reason to depart in a funda-
mental way from inflation targeting as the basic analytical framework for 
monetary policy during and after a crisis. That we do not understand why 
certain relations that were assumed to hold in the past no longer hold is 
not a good reason to completely change the policy framework. 

 The main frustration with the inflation-targeting framework comes 
from the fact that monetary policy, even when pushed to the extreme 
of keeping very low interest rates for a prolonged period of time and 
implementing nonstandard measures, which have enormously increased 
the size of the central bank ’ s balance sheet, does not seem to be effec-
tive in raising growth, whereas inflation remains broadly in line with its 
target. Indeed, targeting inflation is not a goal in itself but aims at creating 
the conditions for sustainable growth. If keeping inflation on target is not 
leading to stronger growth, then what is its worth? 

 There are two possible reactions to this frustration. The first is to con-
sider that if monetary policy has not been very effective so far in sup-
porting growth, it should become even more expansionary. If the money 
multiplier, so to speak, is lower than expected, we need more monetary 
expansion, in all of its forms. The opposite reaction is to consider that 
perhaps the way in which monetary policy has been conducted so far is 
not very effective in addressing the problems faced by advanced econo-
mies. Trying to push further on this front may actually make monetary 
policy even less effective and increase the collateral damage over time. 

 The two hypotheses should be tested. The problem is that we do not 
seem to have the right analytical model to conduct such an exercise. Indeed, 
the result will depend on the model that is used to compare the costs 
and benefits of the two alternatives. A standard neo-Keynesian model, for 
instance, without a sophisticated financial sector, would probably validate 
the first hypothesis. But we know that models that ignore the financial 
sector do not provide a good description of advanced economies. Their 
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uncritical use in the past may actually have been responsible for the poli-
cies that led to the crisis. 

 The key challenge is thus to improve models with a view to acquiring 
a better understanding of monetary policies ’  impact on agents ’  behavior, 
in particular after the global financial crisis of 2008 − 2009 and its after-
math. Here I would like to draw an analogy with the state of monetary 
theory before rational expectations became an accepted part of the eco-
nomics literature. Standard Keynesian theory of the 1960s assumed that 
agents would react in a na ï ve way to monetary authorities ’  attempt to 
induce inflation so as to reduce the real value of debts and wages. That 
theory, however, could not explain why monetary policy was not capable 
of systematically increasing employment. The reason was that the theo-
retical model used by the policymakers was misspecified. The old models 
assumed agents to be na ï ve, forming their expectations in a backward-
looking fashion, whereas in fact they were not. Agents are much more 
forward-looking than was thought at the time and know that when the 
economy slows down, the central bank will try to stimulate the economy 
by creating surprise inflation. They will thus rationally try to protect their 
income and wealth. If agents have rational expectations, monetary policy 
becomes less effective. Rational expectations are an extreme assumption, 
of course, but one that is useful in explaining the limits of traditional 
models of monetary policy. 

 Back to the present: we may ask ourselves whether monetary author-
ities — and economists — are not now making a similar mistake in con-
sidering economic agents na ï ve when in fact they are not. We know in 
particular — and economic agents know — that there are three ways to get 
out from a debt overhang. The first is to save your way out, which means 
low growth for a protracted period of time. The second is default or debt 
restructuring. The third is inflation. 

 Economic agents want to understand what objective the central bank 
pursues when it embarks on exceptional nonstandard measures. Their 
effectiveness may be very different if the aim is to repair the transmission 
mechanism of monetary policy when the latter is impaired by inefficien-
cies or bottlenecks in the financial system, as may be the case, for instance, 
in the euro area because of the sovereign debt crisis or an undercapital-
ized banking system, or when the objective is to increase the amount of 
liquidity in the system with a view to induce investors to diversify into 
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more risky assets so as to stimulate aggregate demand, as may be the case 
today in Japan and the United States. 

 In other words, it ’ s different if monetary policy tries to address liquid-
ity problems in specific markets instead of stimulating aggregate demand 
or repairing solvency problems. 

 In the first case, monetary policy uses instruments to try to unclog the 
transmission mechanism, enhancing the correlation between the policy 
rate and the interest rate to end users. An example is the Securities Market 
Program implemented by the European Central Bank, whose effects on 
the money base are sterilized, or the purchase of covered bonds, which 
represents an attempt to try to revitalize a specific segment of the banking 
system. The impact on inflation and wealth distribution is limited. 

 In the second case, the objective of monetary policy is broader, as it 
tries to enhance its overall effectiveness by influencing the allocation of 
resources across agents and within financial markets, in particular between 
creditors and debtors. Quantitative easing and forward guidance are 
aimed at this second, broader objective. This type of policy is more likely 
to generate reactions by economic agents, in particular creditors, which 
may in turn have repercussions for the effectiveness of the policy itself. 

 Inflation reduces the real value of the debt, and thus redistributes 
wealth from creditors to debtors. The best way to redistribute wealth 
ex post is to create unexpected inflation while maintaining low interest 
rates for a protracted period of time. This is the stock adjustment effect. 
By reducing the real return on safe assets, this strategy also redistributes 
wealth through a flow effect, as investors shift their preferences toward 
riskier investments until inflation picks up and the returns on these assets 
turn out to be lower than anticipated. 

 The instruments that are currently used by central banks, such as very 
low interest rates for a prolonged period of time, forward guidance, and 
massive balance sheet expansion, are ways to try to tax creditors and 
subsidize borrowers, either directly by inferring capital losses and gains 
or indirectly by socializing losses accumulated on central banks ’  balance 
sheets. It is another way of trying to do what central banks did in the 
1960s by reducing the real value of wages or, to put it in Milton Fried-
man ’ s terms, to fool some of the people (i.e., creditors) at least some of 
the time. This is why such a policy is also named  “ financial repression. ”  
Financial repression is actually the optimal way to get out of a debt 
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crisis, much as surprise inflation used to be considered the optimal way to 
reduce real wages and stimulate employment. 

 Such a policy assumes, however, that economic agents, in particular 
creditors, are na ï ve and do not react to policymakers ’  attempts to reduce 
the real value of their assets. This is what the models used by the policy 
authorities assume. And this is what makes the policy optimal. But it is 
fair to ask, as some economists did 40 years ago, whether the real world 
really looks like the models that policymakers use, and whether agents 
are indeed so na ï ve as to passively accept financial repression. The fact 
that monetary policy is not as effective as we thought may suggest that it ’ s 
not the economic agents who are na ï ve. 

 I would like to raise a couple of issues in this respect. 
 The first is that financial repression is not easy to implement in highly 

sophisticated financial markets, where it is the task of investors to protect 
themselves against risk, including especially the risk of being trapped into 
excessively low returns on investments. Our models may be too simple to 
capture such behavior. 

 Second, even when agents are not able to protect themselves and are 
pushed toward investing in highly risky assets because of a lack of alter-
natives, that does not mean they are na ï ve and will take the loss passively 
when it materializes. Sophisticated investors may know, for instance, that 
in current market conditions some assets are overpriced, in particular in 
the fixed income market, but they may still be willing to hold them and 
even continue to buy them as long as they think that (1) in the short run 
these assets are nevertheless relatively attractive, and it may be risky to 
hold positions that are contrarian to the central bank ’ s policy, and (2) 
they will be the first to sell these assets when the bubble bursts and will 
therefore contain any loss. We know, however, that not all investors can 
be first out of the door, and thus some will have to bear large losses, but 
the rush to the door could be so disorderly that a bursting bubble might 
be very damaging to economic and financial stability. 

 One reason why central banks may feel confident in using the old 
models is that inflation has remained low and inflation expectations are 
still anchored, despite the very expansionary monetary policies that have 
been implemented so far. 

 Here again, one might question whether we have the right model of 
inflation. Our simple models may not sufficiently take into account the 
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fact that asset prices move more quickly than do goods and service prices. 
In fact, asset-price bubbles may build up and burst even before goods 
inflation starts rising. After all, isn ’ t that what happened in 2005 – 2007? 
The bubble burst while inflation was still relatively moderate. 

 We could thus envision a world in which inflation remains low but 
the accommodative monetary policy of the central bank creates asset-
price bubble that may burst even before inflation materializes. The burst 
itself generates deflationary pressures in the goods markets, which then 
requires that the central bank keep a very accommodative monetary 
policy. In such a world, real interest rates that are kept low for too long 
generate bouts of financial instability, which negatively affects the real 
economy and justifies keeping rates low for even longer. The relative sta-
bility in inflation and in the (low) level of interest rates creates the condi-
tions for instability in the financial system and in the real economy. In 
other words, it ’ s not monetary conditions that adapt to real and financial 
conditions but the reverse. Financial conditions and the real economy 
become more unstable as a result of low and stable inflation, fostered by 
accommodative monetary conditions. 

 How far is this description from reality? Doesn ’ t it look very similar 
to what we have observed over the past decade, with relatively low real 
rates of interest and more volatile real growth? The models used by cen-
tral banks to implement monetary policy do not consider these effects. 
Maybe we just need another financial crisis for such issues to get greater 
attention. 

 I would like to make a final point, which also touches upon the struc-
ture of this conference, in which the various macro policies are treated 
separately. If you think about the current discussion about the role of 
monetary policy — and, in particular, the need for monetary policy to 
focus more on growth — it is partly obscured by the fact that other policy 
instruments are subject to severe financial and political constraints. That 
other instruments are constrained does not justify shifting the responsi-
bility for achieving goals other than price stability to monetary policy 
without a better understanding of the potential distortions and risks that 
may be created in the short to medium term. Before abandoning the basic 
principle that monetary policy should primarily aim at price stability, 
there should be a sound and transparent analysis of the intertemporal 
costs that this may entail for society as a whole. 
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 For instance, by conducting aggressive asset purchases and maintain-
ing interest rates at very low levels, the central bank undoubtedly takes 
away the incentive from the fiscal authorities to implement medium-
term fiscal adjustment plans. We have seen this in the euro area. It is also 
apparent in the United States. The policy of persistently low long-term 
interest rates removed the incentive from the Obama administration and 
the US Congress to agree on a medium-term fiscal adjustment plan, and 
the lack of such a plan creates uncertainty about future taxation, which 
may hinder firms from investing. 

 The question should be, are investments more sensitive to the promise 
of low interest rates for a prolonged period of time or to the medium-term 
fiscal uncertainty that such low interest rates involuntarily produce? 

 The low level of long-term rates produced by the bond purchase pro-
gram also contributes to the illusion, held even among some prominent 
economists, that there is no need nor pressure for budgetary adjustment. 

 Another institutional issue relates to the redistributive effects of mon-
etary policy, which are essential for its effectiveness in a post-bubble situ-
ation. It might be questioned whether such a sensitive political issue can 
continue to be dealt with in a semi-disguised way by the central bank 
only, rather than through the normal democratic decision-making pro-
cess, which involves, in particular, the parliament. 

 The crisis has shown how political authorities in our democracies try 
to postpone painful decisions and act only when they come under mar-
ket pressure, as a last resort, at the edge of the cliff. By relieving market 
pressure, the central bank de facto can be led to play a very important 
political role. It can help governments gain time for implementing their 
policies, but it can also lead governments to waste time and indefinitely 
postpone urgent decisions. The central bank can actually be cornered into 
being  “ the only game in town. ”  

 So, isn ’ t it a bit na ï ve to assume that when monetary policy starts 
aiming at other goals, which should be in the realm of the political 
authorities, the institutional framework underlying the central bank and 
its independence will not be affected? Isn ’ t it a bit na ï ve to assume that 
the distortions that are introduced in the economy as a result of central 
banks entering other fields than monetary policy can be removed through 
decisions that can be of a technical nature, that is, decisions that can be 
made just by the central bank? 
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 In other words, there is a risk that the exit strategy from a monetary 
policy that produces fiscal or distributional effects will no longer be just 
a monetary policy issue but a major political one. It is thus, in my view, 
delusional to think that the debate about the exit from the current policy 
is over whether the central bank has the instruments to exit such a policy 
or not. The central bank does have the instruments. Rather, the real ques-
tion is whether it will have the political ability to decide the exit. 

 To be blunt, the independence of the central bank is at risk when 
the central bank enters the field of fiscal, regulatory, and distributional 
policies. 

 In my view, it is very dangerous to address such questions as  “ Should 
central banks more explicitly target activity? Should central banks target 
financial stability, and if so, how? ”  without considering what the role of 
the other policies should be, in particular fiscal, structural, and supervi-
sory policies. Any unconditional answer to these questions — which would 
make the central bank the only player left in town — would lead to a time-
inconsistent monetary policy because it would create incentives among 
the other policymakers to act in a way that would lead monetary policy to 
become ineffective, and would at some point have to be reneged on. This 
would inevitably lead to a loss of credibility of the central bank. Insofar 
as all the other policymakers have already lost part of their credibility, the 
possibility that the central bank may lose it as well should be a concern 
for society as a whole, not only for the central bank. This issue should be 
at the heart of the surveillance mandate of international institutions such 
as the International Monetary Fund. 

 I will conclude with a few words on whether central banks should care 
about the exchange rate. It seems to me that central banks actually care 
too much about the exchange rate, although they will not admit it. In the 
current environment the exchange rate remains the most powerful chan-
nel of transmission of monetary policy. However, this is true only to the 
extent that other central banks ignore it. Because other central banks will 
not ignore it, and cannot ignore it in the current environment, monetary 
policy designed separately by each national central bank will inevitably 
be suboptimal and lead to excess money creation, and thus fuel the next 
asset bubble. 

 This is a typical example of coordination failure. Again, this is an issue 
that cannot be ignored by international macroeconomic surveillance. 



 3 

 The past five years have been an extraordinary period for central banks. 
The breadth and scale of our operations have expanded in ways that 
were previously unimaginable as we responded to a crisis in the banking 
sector and the wider economy. In monetary policy, we have moved into 
uncharted territory. But has our notion of what central banks should do, 
and how, changed? Now is a good time to reflect on where we stand. 

 I want to focus this discussion on two areas. First, I want to distill what 
have we learned about the objectives of monetary policy. Second, I want 
to reflect on the implications of the proliferation of instruments that have 
been used to meet those objectives. 

 Objectives 

 For more than 30 years, the objective of central banks was clear: it was to 
set monetary policy to achieve long-run price stability. But the events of 
the past five years have raised questions about how central banks manage 
the trade-offs between price stability, output stability, and financial stabil-
ity in order to meet our overall macroeconomic objectives. 

 Throughout the era of inflation targeting, the importance of the trade-
off between output and inflation stabilization in the short term has been 
well understood. Monetary policy was seen as aiming at a target for infla-
tion in the long run, which was to be achieved by bringing inflation back 
to target over a suitable time horizon so as to avoid excessive volatility of 
real variables, such as output and employment. Optimal monetary policy 
was seen as a choice of how best to navigate the short-run trade-off while 
ensuring that the long-run objective was met. 

 Monetary Policy during the Crisis: From the 

Depths to the Heights 

 Mervyn A. King 
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 Failure to deliver price stability is costly, as the experience of the 
United Kingdom amply demonstrates.   Figure 3.1  shows the variance of 
inflation and the variance of the output gap in the UK using quarter-
ly data for two periods.  1   Here we may contrast the performance in the 
35 years up to 1992 with the first 15 years of inflation targeting. Better 
policy can take some credit for this improvement, as the anchoring of 
inflation expectations led to a huge reduction in inflation volatility.    

 It was tempting to think that we had moved onto the  “ Taylor frontier, ”  
which maps feasible combinations of the smallest variances of the output 
gap and inflation. The Great Stability appeared to be a permanent break 
from earlier periods — periods when monetary policy exhibited more 
unpredictable behavior and left the economy above and to the right of 
the Taylor frontier (  figure 3.2 ). And in one important sense, it was: the 
dark days of double-digit inflation were consigned to the past.    

 But the Great Stability was not representative of a new normal. The 
variance of the output gap — though not of inflation — has been much 
higher over the past five years as the financial crisis generated a deep 
recession (  figure 3.3 ). So what have we learned?    

 The banking and broader economic crisis has demonstrated that mac-
roeconomic policy can face an additional trade-off between ensuring the 
soundness of the financial system in the medium term and keeping output 
in line with potential output and inflation on target in the near term. Such 
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 Figure 3.1 
 UK Inflation and Output Gap Variances. 
  Source:  Office for National Statistics and Bank of England calculations. 
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a trade-off arises because financial vulnerabilities can build even while 
output is growing steadily and inflation is low and stable. 

 Let me give three examples of the sort of underlying mechanisms in 
play. First, persistent misperceptions of future spending power may gener-
ate a mix of demand that proves to be unsustainable. I believe this was an 
important factor underlying the crisis. Although output in deficit coun-
tries, such as the UK, appeared to be growing at a sustainable rate, that 
gave a misleading impression of the sustainability of the Great Stability. 
In fact, the level of domestic demand was too high and the level of net 
exports correspondingly too weak. Second, as Hyman Minsky described, 
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 Figure 3.2 
 The UK ’ s Precrisis Trade-off? 
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 The Great Stability and Crisis Periods. 
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periods of stability encourage exuberance in credit markets, leading even-
tually to instability.  2   And third, low short-term policy rates may encour-
age investors to take on more risk than they would otherwise accept as 
they  “ search for yield. ”  

 It is arguable that monetary policy paid insufficient heed to the poten-
tial impact of such financial vulnerabilities. Financial shocks are costly 
because their effects can be too rapid for policy easily to offset and 
because they hit potential supply, thereby creating a trade-off between 
output and inflation. In other words, the Taylor frontier is less favorable 
(further from the origin) when account is taken of financial shocks than 
we might have believed. Taking the entire period of inflation targeting, 
including the recent past, might give a more accurate indication of where 
this  “ Minsky-Taylor ”  frontier lies than using data for the Great Stability 
period alone (  figure 3.4 ).    

 What implications does this have for monetary policy? Possibly none, 
if we can rely now on macroprudential tools to ensure financial sector 
resilience. But set those tools to one side for a moment. Monetary policy 
could be used to reach a point more like  P  in   figure 3.5 , with less varia-
tion in the output gap and more variation in inflation than we have actu-
ally experienced over the past 20 years. Put another way, higher interest 
rates in the run-up to the financial crisis might have reduced the impact 
of the subsequent bust — at the cost of below-target inflation and below-
trend output before the crisis hit.  3      

0

1

2

3

0 1 2 3

In
fl

a
ti

o
n

 v
a
ri

a
n

c
e

Output gap variance

1958–1992

2008–2012

1993–2007 

1993–2012

 Figure 3.4 
 The True Trade-off for the UK over 20 Years? 
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 In practice, new macroprudential tools and better microprudential 
supervision will improve the possibilities available to monetary policy-
makers. Having additional instruments in effect brings about a favorable 
shift in the Minsky-Taylor frontier (or surface), which defines the pos-
sibilities open to policymakers.  4   

 Nevertheless, consistent with the new remit  5   given to the Monetary 
Policy Committee by the UK government last month, the experience of 
recent years suggests there may be circumstances in which it is justified 
to aim off the inflation target for a while in order to moderate the risk of 
financial crises. 

 Instruments 

 For institutions generally regarded as conservative or even hidebound, 
central banks have been remarkably innovative in their creation of new 
instruments during the crisis. Lowering official interest rates virtually to 
zero was extraordinary in itself. But the wholesale redesign of frame-
works to supply liquidity to the banking system, the expansion of the 
monetary base by multiples of its precrisis level through the purchase of 
assets held by the nonbank private sector, and the involvement of central 
banks in risky credit easing operations have all raised serious questions 
about the role of central banks — and have even challenged the idea of 
central bank independence. 
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   Table 3.1  shows just how large the scale of central bank expansion 
has been. The monetary base has risen by unprecedented proportions as 
we tried to prevent a collapse of broad money and credit, as happened in 
the United States during the Great Depression and is happening in Greece 
today. And central bank balance sheets have risen across the industri-
alized world, as shown in   table 3.2 . That expansion has reflected both 
money creation through asset purchases and lending against collateral. 
All major central banks have created new ways to lend against collateral.  6   
Far from their image as conservative creatures, are central banks at risk 
of throwing their traditional caution to the wind and ignoring the limits 
on monetary policy?   

  Table 3.1 
 Monetary Base (January 2007 = 100)  

 UK  US  Japan  Euro Area 

 January 
 2007  100  100  100  100 
 2008  113  101  100  109 
 2009  143  209  104  153 
 2010  323  244  109  145 
 2011  304  250  115  140 
 2012  362  323  132  188 
 2013  521  336  146  205 
 Latest  528  359  150  180 

   Note:  Data are month averages for the UK, US, and Japan, and end-of-month for 
the euro area.    
   Sources:  Bank of England, Federal Reserve, Bank of Japan, European Central 
Bank.    

  Table 3.2 
 Size of Central Bank Balance Sheets  

 UK  US  Japan  Euro Area 

 March 2013 
 (% nominal GDP) 

 26  19  34  31 

 Increase since December 2007 
 (pp of nominal GDP) 

 20  12  13  18 

   Sources:  Datastream, Bank of Japan.    
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 Two limits are relevant in current circumstances. First, no matter how 
much liquidity is thrown at the banking system, lending and the economy 
will not recover if the banking system is inadequately capitalized and suf-
fering from excessive leverage. That is why the Bank of England ’ s Finan-
cial Policy Committee has placed weight on the need for the weaker UK 
banks to raise capital. It is not surprising that the more strongly capital-
ized banks in the UK are expanding lending and the poorly capitalized 
banks are contracting lending. 

 Second, there are limits on the ability of domestic monetary policy 
to expand real demand in the face of the need for changes in the real 
equilibrium of the economy. I do not believe that the present problems 
in the UK stem only from a large negative shock to aggregate demand. 
In common with many other countries, the UK ’ s problems also reflect 
the underlying need to rebalance the economy, requiring a reallocation 
of resources both within and between nations. It is not simply a question 
of boosting aggregate demand but of helping to bring about a shift to a 
new equilibrium. That, in turn, implies the need both for large changes 
in relative prices, especially between tradable and nontradable goods and 
services, and a shift in the relative levels of domestic demand at home and 
overseas. There are, therefore, limits on what any one country ’ s domestic 
monetary policies can achieve without the support of others. 

 Despite these limits, circumstances have demanded that central banks 
take extraordinary measures. Such measures can risk moving into terri-
tory more normally associated with fiscal policy and, in doing so, put at 
risk central banks ’  hard-won independence. There are, it seems to me, 
three threats to central bank independence. 

 First, there is the risk of appearing to promise too much or allow-
ing too much to be expected of central banks. With constraints on other 
policy instruments, central banks are seen as  “ the only game in town. ”  
But failure to make clear the limits to monetary policy risks disillusion-
ment with central banks and the inevitable political pressure on them that 
would follow. 

 Second, at the zero lower bound there is no clear distinction between 
monetary and fiscal policy. But it is still important to ensure that central 
banks do not take on to their balance sheets risks to the taxpayer that 
are properly matters that should be decided by elected politicians. To 
ensure price stability in the long run, it is vital to maintain the operational 
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independence of a central bank. Any decisions that put taxpayers ’  money 
at risk must be made by finance ministries, and central banks must protect 
their balance sheets by imposing appropriate haircuts on collateral and 
avoiding the purchase of risky private-sector assets. 

 Third — and important even when we move away from the zero lower 
bound — the expansion of central banks ’  responsibilities to include mac-
roprudential policy and, in the case of the Bank of England, responsibility 
for regulating the banking system has made independence much harder 
to define. The deployment of responsibilities outside monetary policy 
cannot be divorced from the government in the same way as is possible 
for monetary policy. For example, in the area of financial stability and 
banking supervision, there will be times when public funds may be put at 
risk when rescuing or resolving a failing institution — and that decision is 
properly one for the finance ministry. It is far from straightforward for a 
central bank governor to be completely independent in terms of monetary 
policy, somewhat independent in terms of financial stability, and not at all 
independent in terms of operations that risk taxpayers ’  money. 

 The financial crisis has challenged our understanding of the objectives 
of monetary policy and exposed its limits. And, through the prolifera-
tion of instruments and the resulting increase in responsibilities, it has 
complicated the question of central bank independence. How should we 
respond to this more complex environment? We must keep sight of three 
important principles. First, although they should be realistic about what 
can be achieved, it is right that elected politicians and parliaments decide 
on the objectives of policy. Second, as we learned in the 1970s, if the cen-
tral bank is to achieve price stability — its fundamental role — then it must 
be sufficiently independent. And third, to protect that independence, its 
limits should be very clearly circumscribed, and central banks should be 
exceptionally careful with decisions that put public funds at risk. 

 The challenge remains, as it was 20 years ago, to make  “ constrained 
discretion ”  work in practice. But it has got harder.          

 Notes 

 I would like to thank Charlie Bean, Alex Brazier, Spencer Dale, Andy Haldane, 
and Iain de Weymarn for helpful comments and suggestions in preparing this 
chapter, and in particular Tim Taylor, whom I regard as a coauthor, although he is 
absolved of any errors in the current draft. 
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 1.   The inflation measure used is the quarterly rate of increase of the GDP deflator, 
defined as the ratio of nominal GDP to real GDP. The output gap is estimated as 
the difference between the log of real GDP and the trend path of log GDP, derived 
using the Hodrick – Prescott filter. 

 2.   Hyman P. Minsky,  “ The Financial-Instability Hypothesis: Capitalist Processes 
and the Behavior of the Economy, ”  in  Financial Crises: Theory, History, and 
Policy , ed. Charles Kindleberger and Jean-Pierre Laffargue (Cambridge: Cam-
bridge University Press, 1982). 

 3.   A more detailed appraisal of this argument is contained in  “ Twenty Years of 
Inflation Targeting, ”  a 2012 speech by Mervyn A. King, available at http://www
.bankofengland.co.uk/publications/Pages/speeches/2012/606.aspx. 

 4.   A social planner would use both instruments together to pick the welfare-
maximizing point on the frontier (or surface), and in the UK, the Monetary 
Policy Committee is expected to work closely with the Financial Policy Commit-
tee, which has the statutory power to deploy macroprudential instruments. 

 5.   The relevant passage in the Monetary Policy Committee ’ s remit states:  “ Cir-
cumstances may also arise in which attempts to keep inflation at the inflation 
target could exacerbate the development of imbalances that the Financial Policy 
Committee may judge to represent a potential risk to financial stability. The 
Financial Policy Committee ’ s macro-prudential tools are the first line of defence 
against such risks, but in these circumstances the Committee may wish to allow 
inflation to deviate from the target temporarily, consistent with its need to have 
regard to the policy actions of the Financial Policy Committee. ”  The full remit 
is available at http://www.bankofengland.co.uk/monetarypolicy/Documents/pdf/
chancellorletter130320r.pdf. 

 6.   Facilities introduced by the Bank of England have included the Discount 
Window Facility, the Special Liquidity Scheme, Extended Collateral Term Repos, 
Extended Collateral Long Term Repos, and the Funding for Lending Scheme. 
The ECB initiated its Long Term Repo Operations. And Federal Reserve facilities 
include the Term Auction Facility, the Term Assert Backed Securities Loan Facil-
ity, the Primary Dealer Credit Facility, the Commercial Paper Funding Facility, 
the Term Securities Lending Facility, the ABCP Money Market Fund Liquidity 
Facility, the Money Market Investing Funding Facility, and the Term Discount 
Window Program. 

     





 4 

 During the global financial crisis and its aftermath, central banks have 
undertaken unprecedented actions of many kinds. This raises a natural 
question: has the crisis revealed that the previous consensus framework 
for monetary policy was inadequate and should now be fundamentally 
reconsidered? It is surely true that central banks were not too well pre-
pared for the crisis and that new policies had to be created, to a large 
extent on the fly. And it would obviously be desirable to try to learn from 
this experience, to be better prepared for an appropriate response next 
time and perhaps even to reduce the probability of there being a next 
time. 

 This does not mean that all previous conventional wisdom must now 
be discarded. In particular, it has not been shown that central banks erred 
in committing themselves to explicit, quantitative inflation targets. Infla-
tion targeting — and the  “ implicit ”  inflation targeting that was practiced 
by some other central banks — has resulted in a high degree of stability 
in medium-run inflation expectations during the crisis and its aftermath, 
and this has likely improved the stability of the real economy as well. If 
the prolonged high unemployment of the past several years had led to a 
deflationary spiral, our situation would surely have been far worse. That 
has been a benefit of the Fed ’ s and other central banks ’  credibility in infla-
tion stabilization in the years prior to the crisis, and it is not something we 
should want to casually discard. 

 Nevertheless, it is important to stress that inflation targeting need not 
mean and should not mean the caricature sometimes given of it, accord-
ing to which inflation control should be the sole objective of policy at all 
times because inflation stabilization by itself will be sufficient to guarantee 

 Monetary Policy Targets after the Crisis 

 Michael Woodford 
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macroeconomic stability. Recent events have obviously cast considerable 
doubt on this overly simplistic view. However, it ’ s important to remember 
that this was not the view advocated by most proponents of inflation 
targeting even before the crisis. Mervyn King famously called that view 
the  “ inflation nutter ”  position in one of his classic early discussions of 
the theory of inflation targeting  1   and argued instead for a more flexible 
form of inflation targeting. Other leading proponents of inflation target-
ing such as Ben Bernanke and Lars Svensson also consistently argued for 
a flexible conception.  2   They believed it was important to conduct mon-
etary policy in such a way as to maintain medium-run inflation expecta-
tions relatively constant at the preannounced target rate but that it was 
permissible to allow temporary departures of the inflation rate from this 
medium-run target for the sake of other stabilization objectives. A near-
term inflation rate near the target was neither necessary nor sufficient for 
good policy. 

 But this doctrine, while sensible as far as it goes, does leave an important 
question unanswered: What does it mean to conduct policy in the short 
run in such a way as to ensure that medium-run inflation expectations 
remain anchored, even though one is not always acting to keep inflation 
as close as possible to the medium-run target? Inflation-targeting central 
banks talk a lot about how they try to assess whether inflation expecta-
tions are still anchored and whether their internal models still forecast 
an inflation rate near the target some years in the future, but they are 
frequently less clear about what it is about the way in which they intend 
to make policy decisions that would make that a correct expectation. 

 Vagueness on this point didn ’ t create great difficulties in the 15 years 
or so of relative macroeconomic stability prior to the global financial 
crisis. But when larger disturbances occur, the incompleteness of the flex-
ible inflation-targeting doctrine becomes more of a problem. Inflation-
targeting central banks have recently been conducting policy in ways 
that don ’ t seem to be directly dictated by their inflation-targeting frame-
work, but that observation raises questions about whether the framework 
remains in effect. 

 In my view, flexible inflation targeting doesn ’ t need to be repudiated as 
a policy framework, but it does need to be  completed . Inflation-targeting 
central banks need to commit themselves not only to a medium-run infla-
tion target but also to criteria for making nearer-term policy decisions 
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that will, among other desiderata, imply that the inflation rate should be 
near the target if one averages over a sufficient number of years.  3   

 As an example of such a criterion, a central bank might commit itself 
to making short-run decisions that keep nominal GDP as close as possible 
to a particular target path, even in the nearer term. The target path for 
nominal GDP could be chosen so that keeping nominal GDP on that path 
should ensure, over the medium run, an average inflation rate equal to the 
inflation target. At the same time, it would imply that inflation would not 
be the sole determinant of short-run policy decisions. For example, a loos-
ening of policy might be appropriate even when inflation is not running 
below target if insufficient real growth has resulted in a level of nominal 
GDP below the target path.  4   

 Another respect in which the inflation-targeting doctrine prior to the 
crisis has proven to be incomplete is in its failure to specify how policy 
should be carried out if aggregate demand remains insufficient to achieve 
the central bank ’ s stabilization targets, even when the zero lower bound 
on short-term nominal interest rates is reached, as it has been in many 
countries over the last few years. 

 One approach used by several central banks has been  “ forward guid-
ance, ”  or indications by the central bank that interest rates will remain 
low in the future, as a substitute for further immediate interest rate cuts. 
Such announcements do seem to have been able to influence market 
expectations about future short-term rates and hence able to influence 
longer-term interest rates and other asset prices. But important ques-
tions remain about the form that such forward guidance should take and 
how the existence of such statements should constrain subsequent policy 
decisions. 

 One question is whether forward guidance should take the form of a 
statement about future policy  intentions,  or if it suffices for the central 
bank to offer a forecast of its likely future decisions, given the conditions 
that can be anticipated at present. The idea of merely offering a forecast 
has had a certain appeal to central bankers since it doesn ’ t tie the hands 
of the future policy committee. Unfortunately, there is no obvious reason 
for a mere forecast to be effective in stimulating demand. 

 For a central bank forecast of future interest rates to change market 
expectations, it would have to reveal either new information about likely 
future conditions or new information about the central bank ’ s future 
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policy reaction function. But convincing people that interest rates will 
remain low for longer than they had previously expected — either because 
the economic recovery will be slower than previously expected or because 
deflation is coming, and not because of any change in the central bank ’ s 
reaction function — should be expected to have a contractionary rather 
than an expansionary effect on current expenditure.  5   

 This is surely not the aim of forward guidance at the zero lower bound. 
Hence, to be effective, the announcement must communicate a differ-
ent view of the future reaction function; that is, of the conditions under 
which policy will or will not be tightened in the future. 

 But if this is the goal, a mere forecast of future interest rates is not the 
most effective way to change expectations. If a central bank intends to 
conduct policy later in a way that is different from what people in the 
markets would already expect, then it should seek to communicate that 
intention by talking directly about how future policy decisions will be 
made. 

 What kind of statements about future policy decisions would be desir-
able if that were one ’ s aim? Recently, several central banks have made 
statements about specific dates until which the policy rate is expected to 
remain at its lower bound. But while traders and financial markets are 
certainly interested in hearing about such dates, I don ’ t think a date-based 
approach makes sense as a way of communicating future policy inten-
tions. It would not make sense, after all, for a central bank to actually 
bind itself not to consider raising rates before a specific date as far as two 
years in the future regardless of what may occur in the interim. Hence it 
is hard for date-based forward guidance to be understood as a genuine 
communication of policy intentions rather than as a mere forecast. 

 A better approach would instead specify economic conditions that 
must be reached in order for it to be appropriate to raise the policy rate. 
Such a statement should allow market participants to form judgments 
about the likely length of time for which low rates might continue, but it 
will imply that the actual liftoff date would depend on future outcomes, 
as indeed it should. 

 The recent move of the US Federal Open Market Committee (FOMC) 
to replace date-based forward guidance with explicit numerical thresh-
olds for economic indicators is a desirable step. The thresholds, however, 
have had to be determined on an ad hoc basis and do not obviously 
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follow from previously announced policy targets. Nor do they indicate 
the policy that one should expect the FOMC to follow after the current 
anomalous period. 

 Under the version of flexible inflation targeting that I ’ ve just proposed, 
the criterion for liftoff from the zero lower bound could follow from the 
same target criterion that guides policy decisions at other times. A central 
bank that seeks to use its policy instruments to keep nominal GDP on a 
certain, steady growth path could also, when the zero lower bound makes 
it unable to prevent a sustained shortfall of nominal GDP relative to the 
target path, commit itself to maintain unusual policy accommodation 
until nominal GDP can be brought back to that target path, even though 
this would mean seeking higher than average nominal growth during a 
transitional period.  6   

 An approach of this kind to forward guidance during a zero lower 
bound episode would have two advantages over the ad hoc approach. 
First, it would provide an explanation for pursuing unusually aggres-
sive policies in the aftermath of a zero lower bound episode, even as a 
monetary stimulus began to have effects, and it would do this in a way 
that should not create doubts about the cumulative increase in prices that 
might occur before the policy has ended, for the existence of a target path 
for the level of nominal GDP — a target that has not been raised as a result 
of the crisis — implies that nominal growth should indeed be capped. And 
the pursuit of such a temporary policy would remain perfectly consis-
tent with a stated intention to pursue a subsequent approach to policy 
(namely, keeping nominal GDP near that target path) that should once 
again deliver an average inflation rate near the long-run inflation target. 

 The second advantage is that if such a policy were expected to be 
followed as soon as the zero lower bound was reached, this anticipa-
tion should have a stabilizing effect, reducing the distortions associated 
with the zero lower bound on interest rates. If a decline in nominal GDP 
growth owing to an inability to cut the policy rate below the zero lower 
bound were expected to automatically imply faster nominal GDP growth 
later to undo the shortfall, this anticipation should reduce the size of that 
initial shortfall. 

 I believe that confidence that central banks would not allow inflation 
to drift permanently below their long-run inflation targets has been a sta-
bilizing factor in the recent crisis. In the same way, I believe that had there 
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been an existing commitment to a nominal GDP target path, this would 
have been an even greater stabilizing factor. 

 Finally, another question raised by the recent crisis is whether central 
banks should have paid more attention to the growing risks to financial 
stability before the crisis. Or, to pose the more practical question of rel-
evance to us now, to what extent should central banks consider risks to fi-
nancial stability when making monetary policy decisions going forward? 

 Certainly, this issue can ’ t be dismissed as easily as it often was before 
the crisis. A popular argument then was that it was difficult to be sure 
a bubble was forming before it burst and that it was therefore more 
practical not to consider the question until after the crash, and then use 
monetary policy to deal with the consequences of the crash. But surely 
the events of 2008 – 2009 and their aftermath have dented our confidence 
regarding how easy it is to  “ mop up after the crash ”  with the tools actu-
ally available to central banks. 

 It therefore makes sense going forward to seek to assess potential 
risks to financial stability before they grow too large, as difficult as that 
undoubtedly will be. This does not, however, mean that monetary policy 
should be the only line of defense. To say that monetary policy might 
have some capacity to restrain the growth of dangerous degrees of lever-
age doesn ’ t imply that no other measures to restrain such developments 
should be needed, if only we had a sound monetary policy. 

 Using monetary policy for this purpose, even under the assumption 
that it could be fully effective, would surely have costs in terms of decreas-
ing the extent to which monetary policy could simultaneously achieve its 
usual stabilization objectives. Hence, it behooves us to seek to improve 
financial regulation, and to develop instruments of macroprudential 
policy as well. Multiple instruments should increase the extent to which 
multiple objectives can simultaneously be pursued, and they are much to 
be desired in this case. 

 Still, in our current situation, without yet having these alternative poli-
cies that can be relied on to fully eliminate the issue of controlling risks to 
financial stability, how should monetary policy take account of the issue? 
Simply tracking the outlook for measures of inflation and real activity 
will not, in general, be sufficient for sound monetary policy decisions. 
It may well be that under most circumstances, risks to financial stability 
will be small enough under all of the currently contemplated interest rate 
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decisions for interest rate policy to be set purely on the basis of expected 
consequences for inflation and output. But one should at least recognize 
the possibility of exceptions to that situation and keep an eye out for 
them. 

 This means that the proposal I ’ ve been describing, that interest rate 
policy be used to keep nominal GDP on a fixed target path, should not 
be viewed as an absolute rule. It might well be reasonable, under some 
circumstances, to maintain tighter policy in order to restrain excessive 
growth of leverage, even if this requires nominal GDP to fall below the 
target path. But this would not, in my view, make the existence of a nomi-
nal GDP target path pointless. 

 In particular, even in the case of a temporary departure from the nom-
inal GDP target path because of financial stability concerns, it makes 
sense for the central bank to remain committed to eventually reaching 
that target path again, through a subsequent period of higher than aver-
age nominal growth to make up for the period of insufficient nominal 
growth.  7   The argument is the same as in the case of the zero lower bound: 
an expectation that current undershooting of the nominal GDP target 
path will subsequently be compensated by a period of higher nominal 
GDP growth should reduce the extent to which a temporarily high policy 
rate causes nominal GDP to undershoot in the first place. 

 To the extent that such anticipation effects occur, they should reduce 
the tension between the goals of restraining risks to financial stability, on 
the one hand, and maintaining macroeconomic stability on the other. This 
is another advantage of modifying the understanding of flexible inflation 
targeting in the more ambitious way I ’ ve just sketched.   
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 Macroprudential Policy 
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 Macroprudential policy is the new kid on the block, perhaps even the 
next big thing. Hopes are high. Reflecting that, we have new macro-
prudential agencies and policies popping up all over the world, in both 
developed and developing economies (see, e.g.,  Aikman, Haldane, and 
Kapadia 2013 ). But that begs the question: What actually is macropru-
dential policy? How should it be executed? And how effective will it be? 

 This session is well positioned to answer these questions, coming after 
the one on monetary policy, because there are direct parallels with, and 
lessons that can be learned from, monetary policy in the design of a mac-
roprudential framework. 

 The state of knowledge about macroprudential regimes today is rough-
ly where monetary policy was in the  ’ 40s — and if I am being charitable, 
that would be the 1940s rather than the 1840s. It is easy to forget that 70 
years ago there was still a great deal of uncertainty about the key tenets 
of an optimal monetary policy framework: 

  •    What were appropriate  objectives?  

  •    What  instruments  should best be deployed? 

  •    What was the appropriate  governance and accountability  framework? 

 Since then, all three of those design features have been, if not resolved, 
then much better articulated for monetary policy frameworks. 

 When it comes to macroprudential policy frameworks, all three fea-
tures are, if not undefined, then poorly articulated at present. Let me 
touch briefly on the each of them in turn. 

 First,  objectives . Macroprudential is, as its name implies, about the 
interaction or interface between prudential policy and the macroeconomy. 

 Macroprudential Policy in Prospect 

 Andrew Haldane 
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But how exactly does that translate into a macroprudential objective? In 
particular, should we think of macroprudential objectives as being: 

  •    To protect the  financial system  from swings and cycles in the real econo-
my? That would give macroprudential policies a purist financial stability 
objective. 

 Or, more ambitiously, are macroprudential policies: 

  •    To protect the  real economy  from swings and cycles in the financial 
system? That would give macroprudential policies a more overtly mac-
roeconomic focus. 

 Put differently, should macroprudential policy be about providing power 
to the elbow of the microprudential supervisor? Or is macroprudential 
policy a legitimately distinct arm of macroeconomic policy, working 
alongside monetary and fiscal policy? 

 This question has a direct parallel with the monetary policy debate 
about appropriate mandates, a debate that to some extent still exists today 
(see, e.g.,  Woodford 2012 ). What is the appropriate balance between 
a purist price stability mandate, on the one hand, and a dual mandate 
that also weighs output and employment objectives on the other? Most 
countries ’  monetary mandates these days tend to weigh wider (than price 
stability) objectives. 

 Existing international experience suggests some important differenc-
es in the scope of macroprudential mandates. For example, the recent 
US stress tests focused on the implications of a severe macroeconomic 
downturn for US banks ’  financial resilience. In other words, stress test-
ing provided a macroprudential overlay to — or power to the elbow of —
 microprudential supervision ( Bernanke 2013 ). This is consistent with a 
type 1 macroprudential mandate. 

 By contrast, in the UK the Bank of England ’ s new Financial Policy 
Committee (FPC) has a statutory macroprudential mandate with a clear 
lexicographic ordering of objectives. This places financial resilience as the 
primary objective, but then weighs output and employment stabilization 
as a secondary objective. There is a dual but ordered mandate — a type 2 
mandate. 

 That mandate has had an important bearing on the actions of the FPC. 
For example, in the middle of 2012 the FPC  reduced  UK banks ’  liquidity 
requirements. This was an overtly countercyclical attempt to stimulate 



Macroprudential Policy in Prospect  67

bank lending and output in the wider economy. More recently the FPC 
has asked UK banks to boost their capital, with an explicit eye to lower-
ing funding and lending rates and thereby supporting the economy. In 
other words, macroprudential policy has operated as an extra arm of 
macroeconomic policy. 

 The macroprudential actions recently undertaken by Brazil, Hong 
Kong SAR, India, Korea, and Israel, among other countries, are also con-
sistent with a type 2 macroprudential mandate. In each case the objec-
tive appears to have been to modulate fluctuations in asset markets — for 
example, the housing market — and thereby the wider economy. Suffice 
it to say, internationally the jury is still out on appropriate objectives for 
macroprudential policies and their scope and ambition. 

 Second,  instruments.  Here again there is a parallel with the monetary 
policy debates of a couple of generations ago. Back then, monetary theo-
rists and practitioners actively debated the relative merits of price-based 
instruments (such as the setting of short-term interest rates) and quantity-
based instruments (such as the setting of targets for base money supply 
or selective use of credit and capital flow controls). In the time since, that 
debate has settled firmly on the side of price-based instruments, certainly 
during normal times. 

 Today, one key strand of the macroprudential debate is whether it 
should be executed using price-based instruments (such as by setting of 
capital and liquidity ratios or by taxing certain financial transactions) or 
quantity-based measures (such as by setting loan-to-value [LTV] or debt-
to-income [DTI] limits for mortgages, or margin requirements for secured 
financing transactions) — or indeed, by a combined toolkit of both. 

 Existing international macroprudential practices differ sharply on 
this question. A recent survey by  Lim and others (2011)  makes clear the 
extent of these differences, summarized in   table 5.1 . In the UK, the Bank 
of England ’ s FPC has expressed a preference for using capital and liquid-
ity tools — price-based instruments — at least when it issues directions to 
other regulators ( Bank of England 2013 ). This was partly on the grounds 
that price-based instruments will tend to be less distortionary in their 
impact on behavior. 

 On the other hand, a number of emerging markets have instead used 
LTV or DTI interventions — quantity-based interventions — as their mac-
roprudential instrument of choice (  table 5.1 ). This was done partly on the 
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grounds that these measures are likely to have a more direct and imme-
diate impact on, for example, the housing market or creditor flows. A 
number of countries have employed both price- and quantity-based mac-
roprudential instruments. Once again, the jury, academically and practi-
cally, remains out.   

 Third,  governance and accountability.  Here there is an interesting 
difference between monetary and macroprudential policy mandates. 
Monetary policy is not, by its nature and in normal times, granular; it is, 
if not blind, then blindfolded to its distributional consequences. Central 
banks cannot set different interest rates for the north versus south of a 
currency area, for those with and without a mortgage, for small firms 
versus large. 

  Table 5.1 
 Cross-Country Use of Macroprudential Instruments (2000 – 2010)  

 Use 
 Limits 
on LTV 

 Limits 
on DTI 

 Capital 
Requirements 

 Deposit 
Reserves 

 Limits on 
Credit Level 

 Individual use  5  2  3  5  2 
 Used in 
conjunction 
with other 
measures 

 15  11  8  14  5 

 Broad  6  5  1  11  1 
 Targeted  14  8  10  8  6 
 Fixed  11  7  0  7  3 
 Time-varying a   9  6  11  12  4 
 Rule  0  0  2  0  0 
 Discretion  9  6  9  12  4 
 Coordination 
with other 
policies 

 13  6  8  14  5 

 No 
coordination 

 7  7  3  5  2 

 Countries 
that use this 
instrument 

 20  13  11  19  7 

   Note:  a. This includes instruments originally used as a response to the cycle, al-
though they were not necessarily reversed in response to credit weakness follow-
ing the 2008 crisis.    
   Source:   Lim and others (2011) .    
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 Macroprudential policies can do just that — and in practice sometimes 
have. For example, LTV or DTI interventions have sometimes been tar-
geted at particular regions or cities or loan types. In that role, they are 
overtly distributional in their impact and, at least in principle, almost 
infinitely granular. While this can have benefits in targeting selective areas 
of risk for policy intervention, this comes at a political economy cost. 
Because of their distributional impact, macroprudential policies raise 
questions about appropriate governance and democratic accountability. 

 These tensions are clearly evident in existing governance structures for 
macroprudential policy around the world.   Table 5.2  provides a summary 
of the governance arrangements for macroprudential policy in a selection 
of countries. Some regimes have placed the central bank in the driver ’ s 
seat, as in the UK. Others have the lead role played instead by the Finance 
Ministry or Treasury as part of a college of regulators, as in the United 
States.   

  Table 5.2 
 Macroprudential Decision-making Frameworks by Country  

 Governance Arrangement  Examples 

  Committee for 
Action  

 India, South Africa, 
Ireland, Czech 
Republic, Lithuania, 
Cyprus, Belgium, 
Greece, Estonia, 
Malta, United 
Kingdom, Portugal, a  
Italy, a  New 
Zealand, a  Finland b  

 France, Germany, 
Bulgaria, Poland, 
Denmark, 
Netherlands, 
Brazil, Hong Kong 

  Committee for 
Coordination  

 Sweden  Spain, US, 
Canada, Australia 

  No committee   Singapore, 
Switzerland 

 Japan, South 
Korea, Turkey 

 China 

 Authority lies with 
central bank 

 Multiple 
agencies,  not  
including the 
Ministry of 
Finance 

 Multiple agencies, 
including the 
Ministry of 
Finance 

      Notes:  a. Portugal, Italy, and New Zealand are currently discussing their frame-
work. b. In Finland, the macroprudential authority is the banking supervisor, not 
the central bank.    
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 Even when in the driver ’ s seat, a central bank assuming macropru-
dential responsibilities is likely to face additional pressures on its inde-
pendence. A larger set of powers, which have a direct impact on the dis-
tribution and levels of GDP, raise important questions about democratic 
legitimacy. Accountability practices may need to be ratcheted upward ac-
cordingly. For central banks, that may be a price worth paying for having 
an extra degree of macroeconomic freedom, but it is a price nonetheless. 

 Resolving all of these macroprudential framework questions will take 
time: for academics, time to conduct research on the efficacy and design 
of macroprudential policies; for policymakers, time to execute and adapt 
these policies in the light of experience. As with monetary policy half a 
century ago, both academics and policymakers have an important role to 
play in developing an intellectually coherent yet operationally practica-
ble framework for macroprudential policy. Doubtless, as with monetary 
policy, this will be a slow, evolutionary process of trial and error. But the 
biggest error we could make would be to not try. 
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 This chapter seeks to provide some context for the macroprudential policy 
debate. The objective is to explore what I consider  the  major source of 
systemic risk, namely, the financial cycle and its link with systemic finan-
cial (banking) crises and the far better known business cycle. I would 
like to highlight a few stylized facts and then turn to the implications for 
macroprudential policy. 

 By  “ financial cycle ”  I mean, somewhat loosely, the self-reinforcing 
interaction between risk perceptions and risk tolerance, on the one hand, 
and financing constraints on the other that, as experience indicates, can 
lead to serious episodes of financial distress and macroeconomic disloca-
tions. This is what has also come to be known as the procyclicality of the 
financial system. 

 There are three takeaways from my presentation. First, the financial 
cycle should be at the very core of our understanding of the macroecon-
omy. To my mind, macroeconomics without the financial cycle is very 
much like  Hamlet  without the prince. Second, the financial cycle has sig-
nificant implications for the design and limits of macroprudential policy. 
And finally, it also has significant implications for the design and limits of 
other policies, notably monetary and fiscal. 

 I will address two questions in turn. What are the properties of the 
financial cycle? I will highlight seven. What are the policy issues it raises? 
I will highlight four. 

 I should mention that what I will be presenting is based on research 
carried out at the Bank for International Settlements (BIS) over the years. 
But many of the findings are quite consistent with work carried out else-
where, including at the IMF.  1   

 Macroprudential Policy and the Financial 
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Suggestions 

 Claudio Borio 



72  Claudio Borio

 The Financial Cycle: Seven Properties 

 It is useful to think of the financial cycle as having seven properties.  2   
 First, its most parsimonious description is in terms of the joint behav-

ior of credit and property prices. In some respects, equity prices, while so 
prominent in finance and macroeconomics, can be a distraction. This in 
turn is related to the next property. 

 Second, the financial cycle has a much lower frequency than the 
traditional business cycle.  3   By  “ traditional business cycle ”  I mean how 
economists and policymakers think of the business cycle and measure 
it. This business cycle has a duration of up to eight years. By contrast, 
the financial cycle that is most relevant for serious macroeconomic dis-
locations has since the early 1980s had a duration of 16 to 20 years. It 
is a medium-term process. This is what we found in a sample of seven 
advanced economies for which we had good data ( Drehmann, Borio, 
and Tsatsaronis 2012 ). The point is illustrated for the United States in 
  figure 6.1 .    
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 Figure 6.1 
 Financial and Business Cycles in the United States. 
  Note : Dark gray and light gray bars indicate peaks and troughs of the combined 
cycle using the turning-point method. The frequency-based cycle (continuous line) 
is the average of the medium-term cycle in credit, the credit to GDP ratio and 
house prices (frequency based filters). The short-term GDP cycle (dashed line) is 
the cycle identified by the traditional short-term frequency filter used to measure 
the business cycle. Shaded areas indicate NBER recessions. 
  Note:  The amplitudes of cycles drawn by the dotted and continuous lines are not 
directly comparable. NBER, National Bureau of Economic Research. 
  Source:   Drehmann, Borio, and Tsatsaronis (2012) . 
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 The figure plots the traditional business cycle (dotted line) and the 
financial cycle (continuous line) as measured through band-pass filters 
as well as peaks and troughs (vertical lines). The financial cycle is identi-
fied by combining the behavior of credit, property prices, and the ratio of 
credit to GDP.  4   The difference in duration is obvious. 

 Equities can be a distraction in the sense that their time-series proper-
ties are closer to those of GDP in terms of the duration of swings. For 
example, the stock market crashes of 1987 and 2000 were followed by 
slowdowns in GDP growth or outright recessions. But the financial cycle 
as measured by credit and property prices continued to expand, only to 
turn a few years later (early 1990s and 2007 – 2008, respectively), bring-
ing the economy down and causing even greater damage. Seen from this 
longer-term perspective, the early contraction phases in economic activity 
can thus be considered  “ unfinished recessions ”  ( Drehmann, Borio, and 
Tsatsaronis 2012 ). 

 Third, peaks in the financial cycle tend to coincide with systemic 
banking crises or serious strains. This was true for all crises after 1985 in 
the sample of advanced countries we examined ( Drehmann, Borio, and 
Tsatsaronis 2012 ). And those crises that occurred well away from the 
peak were  “ imported ” ; that is, they reflected losses on cross-border expo-
sures to financial cycles elsewhere. I recall here, for instance, the losses 
that German and Swiss banks incurred in the most recent financial crisis 
from their exposure to the US financial cycle. Not surprisingly, business 
cycle contractions that coincide with a bust in the financial cycle are 
much deeper. 

 Fourth, thanks to the financial cycle, simple leading indicators can 
identify risks of banking crises fairly well in real time (ex ante)  5   and with 
a good lead (between two to four years, depending on calibration). The 
indicators we have found most useful at the BIS are based on the posi-
tive deviations of the (private sector) credit-to-GDP ratio and of asset 
prices, especially property prices,  jointly  exceeding their respective his-
torical trends (e.g.,  Borio and Drehmann 2009 ;  Borio and Lowe 2002 ).  6   
We may think of these indicators as real-time proxies for the buildup of 
financial imbalances: The deviations of asset prices provide a sense of the 
likelihood and size of the subsequent reversal; those of the credit-to-GDP 
ratio provide a sense of the loss-absorption capacity of the system. These 
indicators flashed red in the United States in the mid-2000s (  figure 6.2 ).    
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 There is also growing evidence that cross-border credit often outpaces 
purely domestic credit during such financial booms (e.g.,  Borio, McCau-
ley, and McGuire 2011 ;  Avdjiev, McCauley, and McGuire 2012 ).  7   

 Fifth, and for much the same reasons, the financial cycle also helps 
in constructing estimates of sustainable output that, compared with tra-
ditional potential output estimates, are much more reliable in real time, 
as well as statistically more precise ( Borio, Disyatat, and Juselius 2013 ). 
None of the current methods, ranging from full-fledged production func-
tion approaches to simple statistical filters, spotted that output was above 
its potential sustainable level ahead of the financial crisis. In recent work, 
we have found that incorporating information about the behavior of 
credit and property prices allows us to do just that. 

   Figure 6.3  illustrates this for the United States by comparing our esti-
mates of the output gaps (the so-called  “ finance-neutral ”  gap) with those 
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 Figure 6.2 
 Leading Indicators of Banking Crises: Credit and Property Price Gaps, United 
States. 
  Note:  The shaded areas refer to the threshold values for the indicators: 2 to 6 
percentage points for the credit-to-GDP gap (a), and 15 to 25 percent for the 
real property price gap (b). The real property price gap is the weighted average 
of residential and commercial property prices with weights corresponding to 
estimates of their share in overall property wealth. The legend refers to the resi-
dential property price component. The estimates for 2008 (a and b) are based on 
partial data (up to the third quarter). OFHEO, Office of Federal Housing Enter-
prise Oversight. 
  Source:   Borio and Drehmann (2009) .  
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 Figure 6.3 
 US Output Gaps: Full-Sample (ex post) and Real-Time (ex ante) Estimates (in per-
centage points of potential output). 
  Notes:  a. International Monetary Fund. b. Organisation for Economic Co-oper-
ation and Development. c. Hodrick-Prescott filter. d. Finance-neutral estimate of 
Borio and others (2013). These are linear estimates of financial gaps; the nonlinear 
estimates, which should better capture the forces at work, would show an output 
gap that is considerably larger in the boom and smaller in the bust. 
  Source:   Borio, Disyatat, and Juselius (2013) . 
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from the IMF and OECD, based on more full-fledged model approaches 
and with a popular statistical filter (the Hodrick – Prescott filter).    

 The traditional estimates made in real time during the economic 
expansion that preceded the crisis indicated that the economy was 
running below, or at most close to, potential (continuous lines in the cor-
responding panels). Only after the crisis did the estimates reveal, though 
to varying degrees, that output had been above its potential sustainable 
level (dotted lines). By contrast, the finance-neutral measure sees this all 
along (panel d in figure 6.3, continuous line). And it hardly gets revised 
as time unfolds (the continuous and dotted lines are persistently very 
close to each other in panel d). One reason why production function and 
similar approaches miss the unsustainable expansion is that they draw 
on the notion that inflation is the only signal of unsustainability. But, as 
we know, ahead of the crisis it was the behavior of credit and property 
prices that signaled that output was on an unsustainable path; inflation 
remained low and stable. 

 Sixth, and critically, the amplitude and length of the financial cycle 
are regime dependent: They are not and cannot be a kind of cosmologi-
cal constant. Arguably, three key factors support financial cycles: finan-
cial liberalization, which weakens financing constraints; monetary policy 
frameworks focused on near-term inflation control, which provide less 
resistance to the buildup of financial imbalances as long as inflation 
remains low and stable; and positive supply-side developments (e.g., the 
globalization of real economy), which fuel the financial boom while at 
the same time putting downward pressure on inflation. It is not a coinci-
dence, therefore, that financial cycles have doubled in length since finan-
cial liberalization in the early and mid-1980s and that they have become 
especially virulent since the early 1990s (see   figure 6.1 ). 

 Finally, busts of financial cycles go hand-in-hand with balance sheet 
recessions.  8   In this case, compared with other recessions, debts and 
capital stock overhangs are much larger, the damage to the financial 
sector is much greater, and the policy room for maneuver is much more 
limited as policy buffers — prudential, monetary, and fiscal — get depleted. 
Evidence also indicates that balance sheet recessions result in permanent 
output losses (growth may return to its long-run precrisis rate, but output 
does not regain its precrisis trajectory) and usher in slow and long 
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recoveries. Why? I suspect it reflects the legacy of the previous boom and 
the subsequent financial strains. 

 The Financial Cycle: Four Observations about Macroprudential Policy 

 How should prudential policy address the financial cycle? The financial 
cycle requires that prudential policy have a systemic, or macropruden-
tial, orientation. This means addressing the procyclicality of the financial 
system head-on, or what has come to be known as the time dimension of 
macroprudential policy; this is the dimension that relates to how system-
wide or systemic risk evolves over time (e.g.,  Crockett 2000 ;  Borio 2011 ; 
 Caruana 2012a ).  9   

 The general principle is quite simple to describe but quite difficult to 
implement: it is to build up buffers during financial booms so as to draw 
them down during busts. This has two objectives. It would make the 
system more resilient and better able to withstand the bust. And, ideally, 
it would constrain the financial boom in the first place, thereby reducing 
at its source the probability and intensity of the bust. Note that these two 
objectives are very different; the second is much more ambitious than the 
first. I will return to this point later. 

 Let me now highlight four observations about macroprudential policy. 
They are all intended to manage expectations about its effectiveness and 
to set a realistic benchmark about what it can and cannot do — and this 
from someone who has been a strong advocate of the approach for more 
than a decade now and who continues to be one. The reason is that the 
financial cycle is a hugely powerful force. 

 First Observation 

  Beware of macro stress tests as early warning devices in tranquil times  
( Borio, Drehmann, and Tsatsaronis 2012 ). To the best of my knowledge, 
none of them flashed red ahead of the recent crisis.  10   Their relentless 
message was  “ the system is sound. ”  

 There are two reasons for this. 
 The first has to do with our risk measurement technology. Our current 

models are unable to capture convincingly the fundamental nonlineari-
ties and associated feedback effects that are at the core of the dynamics 
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of financial distress. In essence, no matter how hard you shake the box, 
little falls out. This shifts the burden to the required size of the shocks, 
which becomes unreasonably large and, therefore, is discounted by poli-
cymakers. The deeper point here is that the essence of financial instability 
is that normal-sized shocks cause the system to break down. An unstable 
system is not one that would break down only if hit by a huge shock, 
such as an outsized recession. An unstable system is  fragile . As empirical 
evidence indicates, crises break out close to the peak of the financial cycle, 
well before GDP has plunged into a deep recession or asset prices have 
collapsed. 

 The second reason has to do with the context, or what might be called 
the  “ paradox of financial instability ”  ( Borio 2011 ). Initial conditions are 
unusually strong just before financial strains emerge. Credit and asset 
prices have been surging ahead; leverage measured at market prices is 
artificially low; profits and asset quality look especially healthy; and risk 
premia and short-term volatilities are extraordinarily compressed. Taken 
at face value, these signals point to low risk when in fact they are signs of 
high risk taking. The system is most fragile when it looks strongest. And 
this point is reached after years of solid and relentless expansion, typically 
alongside widespread financial innovations. Under these conditions, the 
temptation to believe that this time things are really different is extraor-
dinarily powerful ( Reinhart and Rogoff 2009 ). 

 Bottom line: at worst, macro stress tests can lull policymakers into 
a false sense of security. That said, if properly designed, they can be an 
effective tool for crisis management and resolution — a tool to promote 
balance sheet repair. After all, the crisis has already broken out, nonlin-
earities have revealed themselves, and hubris has given way to prudence. 
 “ Properly designed ”  means that the authorities need to have the will to 
shake the system hard, need to start the tests from very realistic asset 
valuations, and should put in place the necessary liquidity and solvency 
backups. 

 Second Observation 

  Beware of network analysis as a tool to detect vulnerabilities  ( Borio, 
Drehmann, and Tsatsaronis 2012 ). As a source of vulnerabilities, bilateral 
links (counterparty exposures) matter far less than common exposures to 
the financial cycle. 
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 Network analysis views the financial system as a web of connections 
linking institutions. It then models systemic risk by tracing the knock-on 
effects of the default of one institution on the rest along those intercon-
nections. The larger the portion of the system that fails, the larger is the 
systemic risk. 

 The main problem is that, as empirical evidence confirms, given the 
size of the interconnections, it is too hard to get large effects. The reason 
is simple: mechanical exercises abstract from behavior. A financial crisis 
is more like a tsunami that sweeps away all that gets in its way than it 
is like a force knocking down one domino after another. The main force 
driving it is indiscriminate behavioral responses. This also explains why 
the failure of small and seemingly innocuous institutions can trigger a 
major crisis. Small institutions do not matter because of what they are 
but because of what they signal about the rest. They signal shared vulner-
abilities; they are the canary in the coal mine. When the financial cycle 
turns, the failure of the first institution can shake previously seemingly 
unshakable convictions and trigger a paradigm shift. 

 That said, this does not imply that information about bilateral expo-
sures has little value. Much like macro stress tests, it can be very valuable 
in crisis management as a tool to identify pressure points and understand 
where and how best to intervene. But for this to be the case, the informa-
tion has to be quite granular and very up to date ( Borio 2013 ). 

 Third Observation 

  Beware of overestimating the effectiveness of macroprudential policy  
( Borio 2011 ;  Caruana 2012a ). There are two sets of reasons here as 
well, which in some ways echo those that explain the limitations of 
stress tests. 

 The first set is technical. The tools are more effective in strengthen-
ing the resilience of the financial system (the first objective mentioned 
above) than in constraining financial booms (the second and more ambi-
tious objective). To be sure, some instruments are more effective than 
others. For instance, it stands to reason, and it seems to be confirmed 
by empirical evidence, that ceilings on loan-to-value and debt-to-income 
ratios have more bite than capital requirements (e.g.,  CGFS 2012 ). After 
all, capital is cheap and plentiful during booms. But for typical calibration 
of the tools, it would be imprudent to expect a strong impact. Moreover, 
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and critically, all such tools are vulnerable to regulatory arbitrage. And 
the longer they stay in place, the easier arbitrage becomes. 

 The second set of reasons has to do with political economy. Compared 
with monetary policy, it is even harder to take away the punch bowl when 
the party gets going. The lags between the buildup of risk and its material-
ization are very long, certainly longer than those between excess demand 
and inflation (I recall here how long the financial cycle is compared with 
the business cycle). For some of the tools, the distributional effects are 
more prominent and concentrated. And while there is a constituency 
against inflation, there is hardly any against the inebriating feeling of 
getting richer. All this puts a premium on sound governance arrangements 
and on maintaining a right balance between rules and discretion. 

 Fourth Observation 

  Beware of overburdening macroprudential policy  (e.g.,  Caruana 2011 , 
 2012b ;  Borio 2012a ,  2012b ). This follows naturally from the previous 
observation. The financial cycle is simply too powerful to be tackled 
exclusively through macroprudential policy or indeed prudential policy 
more generally, be it micro or macro. Macroprudential policy needs the 
active support of other policies. 

 What does this mean in practice? For monetary policy, it means leaning 
against the buildup of financial imbalances even if near-term inflation 
remains under control (exercising the  “ lean option ” ).  11   Monetary policy 
sets the universal price of leverage in a given currency. In contrast to mac-
roprudential tools, it is not vulnerable to regulatory arbitrage: you can 
run but you can ’ t hide. For fiscal policy, it means being extra-prudent, 
recognizing the hugely flattering effect of financial booms on the fiscal 
accounts. This is because of the overestimation of potential output and 
growth (see   figure 6.3 ), the revenue-rich nature of financial booms owing 
to compositional effects, and the contingent liabilities needed to address 
the subsequent bust. 

 As an important aside, a big open question is how macroprudential 
frameworks should address sovereign risk. These frameworks were origi-
nally designed with private-sector vulnerabilities in mind, linked to the 
financial cycle. But such cycles leave in their wake seriously damaged sov-
ereigns, which can all too easily sap banks ’  strength. Moreover, as history 
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indicates, sovereigns may cause banking crises quite independently of 
private-sector excesses. At a time when the sovereigns ’  creditworthiness is 
increasingly in doubt, much more attention should be devoted to this issue. 

 Against this broad backdrop, is there a risk that adjustments in policy 
frameworks are falling short? Ostensibly, this was the case before the 
crisis, but what about since then? My answer is that the risk should not 
be underestimated. 

 Progress has been uneven across policies ( Borio 2012b ). 
 Prudential policy has adjusted most. A major shift from a micro- to a 

macroprudential orientation has taken place in regulation and supervi-
sion. Here we may recall the adoption of a countercyclical capital buffer 
in Basel III ( BCBS 2010 ;  Drehmann, Borio, and Tsatsaronis 2011 ) and, 
more generally, the efforts under way to implement full-fledged macro-
prudential frameworks around the world ( CGFS 2012 ). That said, expec-
tations about what these frameworks can deliver are running too high, 
and there is a question of whether enough has been done with respect to 
instruments, their calibration, and governance arrangements. Moreover, 
more could and should have been done to repair banks ’  balance sheets in 
some jurisdictions. 

 Monetary policy has adjusted less. To be sure, there has been some 
shift toward adopting the lean option, but the will to exercise it has been 
quite limited. The temptation to rely exclusively on the new macropru-
dential tools has been very powerful, to avoid disturbing monetary policy. 
And it is worth asking whether the limitations of monetary policy as a 
means to tackle financial busts have been fully appreciated. 

 Fiscal policy has adjusted least. There is as yet little recognition of the 
hugely flattering effects of financial booms on the fiscal accounts and of 
the big risks that busts pose for the sustainability and even the effective-
ness of fiscal policy. 

 Bottom line: there is a real risk that policies are not sufficiently mutu-
ally supportive. And, critically, they are not sufficiently symmetric between 
financial booms and busts. They tighten too little during booms, with the 
serious danger that buffers get depleted during busts. This poses a huge 
constraint on the room for maneuver — one that becomes tighter over suc-
cessive cycles. Policy horizons are simply too short — not commensurate 
with the duration of the financial cycle ( Borio 2012b ). 
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 Conclusion 

 There is a need to bring the financial cycle back into macroeconomics. 
Macroeconomics without the financial cycle is very like  Hamlet  without 
the prince. This raises huge analytical challenges that the profession is just 
beginning to tackle. 

 The financial cycle has major implications for macroprudential policy 
and beyond. I have highlighted four observations: Beware of macro stress 
tests as early warning devices. Beware of network analysis as a tool to 
identify financial vulnerabilities. Beware of the limitations of macropru-
dential policy. And beware of overburdening it. 

 Has enough been done to adjust policy frameworks? Not quite. In 
the case of macroprudential policy, more and better can be done with 
respect to the calibration and activation of the instruments. In the case of 
monetary policy, more can be done with respect to the exercise of the lean 
option. And in the case of fiscal policy, there is a need to recognize the 
hugely flattering effect that financial booms have on the fiscal accounts. 

 So much for prevention and how to address the financial boom; what 
about the question of how to address the bust? If anything, here the ques-
tions are even bigger and more controversial, while progress has been 
more limited ( Borio 2012a ,  2012b ). There is a serious risk, in particular, 
that the effectiveness of monetary and fiscal policy is overestimated and 
of a new, more insidious, form of time inconsistency. But that is another 
story.   

 Notes 

 The views expressed in this chapter are my own and not necessarily those of the 
Bank for International Settlements. 

 1.   The references are almost exclusively to BIS work, especially recent work, 
although the institution ’ s support of macroprudential policy goes back a long way 
(e.g.,  Clement 2010 ). That work contains extensive references to the literature. 

 2.   This section draws in particular on  Borio (2012a) . 

 3.   The qualification  “ traditional ”  is important. The data also reveal longer swings 
in GDP, which are closer to those for the financial cycle. See  Drehmann, Borio, 
and Tsatsaronis (2012) . 

 4.   Although the changes in amplitude over time in the business and financial 
cycles are meaningful, because the financial cycle combines different series, it is 
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not possible to draw inferences about the relative amplitude of the two cycles 
from the graph in figure 6.1. See  Drehmann, Borio, and Tsatsaronis (2012)  for a 
discussion of the technical issues involved. 

 5.   Real-time or ex ante refers to an estimate that is based only on information 
available at the time the estimate is made. 

 6.   Not surprisingly, these trends are consistent with the average length of the 
financial cycle (see  Drehmann, Borio, and Tsatsaronis 2011 ). 

 7.   All this casts doubt on the view that current account imbalances were a cause 
of the financial crisis. For an in-depth discussion of this issue, see  Borio and 
Disyatat (2011) . 

 8.    Koo (2003)  seems to have been the first to use such a term. He employs it to 
describe a recession driven by nonfinancial firms ’  seeking to repay their exces-
sive debt burdens, such as those left by the bursting of the bubble in Japan in the 
early 1990s. Specifically, he argues that the objective of financial firms shifts from 
maximizing profits to minimizing debt. The term is used here more generally to 
denote a recession associated with the financial bust that follows an unsustain-
able financial boom. But the general characteristics are similar, in particular the 
debt overhang. That said, we draw different conclusions about the appropriate 
policy responses, especially with respect to prudential and fiscal policy (see  Borio 
2012a ). 

 9.   There is also a cross-sectional dimension, which relates to how risk is distribut-
ed in the financial system at a point in time (see, e.g.,  Crockett 2000;   Borio 2011 ). 

 10.   Even the Financial Stability Assessment Program for Iceland, released in 
August 2008, concluded that  “ stress tests suggest that the system is resilient “ ; see 
 IMF (2008, 8) . 

 11.   The existence of a  “ risk-taking ”  channel of monetary policy, whereby changes 
in interest rates (and other monetary policy tools) influence risk perceptions and 
risk tolerance, strengthens the case for an active role for monetary policy. It is not, 
however, a necessary condition for it. See  Borio and Zhu (2011) .   
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 Macroprudential policy or supervision relates to the behavior of the 
financial system as a whole, with a focus on systemic interactions, sys-
temic indicators, and systemic risk. The consequences of the Lehman 
Brothers bankruptcy are the archetype of the result of systemic risk. Mac-
roprudential supervision and policy are directed at monitoring these risks 
and using available tools to reduce the risks and the consequences of their 
occurrence. 

 However, the word  “ macroprudential ”  is used in a variety of senses, 
and it is not clear that we all mean the same thing when we use the term. 
In this chapter I discuss mainly the Israeli economy and what we have 
done that might be called macroprudential supervision, or macropruden-
tial policy implementation. At the end of the chapter I briefly raise the 
question of whether all the actions that are called macroprudential are 
indeed that. 

 Israel: The Institutional Setting 

 Monetary and macroprudential policies in Israel are coordinated via the 
Bank of Israel — and the bank ’ s ability to coordinate is entirely the result 
of institutional features, in the creation of which thinking about macro-
prudential issues had practically no role. I served as governor of the Bank 
of Israel from May 2005 until June 2013, and hope to offer some insights 
from this perspective. 

 In our institutional setup, bank supervision is located in the central 
bank. Its purposes and structure are defined in a law (Banking Ordinance 
1941) that is separate from the Bank of Israel law. The supervisor of 
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banks reports to the governor of the bank —  “ reports to ”  in the sense that 
the governor can instruct the supervisor as to what to do, and has to sign 
off on significant measures. This line of reporting, in which the governor 
can instruct the supervisor of banks — subject, of course, to being in con-
formity with the law relating to bank supervision — appears to be unusual. 

 Monetary policy decisions are made by the Monetary Policy Commit-
tee (MPC), which has six members, three of whom are not employees of 
the Bank of Israel. In the event of a tied vote, the governor has a double 
vote. The Bank of Israel law does not give the MPC the authority to 
instruct the supervisor of banks. Even though the new Bank of Israel 
law was passed in April 2010, as understanding about the importance of 
macroprudential issues was strengthening, at that time we did not think 
of the need to coordinate macroprudential policy with monetary policy. 

 We have a Financial Stability Unit in the Research Department, which 
does good work. Once a quarter there is a special meeting of the MPC 
devoted to financial stability. The Financial Stability Unit, in collabora-
tion with the Department of Bank Supervision and the Markets Depart-
ment (which is responsible for the bank ’ s operations in both the shekel 
and foreign exchange markets), prepares and presents to the MPC a com-
prehensive report on financial stability. 

 Apart from the quarterly report, members of the MPC may request 
information on recent developments in the banking sector or other parts 
of the financial system from the relevant departments. Further, when the 
bank supervisor is planning actions relevant to, or has information about, 
financial stability, he or she will be invited to brief the MPC on those 
topics. The members of the committee are entitled to ask all the questions 
they want and to offer advice, but they do not make any decisions about 
the actions of the supervisor of banks. 

 In practice there is informal cooperation between the bank supervisor 
and the MPC, and there is a great deal of information provision to the 
MPC by the supervisor. But there is no formal coordination between 
the MPC and the supervisor: The channel of coordination goes through 
the governor, who is both chairman of the MPC and the person to 
whom the supervisor of banks reports. 

 One difficulty in this regard is that the Banking Ordinance 1941, 
which determines the responsibilities of the supervisor of banks, does not 
relate to macroprudential issues. The supervisor ’ s primary responsibility 
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is to maintain the stability of the banking system. On occasion the bank 
supervisor has rejected a request to implement measures that would be 
useful from the viewpoint of monetary policy but that he judged to be 
inconsistent with his mandate. 

 Given the institutional setup in which bank supervision is housed in 
the central bank and in which the banks are the predominant financial 
institutions, coordination between monetary policy and macroprudential 
supervision operates reasonably well. However, there are other regulators 
of the financial system, notably the commissioner of the capital markets, 
the insurance and savings and insurance supervisor within the Ministry 
of Finance, and the chairman of the Israel Securities Authority (ISA), the 
equivalent of the Securities and Exchange Commission in the United 
States. The ISA is an independent institution, more closely associated with 
the Treasury than with any other institution. 

 The actions of the other two financial regulators are also relevant 
to the stability of the financial system. The three supervisors work well 
together. They have a committee that meets regularly, at which time they 
exchange information. The fact that each supervisor is a professional 
seems to enable them to cooperate in identifying systemic risks, discussing 
what needs to be done, and exchanging information about what is going 
on in each of the areas for which they ’ re responsible. 

 Getting joint action is typically harder, but the information is there and 
would, in all likelihood, be available to those who would need it in the 
event of a crisis. The new law (passed in 2010) allows the Bank of Israel 
to act as lender of last resort to nonbank financial institutions, and we are 
allowed to demand any information we need from any financial institu-
tion, even, if necessary, before the institution needs liquidity or lender-of-
last-resort assistance from the Bank of Israel. 

 In addition, we have tried — and we continue to try — to establish a high-
level financial stability committee (FSC) anchored in law. That process is 
not going well. The first key issue is the relative roles of the finance minis-
ter and the bank ’ s governor; and the second is that understandably none 
of the supervisors wants to be subject to any decision or action of the 
high-level committee that would require them to do anything they would 
not otherwise want to do. 

 We may be en route to solving the problem of the relative roles of the 
finance minister and the governor, using a framework parallel to that of 
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the Bank of Israel law: The law specifies that so long as a financial insti-
tution needs only liquidity assistance, the Bank of Israel can handle the 
problem on its own; but as soon as the insolvency of a financial institu-
tion has to be dealt with, the Treasury has to be involved. Thinking along 
those lines, we hope it will be possible that in normal times, when the 
central bank is providing no more than liquidity assistance, the governor 
will chair the FSC, and when we are involved with solvency issues, the 
finance minister will be the chair. 

 With regard to the second issue, the powers of the FSC with respect 
to the three supervisors, it may be possible to rely on the principle of 
 “ comply or explain. ”  Under this approach, the FSC could suggest that 
a particular supervisor do something. He will then either do it or, if he 
cannot or does not want to do it, he can explain why. 

 This sounds simple, but the question arises whether such recommenda-
tions will be made public. The supervisors oppose the recommendations 
being made public; they argue that if the recommendations are made 
public, the FSC will in effect be using the public to force actions on them 
that they may not want to take. So the second issue, that of the powers 
of the FSC, is not resolved. No doubt, in a perfectly operating system, 
we would all sit down and work it out and come up with a solution. But 
these are important officials, and each has a valid interest in maintain-
ing his independence — and I ’ m sure if I was an independent regulator, I 
would also want to maintain my independence. 

 In practice, there would be no way of keeping such recommendations 
from the public. There is a public information law. Further, this is the sort 
of recommendation that would be likely to leak. So for the moment we 
seem to be stuck on the issue of the powers of a possible FSC. 

 What are we doing on macroprudential issues in the Bank of Israel? 
We monitor the stability of the banking and insurance sectors. Those are 
the sectors to which we will have to supply liquidity if and when the time 
comes. We have data on the banks from within the Bank of Israel, and 
we are receiving data on the insurance companies. We use stress tests to 
try to detect points of vulnerability in these institutions or in the financial 
system. In addition, we analyze the risks in the portfolios of institutional 
investors who are moving increasingly into lending, which means they are 
becoming a shadow banking system. 
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 We monitor developments in financial markets to try to detect poten-
tial problems that might emerge there. We have a variety of indicators 
for assessing financial stability, among them a radar chart for the entire 
financial sector. 

 With regard to the stress tests, we are using contingent claims analysis, 
about which members of both the Article IV mission and the Financial 
Sector Assessment Program (FSAP) team educated us. I have some ques-
tions about this, because the contingent claims analysis assumes that the 
stock market got it right at some point, and uses stock market data to 
identify and quantify risks — and there could be a big gap between what 
the stock market is signaling and the objective situation; that is, irrational 
exuberance. 

 What will we do if we see developments in sectors outside our areas 
of supervision that threaten financial stability? We would of course first 
try to work with the relevant supervisors. But if that does not succeed, 
we would have to mobilize the supervisors of the supervisors and other 
senior members of the government to try to get the appropriate actions 
implemented. In that regard, I note that although there was no formal 
system of coordination among the Bank of Israel, the Treasury, and the 
Office of the Prime Minister during the period of intense crisis in 2009 
and 2010, cooperation was in practice close and effective. 

 The Problem of House Prices 

 Now that I have described the institutional structure for macroprudential 
supervision, let me give one example of its use to deal with a problem, 
which is our housing market. 

 Earlier in this conference, Allan Meltzer asked why the extraordinary 
measures implemented by the Fed and other central banks seem to have 
had so little effect on real activity, or in other words, why the transmis-
sion mechanism of monetary policy seems to have broken down. I believe 
that in most cases in which it has broken down, it is because the finan-
cial system broke down. In practically every country where the finan-
cial system remained intact, the transmission mechanism operated well, 
with activity and asset prices remaining sensitive to monetary policy. 
Since almost every country has cut interest rates significantly to prevent 
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large-scale capital inflows and consequent appreciations of the currency, 
as interest rates have fallen, housing demand and house prices have risen 
sharply in countries that did not have a financial crisis. This happened 
in Singapore, in Hong Kong SAR, in Korea, in Australia, in Norway, in 
Germany, in Israel, and elsewhere. 

 House prices and rents in Israel have gone up significantly since 2008. 
Since January 2008, nominal housing prices have risen 73 percent, and 
real housing prices have risen by a little over 50 percent. Rents have gone 
up 35 percent in nominal terms and about 19 percent in real terms. These 
are large increases. 

 Here I would like to note a fact, to which I will return later: Israeli 
households are not very indebted. The Israeli household debt-to-income 
ratio is lower than that of Germany, which is the lowest among the major 
countries, and far below that of the United States. Further, loan-to-value 
(LTV) ratios on mortgages are low, on average about 53 percent. Follow-
ing recent changes in regulations, no one can obtain a mortgage with an 
LTV ratio of more than 75 percent, and most mortgages have an LTV 
ratio of 60 percent or less. 

 There has been a great deal of press and popular interest in Israel in 
the question of whether there is a bubble in house prices. I have tried to 
educate the press, and tell journalists that a bubble is a feature that has 
a technical definition and that one can test for it. Olivier Blanchard did 
fundamental work on this issue long ago, as did others. 

 Nonetheless, the question of whether we are in a process that meets 
the technical definition of a bubble is not really useful. Rather, the useful 
question is whether prices are going up too fast. The fact that two years 
in a row prices rose more than 16 percent each year is an indication that 
prices were going up too fast. 

 So we have tried to deal with the problem. The macroprudential mea-
sures we have undertaken are listed in   table 7.1 ; additional measures 
undertaken by the supervisor of banks are listed in   table 7.2 . In July 2010 
we required the banks, which are the main providers of housing finance, 
to make additional provisions for housing loans with high LTV ratios. 
A bit later we required them to increase the capital held against floating 
interest rate loans that were granted with a high LTV ratio.     

 In May 2011, we imposed a constraint that was unquestionably 
the most effective of the various macroprudential measures we have 
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  Table 7.1 
 Measures to Deal with House Price Increases  

 July 2010  Requirement for banks to make additional provisions for 
housing loans with high loan-to-value (LTV) ratios 

 October 2010  Requirement for a higher capital provision for floating 
interest rate loans granted with a high LTV ratio 

 May 2011  Limiting the adjustable-interest-rate component of housing 
loans to 1/3 of the total loan 

 November 2012  Limiting the LTV ratio in housing loans: up to 75% for 
first-home buyers, up to 50% for investors, up to 70% for 
those upgrading their homes 

 February 2013  Change of the risk weights for capital charge, and increase 
in the allowance for credit losses in respect of housing loans 

     Note:  For additional measures implemented by the supervisor of banks, see 
 Israel ’ s Banking System — Annual Survey, 2010  (Jerusalem: Bank of Israel, April 10, 
2011), p. 46 (  http://www.boi.org.il/en/NewsAndPublications/RegularPublications/
Pages/skira10_skira10e.aspx  ).    

  Table 7.2 
 Residential Mortgage Market: Additional Precautionary Measures  

  •    Detailed reporting requirements on residential mortgage loans, including LTV 
ratio, payment to income ratio, etc. 
  •    Collecting and analyzing stress test results conducted by the banks on their 
residential mortgage portfolios. 
  •    Banking supervision department also conducts stress tests in order to identify 
vulnerabilities in the housing-loan portfolio of the banks (work in process). 
  •    Enhanced supervision of bank practices (off-site and on-site) and monthly 
monitoring of developments in the consumer market and residential mortgage 
loan markets. 
  •    Cooperation with the Ministry of Finance and the Ministry of Construction 
and Housing concerning the residential housing market and its potential 
impacts on financial stability. 

     Note:  The measures listed in the table are undertaken on a regular basis and have 
been modifi ed and strengthened over the period since 2008.    
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introduced. At that time, banks were providing mortgage financing 
through a mortgage linked to the Bank of Israel interest rate, which was 
then 3 percent, and the margin on those loans, through competition 
among banks, had declined to 0.6 percent. So households could obtain 
financing through a floating rate mortgage, at a nominal interest rate of 
3.6 percent, indexed to the Bank of Israel interest rate. The macropru-
dential measure we imposed was to limit the amount of a mortgage that 
could be financed through that instrument to one-third of the financing 
of any loan. That step had a significant impact on the demand for mort-
gages, and on the demand for housing. 

 More recently, in November 2012, we limited the LTV ratios on mort-
gages. That set of measures contained one element not fully consistent 
with risk management: we allowed first-home buyers to have a 75 percent 
LTV ratio, and that was included for political reasons. We had earlier 
(in October 2010) come under considerable pressure because  “ we were 
not allowing young couples to buy housing ”  when we had raised the 
capital ratio on high LTV loans. So, in November 2012, we allowed first-
time buyers a slightly higher LTV ratio — 75 percent — and we reduced 
the LTV ratio particularly for investors (defined as those buying a second 
apartment). 

 Finally (so far), in February 2013, we changed the risk weights for 
mortgages. This came at the initiative of the supervisor, who was becom-
ing worried about the stability of the banks if housing prices started to 
go down. 

 Now I want to discuss two issues, the first relating to the fact that 
house prices continue to rise. We have imposed many measures, and they 
have not yet done the job. Evidently the measures we have imposed have 
not been strong enough to reduce the demand for housing sufficiently to 
stop prices rising. 

 The issue of how strong the macroprudential measures should have 
been is a difficult one. Fundamentally, we have two sources of growth in 
the economy. One is the construction sector, and the other is exports. Our 
mandate provides that so long as inflation is under control, we should 
also try to support growth and reduce unemployment, and we have con-
sistently taken that obligation seriously, as we must. Exports have been 
under constant pressure because of the effect of capital inflows on the 
exchange rate. Exports amount to 37.5 percent of GDP, with value added 
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of 26 percent of GDP. Exports are critical to growth, and we accordingly 
are restricted in the use of the interest rate as a means of reducing the 
demand for housing. 

 Construction activity amounts to about 8 percent of the business 
sector GDP, and we have to be careful not to kill the housing market. We 
could have been much tougher in the various constraints we imposed, but 
we did not want to take the risk of overdoing the restraining effect of our 
macroprudential measures. Further, although housing prices have been 
rising fast, Israeli households are not, by international standards, highly 
indebted. 

 So, maybe we have done too little in imposing these measures, but 
at this stage our knowledge of how macroprudential measures work is 
far from precise. At some point, after further research, our knowledge 
should become more accurate. In the meantime, we will approach the 
use of macroprudential policies in the area of housing with care and with 
gradualism. 

 Central Bank Independence 

 The second issue I want to discuss was raised by Olivier Blanchard in the 
material sent to speakers at the conference. If central banks are in charge 
of monetary policy, financial supervision, and macroprudential policies, 
should we rethink central bank independence? 

 The reason to raise this issue is that while there are good reasons to 
insulate the interest rate decision from political control, that may be less 
true with regard to macroprudential policies. Certainly we at the Bank of 
Israel have been subjected to far more criticism over some of the macro-
prudential measures we have imposed than over our standard monetary 
policy measures. The natural tendency of economists would be to say 
that if the government wants to favor one group or another ’ s access to 
housing, it should simply subsidize their housing through the budget. The 
government might well respond that the central bank is typically critical 
of subsidies, and that the central bank has the means to solve the issue. 

 The answer to Olivier ’ s question is yes, we should reconsider some 
aspects of central bank independence for central banks that are also mac-
roprudential supervisors. As noted above, central bank independence in 
interest rate setting, which is a classic role of the central bank, at least 
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over the past 20 years, remains essential. But we should recognize that 
changes in the interest rate have distributional effects. When we raise the 
interest rate we affect housing prices and the exchange rate, among other 
variables and sectors. We and the public have gotten used to that, and 
tend to accept it as a neutral use of monetary policy, which it is not. 

 Further, flexible inflation targeting leaves a central bank with a lot of 
choice about the trade-off between inflation and growth at any moment. 
That choice too has distributional effects, including on unemployment. 
Much of the public and political pressure exerted on central banks over 
the years has related to the impact of their monetary policies on growth 
and unemployment, as well as on inflation. We and the public have over 
the course of time persuaded ourselves that we can leave that trade-off to 
the central banks, and that is widely accepted. 

 So if that is widely accepted, why should we worry so much about the 
fact that macroprudential policy has clearly defined distributional effects? 
I believe we have to worry because politicians worry about those distri-
butional effects. That means they will push harder on us to take their 
preferences in this area into account — and we need to figure out how best 
to react to that. 

 I ’ d like to make one other point here, that coordination between mac-
roprudential policies and monetary policy is necessary. There is in our 
profession, I believe, an invalid, quasi-Adam Smith theorem that reap-
pears with alarming frequency. The invalid Adam Smith theorem is, if 
each institution is given one target to achieve, and if each seeks to reach 
that target, the outcome is a social optimum. The assignment is  “ one 
target per institution. ”  

 The outcome of such a process is unlikely to be that each institution 
achieves its target, for there are bound to be trade-offs among the goals 
of the different institutions. So the question becomes, who will coordinate 
and decide on the trade-offs? That issue is rarely examined explicitly, but 
it is a question that needs to be answered. 

 I do not accept the view that having the same institution be responsible 
for, say, monetary policy and macroprudential policies would produce an 
unresolvable conflict in the central bank. The trade-off exists, and some-
body has to deal with it. The central bank would likely have the advan-
tage that it would understand the trade-off and its implications, and make 
a decision that takes all this into account. 
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 Further, it can deal with any such trade-off, as the Bank of England 
has started to do. Their Monetary Policy Committee (MPC) continues to 
operate as it has since it was set up, and as MPCs in many countries do, in 
a manner independent of politics. In addition, the Bank of England now 
has a Financial Policy Committee, in which government representatives 
are present as observers. 

 Some of my colleagues say, well, the central bank, or the governor, 
cannot be independent in one role and dependent in another. I think you 
can be. I do not see the presence of government observers in one commit-
tee as impinging on the independence of decisions in another committee. 

 Concluding Comments 

 In conclusion, I return to the issue of whether all the measures that we 
describe as macroprudential are that. Are the measures we have used in 
trying to keep housing prices from rising too fast truly macroprudential? 
Certainly, there is a genuine fear that if housing prices continue to rise, 
and if at some later date they fall rapidly, we will have problems in the 
banking system. Thus, one of the motives for our actions is undoubtedly 
macroprudential. 

 But I think there is something else going on, which we ought to recog-
nize. Monetary policy has effects on many relative prices and economic 
sectors. It may be that what we are doing is finding an additional instru-
ment to deal with some aspect of the business cycle, or of monetary policy, 
and that we are now using two policy instruments to target two variables. 

 That is awkward, for it takes us back to what central banks used to 
do in the 1960s and the 1970s, intervening on too broad a front in too 
ambitious an attempt to fine-tune the economy. That way we lose the 
simplicity of the use of the interest rate instrument, and we risk making 
monetary policy too complicated and ultimately less effective. 

 There is a question of what are pure macroprudential instruments. 
One view is that the only truly macroprudential tool is countercyclical 
capital requirements. I doubt that, because there are other instruments 
aimed at ensuring financial stability, such as control over LTV ratios. 

 Finally, I have not discussed foreign exchange intervention as macro-
prudential. As I read the literature, foreign exchange intervention is some-
times discussed as macroprudential, and you can make a case for why 
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that might be so, because, depending on how capital flows come in, they 
could create sources of financial instability in the financial system itself. 
But foreign exchange intervention as most countries have used it is in fact 
primarily a way of trying to affect the exchange rate to avoid damaging 
exports. I do not believe that is truly a macroprudential intervention. 

 Now that we better understand the potential consequences of adverse 
systemic interactions, we are almost certain to increase our use of macro-
prudential policies in the future. Over the years we will need to develop 
our understanding of what macroprudential policy is, what the most 
useful macroprudential tools are, and how they work. We have made 
considerable progress in the period since 2008, but much more remains 
to be done to develop their full potential, and to recognize the limitations 
of this new set of instruments. 
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 Korea has good experience in using macroprudential policies to address 
financial risks in the housing and foreign exchange markets. These two 
markets have been key sources of the systemic risk in Korea, given their 
high market volatility and susceptibility to bubbles, and with the signifi-
cant potential to wreak havoc on the broader economy in case of market 
dislocation. Indeed, after a precipitous fall during the 1997 – 1998 finan-
cial crisis, house prices rose at a rapid pace in the first half of the 2000s, 
aided by a strong expansion of credit to households. Similarly, the foreign 
exchange (FX) market experienced an extended period of large inflows 
and exchange rate appreciation prior to the global financial crisis, both of 
which then reversed sharply after the crisis. 

 It was considered inappropriate to contain the looming financial risks 
in the housing or FX market by using monetary policy alone, which 
affects the broader economy and therefore may be too blunt a tool to 
address localized financial risks. A more targeted policy was called for, in 
addition to monetary policy, to achieve both price and financial stability. 
As such, Korea resorted to macroprudential policies while at the same 
time adjusting the stance of monetary policy — but with an eye on the 
developments in the broader economy. 

 For housing market risks, loan-to-value (LTV) and debt-to-income 
(DTI) regulations were deployed with a view to limiting the volume of 
bank financing of home purchases. Since their respective introductions 
in 2002 and 2005, these tools have been adjusted in a broadly counter-
cyclical manner. With respect to FX-related risks, Korea learned valuable 
lessons from the global financial crisis about the danger of currency and 
maturity mismatches. As capital inflows resumed in 2009 and afterward 
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on the back of the highly accommodative monetary policy in advanced 
countries, there was a need to prevent such mismatches from developing 
again in the banking sector. To that end, macroprudential measures were 
imposed, including leverage caps on FX derivatives positions and a mac-
roprudential stability levy on noncore FX liabilities of banks. 

 This chapter reviews Korea ’ s experiences in using macroprudential 
policies, evaluates their effects, and discusses remaining challenges in the 
design and implementation of macroprudential policies. 

 Background 

 Korea ’ s housing market had gone through a dramatic price adjustment in 
the aftermath of the 1997 – 1998 financial crisis, possibly overcorrecting 
its previous price increases. It began to recover in the early 2000s, but the 
pace of recovery soon accelerated (  figure 8.1 ). House prices increased at 
an annual average rate of 8.9 percent during the period of 2000 – 2002. 
Underlying such steep increases in house prices was households ’  greatly 
improved access to bank financing for home purchases, combined with 
self-fulfilling market expectations of further price increases.  1   Household 
loans, including bank mortgage loans, increased at an annual average rate 
of 13.9 percent during the same period.    

 With the sharp increases in house prices and mortgage loans, there 
were growing concerns over potential overheating in the housing market 
and related financial vulnerabilities that could translate into systemic risk. 
Bank financing for home purchases was in large part offered in the form 
of variable-rate bullet loans (with a maturity of three years or less) that 
are vulnerable to rollover risks, particularly if house prices fall. Although 
monetary policy had been tightened from 2005 to 2007, partly to cool 
down the overheated housing market, its effects remained limited as the 
rapid pace of house price increases continued. 

 Capital flows to Korea — in particular, bank flows — have been volatile 
and procyclical on the back of high trade and financial openness (  figures 
8.2 and 8.3 ). For instance, about half of the bank borrowings that had 
flowed in over the two-year period immediately before Lehman Brothers ’  
collapse flowed out within just five months after the crisis hit. Moreover, 
large currency and maturity mismatches emerged on the balance sheets of 
banks — particularly foreign bank branches — in the mid-2000s (  figure 8.4 ). 
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 Figure 8.1 
 Household Loans and House Prices.   a. Changes in household/home mortgage 
loans (US $ billion). Dark bars represent changes in home mortgage loans (no data 
available before 2004). b. Rate of increase (%) in house prices (year over year). 
  Source:  Bank of Korea. 
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 Figure 8.2 
 Capital Flow Volatility. 
  Note : Shown is the 12-month moving standard deviation of capital flows as a per-
centage of GDP (annualized). 
  Source : Bank of Korea. 
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 Figure 8.3 
 Bank Borrowings and the Business Cycle. 
  Note : Shown is the 12-month moving average of bank borrowings (US $ billion). 
Shaded area indicates cyclical upswings. 
  Source : Bank of Korea. 
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 Figure 8.4 
 Currency and Maturity Mismatches (US $ billion). 
 a. Domestic banks. b. Foreign bank branches. Currency mismatches are calculated 
as foreign liabilities minus foreign assets. Maturity mismatches are calculated as 
short-term foreign liabilities minus short-term foreign assets. 
  Source:  Bank of Korea. 
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For the entire banking sector, currency and maturity mismatches peaked 
at US $68 billion and US $85 billion, respectively, just before the global 
financial crisis.      

 The main driver of such mismatches was the swollen hedging demand 
from major shipbuilders amid strong market expectations of currency 
appreciation. Shipbuilders and other exporters sold dollars forward to 
banks. Then banks hedged their overbought position by foreign currency 
borrowings, mostly at short maturity. The consequence was a surge in 
banks ’  short-term external debt and rollover risks. The global finan-
cial crisis was a testing ground for such risks, and Korean banks failed 
the test. 

 Capital inflows resumed from the second half of 2009 on the back of 
ample global liquidity and the two-speed recovery between advanced and 
emerging economies (  figures 8.5 and 8.6 ). Although it was a welcome 
development for economic recovery, policy concerns were raised as to the 
implications for financial stability, for short-term external borrowings by 
banks began to rise again and portfolio inflows also surged.     
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 Figure 8.5 
 Net Non-Foreign Direct Investment Capital Flows (US $ billion). 
  Source:  Bank of Korea. 
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 Figure 8.6 
 Pre- and Post-crisis Capital Flows (Monthly Average, US $ billion). 
  Source:  Bank of Korea. 

 Macroprudential Policy Measures 

 Housing Sector – Related Measures 

 Two major policy instruments were used, LTV and DTI regulations. They 
were introduced in September 2002 and August 2005, respectively, in 
the midst of a housing market boom. They have since been adjusted in 
a broadly countercyclical manner, tightened or relaxed as warranted by 
cyclical developments in housing markets and bank lending (  table 8.1  
and   figure 8.7 ).    

 LTV ratios were adjusted a total of nine times (tightened six times and 
relaxed three times) within a 40 percent to 70 percent range, and they 
were also differentiated depending on loan structure and across areas, 
with tighter standards applied where the real estate market was thought 
to be plagued by speculation. DTI ratios were similarly adjusted a total 
of eight times (tightened six times and relaxed two times) within a 40 
percent to 75 percent range, and were also differentiated according to 
borrower characteristics such as marital status, house price, and geo-
graphic location of the property, among others. 
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  Table 8.1 
 Major Changes in LTV and DTI Regulations  

 Measures  Time  Policy 

 LTV  Sep. 
 2002 

 Limiting of LTV ratio to less than 60% 

 Mar. 
 2004 

 Raising of LTV ratio cap for installment loans (60%  →  
70%) 

 July 
 2009 

 Lowering of LTV ratio cap for Seoul metropolitan area 
(60%  →  50%) 

 DTI  Aug. 
 2005 

 Limiting of DTI ratio to less than 40% for unmarried 
borrowers of age 30 or younger and for married 
borrowers with existing loans by spouse for home 
purchase in speculative areas 

 Nov. 
 2006 

 Expansion of the list of DTI-regulated areas to cover 
speculation-prone districts in Seoul metropolitan area 

 Sep. 
 2009 

 Further expansion of the list of DTI-regulated areas to 
include nonspeculative districts in Seoul metropolitan area 

 Aug. 
 2010 

 Temporary suspension of DTI regulations on 
nonspeculative districts in Seoul metropolitan area 

     Note:  DTI, debt to income; LTV, loan to value.   

    Source:  Bank of Korea.    

 Foreign Exchange – Related Measures 

 Specific measures to address FX risks were designed reflecting new think-
ing and evidence concerning the underlying causes of the global financial 
crisis and Korea ’ s past experiences as well. Two policy measures were 
imposed on banks: (1) leverage caps on banks ’  FX derivatives positions, 
which required banks to limit their FX derivatives position at or below a 
targeted level (specified as a percentage of a bank ’ s equity capital of the 
previous month), and (2) a macroprudential stability levy (MSL) on the 
noncore FX liabilities of banks.  2   

 Leverage caps were first introduced in October 2010 at 250 percent 
for foreign bank branches and 50 percent for domestic banks. Since then 
they have been tightened twice, in July 2011 and January 2013, and are 
presently at 150 percent and 30 percent respectively for foreign bank 
branches and domestic banks (  figure 8.8 ). The MSL was first imposed on 
banks in August 2011 and has remained unchanged. The levy rate varies 
from 2 basis points to 20 basis points, with a lower levy being applied to 
longer-maturity liabilities (  figure 8.9 ).     
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 Leverage Caps on FX Derivatives Position (as a % of capital). 
  Note:  The leverage was first announced in June 2010. In October 2010 the cap 
was 50% for domestic banks and 250% for foreign banks. Two subsequent 
adjustments were made, in July 2011 (to 40% and 200%) and January 2013 (to 
30% and 150%). 
  Source:  Bank of Korea. 
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 Figure 8.9 
 Macroprudential Stability Levy: Basis Points by Maturity. 
  Source:  Bank of Korea. 
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 Policy Effects 

 Cursory Look 

 A cursory look at financial and economic indicators suggests that the 
macroprudential policies deployed thus far have produced the intended 
policy effects on house prices, mortgage lending by banks, and capital 
flows, at least in the short run. 

 Looking through a four-quarter window centered on the date of policy 
change, a tightening of LTV or DTI regulations tends to be associated 
with a statistically significant decline in the speed at which house price 
and/or mortgage lending increases (  figure 8.10 ).    

 Specifically, the rate of increase in house prices fell on average by 1.7 
percentage points after LTV regulations were tightened and by 0.8 per-
centage points after DTI regulations were tightened, compared with the 
corresponding rate of increases during the pretightening two-quarter 
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 Figure 8.10 
 Effects of Housing Sector – Related Policy Measures. 
 a. Potential effects of LTV. b. Potential effects of DTI. From left to right, the 
first bar is the volume of increase in mortgage loans before tightening (left axis); 
the second bar is the volume of increase in mortgage loans after tightening (left 
axis); the third bar is the rate of increase in house prices before tightening 
(right axis); the fourth bar is the rate of increase in house prices after tightening 
(right axis). The data are in quarterly frequency and span the period from Q2 
2003 to Q3 2011. 
  Source:  NICE Credit Information Service DB, Kookmin Bank. 
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period. Similarly measured effects on the volume of mortgage loans 
are also significant: the volume of increase in mortgage lending fell on 
average by 43.9 percent (6.2 trillion won) after LTV regulations were 
tightened and by 44.4 percent (4.9 trillion won) after DTI regulations 
were tightened. 

 Macroprudential policies targeted for FX risks also appear to have 
worked well by and large, although limited data availability (owing to 
the short history of policy implementation) constrains statistical analy-
sis. As regards the effects of leverage caps, banks, particularly foreign 
bank branches, have reduced their FX derivatives position and hence 
short-term borrowings by a significant amount since May 2010, when 
the introduction of leverage caps was first announced (  figures 8.11 and 
8.12 ).  3   MSL is a cost to banks and, therefore, ceteris paribus, shrinks 
the arbitrage margin (  figure 8.13 ). A preliminary estimate suggests that 
the total levy collected could be as large as 12 percent of net profits for 
foreign bank branches while being less than 1 percent for domestic banks 
(  figure 8.14 ). This is not surprising insofar as domestic banks ’  funding is 
predominantly in local currency while foreign bank branches fund mostly 
in foreign currency.       
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 Figure 8.11 
 Total FX Derivatives Position (% of bank capital). 
  Source:  Bank of Korea. 
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 Figure 8.12 
 FX Derivatives Position, Related to Shipbuilders (US $ billion). 
  Note : Annual data for periods prior to 2008. 
  Source : Bank of Korea. 
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 Figure 8.13 
 Incentives for Arbitrage Transaction (Foreign Bank Branches, Percentage Points). 
  Note : Incentives are measured as the interest rate differential (3 months) minus 
the swap rate (3 months). 
  Source:  Bank of Korea. 
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 Figure 8.14 
 Levy as a Percentage of Net Profits (as of end 2012). 
  Note : Profits are Bank of Korea staff estimates. 
  Source:  Bank of Korea. 

 The maturity structure of external debt has also improved, particularly 
in the case of foreign bank branches following the introduction of lever-
age caps and MSL (  figure 8.15 ). During the two-year period after mid-
2010, foreign bank branches ’  short-term borrowings decreased by US $35 
billion, while their long-term borrowings increased by US $20 billion. To 
be specific, foreign bank branches have resorted more to long-term inter-
office borrowings in order to reduce their MSL and also to increase their 
forward buying capacity in response to a tightening of leverage caps on 
FX derivatives position.  4   Consequently, foreign bank branches reduced 
short-term borrowings as a share of total external borrowings from 93 
percent to 58 percent during the period of 2010 – 2012.    

 Formal Analysis 

 A more formal empirical analysis is undertaken to gauge the policy effects 
on targeted risks and variables. It should be noted at the outset, however, 
that the analysis presented below is highly preliminary and subject to 
many caveats associated with the difficulty of unknown counterfactuals 
and limited data availability. Nevertheless, the empirical results appear 
promising for the effectiveness of macroprudential policies in achieving 
financial stability. 
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 Figure 8.15 
 Maturity Composition of External Debt (%). 
 a. Domestic banks. b. Foreign bank branches.  
  Note:  Black and gray vertical lines indicate the dates of the introduction of the 
leverage cap and the stability levy, respectively. 
  Source:  Bank of Korea. 
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 Effects of LTV and DTI Regulations 

 A two-variable panel vector autoregression (PVAR) is estimated for the 
rate of increase in house prices and the volume of bank mortgage loans, 
controlling for the effects of LTV and DTI regulations and other relevant 
policies (see appendix 8.1 for model specification and the full estima-
tion results). Monetary policy tightening is estimated to have the intended 
effects, while higher capital gains taxes also appear to have discouraged 
the demand for mortgage loans but raised house prices, suggesting a higher 
tax incidence on home buyers than on home sellers (which is partly attrib-
utable to the fact that the housing market was a seller ’ s market rather than 
a buyer ’ s market when high expectations of capital gains prevailed). 

 The coefficients of LTV and DTI dummies are negative, as expected, 
and highly significant in most cases; some DTI dummies included in the 
equation for mortgage loan growth are estimated imprecisely, indicating 
that LTV regulations may have been more effective than DTI regulations, 
at least in Korea. Moreover, the estimated coefficients suggest that tighter 
LTV regulations (with a lower cap on LTV ratios) have stronger cooling 
effects on house prices and mortgage lending by banks. Last but not least, 
the actual effects of LTV and DTI regulations might be even stronger than 
estimated if the possible upward endogeneity bias in the estimated coef-
ficients (stemming from an endogenous response of policies to develop-
ments in housing markets and bank lending) is taken into consideration. 

 The cumulative effects of LTV and DTI regulations on house prices 
and mortgage lending are simulated by using the estimated PVAR model. 
According to the results of a dynamic simulation, house prices and the 
outstanding stock of mortgage loans would have been 75 percent and 
137 percent higher than their respective actual levels by the second 
quarter of 2012 if there had been no regulations in place throughout the 
sample period (  table 8.2  and   figure 8.16 ).  5   Although the estimated policy 
effects, especially those on mortgage loans, may appear somewhat larger 
than one might expect, they are not unreasonable in the context of the 
galloping pace of credit expansion observed in many housing booms of 
emerging economies.  6      

 Effects of Leverage Caps and MSL 

 The policy effects of leverage caps and the MSL are estimated by using 
a Bayesian VAR model for banks ’  foreign borrowings and other related 
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  Table 8.2 
 Simulated Mortgage Loans and House Prices by Scenario  

 Level  Ratio 

 Actual 
(A) 

 No LTV 
in Place 
(B) 

 No DTI 
in Place 
(C) 

 Neither 
LTV 
Nor 
DTI in 
Place 
(D)  (B – A)/A  (C – A)/A  (D – A)/A 

 Mortgage 
loans a  

 312.0 
 (2.2%) 

 702.0 
 (4.5%) 

 325.0 
 (2.3%) 

 739.1 
 (4.6%) 

 125.0%  4.2%  136.9% 

 House 
prices b  

 139.8 
 (0.9%) 

 241.9 
 (2.4%) 

 141.6 
 (1.0%) 

 244.8 
 (2.5%) 

 73.0%  1.3%  75.1% 

     Notes : a. In trillion won. b. Q1 2003 = 100. Figures in parentheses indicate quar-
terly average growth rates over the period of Q1 2003 to Q2 2012.    

financial variables such as VIX  7   (see appendix 8.2 for model specifications 
and estimated impulse responses). The basic assumption is that leverage 
caps are quantitative restrictions and thus affect directly banks ’  foreign 
borrowings, whereas MSL affects banks ’  foreign borrowings mainly 
through changes in funding cost or net returns.  8   The estimated model 
was then used to produce two conditional forecasts of banks ’  foreign 
borrowings, one with macroprudential policies (policy scenario) and the 
other with no macroprudential policies (no policy scenario). The differ-
ence between the two scenarios is taken as the estimate of policy effects. 

 Leverage caps are estimated to have contributed to improving the 
maturity structure of banks ’  foreign liabilities. For foreign bank branches, 
leverage caps are estimated to have reduced short- and long-term foreign 
borrowings by about 0.6 percent and 0.2 percent of annual GDP, respec-
tively, in cumulative terms over the one-year horizon from their introduc-
tion (  figure 8.17 ). For domestic banks, the effects are estimated to be only 
one-tenth of those for foreign bank branches. Such a difference between 
foreign bank branches and domestic banks is not surprising since leverage 
caps were binding for the former at the time of their introduction but not 
for the latter.    

 The estimated effects of MSL on the maturity structure of banks ’  
foreign liabilities are smaller than those of leverage caps but nonetheless 



116  Choongsoo Kim

Actual Simulated (no LTV and DTI)

(a)

(b)

%
%

–2

0

2

4

6

8

10

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Reduction

in LTV cap

Introduction of DTI

Reduction

in LTV cap

Introduction of DTI
–2

0

2

4

6

8

 Figure 8.16 
 Growth Rates of Mortgage Loans and House Prices (Actual vs. Simulated, %). 
 a. Mortgage loans. b. House prices. 
  Source:  Bank of Korea. 
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 Figure 8.17 
 Impact of Leverage Caps on External Borrowings (% of GDP). 
  Note:  Gray lines (dashed lines) refer to conditional forecasts under policy scenario 
(no policy scenario); solid black lines indicate actual values. 
  Source:  Bank of Korea. 

moderate in light of the fact that the levy rate was set at fairly low levels. 
In cumulative terms over the one-year horizon, MSL reduced short-term 
borrowings of domestic banks and foreign bank branches alike by about 
0.2 percent of annual GDP with no discernible impact on long-term bor-
rowings (  figure 8.18 ).    

 Implications for Systemic Risk 

 Evidence for the effectiveness of macroprudential policies may have posi-
tive implications for systemic risk. Indeed, LTV and DTI regulations seem 
to have had significant effects in mitigating the credit risk of mortgage 
loans. For instance, delinquency rate and value-at-risk tend to fall after 
LTV or DTI regulations are tightened, and vice versa (  figure 8.19 ). DTI 
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 Figure 8.18 
 Impact of MSL on External Borrowings (% of GDP). 
 Notes: Gray lines (dashed lines) refer to conditional forecasts under policy sce-
nario (no policy scenario); black lines indicate actual values. MSL, macropruden-
tial stability levy. 
  Source:  Bank of Korea 

regulations, introduced in late 2005, also appear to have affected the 
composition of mortgage loans. The share of installment loans in total 
mortgage loans was less than 40 percent at end-2005. It began to rise 
from 2006 and stood at 65 percent by 2012 (  figure 8.20 ). The rising share 
of installment loans indicates the reduced rollover risks faced by borrow-
ers and thus less default risk on mortgage lending.     

 But macroprudential policies may not always help reduce systemic 
risk. For instance, the share of long-term mortgage loans with a maturity 
of 10 years or longer has been on the rise since DTI regulations came into 
effect in late 2005. Accordingly, the duration of mortgage loans increased 
from 3.8 years to 5.5 years over the period of 2006 – 2012 (  figure 8.21 ). 
Although a higher share of installment loans may help reduce default risk, 
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 Figure 8.19 
 Credit Risk of Mortgage Loans. 
 a. Delinquency rate (%). b. Value-at-risk. Value-at-risk is normalized to lie be-
tween 0 and 100. 
  Source:  Bank of Korea. 
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 Figure 8.20 
 Share of Installment Loans (%). 
  Source:  Bank of Korea. 
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 Weighted Average Duration of Mortgage Loans, 2006 – 2012 (years). 
  Source:  Bank of Korea. 
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the longer duration of mortgage loans may have increased banks ’  interest 
rate and liquidity risks.    

 Concluding Remarks 

 Preliminary evidence for Korea seems to offer strong support for the use-
fulness and effectiveness of macroprudential policies as a tool to achieve 
and ensure macrofinancial stability. LTV and DTI regulations have 
helped stabilize housing markets and keep credit expansion under proper 
control. Similarly, macroprudential policies targeting FX risks, such as 
leverage caps and the bank levy, appear to have contributed to improving 
the maturity structure of external debt owed by banks and reducing the 
likelihood of sudden stops. 

 Several policy issues and lessons are emerging from Korea ’ s experiences. 
First, country-specific circumstances may matter in important ways for the 
effectiveness of macroprudential policies. For instance, the powerful role 
played by LTV and DTI regulations in Korea seems to have been aided by 
the large presence of short-term bullet mortgage loans, which are treated 
as new loans whenever rolled over. Second, the policy authorities should 
bear in mind and exercise vigilance concerning a variety of unintended 
consequences. LTV regulations could become procyclical if adjustments 
in LTV caps lag far behind house-price movements. Although DTI regula-
tions have induced banks to offer more long-maturity installment loans, 
banks ’  funding maturity has failed to increase accordingly resulting in 
larger maturity mismatch and higher interest rate and liquidity risk as well. 

 Third, the issue of policy circumvention should be taken seriously 
because it could increase or even create systemic risk, not to mention 
undermine policy effectiveness. As LTV and DTI regulations were focused 
on banks, mortgage lending by (less regulated and less well-capitalized) 
nonbanks increased rapidly. Last but not least, more research is called for 
to answer how best to combine macroprudential and monetary policies. 

 Appendix 8.1 

 Estimating the Effects of LTV and DTI Regulations: Panel VAR 

 Data and Specification   A panel vector autoregression (PVAR) is esti-
mated for house prices and the volume of mortgage lending by banks 
(both seasonally adjusted), controlling for the effects of LTV and DTI 
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regulations. The sample used for the analysis is a balanced panel that cov-
ers 43 areas over the period of Q2 2003 to Q2 2012. The specification of 
the PVAR is as follows: 

  X A A X BP CZ et t t t t= + + + +− − −0 1 1 1 1  , 

 where  X  is a vector of endogenous variables (house price and mortgage 
lending),  P  is a vector of policy variables, and  Z  represents other controls, 
such as nominal GDP and dummies for speculative areas and the global 
financial crisis. Policy variables considered include the overnight call inter-
est rate (as a proxy for monetary policy stance), dummies for LTV and 
DTI regulations, and dummies for capital gains tax policy (see   table A8.1 ). 

 As LTV regulations were first introduced with a cap set at 60 percent 
and have been in place throughout the entire sample period and across 
all areas, the estimated coefficients of LTV dummies included in the VAR, 
LTV4 and LTV5, capture the policy effects relative to the baseline case 
of the LTV ratio being capped at 60 percent. For DTI regulations, three 
dummies — DTI4, DTI5, and DTI6 — are used in the VAR as the sample 
includes the periods and/or areas in which no DTI regulations were in 
place. Therefore, their coefficients reflect policy effects relative to the 
baseline case of no DTI regulations. LTV dummies are constructed based 

  Table A8.1 
 Description of Variables in Table A8.2  

 Name  Description 

 Loan  Quarterly growth rate of mortgage loans (s.a., %) 
 House price  Quarterly growth rate of house prices (s.a., %) 
 NGDP  Quarterly growth rate of nominal GDP (s.a., %) 
 LTV4, LTV5  LTV4 (LTV5) equals 1 if the LTV cap is 40% (50%), 

0 otherwise 
 DTI4, DTI5, DTI6  DTI4 (DTI5, DTI6) equals 1 if the DTI cap is 40% 

(50%, 60%), 0 otherwise 
 Call  Overnight call interest rate (%) 
 Tax  Tax equals 1 if capital gains tax rate is 50%, 0 otherwise 
 SPA  SPA equals 1 if the region is designated as a speculative 

area, 0 otherwise 
 CS  CS equals 1 for the period of Q4 2008 to Q3 2009, 

0 otherwise 

     Note : s.a., seasonally adjusted data.    
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on the cap level applied to mortgage loans of 3- to 10-year maturity, 
which account for the bulk of mortgage lending by banks (the LTV cap 
for loans with a maturity of 10 years or longer was set to 70 percent but 
appears to be nonbinding). DTI dummies are relatively free from the cov-
erage issue because DTI regulations are applied uniformly except for the 
first 10-month period, when DTI regulations were applied only to large 
mortgage loans exceeding 600 million won.   

 Estimation Results 

 The model is estimated using the generalized method of moments (GMM). 
The overidentifying restrictions are not rejected for both equations if the 
Hansen test (which is more heteroskedasticity-consistent) is used. The 
estimated coefficients of LTV and DTI dummies are statistically signifi-
cant and have the expected sign in most cases, although some DTI coef-
ficients are imprecisely estimated in the equation for mortgage lending. 
Monetary tightening (as captured by the call interest rate) turns out to 
have been effective in curbing the housing boom and bank lending. The 
tax policy appears to have reduced mortgage loan growth but increased 
house prices.   

 Appendix 8.2 

 Estimating the Effects of Leverage Caps and MSL: Bayesian VAR 

 The baseline model for the estimation is a four-variable Bayesian VAR 
model: 

  Y Y et j t j t
j

p

= + +−
=
∑Φ Φ0

1

 , 

 where  Y  is a vector of foreign borrowings by domestic banks or foreign 
bank branches and other financial variables (OFVs) that are deemed to 
have an influence on FX risks. For domestic banks, OFVs include the FX 
derivatives position ratio (as a percentage of bank capital), VIX (Volatil-
ity Index), and borrowing spread over Libor. For foreign bank branches, 
OFVs include the same variables except that the borrowing spread over 
Libor is replaced by the covered interest parity deviation (CID). 

 The sample used for the estimation is in quarterly frequency and spans 
the period from Q1 2003 to Q2 2012. Use of quarterly data is dictated by 
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  Table A8.2 
 Estimation Results  

 Loan  House price 

 Loan  0.228***  0.042** 
 (0.027)  (0.020) 

 House price  0.052  0.477*** 
 (0.038)  (0.024) 

 NGDP   – 0.373***  0.079** 
 (0.056)  (0.039) 

 Call   – 0.251**   – 0.255*** 
 (0.104)  (0.069) 

 Tax   – 1.650***  0.781*** 
 (0.352)  (0.225) 

 LTV4   – 3.157***   – 1.587*** 
 (0.805)  (0.468) 

 LTV5   – 2.056***   – 0.954*** 
 (0.389)  (0.248) 

 DTI4   – 0.346  0.178 
 (0.323)  (0.189) 

 DTI5  0.128   – 0.370 
 (0.335)  (0.233) 

 DTI6   – 0.191   – 1.241*** 
 (0.552)  (0.379) 

 SPA  2.211**  1.694*** 
 (0.867)  (0.493) 

 CS   – 0.880***   – 0.819*** 
 (0.252)  (0.167) 

 Constant  5.152***  0.679* 
 (0.602)  (0.385) 

 Observations  1,505  1,505 
 No. of areas  43  43 
 Sargan stat. (p value)  590.4(0.863)  1,458.9(0.001) 
 Hansen J-stat. (p value)  40.8(0.999)  41.1(0.999) 

     Note:  *, **, and *** refer to 10%, 5%, and 1% signifi cance level respectively.    
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the availability of disaggregated data on foreign borrowings by domestic 
banks and by foreign bank branches (for a robustness check, however, the 
model is also estimated using monthly data on proxy variables). 

 Four structural shocks of the model are identified by using both sign 
and exclusion restrictions as suggested by economic theory and institu-
tional features. First, a global risk perception shock (or an innovation to 
VIX) is assumed to be orthogonal to other structural shocks. Second, a 
supply shock (or push factor) is assumed to move price (borrowing spread 
or CID) and quantity (foreign borrowings) in the opposite direction. Third, 
a demand shock (or pull factor) moves price and quantity in the same direc-
tion. Finally, a shock to the FX position ratio is assumed to be exogenous 
and orthogonal to contemporaneous shocks to price and quantity variables, 
capturing changes in the FX position ratio unrelated to foreign borrowings.                                
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 Notes 

 The author especially thanks Jun Il Kim, Jong Ku Kang, Hoon Kim, Seung Hwan 
Lee, Namjin Ma, Changho Choi, and Yong Min Kim at the Bank of Korea for 
their helpful contributions and assistance. 

 1.   After the 1997 financial crisis, domestic banks shifted their business strategy 
to household lending from corporate lending. The deregulation of the banking 
industry, the privatization of the Housing and Commercial Bank in 1996 (whose 
main business was long-term home mortgage lending), and the reduced loan 
demand by large corporations induced commercial banks to aggressively enter the 
mortgage loan market. 

 2.   The  “ global banking glut ”  view expounded by Shin (2012), as opposed to the 
global savings glut view, was instrumental in the design and implementation of 
the MSL. 

 3.   At the time of policy announcement, the average FX leverage ratio of foreign 
bank branches exceeded 260 percent of equity capital. The same ratio fell sharply 
to 87 percent by January 2013. 

 4.   For foreign bank branches, part of their long-term borrowings (with a maturi-
ty longer than a year) from their head offices is recognized as bank capital (known 
as Capital B) and exempt from the MSL. Because leverage caps are defined as a 
percentage of bank equity capital, higher Capital B  ceteris paribus  enables foreign 
bank branches to buy dollars forward in greater amounts. Capital B of foreign 
bank branches increased to 16 trillion won by end-March 2012, up from 6.1 tril-
lion won at end-March 2010. 

 5.   For the effects of LTV regulations, the scenario of  “ no regulations ”  refers to 
the case with LTV cap at 60 percent being in place (see appendix 8.1 for greater 
details). 

 6.   An omitted variable bias is another possibility for the larger estimated policy 
effects, which warrants further scrutiny in future studies. 

 7.   VIX implies volatility in S & P 500 stock index option prices. 

 8.   Specifically, the borrowing spread over Libor is used as a proxy for domestic 
banks ’  borrowing costs whereas the covered interest parity deviation (CID) is 
used as a proxy for foreign bank branches ’  net returns. These two price variables 
are chosen in view of their centrality to banks ’  foreign asset and liability manage-
ment.   

 Reference 

   Shin ,  Hyun-Song .  2012 .  “  Global Banking Glut and Loan Risk Premium . ”    IMF 
Economic Review    60 : 155  –  192 .  
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 I was honored when the IMF asked me to moderate the  “ Financial Reg-
ulation ”  panel at this year ’ s  “ Rethinking Macro Policy II ”  conference. 
And while naturally I delivered one of the more enlightening and thought-
provoking policy discussions of the conference, I did fail in my duties as 
moderator to make sure the panelists covered all the excellent questions 
our sponsors submitted to us. Of course, this was to be expected, as pan-
elists at these types of events almost never address the topics requested of 
them (I certainly never do) but rather, like presidential candidates, answer 
the questions they want to answer. However, accepting responsibility 
for my mismanagement, I will now step up and answer those questions 
myself. 

 1.   Does anybody have a clear vision of the desirable financial system of 

the future? 

 Yes, me. It should be smaller, simpler, less leveraged, and more focused 
on meeting the credit needs of the real economy. And we should ban the 
speculative use of credit default swaps from the face of the planet. 

 2.   Is the ATM the only useful financial innovation of the last 30 years? 

 No. If bankers approach the business of banking as a way to provide 
greater value at less cost to their customers (and that might pose difficul-
ties), technology provides a virtual gold mine for product innovations. 
For instance, I am currently testing a prepaid, stored-value card that lets 
me do virtually all my banking on my iPhone. It tracks expenses, tells me 
when I ’ ve blown my budget, and lets me temporarily block use of the card 
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when my daughter, unbeknownst to me, has pulled it out of my wallet 
to buy the latest jeans from Aeropostale. The card, aptly called Simple, 
was engineered by two techies in Portland, Oregon. (Note to megabanks: 
Ditch the pinstripes for Dockers and flip-flops. The techies are coming 
for you next.) 

 3.   Does the idea of a safe, regulated core set of activities and a less safe, 

less regulated noncore set make sense? 

 No. 
 The idea of a safe, regulated core set of activities with access to the 

safety net (deposit insurance, central bank lending) and a less safe, more 
regulated noncore set of activities that do not under any circumstances 
have access to the safety net — that makes sense. 

 4.   How do the different proposals (Volcker rule, Liikanen ’ s regulations, 

Vickers ’ s ring-fencing) score in that respect? 

 Put them all together and you are two-thirds of the way there. The Volcker 
rule acknowledges the need for tough restrictions on speculative trading 
throughout the banking organization, including restrictions on trading 
of securities and derivatives in the so-called  “ casino bank. ”  Liikanen and 
Vickers acknowledge the need to firewall insured deposits around tra-
ditional commercial banking and force market funding of higher-risk 
casino banking activities. Combining them would give us a much safer 
financial system. 

 But none of these proposals fully addresses the problem of excessive 
risk taking by nonbank financial institutions like AIG. Title I of the Dodd-
Frank Wall Street Reform and Consumer Protection Act empowers the 
Financial Stability Oversight Council to bring these kinds of shadow 
banks under prudential supervision by the Fed. Of course, that law was 
enacted three years ago, and for nearly two years now the regulators 
have promised that they will be designating shadow banks for supervi-
sory oversight  “ very soon. ”  This was repeated most recently by Treasury 
Secretary Jack Lew on May 22, 2013, before the Senate Banking Com-
mittee (but this time he really meant it). For some reason, the Fed and the 
Treasury Department were able to figure out that AIG and GE Capital 
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were systemic in a nanosecond in 2008 when bailout money was at stake, 
but when it comes to subjecting them to more regulation now, well, hey, 
we need to be careful here. 

 5.   How much do higher capital ratios actually affect the efficiency and 

profitability of banks? 

 You don ’ t have to be very efficient to make money by using a lot of 
leverage to juice profits, then dump the losses on the government when 
things go bad. In my experience, the banks with the stronger capital ra-
tios are the ones that are better managed, do a better job of lending, and 
have more sustainable profits over the long term, with the added benefit 
that they don ’ t put taxpayers at risk and keep lending during economic 
downturns. 

 6.   Should we go for very high capital ratios? 

 Yep. I ’ ve argued for a minimum leverage ratio of 8 percent, but I like John 
Vickers ’ s 10 percent even better. 

 7.   Is there virtue in simplicity — for example, simple leverage rather than 

capital ratios — or will simplicity only increase regulatory arbitrage? 

 The late Pat Moynihan once said that there are some things only a PhD 
can screw up. The Basel Committee ’ s rules for risk weighting assets are 
exhibit A. 

 These rules are hopelessly overcomplicated. They were subject to 
rampant gaming and arbitrage prior to the crisis and still are. (If you 
don ’ t believe me, read Senator Levin ’ s report on the London Whale.) A 
simple leverage ratio should be the binding constraint, supplemented with 
a standardized system of risk weightings to force higher capital levels 
at banks that take undue risks. It is laughable to think that the lever-
age ratio is more susceptible to arbitrage than the current system of risk 
weightings, given the way risk weights were gamed prior to the crisis, for 
example, by moving assets to the trading book, securitizing loans to get 
lower capital charges, wrapping high-risk collateralized debt obligations 
in credit default swap protection to get near-zero risk charges, blindly 
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investing in triple A securities, loading up on high-risk sovereign debt, 
repo financing. .   .   . Need I go on? 

 8.   Can we realistically solve the too-big-to-fail problem? 

 We have to solve it. If we can ’ t, then nationalize these behemoths and pay 
the people who run them the same wages as everyone else who works for 
the government. 

 9.   Where do we stand on resolution processes, both at the national level 

and across borders? 

 Good progress has been made, but not enough. Resolution authority in 
the United States could be operationalized now, if necessary, but it would 
be messy and unduly expensive for creditors. We need thicker cushions of 
equity at the megabanks, minimum standards for both equity and long-
term debt issuances at the holding company level to facilitate the Federal 
Deposit Insurance Corporation ’ s single-point-of-entry strategy, and —
 most important — regulators who make clear that they have the guts to 
put a megabank into receivership. The industry says it wants to end too 
big to fail, but they aren ’ t doing everything they can to make sure reso-
lution authority works smoothly. For instance, industry groups like the 
International Swaps and Derivatives Association could greatly facilitate 
international resolutions by revising global standards for swap documen-
tation to recognize the government ’ s authority to require continued per-
formance on derivatives contracts in a Dodd-Frank resolution. 

 10.   Can we ever hope to measure systemic risk? 

 Yes. It ’ s all about interconnectedness, which megabanks and regulators 
should be able to measure. Ironically, interconnectedness is encouraged 
by those %$#@ &  Basel capital rules for risk weighting assets. Lending 
to IBM is viewed as five times riskier than lending to Morgan Stanley. 
Repos among financial institutions are treated as extremely low risk, even 
though excessive reliance on repo funding almost brought our system 
down. How dumb is that? 
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 We need to fix the capital rules. Regulators also need to focus more 
attention on the credit exposure reports that are required under Dodd-
Frank. These reports require megabanks to identify and quantify for regu-
lators how exposed they are to each other. Megabank failure scenarios 
should be factored into stress testing as well. 

 (Since these questions are related to financial regulation, I will not 
opine on measuring systemic risk building as a result of loose monetary 
policy.) 

 11.   Are banks in effect driving the reform process? 

 It sure seems that way. 

 12.   Can regulators ever be as nimble as the regulatees? 

 Yes. Read Roger Martin ’ s  Fixing the Game  (Harvard Business Review 
Press, 2011). Financial regulators should look to the NFL for inspiration. 

 13.   Given the cat-and-mouse game between regulators and regulatees, 

do we have to live with regulatory uncertainty? 

 Simple regulations that focus on market discipline and skin-in-the-game 
requirements are harder to game and more adaptable to changing condi-
tions than rules that try to dictate behavior. For instance, thick capital 
cushions will help ensure that whatever dumb mistakes banks may make 
in the future (and they will), there will be significant capacity to absorb 
the resulting losses. Unfortunately, the trend has been toward complex, 
prescriptive rules that smart banking lawyers love to exploit. The indus-
try generally likes the prescriptive rules because they always find a way 
around them, and the regulators don ’ t keep up. 

 You can see that dynamic playing out now, where the securitization 
industry is seeking to undermine a Dodd-Frank requirement that securitiz-
ers take 5 cents of every dollar of loss on mortgages they securitize. They 
say risk retention is no longer required because the Consumer Bureau 
has promulgated mortgage lending standards. But these rules are pretty 
permissive (no down payment requirement and a whopping 43 percent 
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debt-to-income ratio), and I ’ m sure that the Mortgage Bankers Associa-
tion is already trying to figure out ways to skirt them. 

 Rules dictating behavior can sometimes be helpful, but forcing market 
participants to take the losses from their risk taking can be much more 
effective. One approach tells them what kinds of loans they can make. 
The other says that whatever kind of loans they make, they will take 
losses if those loans default. 
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 I will focus my remarks on the ongoing regulatory challenges associated 
with large, systemically important financial institutions, or SIFIs. In part, 
this focus amounts to asking a question that seems to be on everyone ’ s 
mind these days: Where do we stand with respect to fixing the problem 
of  “ too big to fail ”  (TBTF)? Are we making satisfactory progress, or it is 
time to think about further measures? 

 I should note at the outset that solving the TBTF problem has two dis-
tinct aspects. First, and most obvious, one goal is to get to the point where 
all market participants understand — with certainty — that if a large SIFI 
were to fail, then the losses would fall on its shareholders and creditors, 
and taxpayers would have no exposure. However, this is only a neces-
sary condition for success, not a sufficient one. A second aim is that the 
failure of a SIFI must not impose significant spillovers on the rest of the 
financial system, in the form of contagion effects, fire sales, widespread 
credit crunches, and the like. Clearly, these two goals are closely related. If 
policy does a better job of mitigating spillovers, it becomes more credible 
to claim that a SIFI will be allowed to fail without government bailout. 

 So where do we stand? I believe two statements are simultaneously 
true. We ’ ve made considerable progress with respect to SIFIs since the 
financial crisis. And we ’ re not yet at a point where we should be satisfied. 

 The areas of progress are familiar to many. Higher and more robust 
capital requirements, new liquidity requirements, and stress testing all 
should help to materially reduce the probability of a SIFI finding itself at 
the point of failure. And if, despite these measures, a SIFI does fail, the 
orderly liquidation authority (OLA) in Title II of the Dodd-Frank Wall 
Street Reform and Consumer Protection Act now offers a mechanism 
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for recapitalizing and restructuring the institution by imposing losses on 
shareholders and creditors. In the interest of brevity, I won ’ t go into a lot 
of detail about OLA. But my board colleague, Jay Powell, talked in depth 
about this topic in a speech last month, and I would just register my broad 
agreement with his conclusion — namely, that the Federal Deposit Insur-
ance Corporation ’ s (FDIC ’ s) so-called single-point-of-entry approach to 
resolution is a promising one (see  Powell 2013 ). The Federal Reserve 
continues to work with the FDIC on the many difficult implementation 
challenges that remain, but I believe this approach gets the first-order 
economics right and ultimately has a good chance to be effective. 

 Perhaps more to the point for TBTF, if a SIFI does fail, I have little 
doubt that private investors will, in fact, bear the losses — even if this leads 
to an outcome that is messier and more costly to society than we would 
ideally like. Dodd-Frank is very clear in saying that the Federal Reserve 
and other regulators cannot use their emergency authorities to bail out an 
individual failing institution. And as a member of the board, I am com-
mitted to following both the letter and the spirit of the law. 

 Still, we are quite a way from having fully solved the policy problems 
associated with SIFIs. For one thing, the market still appears to attach 
some probability to the government bailing out the creditors of a SIFI; 
this can be seen in the ratings uplift granted to large banks based on the 
ratings agencies ’  assessment of the probability of government support. 
While this uplift seems to have shrunk to some degree since the passage 
of Dodd-Frank, it is still significant.  1   All else equal, this uplift confers a 
funding subsidy to the largest financial firms. 

 Moreover, as I noted earlier, even if bailouts were commonly under-
stood to be a zero-probability event, the problem of spillovers remains. It 
is one thing to believe that a SIFI will be allowed to fail without govern-
ment support; it is another to believe that such failure will not inflict sig-
nificant damage on other parts of the financial system. In the presence of 
such externalities, financial firms may still have excessive private incen-
tives to remain big, complicated, and interconnected, because they reap 
any benefits — for example, in terms of economies of scale and scope — but 
don ’ t bear all the social costs. 

 How can we do better? Some have argued that the current policy 
path is not working and that we need to take a fundamentally differ-
ent approach.  2   Such an alternative approach might include, for example, 
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outright caps on the size of individual banks or a return to Glass-Steagall –
 type activity limits. 

 My own view is somewhat different. While I agree that we have a 
long way to go, I believe that the way to get there is not by abandoning 
the current reform agenda but rather by sticking to its broad contours 
and ratcheting up its forcefulness on a number of dimensions. In this 
spirit, two ideas merit consideration: (1) an increase in the slope of the 
capital-surcharge schedule that is applied to large complex firms and (2) 
the imposition at the holding company level of a substantial senior debt 
requirement to facilitate resolution under Title II of Dodd-Frank. In par-
allel with the approach to capital surcharges, a senior debt requirement 
could also potentially be made a function of an institution ’ s systemic 
footprint. 

 To illustrate my argument, let us take as given the central premise of 
those who favor size limits, namely, that society would be better off if the 
distribution of banks were not so skewed toward a handful of very large 
institutions. (To be clear, I am using the word  “ size ”  as shorthand for the 
broader concept of an institution ’ s systemic footprint, which in addition 
to size might reflect complexity, interconnectedness, and global span of 
operations.) In other words, let ’ s simply posit that a goal of regulation 
should be to lean against bank size, and ask: What are the best regulatory 
tools for accomplishing that goal? As in many other regulatory settings, 
this question can be mapped into the  “ prices-versus-quantities ”  frame-
work laid out by Martin Weitzman nearly 40 years ago.  3   Here a size 
cap is a form of quantity regulation, whereas capital requirements that 
increase with bank size can be thought of as a kind of price regulation, 
in the sense that such capital requirements are analogous to a progressive 
tax on bank size.  4   

 A key challenge with quantity-based regulation is that one has to 
decide where to set the cap. Doing so requires a regulator to take a strong 
stand on the nature of scale and scope economies in large financial firms. 
Moreover, even if one reads the empirical literature as being quite skepti-
cal about the existence of such economies beyond a certain point in the 
size distribution — a proposition that itself is debatable — the most that 
such large-sample studies can do is to make on-average statements about 
scale and scope economies.  5   These studies still leave open the possibility 
of considerable heterogeneity across firms, and that some firms are able to 
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add considerable value in a given line of business by being very big — even 
if the average firm in the population is not. And such heterogeneity alone 
is enough to create significant drawbacks to quantity-based regulation. 

 Consider the following example. There are three banks, A, B, and C. 
Both A and B have $1 trillion in assets, whereas C is smaller, with only 
$400 billion in assets. Bank A actually generates significant economies of 
scale so that it is socially optimal for it to remain at its current size. Banks 
B and C, by contrast, have very modest economies of scale, not enough to 
outweigh the costs that their size and complexity impose on society. From 
the perspective of an omniscient social planner, it would be better if both 
B and C were half their current size. 

 Now let ’ s ask what happens if we impose a size cap of, say, $500 billion. 
This size cap does the right thing with respect to bank B, by shrinking it to 
a socially optimal size. But it mishandles both banks A and C, for differ-
ent reasons. In the case of A, the cap forces it to shrink when it shouldn ’ t, 
because given the specifics of its business model, it actually creates a sub-
stantial amount of value by being big. And in the case of C, the cap makes 
the opposite mistake. It would actually be beneficial to put pressure on 
C to shrink at the margin — that is, to move it in the direction of being a 
$200 billion bank instead of a $400 billion one — but since it lies below 
the cap, it is completely untouched by the regulation. 

 Suppose instead we attack the problem by imposing capital require-
ments that are an increasing function of bank size. This price-based 
approach creates some incentive for all three banks to shrink, but lets them 
balance this incentive against the scale benefits they realize by staying big. 
In this case we would expect A, with its significant scale economies, to 
absorb the tax hit and choose to remain large, while B and C, with more 
modest scale economies, would be expected to shrink more radically. In 
other words, price-based regulation is more flexible in that it leaves the 
size decision to bank managers, who can then base their decisions on their 
own understanding of the synergies — or lack thereof — in their respective 
businesses. 

 This logic can be thought of as supporting the approach taken by the 
Basel Committee on Banking Supervision in its rule imposing a common 
equity surcharge on designated global systemically important banks. The 
exact amount of the surcharge will range from 1 percent to 2.5 percent 
and will depend on factors that include a bank ’ s size, complexity, and 
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interconnectedness, as measured by a variety of indicator variables.  6   
These progressive surcharges are effectively a type of price-based regula-
tion and therefore should have the advantages I just noted. 

 However, a proponent of size caps might reasonably reply,  “ Fine, 
but how do I know that these surcharges are actually enough to change 
behavior — that is, to exert a meaningful influence on the size distribution 
of the banking system? ”  After all, the analogy between a capital require-
ment and a tax is somewhat imperfect because we don ’ t know exactly 
the implicit tax rate associated with a given level of capital. Some view 
capital requirements as quite burdensome, which would mean that even 
a 2 percent surcharge amounts to a significant tax and, hence, a strong 
incentive for a bank to shrink, while others have argued that capital 
requirements impose only modest costs, which would imply little incen-
tive to shrink.  7   

 This uncertainty about the ultimate effect of a given capital-surcharge 
regime on the size distribution of banks could potentially tip the balance 
back in favor of quantity-based regulation, like size caps. And indeed, if 
we were faced with a static, once-and-for-all decision, I don ’ t think eco-
nomic reasoning alone could give us a definitive answer as to whether 
caps should be preferred to capital surcharges. This ambiguity is in some 
sense the central message of Weitzman ’ s original analysis. 

 One way to resolve this tension is to refrain from putting ourselves 
in the position of having to make a once-and-for-all decision in a setting 
of substantial uncertainty. Rather, it might be preferable to try to learn 
from the incoming data and adjust over time, particularly since the recent 
changes to capital regulation already on the books may represent an infor-
mative experiment. In my view, this observation about the potential for 
learning tips the balance in favor of capital surcharges. For example, the 
capital-surcharge schedule proposed by the Basel Committee for globally 
important systemic banks may be a reasonable starting point; however, 
if after some time it has not delivered much of a change in the size and 
complexity of the largest of banks, one might conclude that the implicit 
tax was too small and should be ratcheted up.  8   In principle, this turning-
up-the-dials approach feels to me like the right way to go: It retains the 
flexibility that makes price-based regulation attractive while mitigating 
the risk that the implicit tax rate will be set too low. Of course, I recognize 
that its gradualist nature presents practical challenges, not least of which 
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is sustaining a level of regulatory commitment and resolve sufficient to 
keep the dials turning so long as this is the right thing to do. 

 Before wrapping up, let me briefly mention another piece of the puzzle 
that I think is sometimes overlooked but that strikes me as having the 
potential to play an important complementary role in efforts to address 
the TBTF problem, namely, corporate governance. Suppose we do every-
thing right with respect to capital regulation and set up a system of capital 
surcharges that imposes a strong incentive to shrink on those institutions 
that don ’ t create large synergies. How would the adjustment process actu-
ally play out? The first step would be for shareholders, seeing an inad-
equate return on capital, to sell their shares, driving the bank ’ s stock price 
down. And the second step would be for management, seeking to restore 
shareholder value, to respond by selectively shedding assets. 

 But as decades of research in corporate finance have taught us, we 
shouldn ’ t take the second step for granted. Numerous studies across a 
wide range of industries have documented how difficult it is for manag-
ers to voluntarily downsize their firms, even when the stock market is 
sending a clear signal that downsizing would be in the interests of outside 
shareholders. Often, change of this sort requires the application of some 
external force, be it from the market for corporate control, an activist 
investor, or a strong and independent board.  9   As we move forward, we 
should keep these governance mechanisms in mind and do what we can 
to ensure that they support the broader regulatory strategy.   

 Notes 

 This chapter was originally delivered on April 17, 2013, as remarks at the Interna-
tional Monetary Fund ’ s  “ Rethinking Macro Policy II ”  conference. The thoughts 
that follow are my own. They are not necessarily shared by my colleagues on 
the Federal Reserve Board. I am grateful to members of the board staff, Michael 
Gibson, Michael Hsu, Nellie Liang, and Mark Van Der Weide, for their advice. 

 1.   For example, in June 2012, Moody ’ s described its ratings process for JP Mor-
gan Chase as follows:  “ JP Morgan ’ s ratings benefit from three notches of uplift 
from the standalone credit assessment at the bank level, and from two notches of 
uplift at the holding company, reflecting Moody ’ s assumptions about a very high 
likelihood of support from the US government for bondholders or other credi-
tors in the event such support was required to prevent a default. .   .   . The negative 
outlook on the parent holding company reflects Moody ’ s view that government 
support for US bank holding company creditors is becoming less certain and less 
predictable, given the evolving attitude of US authorities to the resolution of large 
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financial institutions, whereas support for creditors of operating entities remains 
sufficiently likely and predictable to warrant stable outlooks ”  (Moody ’ s Inves-
tors Service 2012, pp. 11 – 12 of the pdf version). Also see similar statements by 
Moody ’ s in the same document for Bank of America (pp. 4 – 5) and Citibank (p. 7). 

 2.   See  Fisher (2013) , who said:  “ We recommend that the largest financial holding 
companies be restructured so that every one of their corporate entities is subject 
to a speedy bankruptcy process, and in the case of the banking entities themselves, 
that they be of a size that is  ‘ too small to save. ’  Addressing institutional size is vital 
to maintaining a credible threat of failure, thereby providing a convincing case 
that policy has truly changed ”  (paragraph 40). 

 3.   See  Weitzman (1974) .  Haldane (2010)  also uses Weitzman ’ s framework to talk 
about price-versus-quantity regulation in the TBTF context. It should be noted 
that there are various hybrid approaches that are neither pure quantity nor pure 
price regulation. For example,  Tarullo ’ s (2012)  discussion of limits on uninsured 
liabilities is not a rigid size cap, since it does not constrain an institution ’ s absolute 
size, to the extent that it is able to adjust its funding mix. 

 4.   To be clear, this taxation aspect of capital requirements is not their only appeal, 
or even their primary one. Even if it were almost costless to impose higher capital 
requirements on bigger banks — so that doing so provided essentially no disincen-
tive to bank size — it might still be a good idea to do so for purely prudential rea-
sons. In other words, capital requirements serve as both a prudential buffer and a 
tax, and can be a useful regulatory tool for both reasons. 

 5.   See  Hughes and Mester (2011)  for a recent contribution to the literature on 
scale economies in banking. 

 6.   See  BCBS (2011)  for a description of the methodology. 

 7.   For different estimates of the costs of capital requirements to banks, see  Baker 
and Wurgler (2013) ,  Admati and others (2011) , and  Hanson, Kashyap, and Stein 
(2011) . 

 8.   Again, it should be emphasized that the underlying problem is not simply an 
institution ’ s size but rather its systemic footprint — which, in addition to sheer size, 
is related to its complexity, interconnectedness, and global span of operations. 

 9.    Jensen (1993)  is a classic treatment of the issues.   
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 Aftermaths of banking, sovereign, and other crises often look alike: after 
years of neglect and quasi-laissez-faire leading to a crisis, policymakers 
and scholars work assiduously on new schemes that will prevent the next 
crisis. While this constitutes a useful reaction, the process also reflects 
political immediacy as much as a long-term perspective. The title of the 
conference,  “ Rethinking Macro Policy II: First Steps and Early Lessons, ”  
modestly but rightly reminds us of the limits of our knowledge in these 
areas. 

 This chapter briefly discusses three kinds of reforms in the making in 
financial regulation: structural reforms (among which I would include 
governance and the interaction with shadow banking), solvency and 
liquidity regulation, and institutional/supervisory reforms. 

 Before I begin, two preliminary remarks are in order. First, we need to 
step back a moment and think about why the banking sector is regulated 
in the first place, regardless of its degree of competition. There are multi-
ple reasons for regulation. The most universal one is to protect depositors, 
or the deposit insurance fund and the taxpayer, if deposits are explicitly 
or implicitly covered. The state represents the interests of depositors, who 
do not have the expertise, the information, or the incentive to monitor the 
balance sheet and off-balance-sheet activities of their banks. This  “ rep-
resentation hypothesis ”  explains why even tiny banks, without market 
power and systemically unimportant, are supervised, and why pension 
funds and insurance companies are subject to similar prudential require-
ments.  1   It also explains why investment banks, with no retail investors, 
have so far been left unregulated or lightly regulated. 

 The representation hypothesis, however, does not account for the 
recent bailout of the investment banks and of AIG ’ s holding in the United 
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States or that of Long-Term Capital Management (LTCM) in 1998. Nor 
does it explain the current emphasis on regulating systemically important 
financial institutions (SIFIs). Systemic risk is often invoked as an argument 
for paying close attention to financial institutions, and so the representa-
tion and systemic risk rationales are related. When large institutions fail, 
unpaid liabilities (counterparty risk) and fire sales create externalities on 
the prudentially regulated sector and may put at risk some retail banks or 
insurance companies.  2   These externalities are, to be certain, highly endog-
enous. Were retail banks, for instance, to have limited counterparty expo-
sure to institutions outside the prudentially regulated sector, the ex post 
case for rescuing institutions in the latter sector would be much weaker. I 
return to this point later. 

 The second preliminary remark is that we need to make progress on a 
general equilibrium view, and not only for the standard macroprudential 
reasons. Making balance sheets safer is a laudable goal in light of the 
recent experience, but it cannot be the only consideration. Otherwise, 
prudential regulation would be a rather simple matter: it would suffice 
to impose very high capital requirements, demand CoCos — contingent 
convertible bonds  3   — in large amounts, or require banks to invest only in 
German bunds. There is a demand for the safe, liquid instruments created 
by the banks ’  liability side, as illustrated in the theory of aggregate liquid-
ity, but so far the latter has been poorly connected to prudential regula-
tion analysis. There is also an incidence of banking regulation on the 
volume of credit to the economy, as well as implications for the incentives 
of managers and shareholders. 

 Structural Reforms 

 The rationale for separating retail from investment banking is to insulate 
basic banking services — and thereby the trilogy of depositors, the guar-
antee fund, and taxpayers — from investment banking risks. It is a simple 
refusal to engage in cross-subsidies and thereby promote value-decreasing 
marginal investment banking services. 

 In a sense, structural reform, coming on top of the Basel III prudential 
regulation, is an admission that society will always lose in the pruden-
tial regulation cat-and-mouse game; prudential regulation ought to be 
capable at the very least of duplicating structural reforms (which often 
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are a special case of prudential regulation without separation but with 
infinite weights on some assets or activities) and should in theory do 
better. Thus, either regulators are not trusted to choose and enforce less 
extreme risk weights, or there is a feeling that outright prohibition has 
very different effects from high risk weights. Under the latter hypothesis, 
a specificity of banking is that the mouse moves really fast; indeed, there 
are few industries in which the balance sheet can be changed substantially 
within a matter of days. The banking industry, at least in its most  “ inno-
vative ”  segments, is highly complex, and asymmetric information with 
the regulator is paramount. There is latency in conforming to capital and 
liquidity requirements, which, if very risky instruments are available, may 
give scope for gambling for resurrection when the bank is underwater. 

 The various proposals for structural separation have been described 
and commented on carefully elsewhere.  4   Here I will make just a few 
remarks on the economics of such rules to point out where our knowl-
edge ought to be improved on. 

 For the sake of illustration, let ’ s consider the Vickers rule.  5   In essence, 
it creates a ring-fenced subsidiary (the retail bank) with a limited scope 
of activities: It can lend only to households and nonfinancial firms and 
trade high-quality securities. It can hedge the risk on corresponding expo-
sures — the Independent Commission on Banking (ICB)  6   report calls this 
the  “ Treasury function. ”  All other activities are not allowed within the 
ring-fenced bank but can be performed by the rest of the bank (the invest-
ment bank). The ring-fenced bank has operational independence and is 
prohibited from providing support to the investment bank. 

 As the ICB report emphasizes, ring-fencing is no substitute for capital 
adequacy and liquidity requirements. Actually, the report calls for higher 
capital adequacy requirements for ring-fenced banks than now prevail, 
which amounts to saying that even the ring-fenced bank may not be 
that safe. 

 The Vickers rule has a number of desirable properties, one of which is 
the facilitation of resolution. As in the case of prudential regulation, this 
argument is some kind of admission that the requirement of a living will 
(i.e., the provision by a bank of detailed information on how authori-
ties can dismantle the bank and proceed through an orderly resolution) 
will not function properly or at least needs to be reinforced by structural 
separation. 
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 Although the aims of structural separation are well grounded, there are 
nonetheless serious concerns that the rule may not achieve its purposes. 
Here are a few potential reasons, on which economists should probably 
do more research: 

  •    The retail bank can build large macro risks on its retail book, such as 
real estate risk (think of Irish, Spanish, and US banks), or through rather 
simple financial products offered to retail customers, such as guarantees 
of minimum returns on investment portfolios (as granted by some Euro-
pean banks). Indeed, a number of recent failures had to do with institu-
tions then abiding by the separation requirements, primarily-retail banks 
and large investment banks. 

  •    The ICB report recognizes that such risks exist and, accordingly, allows 
the retail bank to hedge. Hedging is a well-known double-edged sword. If 
not carefully monitored, it can enable institutions to (voluntarily or invol-
untarily) increase risk. Here I recall that JP Morgan ’ s trader  “ London 
Whale ”  was actually using very risky credit default swaps as part of the 
hedging function. 

  •    It must not be the case that authorities feel compelled to rescue the 
investment bank. There might be two reasons for such a rescue. One 
is reputation risk for the retail bank, although this argument cuts both 
ways (i.e., the investment bank might feel compelled to rescue the retail 
bank). Another is more standard: In 2008 the US government bailed out 
all investment banks (except Lehman Brothers), as well as AIG, because 
it was concerned about systemic risk.  7   Direct and indirect exposures of 
retail regulated entities to failing entities, as well as the possibility of fire 
sales, probably contributed to this very unfortunate outcome.  8   

 Relationship to Shadow Banking 

 The level playing field in the shadow banking sector (the unregulated 
sector that performs maturity transformation and, because of the absence 
of retail liabilities, has no access to public sector enhancements such as 
central bank liquidity and deposit insurance) has been destroyed in two 
opposite ways. First, in the case of integrated banks, retail deposit activi-
ties and public sector enhancements may unduly cross-subsidize invest-
ment banking activities; this is a key rationale for introducing structural 
separation. Second, non-integrated investment banks and other shadow 
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banking players can avail themselves of massive access to taxpayer money, 
as we saw in 2008.  9   

 As of today, the exact tightening of rules for shadow banking is still 
uncertain ( Adrian and Ashcraft 2012 ). Particularly prominent in the last 
few years have been the proposals for regulating SIFIs. While I agree with 
the premises and purpose of this reform, I have reservations. First, in 
an environment characterized by complex products and balance sheets 
and fragmented information, it is rather hard to identify systemically 
important actors.  10   Would AIG have been deemed systemically impor-
tant? LTCM? Second, there are currently too few regulators to oversee 
retail institutions; carefully overseeing investment banks, hedge funds and 
other potential SIFIs would require a substantial expansion in regula-
tory resources. Besides, activities keep migrating; tomorrow new entities 
(such as energy companies, which already are active in financial markets) 
might expand their financial involvement in response to a tight regulation 
of investment banks and hedge funds. This migration issue compounds 
the difficulty of achieving widespread financial regulation with scarce 
resources. 

 While the jury on this issue is clearly out, my own, nonmainstream 
view is that rather than attempting ubiquitous regulation, it might be 
preferable to insulate prudentially regulated entities (retail banks, insur-
ance companies, pension funds) from counterparty risk with unregulated 
financial entities. That would contribute to bringing to a halt the soft 
budget constraint enjoyed by a number of unregulated entities, which 
secure cheap refinancing thanks to the expectation that they will be 
rescued by public money if push comes to shove. A faster migration 
toward the use of centralized exchanges (which need to be prudentially 
regulated) and further disincentives for prudentially regulated entities 
to use over-the-counter (OTC) markets would be desirable in this 
respect. 

 The Vickers rule is a step toward this insulation strategy: the retail 
bank will have limited exposure to its own investment bank. The exten-
sion of the rule to the insulation from the impact of failures of non-affil-
iated entities remains a question mark, as exposures may reside in the 
Treasury function through OTC transactions; to be sure, the rule ’ s propo-
nents seem sympathetic to the use of central counterparty clearing houses 
(CCPs) in the CCP/OTC debate.  11   
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 Asset Income Runs 

 Structural separation is an instance of asset income run; that is, the com-
partmentalization of the balance sheet through the earmarking of spe-
cific assets to specific lenders. While structural separation is demanded 
by authorities and is meant to protect retail depositors and taxpayers 
against certain types of risks on the asset side, asset income runs are 
usually carried out by private lenders. To this extent, earmarking has 
always existed: repos (whose use increased tremendously when legal 
uncertainty concerning the effectiveness of the earmarking guarantee was 
lifted) and covered bonds are cases in point. And in rough times, asset 
income runs in various guises (shortening of maturity structure, higher 
collateral demands) increase. This is particularly the case today. 

 Earmarking specific assets to specific liabilities has two benefits (and, 
to pursue the analogy, both benefits are mentioned by structural separa-
tion proponents to make their case). First, it facilitates resolution. Relat-
edly, lenders need to ascertain only the value of the specific asset that is 
matched with their liability and not the quality of the entire balance sheet, 
a possibly daunting task for the lender; by contrast, asserting the value of 
a single asset (say, of a government security) may be a no-brainer. Alter-
natively, the lenders may bring their specialized knowledge to assess the 
value of the collateral; they thereby certify a piece of the balance sheet. 

 Earmarking also has costs. First, it is known that there may be less 
adverse selection or less moral hazard on a bundle than on individual 
assets.  12   Second, and currently very much to the point, it creates more 
scope for a rat race, in which each lender tries to obtain priority over 
other lenders.  13   Indeed, one of the current concerns is that the Deposit 
Insurance Fund would face an empty shell when trying to collect, after all 
good assets have been collateralized with private lenders; put differently, 
such asset income runs make bail-ins infeasible. One would therefore 
expect in the near future more prudential moves toward limiting asset 
income runs; a case in point is the recent Australian decision to limit to 
8 percent the fraction of assets that can be used to create covered bonds. 

 Prudential Regulation Reforms 

 This is no place to review the very extensive discussions and altera-
tions concerning various aspects of regulatory reform: capital adequacy, 
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countercyclical buffers, treatment of derivatives, and so on. Similarly, I 
cannot cover the many questions remaining today, including the future 
of internal models or the homogenization and coordination of resolution 
processes. I will content myself with a few light remarks concerning an 
innovation of the current reforms: the introduction of liquidity require-
ments into the Basel process, with two ratios in the making — the liquidity 
coverage ratio (LCR) and the net stable funding ratio (NSFR). Reflections 
on the former are more advanced; the LCR will become operative in 2019 
(with a light version for 2015). 

 The LCR will be based on stress tests: banks must claim access to a 
sufficient buffer of high-quality liquid assets to be able to face outflows 
during a month. The NSFR will relate longer-term funding to longer-term 
liquidity. 

 The academic contributions on liquidity have helped clarify the need 
for a liquidity requirement on top of a solvency one. They have empha-
sized three main rationales: agency, microeconomic externalities, and 
macroprudential concerns. The agency rationale has a standard pruden-
tial flavor and relates to the need for constraining a specific form of risk 
taking: engaging in an excessively unbalanced maturity transformation 
by not hedging against short-term shocks, market collapse, or increases 
in interest rates. The externalities rationale is to prevent propagation to 
other financial institutions through counterparty risk or fire sales. The 
third rationale also takes up on the first one and emphasizes the stra-
tegic complementarities in balance sheet mismatches. Authorities (first 
monetary, then fiscal) are more tempted to bail out the financial sector 
if more of its members have engaged in dangerous levels of maturity 
transformation; the classic example of a collective bailout is the massive 
transfer of wealth from savers to borrowers during times of low interest 
rates.  14   

 Where, in my view, academic research falls behind is in providing 
guidance on technical but important issues in liquidity regulation. Should 
liquid assets receive risk weights in liquidity ratios as general assets do 
in capital ratios? (It would seem so.) Should central-bank-eligible assets, 
which are liquid by definition, be counted as liquid assets, given that the 
choice of what counts as liquidity in the computation of the liquidity ratio 
and central banks ’  choice of acceptable collateral are two (imperfectly 
substitutable) public sector interventions in the provision of aggregate 
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liquidity? Could the focus on a certain horizon give rise to detrimental 
cliff effects and gaming strategies (e.g., automatic rollover/substitution of 
liabilities with maturity just above the horizon)? To what extent should 
the buffer be usable? How do we incorporate general equilibrium consid-
erations and country specificities? For example, countries differ in their 
stock of government debt and in the amount of retail deposits, which will 
be deemed largely more stable than wholesale deposits under the LCR 
regulation. Also, the implications of bank distress differ across countries 
according to the indebtedness of the country itself or the autonomy of the 
monetary policy. Should asset quality be assessed through ratings, as is 
currently proposed, despite the Dodd-Frank Act hostility to ratings? This 
list is far from exhaustive. 

 This discussion points to a blatant need for academic research in the 
area. Over the past 20 years economists have made much progress in 
conceptualizing liquidity, but they have not yet reached the point at which 
their theories can be operationalized for prudential purposes. At best, the 
new knowledge suggests educated guesses, but this is insufficient. 

 Strengthening Regulatory Institutions: Europe ’ s Banking Union 

 Regulation is pretty hopeless without good supervision. I will therefore 
conclude with a few words on a specific institutional matter, Europe ’ s 
nascent banking union. My hunch here is that Europe in this area is defi-
nitely moving in the right direction, and yet the new institutions are not 
only incomplete with respect to resolution and deposit insurance but also 
are unlikely to function well as currently designed. 

 There are three rationales for abandoning domestic regulation. The 
first is expertise. In the cat-and-mouse game discussed earlier, it is rather 
unlikely that there will be adequate expertise in the 27 national super-
visors; pooling resources may enable regulators to have access to more 
expertise. Second, there are strong cross-border externalities of a bank 
failure in Europe, including the impact on foreign counterparties and 
borrowers, the effect on the foreign deposit insurance scheme (for sub-
sidiaries, although not for branches), ring-fencing, and appropriation of 
liquidity. Third, bank failures may increase government debt and later 
force Europe to rescue the country itself. The Maastricht Treaty did not 
integrate the fact that private bank debt can become public debt. 
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 Despite the recent move to create a supranational supervisor located 
at the European Central Bank (ECB), there are still strong concerns that 
national interests remain powerful under the new system. In my view, 
there is a need to provide the key national supervisors in each country 
with a European mission and status. Otherwise, there is a real danger that 
information will be withheld from the ECB precisely when such informa-
tion should be acted on to trigger early intervention or resolution. Such 
a European status would also make the board less captured by national 
interests. We have observed how decision-making bodies composed pri-
marily of national representatives can be quite ineffective at taking dif-
ficult decisions; a case in point is the Economic and Financial Affairs 
Council (Ecofin) in the run-up to the European crisis. 

 Europe ’ s banking union is still by and large missing a resolution 
authority. The Competition Directorate currently substitutes for such an 
authority but only for some aspects; it makes bailouts more difficult and 
tries to prevent the distressed banks ’  use of government funds to gamble 
for resurrection. But it does not have any money to create bad banks or 
facilitate purchase and assumption. In the future, we will need the treat-
ment of individual failures to be financed by a deposit insurance fund 
collecting fees from insured institutions. Systemic failures will require a 
strengthening of the European Stability Mechanism ’ s firing power. 

 The creation of a European deposit insurance scheme should be made 
feasible by credible, European-oriented supervision. At this stage, though, 
losses on underwater legacy assets could imply substantial cross-subsidies 
among countries under a mutualized deposit insurance scheme. Putting 
these assets into bad banks that become the property of countries is fair, 
and starting again with a clean slate can make common deposit insur-
ance happen. To be certain, these bad assets will worsen the countries ’  
financial situation. But in a restructuring situation, there is no distinction 
to be made between public debt due to profligacy and public debt due to 
negligence in prudential supervision.   

 Notes 

 I am grateful to the conference participants and discussants, and to Joshua 
Felman for helpful responses to the ideas developed in this chapter. 

 1.   See  Dewatripont and Tirole (1994)  for a more detailed argument on the rep-
resentation hypothesis. 
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 2.   Another common source of systemic risk created by bank failures is the cre-
ation of sovereign risk through bailouts and recessions, as dramatically illustrated 
by the recent examples of Spain, Ireland, and Cyprus. 

 3.   CoCos, or contingent convertible bonds, are bonds that are converted into 
equity contingent on the occurrence of a specified event, such as an insufficient 
capital adequacy ratio. 

 4.   See, for example,  Vickers (2012) . 

 5.   As John Vickers noted during the conference, the US Volcker rule has some 
drawbacks, which led Europeans (most notably the U.K. Independent Banking 
Commission, chaired by John Vickers, and the Liikanen Commission, at the Euro-
pean level) to look for different approaches to insulating retail banking from 
investment banking ( Liikanen 2012 ). In a nutshell, the Volcker rule rules out pro-
prietary trading, the ownership of private equity and hedge funds, and activities 
leading to a conflict of interest. At the same time, it allows hedging, the pro-
prietary trading of US government securities, underwriting, and market-making. 
(Note that market-makers ’  inventory risk is in essence proprietary trading and 
that underwriting is the sale of a put option.) 

 6.   See  ICB (2011) . 

 7.   The AIG insurance company was relatively healthy, as well as ring-fenced rela-
tive to the investment bank. Thus, we are discussing the bailout of an investment 
bank rather than of a prudentially regulated entity. 

 8.   This is not an exhaustive list. For example, one might think of rescues of shad-
ow banks that lend to politically sensitive entities. 

 9.   Traditional banking activities are more and more performed by a variety of 
players, such as hedge funds or special purpose vehicles (SPVs). For instance, 
hedge funds lend to mid-caps. 

 10.   Each regulator knows only about his or her own jurisdiction. Domestic turf 
issues, national interests, and mere overload impose limits on the sharing of infor-
mation among regulators. 

 11.   Links can also occur through fire sales and wholesale funding (although there 
will be restrictions on the latter), and not just derivative transactions. This insula-
tion from the nonretail sector would not be complete, although it would be seri-
ously reduced. 

 12.   See, for example,  Diamond (1984)  and  Farhi and Tirole (2013).  

 13.   See, for example,  Bizer and DeMarzo (1992)  and  Brunnermeier and Oehmke 
(2013) . 

 14.   See  Farhi and Tirole (2012 ). The transfer and concomitant diversion of sav-
ings to other uses is not the only cost. Low short-term rates encourage future 
maturity mismatches and therefore a continued fragility of the financial sector. 
Furthermore, institutions that have committed to certain returns for their custom-
ers are highly incentivized to gamble for resurrection (in the parlance of finance, 
to reach for yield).   
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 To start, we need concrete progress with the too-important-to-fail conundrum. 
We need a global level discussion of the pros and cons of direct restrictions on 
business models. 

  — Christine Lagarde, Toronto, October 25, 2012 

 An international discussion on the structure of banking has taken a long 
time to get going. In the United States, the structural debate since the 
global economic crisis of 2008 – 2009 has focused on how to implement 
the Volcker rule, which prohibits banks from engaging in proprietary 
trading that is not customer-related. In the United Kingdom, the discus-
sion has concentrated on ring-fencing — the separation within banking 
groups of retail and investment banking. France and Germany are devel-
oping the mild hybrid of ring-fencing some proprietary trading. The first 
international consideration of structural reform was the  Liikanen (2012)  
report for the European Union, which, like the UK approach, recom-
mended separation, within bank holding companies, between deposit 
banking and trading. 

 How are these structural reform initiatives related? What do they seek 
to achieve? This chapter considers these questions, but first it puts struc-
tural reform in the context of banking reform more generally. 

 Structural Reform in Context 

 The case for structural reform of banks is not that it solves the too-
important-to-fail conundrum by itself. Rather, it is that structural reform 
is an element in the optimal policy package, at the heart of which must 
also be a much greater capacity by banks to absorb losses. 

 Banking Reform in Britain and Europe 

 John Vickers 
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 A pure structuralist argument might run as follows: (1) retail banking 
is low risk and essential, (2) investment banking is risky and inessential, 
and (3) separating the two confines the public safety net to the low-risk 
and essential activities, leaving market forces to discipline risk taking in 
investment banking. 

 If only things were so simple! In reality, unless defined so narrowly as 
to exclude all lending, retail banking, contrary to the first proposition, is 
risky. Lending involves credit risk, much of which is linked to property 
values, which can go down as well as up. And as to the second proposi-
tion, even if investment banking is separated fully from retail banking, the 
occurrence of investment banking risks can, through various channels, 
jeopardize essential banking services. 

 Banking reform — both for retail and for investment banking — must 
therefore have greater loss absorbency at its core. The crisis exposed a 
double problem with banks ’  loss absorbency. First, banks had nowhere 
near enough equity capital — so far too much leverage — for the risks they 
were running. Second, after the thin equity layer had gone, bondhold-
ers bore remarkably little loss. They would bear losses in a bankruptcy, 
but to preserve continuity of essential services, governments staved off 
bankruptcy by providing taxpayer support. So bondholders generally 
came out whole, with the public purse bearing losses that the bondhold-
ers should have taken. Moreover, where depositor preference is absent, in 
a bankruptcy, bondholders would have legal rights to be treated on par 
with ordinary depositors. 

 Under the Basel III agreement, which is to be implemented by 2019, 
banks will need to maintain equity capital of at least 7 percent of risk-
weighted assets, or up to 9.5 percent for banks of global systemic impor-
tance. But risk weights, which were such a failure in the run-up to the 
crisis, are typically well below unity, so these ratios allow bank balance 
sheets still to be a large multiple of equity capital. A backstop limiting 
leverage to 33 times capital is proposed to address this issue.  1   

 In a commonsense view, 33 is a lot of leverage, and way above corpo-
rate norms in the rest of the economy. Remember too that this is for the 
 post -reform world. It is true that many banks were much more leveraged 
pre-crisis, so the Basel III capital reforms, which also address issues about 
risk weights, represent a fundamental shift from where things were. But 
given the scale of the crisis their intended destination is hardly ambitious, 
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and might not be reached if implementation falls short. It is seriously 
open to question whether it is wise to operate market economies with 
banking systems as lowly capitalized as the Basel reforms will still allow.  2   

 A partial remedy to this problem might come from bail-in debt. This is 
debt that is required to be converted to equity, or be wiped out, once low 
capital triggers are breached. Thus the regulator  “ bails in ”  bondholders 
rather than, as tended to happen in the crisis, taxpayers bailing them out. 
But for this to be credible, the debt subject to regulatory bail-in needs to 
be unsecured, to have significant time (e.g., at least a year) to maturity so 
as not to be prone to run risk, and to be junior to other debt, particularly 
retail deposits. And for bail-in debt to make a major contribution to loss 
absorbency, banks need to have enough of it in addition to equity (or else 
far more equity than the Basel minima). The international debate has so 
far been silent on how much bail-in debt to require, which is currently an 
important missing piece of international policy on loss absorbency. 

 Against this background, what can structural policy — forms of separa-
tion between retail and investment banking — add? There are three poten-
tial contributions. First, structural reform can help contain, but cannot 
wholly prevent, kinds of within-bank contagion from investment banking 
shocks to vital retail services, the continuous provision of which is an 
economic and social imperative. An external shock, such as that in 2008 
from US subprime mortgages and related derivatives, directly jeopar-
dized ordinary domestic High Street banking in universal banks lacking 
internal structure (e.g., RBS). Separation provides an internal firebreak, 
together with independent loss absorbency for retail banking. Separation 
also creates the possibility of different loss-absorbency requirements for 
retail and for investment banking. 

 Second, separation helps crisis management and resolution. Unlike 
in 2008 – 2009, it would allow policymakers to pursue different policies 
for retail and investment banking rather than an indiscriminate policy 
for the entirety. Thus, separation helps resolvability, which is universally 
acknowledged to be an essential ingredient of banking reform. Indeed, it 
is hard to see how resolution plans for large and complex institutions can 
be credible without ex ante separation measures.  3   For related reasons, 
separation can assist bank supervision in normal times. 

 Third, by curtailing the implicit taxpayer guarantee, separation together 
with higher loss-absorbency requirements improves ex ante disciplines on 
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risk taking. In particular, if investment banking can no longer be funded 
by (government-insured) retail deposits, it will face more risk-reflective 
funding costs, just as it should, and government funding costs will benefit 
correspondingly. Depending on the design of separation, this in turn 
should promote lending to the real economy being funded by, among 
other things, deposits, including insured retail deposits. 

 Structural Reform Options 

 In broad terms the structural reform of banks involves two issues. One 
is where to draw the line (or multiples lines) between different kinds of 
banking activity. The other is how strong the separation should be. 

 United States 

 The United States provides a useful benchmark for comparing current 
reform efforts in Britain and Europe. From 1933 through the 1990s, US 
law had the Glass-Steagall  prohibition  of affiliation between deposit-
taking banks and companies  “ engaged principally ”  in securities business. 
This provided for total separation between retail/commercial banking and 
investment banking. Over time, regulatory permissiveness and market 
developments led to the effective erosion of the prohibition, ahead of its 
repeal in 1999. Since then, affiliation has been allowed, but a substantial 
body of law provides for regulation of how deposit-taking banks may 
and may not deal with their investment banking affiliates, notably section 
23A of the Federal Reserve Act and its implementing Regulation W. These 
regulations were not always applied strictly in the past, and the Dodd-
Frank Act of 2010 makes provision for them to be tightened. 

 Thus, the repeal of the Glass-Steagall prohibition was not a move from 
separation to unstructured universal banking. On the contrary, it was a 
move to universal banking with structural regulation. 

 The Volcker rule, which is also and famously part of the Dodd-Frank 
legislation, is an  addition  to that kind of structural regulation. Like the 
Glass-Steagall legislation of old, it is a prohibition. Its aim is to prevent 
institutions that do banking from engaging in speculative proprietary 
trading — that is, trading that is not customer-related. The rule likewise 
prohibits substantial bank ownership of hedge funds and private equity. 
Its purpose is not to prohibit banking groups from doing customer-related 
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proprietary trading such as market-making, which is among the exemp-
tions from the rule. It has, however, proved difficult to distinguish in prac-
tice between kinds of proprietary trading, and implementation of the rule 
is behind schedule.  4   

 Britain 

 Britain had a bad banking crisis, and is suffering severe economic and 
fiscal consequences, in part because of the size of its banks in relation to 
the economy — roughly five times its annual GDP. In response, the UK is 
enacting a far-reaching reform program, following the report of the Inde-
pendent Commission on Banking ( ICB 2011 ).  5   

 The ICB was asked to make recommendations on structural mea-
sures —  “ including the complex issue of separating retail and investment 
banking functions ”  — and  “ related non-structural measures ”  to promote 
financial stability and competition. Competition was another casualty of 
the crisis but is not considered further here beyond noting that the too-
important-to-fail conundrum, if unsolved, is a problem for competition as 
well as for financial stability and the public finances. 

 As to the related nonstructural measures, the ICB focused on loss 
absorbency and recommended higher-than-Basel capital requirements 
for the major retail banks, accordingly tighter leverage caps, quantified 
requirements for primary loss-absorbing capacity (e.g., long-term unse-
cured debt subject to bail-in powers) on top of the equity requirement, 
and depositor preference for insured deposits. 

 On structural reform, the ICB considered a range of options and rec-
ommended ring-fencing, requiring that retail banking be conducted in an 
entity separate from investment banking, with self-standing equity and 
other loss-absorbing capacity, and appropriately independent governance. 
The retail entity could be part of a wider banking group but with tight 
restrictions on its dealings with, and exposures to, the rest of the group. 

 On where to draw the line between retail and investment banking, 
the ICB approach was to identify (1) core retail activities, the continuous 
provision of which is essential, which can be carried out only in a ring-
fenced entity, and (2) prohibited activities, which cannot be carried out in 
the ring-fenced entity (but are permitted in the rest of the group). Depos-
its and overdrafts to individuals and small businesses are core activities. 
Prohibited activities include trading (not just proprietary trading in the 
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Volcker sense), underwriting, derivatives (other than hedging retail risks), 
lending to other kinds of financial institution, and much overseas busi-
ness outside the European Economic Area. A wide swath of commercial 
banking — for example, mortgage lending and lending to larger nonfinan-
cial corporates — is neither core nor prohibited in these terms. In the ICB 
approach, banks and their customers are free to decide whether or not to 
conduct such business from the retail entity. In that sense, the fence is flex-
ible. But it is strong with respect to independence between the ring-fenced 
entity and the rest of a banking group to which it may belong. 

 The ICB considered but did not recommend total separation between 
retail and investment banking. That would entail considerably higher 
costs, and for an uncertain financial stability gain. There are circum-
stances in which total separation would protect retail banking from exter-
nal shocks more surely than would ring-fencing. But equally there are 
situations in which total separation would be detrimental to financial 
stability. It would create a stand-alone intercorrelated domestic banking 
sector without recourse to support from elsewhere in banking groups in 
the event of a domestic crisis, such as a property crash. Such crises are 
perfectly possible, and might well be more acute if diversification has 
been lost. 

 Neither did the ICB favor the Volcker rule as an alternative to ring-
fencing. It would have applied to a very small proportion of UK bank 
balance sheets and by itself would have gone nowhere near far enough, 
in the ICB ’ s analysis, to shield retail banking and the public finances from 
investment banking risks. Yet it would have been complex to implement. 

 The UK government has accepted the ICB recommendations, including 
those pertaining to competition, in very large part,  6   and a banking reform 
act has been passed by Parliament.  7   The draft legislation has been scru-
tinized by the Parliamentary Commission on Banking Standards, which 
was established in the summer of 2012 following the London interbank 
offered rate (LIBOR) scandal. Among other things, that commission 
has proposed strengthening ring-fencing and its durability by way of 
 “ electrification ”  — reserve powers for regulators, subject to a framework 
of accountability, fully to separate individual institutions, and even the 
sector as a whole, in the event that ring-fencing were being undermined. 
The Parliamentary Commission has also examined the case for  adding  a 
form of the Volcker rule to ring-fencing but concluded against legislating 
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for that now, partly in the light of claims by the British banks that they do 
not engage in such proprietary trading anyway. 

 The casual observer might think that UK reform, with ring-fencing, is 
on a different track from reform in the United States, which is adopting 
the Volcker rule. But this is to overlook the fact that the United States 
already has, and is strengthening, a framework of separation between 
deposit banks and their investment banking affiliates within bank holding 
companies. Thus, the truer picture is one of UK-US  convergence  — on 
structured universal banking. The United States moved from separation 
to structured universal banking as the Glass-Steagall prohibition eroded 
and was finally repealed. It is adding a Volcker rule to that model. The UK 
is legislating for structured universal banking against a background of a 
lack of structure. (For the UK there would be little gain but some cost in 
adding a Volcker rule as well.) Thus, the UK and the United States have 
come from different directions to a broadly similar place. 

 Europe 

 The EU is moving forward with a variety of financial sector reforms, 
notably in directives on capital requirements to implement Basel III and 
on bank recovery and resolution.  8   The question of EU-wide structural 
reform was opened up in 2012 by the creation by Commissioner Barnier 
of the high-level expert group chaired by Erkki Liikanen, governor of the 
Bank of Finland. 

 The recommendations in the  Liikanen (2012)  report have much in 
common with the UK reforms outlined above, even though the group ’ s 
remit was pan-EU. It recommended that for banks above certain size 
thresholds, trading should be separated from deposit banking, but the 
two kinds of activity can coexist within bank holding companies. In addi-
tion, there should be powers to require further separation if judged neces-
sary for resolvability. It also made a number of recommendations on loss 
absorbency, for example in relation to bail-in debt and risk weights. 

 Especially in light of the wider geographic scope of the Liikanen review, 
it has a remarkable amount in common with the UK reforms. Both envis-
age a move to structured rather than unstructured universal banking. 
(Separating trading from deposit banking is essentially the same as ring-
fencing retail/commercial banking, just as building a fence to separate 
lions from deer is the same as building one around a deer park to keep out 
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the lions.  9  ) Neither favors adding a Volcker rule, still less adopting that 
instead of ring-fencing. And like the ICB, the Liikanen report stresses loss 
absorbency and its interrelation with structural reform. 

 There are differences, some of which reflect the different geographic 
scope. Thus, for example, a common European approach to trading-book 
risk weights makes sense, whereas a single-country approach could have 
detrimental consequences for geographic arbitrage. A more surprising 
difference concerns securities underwriting, which the Liikanen report 
would allow with deposit banking. Besides the historical observation that 
this is the opposite of the provisions of the Glass-Steagall Act, economic 
logic suggests that securities underwriting belongs with trading, as it 
involves writing large put options. Corporate customers could still obtain 
a comprehensive array of banking services, including underwriting, from 
a single bank, but with the risk lying outside the deposit bank entity. 

 Whereas the Liikanen and UK approaches are largely in harmony, leg-
islation before the French and German parliaments takes a minimalist 
approach to structural reform. In essence, it requires that major banks 
conduct speculative proprietary trading in a separate subsidiary. Very 
little of the balance sheet of the affected banks — perhaps 1 percent or so —
 seems likely to be affected, yet if the US experience with the Volcker rule 
is a guide, the definitional and implementation difficulties are likely to be 
considerable. Still, these are steps in the direction of structural reform. It 
remains to be seen whether the farther-reaching reforms recommended in 
the Liikanen report will be adopted across Europe. The report is currently 
being considered by the European Commission in Brussels. 

 Its importance is heightened by the wider question of a banking union 
for the euro area, which is widely seen as crucial for future euro area mac-
roeconomic performance. Whether or not a banking union — of a form 
that entails a degree of mutualization of the contingent liabilities of euro 
area banks by common deposit insurance or otherwise — is a good idea 
depends very much on the future resilience of the banks in question. A 
banking union has large potential advantages if they are well capitalized 
and sensibly structured, but could be a mistaken enterprise if not. Indeed, 
a union among unstructured and thinly capitalized banks could make the 
too-important-to-fail conundrum worse, and put more euro area taxpay-
ers more on the hook for more banking risks. 
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 Conclusion 

 The financial crisis began more than five years ago. The prolonged mac-
roeconomic and fiscal costs of financial crises are manifest to all. Yet the 
progress of banking reform has been mixed, and much unfinished busi-
ness remains. With regard to loss absorbency there are concerns that the 
Basel III capital requirements are unambitious and liable to be watered 
down in application. On the other hand, there are voices, including some 
in the United States, calling for substantial stiffening beyond Basel III. 
There has been surprisingly little public discussion, outside the UK and 
Switzerland, of the complementary issue of how much bail-in debt major 
banks should be required to have. 

 An international debate on structural reform nearly didn ’ t happen at 
all but is now under way. Structural reform initiatives in the United States 
(the Volcker rule) and the UK (ring-fencing) might appear to contrast, but 
the deeper truth is that both are converging, though coming from different 
directions historically, on structured universal banking. The EU ’ s adop-
tion of the Liikanen report ’ s recommendations would further promote 
international convergence, as well as being wise for Europe, especially 
with a banking union on the horizon. More resilient banks — with greater 
loss absorbency, safer structures, and lower contingent taxpayer depen-
dence — are, moreover, a global public good.   

 Notes 

 I am grateful to my former colleagues at the UK ’ s Independent Commission on 
Banking for many helpful discussions on the topics in this chapter, which provided 
background to my remarks at the IMF ’ s  “ Rethinking Macro Policy II ”  conference 
in Washington, D.C., on April 16 – 17, 2013. A fuller discussion of the economic 
issues presented in the chapter is in  Vickers (2012) . 

 1.   The definition of capital for this leverage cap is wider than equity capital, so 
this allows closer to 40 times leverage in relation to equity capital. 

 2.   An economic case for very much higher capital requirements than Basel III is 
made by  Admati and Hellwig (2013) . 

 3.   This is so whether the resolution strategy involves a  “ single point of entry ”  
(i.e., typically into the parent company by the home regulator) or  “ multiple points 
of entry ”  (e.g., by several regulators on a geographic or functional basis). 

 4.    Duffie (2012)  provides a critical analysis of the issues. 
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 5.   I chaired the commission, which worked from June 2010 to September 2011. 
The other members were Clare Spottiswoode, Martin Taylor, Bill Winters, and 
Martin Wolf. 

 6.   See  HM Treasury (2012 ,  2013 ). 

 7.   The Financial Services (Banking Reform) Act was passed in December 2013. 

 8.   In Europe beyond the EU, reform in Switzerland is noteworthy. Like the UK, 
Switzerland has (two) very large banks in relation to GDP, and established a com-
mission on banking reform. The Swiss Commission recommended much higher 
capital requirements than that for the Basel III baseline. 

 9.   A metaphor by Martin Taylor.   
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 13 

 In 2009, Queen Elizabeth visited the Economics Department of the 
London School of Economics, discussed the financial crisis, and asked a 
simple question:  “ Why did no one see it coming? ”  It was a good question, 
but one that could now be expanded, because there were two failures. 

 First, there was a failure to foresee the crisis coming at all — a failure in, 
say, 2005 or 2006 or 2007 to understand that we were heading toward a 
major financial crash. There were some notable exceptions. To different 
degrees, Nouriel Roubini, Raghu Rajan, and Bill White issued some warn-
ings. But on the whole, the world ’ s central banks and regulators, finance 
ministries, and the IMF not only did not warn of impending disaster but 
in general propagated a thesis that financial innovation and increasing 
financial intensity had made crises less likely. 

 And then a second failure occurred in spring 2009, once the severe 
crisis of 2008 was behind us: a failure to foresee how difficult and slow 
the recovery would be. No official forecast anticipated anything like the 
scale and length of the subsequent recession, and almost no one antici-
pated the scale of the policy stimulus we would deploy in an attempt 
to offset recessionary forces. There were, to my knowledge, no official 
sector or market forecasts that policy rates, having fallen to the zero 
lower bound, would stay there for four years (so far) and probably for 
several years more. 

 How did this double failure occur? There were many specific reasons. 
In particular, the flawed structure of the euro area played a key role in 
explaining why the initial crash produced a subsequent major aftershock. 
But in this chapter I present the argument — not original but I think so 
fundamental that it is worth stressing — that central to our poor foresight 
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was a sustained failure over several decades to appreciate and focus on 
the central importance to both financial stability and macroeconomic sta-
bility of the scale of debt contracts — the level of leverage both within the 
financial sector and within the real economy, and in the private sector 
quite as much as the public sector. 

 I also argue that once we do focus on the fundamental importance of 
debt and leverage, we may need to consider more radical policies, both 
macroprudential and monetary, than we have done so far. 

 Mervyn King pointed out in a lecture last autumn that the dominant 
new Keynesian model of monetary economics  “ lacks an account of finan-
cial intermediation, so that money, credit and banks play no meaningful 
role ”  ( King 2012 ). 

 In retrospect, that was a very odd omission. After all, since monetary 
policy works through an interest rate, it must presumably work through 
the financial intermediation system, debt contracts, and banks. But it was 
not only an odd omission, it was also very dangerous, because debt con-
tracts have very specific features that have major implications for finan-
cial stability and macroeconomic stability. 

 Those features were obvious to and a major focus for several mid-
twentieth-century economists writing amid the wreckage of the 1929 –
 1933 financial crash and the subsequent Great Depression, writers such 
as Irving Fisher and Henry Simons ( Fisher 1933 ,  1936 ;  Simons 1936 ). 
And if one reads those economists again, what is striking is the central 
role they ascribe to debt creation and debt destruction in the origins and 
development of the Great Depression, and how radical the policy pre-
scriptions were that they proposed in response. 

 Henry Simons is typically thought of as a foundational figure of 
Chicago school economics and laissez-faire policy prescriptions. But he 
argued that  “ private initiative has been allowed too much freedom in 
determining the character of our financial system and in directing changes 
in the quantity of money and money substitutes. ”  He wanted not only to 
make fractional reserve banking illegal but to severely restrain the role 
that even nonbank debt contracts, as opposed to equity contracts, could 
play in the economy. 

 Simons and Fisher believed that the more debt contracts there were in 
the economy, the more fragile it would become and the more vulnerable 
to harmful financial cycles of the sort that Claudio Borio describes in 
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chapter 6 of this volume. There are at least five interlocking reasons why 
that could be so — why debt contracts are different from equity. 

 First is the phenomenon  Gennaioli, Shleifer, and Vishny (2010)  have 
labeled  “ local thinking ” : the tendency to ignore in the good times the 
downside tail of the distribution of possible debt returns. When we hold 
an equity contract, the observed movement of equity prices reminds us 
each day that returns can go up or down, that we hold a risky investment. 
But if we hold debt contracts, in the good times we observe only the non-
default, full-payout result. There is therefore a danger that investors will 
come to believe that inherently risky debt contracts are risk-free invest-
ments, and therefore a danger that the aggregate value of apparently low-
risk debt instruments created will exceed the value that could actually be 
risk-free, given the underlying real economic risks facing companies and 
households. As a result, as  Gennaioli, Shleifer, and Vishny (2010)  put it, 
a free financial system can manufacture large volumes of debt securities 
 “ that owe their very existence to neglected risk. ”  

 A second reason is the rigidities and fragilities created by default and 
bankruptcy processes. As Ben Bernanke noted,  “ In a complete markets 
world, bankruptcy would never be observed. ”  Instead, we would see 
smooth, nonjumpy, continual redefinition of debt terms — steadily con-
verting to equity — as creditworthiness declined ( Bernanke 2004 ). And 
as Charles Goodhart and Demetrius Tsomocos explored in the 2011 
Mayekawa Lecture, one of the main deficiencies of modern macroeco-
nomic theory, with its representative agent fiction, is the absence of the 
possibility of default — of companies, households, or banks themselves 
( Goodhart and Tsomocos 2011 ). But in the real world, we do see defaults, 
and as both Bernanke and Irving Fisher described, their operation can 
play a major role in the propagation of recessions and depressions. 

 Third, debt is quite different from equity because it has to be continu-
ally rolled over. One could imagine a working market economy in which 
the new equity issue market closed entirely for, say, five years. There 
would obviously be disadvantages, but such closure would not in itself tip 
the economy into a recession because the preexisting equity investments 
would still exist — they are not continually repaid. But debt contracts con-
tinually mature, so that macroeconomic stability depends crucially on the 
smooth continuity of new credit supply, a vulnerability that made Simons 
so wary of short-term debt contracts that he hankered after an economy 
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in which only long-term debt contracts (he suggested 50 years or more) 
would be allowed. 

 Fourth, a key focus of Simons and Fisher is the fact that banks do not 
just, as too many economics textbooks wrongly imply, intermediate exist-
ing money into credit. Rather, they create new credit and money de novo, 
and introduce maturity transformation risks. 

 And fifth, the potential exists for credit extension against assets —
 in particular, real estate — to itself influence the value of those assets, a 
process that can unleash Minsky-type cycles in which more bank credit 
creation can beget yet more, with both lender and borrower incentives 
and economics creating strong procyclical effects. In other words, a credit 
and asset-price cycle comes into being that, as Claudio Borio mentioned 
in chapter 6, is not just a part but the central feature of the financial 
cycle. 

 These distinctive features of debt contracts have, I believe, two 
implications: 

  •    First, we cannot assume that the free market, left to itself, will arrive at 
an optimal balance of debt and equity contracts. Indeed, it will have a sys-
tematic long-term tendency to create too much debt, too much leverage. 

  •    Second, the more leverage — probably best measured as the debt-to-
GDP ratio — beyond some point, the more potentially fragile become both 
the financial system and the macroeconomy. That is what theory should, I 
believe, tell us, and what some empirical research is beginning tentatively 
to confirm. 

 In an important paper from the Bank for International Settlements, 
 Steve Cecchetti and Enisse Kharroubi (2012 ) suggest that the debt-to-
GDP ratio and long-term growth rates may be related in an inverse U 
function, with growth first increasing over some range of increasing 
financial intensity but then declining above some turning point. 

 Those findings would not have surprised the mid-twentieth-century 
economists who wrote in the wake of the 1929 – 1930 crash. But we 
somehow forgot the importance of debt stock levels or wrongly dis-
missed them as unimportant, and as a result ignored or assumed benign 
the huge increases in real economy and financial system leverage, in both 
the formal banking system and the shadow banking system, that occurred 
over several decades ahead of the crisis. 
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 And in our regulatory response to the crisis, I still fear that we have 
not recognized the scale of the financial fragility risks that debt contracts 
can create. And I fear that we have not yet been adequately radical in our 
policy response. 

 We have significantly increased bank capital requirements. But there 
are, I believe, persuasive arguments — as, for instance, set out in  Anat 
Admati and Martin Hellwig ’ s (2013 ) new book — that optimal bank 
capital ratios (the ratios we would set if we were benevolent dictators of 
a greenfield economy) would be much higher, more like 25 percent to 30 
percent. 

 Even more fundamentally, our regulatory response still does not 
overtly recognize that the level of real economy leverage is a potentially 
vital variable. 

 Take, for instance, the indicative measure proposed for the operation 
of the Basel III countercyclical buffer. It is that the buffer should be raised 
if credit growth is running significantly above past trend and reduced if 
it is below that trend. That implies that as long as credit growth is in line 
with trend — as long as it is smooth growth — that is fine, even if the trend 
growth is more rapid than nominal GDP growth. And even, therefore, if 
the debt-to-GDP ratio is relentlessly rising. 

 I believe that measure is inadequate and that we have to start treating 
aggregate leverage levels (private as much as public) as a crucial indicator 
and seek policy measures to contain that level through, for instance, limits 
on maximum allowed loan-to-income ratios. 

 Deflation in the Downswing of the Cycle 

 We failed to see the crisis coming, then, because we treated relentless 
financial deepening as either neutral or benign rather than dangerous. But 
what about the failure in early 2009, once the crisis had already occurred, 
to see how difficult recovery would be? 

 Here again I think our crucial blindness was related to debt: a failure to 
anticipate the strength of the deflationary impetus created by attempted 
private sector deleveraging in the aftermath of an excess debt crisis — a 
failure of foresight even though Japan had, over the previous 20 years, 
provided a strong illustration of that effect, well described in Richard 
Koo ’ s account of a balance sheet recession ( Koo 2009 ). 
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  •    Left by the upswing with debt stock levels they now believe excessive, 
constrained companies or households become determined to deleverage. 
They seek to generate financial surpluses with which to pay down debt. 
And their investment and consumption decisions become highly inelastic 
to reductions in interest rates. 

  •    Policy rates at the zero lower bound, therefore, have little stimulative 
effect, and private demand falls. Public deficits rise, usefully providing 
an offset to low private demand but at the expense of rising public debt 
levels. 

  •    At the aggregate level, leverage doesn ’ t actually fall but simply shifts 
from the private to the public sector — the pattern clearly seen in Japan 
over the last 20 years and in the United Kingdom, Ireland, Spain, and the 
United States over the last four. 

 That description is, I think, persuasive.  Eggertsson and Krugman ’ s 
2012  paper provides a formal mathematical explanation of the processes 
at work, integrating into a new Keynesian framework the assumption 
that some agents are constrained by debt stock concerns and, as a result, 
make different marginal decisions than nonconstrained agents do. 

 Again, what is surprising in retrospect is how novel that integration is 
and how absent debt stock levels were from previous models. After all, in 
the arena of international monetary policy we have discussed for decades 
the potentially deflationary impact of an asymmetry of response between 
debtor and creditor nations, the former constrained to cut back demand, 
the latter not constrained to stimulate. What Eggertsson and Krugman do 
is simply explore the same potential asymmetry as between constrained 
net debtors and unconstrained net creditors within an economy. That 
asymmetry, deleveraging, and balance sheet recession process is, I believe, 
a crucial factor in explaining the slow recovery since 2009. 

 So the question is, what policies will best help navigate this inherently 
challenging deleveraging environment? Again, I suggest that we need to be 
open to more radical policies than have been deployed so far. Let ’ s suppose 
that we want to stimulate aggregate nominal demand, to produce a more 
rapid path of nominal GDP growth, as Michael Woodford proposes in 
chapter 4 of this volume Of course, we might not want to. Mervyn King 
warns in chapter 3 against assuming that deficient aggregate demand is 
the only problem, and I certainly agree with that, particularly in the UK. 
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But let ’ s suppose it is at least part of the problem: how best to stimulate? 
The predominant current approach is by using unconventional monetary 
tools. 

 Policy rates have been at the zero lower bound for four years, but 
unconventional policies — quantitative easing, twists, credit easing, credit 
subsidy, central bank liquidity support, forward guidance — are avail-
able and have been deployed. All these tools work via one of two related 
transmission mechanisms: either (1) they seek to influence a wider set 
of interest rates than the current policy rate alone: long as well as short, 
expectations of forward rates as well as current rates, interest rates actu-
ally paid by end borrowers in the real economy as well as the policy 
rate in wholesale markets, or (2) they work by asset price and portfolio 
balance effects: higher bond or equity prices producing wealth effects and 
search for yield. 

 The best evidence seems to be that these policies, working via these 
channels, have had some positive impacts on both price levels and real 
output. But there must be two concerns about these policies. 

  •    First, such policies, working through these indirect and expectational 
channels, must be potentially subject to declining marginal effectiveness 
in the specific circumstances of debt overhang in a balance sheet recession. 
Because if we really do have debt-constrained companies or households 
focused on deleveraging, they may be relatively inelastic to reduction in 
long-term rates or to the rates they actually pay, as well as to the current 
policy rate. 

  •    Second, a long, sustained period of low interest rates must have adverse 
consequences of the sort Jeremy Stein highlights in chapter 10 and which 
the latest Global Financial Stability Report describes — with financial sta-
bility risk growing as financial market agents seek to take on leverage, to 
write put options, and to engage in leveraged carry trades. The elasticity 
to lower current and expected interest rates of responses focused on asset 
speculation and search for yield via financial innovation may turn out to 
be greater than the elasticity of response of real economy investment and 
consumption. A sole reliance on monetary policy stimulus, working via 
these indirect and expectational channels, may therefore carry dangers. 

 An alternative, or a complement, is fiscal stimulus — directly injecting 
purchasing power into the economy rather than operating via indirect 
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channels. The classic argument against this is that the first-round effects 
of the stimulus are offset by crowding out, by the central bank response, 
and by Ricardian equivalence effects, making fiscal multipliers low. 

 But  Brad DeLong and Lawrence Summers ’ s (2012 ) recent paper pro-
vides persuasive arguments for believing that in the current conditions of 
debt overhang and private-sector deleveraging, and with central banks 
committed to maintain interest rates at the zero lower bound for several 
years ahead, fiscal multipliers are bound to be far higher. And that —
 together with the potential limitations and dangers of monetary policy 
working entirely via indirect channels — suggests the need for caution 
about a policy prescription that combines rapid fiscal consolidation 
offset, it is supposed, by unconventional monetary stimulus. 

 But equally, we cannot be unconcerned by dramatic increases in public 
debt levels. Richard Koo may be right that without the large Japanese 
fiscal deficits over the last 20 years, the Japanese economy would have 
suffered a great depression. But Japanese government debt levels over 200 
percent of GDP and rising cannot simply be ignored. And to the extent 
that Japanese consumers and companies are aware of that debt burden —
 which, beyond some level, they must surely be — such debt levels may 
indeed generate Ricardian equivalence offsets to confidence and thus to 
demand. 

 As a result, it seems possible that balance sheet recessions can place 
us in a position where the authorities run out of ammunition — the pure 
monetary bullets ineffective or endangering adverse side effects, the fiscal 
magazine empty. But fiscal and monetary authorities combined never run 
out of ammunition. They can always do what Ben Bernanke proposed for 
Japan in 2003. 

  •    He proposed  “ a tax cut for households and businesses that is explicitly 
coupled with incremental Bank of Japan purchases of government debt, 
so that the tax cut is in effect financed by money creation. ”  

  •    He stressed that it would be important to be clear that  “ much or all of 
the increase in the money stock is viewed as permanent. ”  

  •    He suggested that businesses and companies would willingly spend the 
money received since  “ no current or future debt service burden has been 
created ”  (i.e., no Ricardian equivalence offset would logically arise). 
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  •    He argued that the debt-to-GDP ratio would fall, since there would be 
no increase in nominal debt but a rise in nominal GDP. 

 This is helicopter money or, as I labeled it in a recent lecture,  “ overt 
money finance of an increased fiscal deficit ”  ( Turner 2013 ). It is an 
available policy option and, in technical terms, there are no reasons for 
believing that it would be more inflationary (i.e., would produce a less 
favorable balance between price and output effects) than any other policy 
that would be successful in stimulating nominal GDP. 

 But there could certainly be powerful political economy reasons for 
excluding this option, for treating it as taboo. Because if the taboo were 
broken, politicians might want to use the option in excess and all the 
time, rather than in small amounts and in the specific extreme conditions 
of balance sheet recessions. And that may argue for not being explicit 
about debt monetization. As Michael Woodford commented in conver-
sation at the London Business School ( Reichlin, Turner, and Woodford 
2013 ): 

  •    If you inject a fiscal stimulus against the background of a central bank 
committed to maintaining low interest rates for several years, 

  •    and that commitment is made credible by a price level or money GDP 
level target, 

  •    and if you accept the possibility — indeed, the likelihood — that some of 
the increase in the monetary base will turn out post facto to be permanent, 

  •    then you have a strategy substantially very close to Bernanke ’ s heli-
copter money but without breaking the potentially valuable political 
economy taboo. 

 However, that strategy still does require a degree of coordination of fiscal 
and monetary policy, and an acceptance by the central bank that it is 
facilitating a fiscal policy stimulus rather than offsetting fiscal austerity 
via monetary policy stimulus working entirely via interest rate, expecta-
tional, and portfolio balance channels. 

 That coordination is made essential by the specific conditions of the 
postcrisis balance sheet recession. It would have been better if we had 
never gotten into this situation in the first place, never allowed excessive 
leverage to develop. But we did, and we need to design policy today in the 
specific conditions created by those past policy mistakes. 
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 The crisis occurred and was not foreseen because we failed to appreci-
ate the fundamental importance of aggregate leverage. And our failure 
to foresee the slow and difficult recovery reflected the fact that our mac-
roeconomic models, while incorporating sticky prices and wages, largely 
failed to reflect the perhaps still more important rigidities introduced by 
debt contracts, debt stock levels, and default processes. 

 Integrating financial structure, debt contracts, default, and the banking 
system into macroeconomic models is therefore critical but still at an 
early stage. 

 Which makes the subtitle of the conference,  “ First Steps and Early 
Lessons, ”  very well chosen. 
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 Whereas much of the policy innovation during the financial crisis of 
2008 – 2009 focused on monetary policy — and especially unconventional 
monetary policy — there has since been renewed attention to fiscal policy. 
The monetary focus manifested in part because monetary authorities were 
able to move quickly and decisively during the crisis, whereas fiscal policy 
tends to be slower, both in decision making and in implementation. But 
the renewed attention to the potential power of fiscal policy came as the 
severity of the crisis demanded that all available tools be brought to bear 
and also as the limits of monetary effectiveness may have been reached. 
The nature of the financial crisis and the use of unconventional monetary 
tools brought about a conceptual rethinking in monetary economics, par-
ticularly to incorporate financial markets into monetary models. There 
has not been such a ground-up rethinking so far in fiscal policy, although 
recent work suggests we might consider fiscal policy differently in a world 
where monetary policy is at the zero lower bound. 

 I will break out the questions addressed in this and the next few chap-
ters into the phases of the business cycle, which implicitly focuses our 
thinking on the cyclical role of fiscal policy. However, I will return to the 
potential role of fiscal policy in economic trends at the conclusion of this 
introduction. 

 Starting with the pre-recession or boom period in an economy, how 
much headroom should a country maintain in its debt-to-GDP ratio? 
This question is the counterpart to the corporate finance concept of debt 
capacity and the question of how much spare debt capacity should be 
held in abeyance. The crisis taught us that while policymakers cut taxes, 
increased spending, and ran deficits during cyclical booms — either out 
of political expedience or as a strategy to put downward pressure on the 
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size of government — they used up borrowing capacity that was needed 
later when the crisis eventually hit. Downturns are naturally associated 
with larger deficits, at the least from automatic stabilizers and even more 
from active fiscal policy, and with the need to tap debt markets. This 
task is typically easier and cheaper when the debt-to-GDP ratio inherited 
from boom times is relatively low. Such a precautionary approach to debt 
capacity is less controversial than the thorny quantitative question that 
follows:  how much  borrowing capacity should a country build up outside 
downturns, and if it depends on state-specific factors, what determines 
how large this capacity should be? 

 Second, coming to the downturn, how large are the fiscal policy multi-
pliers, and if they are state-contingent, what do they depend on? Research 
so far emphasizes that fiscal multipliers can be much larger when mon-
etary policy reaches the zero lower bound. Other work has shown that 
excess capacity or output gaps in the economy increase fiscal multipliers. 
This analysis is crucial to policymakers ’  approaching fiscal consolidation 
when an economy is still weak, either in the aftermath of a crisis or worse, 
during a crisis itself associated with structural fiscal imbalances. Policy-
makers face the essential conundrum that financial markets are looking 
for credible improvements in the structural fiscal stance at the same time 
that the economy will suffer most from fiscal tightening. 

 One approach to these questions is to put in place fiscal rules, just as 
central banks have proposed monetary rules to develop credible policy. 
In principle, such rules can allow for deficit spending when the economy 
is weakest and the multipliers are largest, with a credible commitment to 
fiscal sustainability as the economy improves. Rules can also help impose 
discipline during  “ good times ”  to rebuild debt capacity and bring down 
the debt-to-GDP ratio after a cyclical downturn. Similarly, such rules can 
allow for cyclical deficits during downturns, along the lines of automatic 
stabilizers, which naturally roll off as the economy strengthens. Rules can 
also ease the decision-making lags that limit the effectiveness of fiscal 
policy at typical business cycle frequencies. The effects of these stabiliz-
ers can be large: The Congressional Budget Office ( CBO 2013 ) estimates 
that spending and forgone revenue associated with automatic stabiliz-
ers averaged over $350 billion per year in the United States from 2009 
to the present (FY 2013), totaling more than 2.5 times the total stimu-
lus included in the American Recovery and Reinvestment Act. Although 
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the use of automatic stabilizers is well established, strengthening and 
broadening fiscal rules can be problematic. More general fiscal rules 
have well-known problems because they are rigid by design and difficult 
to customize to particular economic conditions; indeed, allowing judg-
ment or  “ escape hatches ”  to accommodate unforeseen circumstances can 
undermine the credibility that a rule is designed to develop. 

 Finally, once the downturn has eased, how rapid should fiscal consoli-
dation be during a recovery? Policymakers often undertake rapid fiscal 
consolidation under pressure from financial markets to reduce sover-
eign debt, or at least their borrowing. Countries not under immediate 
pressure argue that a reduction in borrowing is needed to forestall such 
pressure eventually. When should policymakers start to take this concern 
into account? Should policymakers react before reaching an upper bound 
on the debt-to-GDP ratio that they should not breach, or similarly, that 
financial markets will not tolerate? Concern about investors ’  appetite for 
sovereign risk can lead policymakers to tighten too early or too much, 
because the costs are perceived to be asymmetric: Waiting too long and 
risking a withdrawal of lending can be very costly. 

 These questions are almost entirely focused on cyclical management 
of debt and deficits. Yet the severity and persistence of the recent reces-
sion and the slow pace of subsequent recovery raise the concern that the 
crisis will have a lasting effect on the macroeconomy, perhaps by reducing 
potential output. The possibility that output may be permanently affected 
profoundly raises the stakes of a downturn, yet the mechanism through 
which a financial crisis or a severe downturn affects the productive capac-
ity of the economy is not yet well understood. There is evidence that 
long-term unemployment causes deterioration of a worker ’ s skills and 
reduces the probability of re-employment. Other potential mechanisms 
are less clear-cut. Is there a reduction in innovation or in technological 
change embodied in investment in physical capital? Does reduced labor 
mobility or reallocation hurt productivity? Some of these mechanisms 
would benefit from fiscal intervention, either broadly to increase eco-
nomic activity, or specifically, for example, to promote skill development 
and job matching. Yet without understanding what causes the long-term 
damage to the economy, any policy intervention is largely speculative. 

 Finally, I began by emphasizing the ground-up rethinking in monetary 
economics to explicitly incorporate financial markets. Monetary policy 
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has embraced credit markets as a mechanism for monetary stimulus, and 
the same may be true for fiscal policy. Fiscal use of credit policy has been 
employed primarily for microeconomic reasons: to remedy market fail-
ures and support social benefits where they exceed private benefits. In 
practice, however, credit policy was widely used in the crisis by fiscal 
authorities, particularly in the housing market and to support small busi-
ness. As we rethink fiscal economics, policymakers could likely benefit 
from a better conceptual and empirical understanding of the potential 
role of credit and macroprudential policy in countercyclical fiscal policy. 
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 The theme of this conference is rethinking macro policy, and I would 
like to outline some important lessons from the global economic crisis 
since 2008 for the design of fiscal policy, drawing on my experience as 
Sweden ’ s minister for finance and as a member of the Ecofin Council 
(Economic and Financial Affairs Council of the European Union) over the 
past six years. In this chapter I focus on the current role of fiscal policy 
and on a number of important lessons the crisis has taught us, and con-
clude with a discussion of the problems Europe has to tackle. This chapter 
has three basic messages: 

  •    First, fiscal policy should be used as a stabilization tool. It is very impor-
tant to realize that institutions have to be reformed so that fiscal policy 
can play an active role in stabilizing the economy. 

  •    Second, debt is important. High debt is a constraint on rational eco-
nomic policy. 

  •    Third, the main difference between fiscal policy views in the United 
States and in Europe has to do with the fact that the European problems 
are fundamentally structural. This does not mean there is no demand 
shortage in Europe, but the problems are to a larger extent structural than 
are those in the United States. 

 The Current Situation 

 If we take a longer view of this crisis, one stylized fact is that Europe has 
actually grown slowly — less than half a percentage point over the last six 
or seven years. Even in a 10-year perspective, Europe has growth of close 
to one percentage point. Fundamentally, then, there is a long-term, not 
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a short-term, problem in Europe. This has also fed into unemployment. 
Unemployment in the euro area is now close to 12 percent. The employ-
ment rates in the United States and Europe are at least 5 to 10 percent 
lower than they should be in a well-functioning economy. And on top of 
that we have a very heavy increase in the debt level (see   figures 15.1a – d ). 
What might be the appropriate fiscal stance in these circumstances?    

 Fiscal Stance 

 We should be very cautious about assuming that the crisis is over. There 
is still a need for both fiscal and monetary policy to remain expansionary. 
At present, fiscal policy considerations involve striking a difficult balance 
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 Figure 15.1 
 Key Indicators for the United States, Japan, the Euro area, and Sweden 
 a. GDP growth. Average growth rate, 2007 – 2012 (in %). b. Unemployment rate as 
of Q4 2012 (in %). Euro area data represent 17 countries. c. Employment rate, all 
persons ages 15 to 64, as of Q4 2012 (in %). Euro area data represent 17 countries 
and are as of Q3 2012. d. General government gross debt as a percent of GDP. 
  Sources:  a – c. OECD. d.  European Economic Forecast , spring 2013. 
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among the need for consolidation of public finances, supporting growth, 
and tackling persistently high unemployment. In striking this balance, it 
is imperative that governments not lose the confidence of market actors, 
businesses, and citizens. This policy balance will obviously vary from 
country to country. Let me illustrate what I mean. 

 Italy and Spain and other countries under considerable pressure from 
the markets must meet their fiscal policy commitments at a sufficient pace 
to restore market confidence. There is a clear risk that backtracking on 
measures already decided on could lead to a return of market uncertainty. 
But it could be argued that weaker growth than expected should not be 
met with additional consolidation measures. 

 Countries in a somewhat stronger position but still facing considerable 
challenges, such as France and the UK, should let automatic stabilizers 
work fully. It is clear that the French government will need more time to 
reach the 3 percent deficit level. This is a reasonable position on the part 
of the French government and the European Commission. Letting the 
automatic stabilizers work fully at this time is a sound approach. It is also 
important to implement structural reforms to increase competitiveness 
and improve the functionality of the labor market to boost growth. 

 For countries with sufficient margins in public finances, an active fiscal 
policy to support recovery is desirable. I would argue that the situation 
in my own country, Sweden, calls for an expansionary fiscal policy. In 
Sweden the debt level is about 40 percent of GDP, public finances are in 
structural balance, and there is a high degree of long-run sustainability. 
But at the same time, Sweden has a high unemployment rate as a result of 
the crisis. In these circumstances it seems reasonable to continue to take 
measures on both the expenditure and the revenue sides to stimulate the 
economy. 

 The situation is different in Germany. Germany has an 80 percent debt 
level, and unemployment is around 5 percent. On top of this, there are 
some long-term issues concerning public finances. If there is fiscal space 
in Germany, I would argue that a substantial part of this space should 
be kept as a buffer — a safety margin — for two reasons. One is that there 
might be other countries in the euro area that will need new programs in 
the short or medium term; therefore, the anchor of the whole euro system 
must be on the safe side and on dry ground. There might also be a need 
to build a fuller banking union, which could have fiscal implications. A 
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major part of the fiscal space in Germany should be used as a safety buffer, 
either for use in future programs for countries in difficulty or as part of a 
backstop arrangement, rather than to support a short-term stabilization 
policy in Germany. However, there are also arguments to consider as to 
whether Germany and others can do more to increase growth. From a 
general perspective, lower taxes for low-income earners and increased 
spending on growth-friendly expenditures, such as education and infra-
structure, could be considered. 

 What Has This Crisis Taught Us about Fiscal Policy? 

 Fiscal Policy Is Important for Stabilizing the Economy 

 The crisis has shown the importance of fiscal policy supporting monetary 
policy in counteracting significant downturns, particularly when there are 
large gaps and the policy interest rate approaches zero. This is especially 
true for European economies with deep structural problems and ongoing 
private sector deleveraging. However, the ability to use fiscal policy effec-
tively is dependent on whether fiscal policy is deemed credible by the 
public and the financial markets. The long-term sustainability of public 
finances is therefore crucial if fiscal policy is to play a larger role in stabi-
lizing the economy. 

 It is a somewhat ironic conclusion that while we are now convinced 
that fiscal policy should be used actively, many countries have debt levels 
that do not permit such actions. If you believe that fiscal policy has a role 
to play, it should be very clear that in the long run, we need to bring down 
debts to a level that enables an active role for fiscal policy. 

 When it comes to the traditional view of stabilization through fiscal 
policy, the general conception has been that measures should be tempo-
rary, targeted, and timely. I see fiscal policy somewhat differently. Fiscal 
policy has three main targets: distribution, stabilization, and growth. 
Fiscal policy should deal with all three of these targets at the same time. 
Particularly in European countries with structural problems, it is very 
important that short-term measures aimed at stabilizing the economy also 
support increased long-term growth. When it comes to discretionary mea-
sures, temporary measures are preferable in theory; in practice, however, 
there are substantial risks that temporary measures will become perma-
nent, so they should be used with caution. 
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 Fiscal Policy Has Its Own Problems 

 If we are going to use fiscal policy, we need to realize that fiscal policy is 
a difficult animal to live with. One of the key difficulties of fiscal policy 
is that it is preceded by long decision lags, particularly regarding struc-
tural reforms. Structural reforms are often complex and demand long 
preparation. We can take the Swedish budget for 2013 as an example. 
In light of the weaker growth in the euro area and clear downside risks, 
together with increased international competition for the large Swedish 
export sector, there was a strong case for including structural measures to 
support growth. After the budget for 2012 was presented to the Riksdag 
(the Swedish parliament) in September 2011, the Ministry of Finance 
started to consider appropriate measures to strengthen the economy. In 
November, the basic elements of the reform agenda were chosen. The three 
main components were increased spending on infrastructure, increased 
spending on research and development, and cutting corporate taxation 
and broadening the tax base by reducing interest rate deductions. The tax 
proposal then had to be prepared by a government commission and was 
subsequently assessed by our legal counsel before it could be presented to 
the Riksdag. It took until April before there was a clear view on how this 
proposal would work and what it would cost. In August we decided how 
large the tax cut would be. 

 If you want to combine fiscal policy with structural measures, you 
need to set up an adequate planning framework. You need to decide a 
year ahead what the basic proposals in the budget will be, and you need 
to work with scalable measures that can be adapted to changes in the 
amount of room for reform. 

 In contrast, changes in monetary policy are decided and implemented 
almost instantly. This is a fundamental difference between fiscal and mon-
etary policy. It is therefore important to think through how to deal with 
the long decision lags. Many of the political economy issues that you 
normally encounter with fiscal policy can be circumvented and solved by 
setting up institutions that are well equipped to handle long-term deci-
sion making. One important feature is to avoid automatic indexing of 
expenditures; for example, transfers that are fully indexed to wages. In 
Sweden, we have reduced the automatic adjustment of expenditures over 
the past 20 years. This reduction has served us well. Fully indexed expen-
ditures tend to lead to uncontrolled expenditure growth and ultimately 
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to budget problems. Such a feature also reduces the pressure for change 
in the public sector and ties the hands of democratically elected politi-
cians to set priorities in the annual budget. A prudent trend for expen-
ditures also makes sense in terms of stabilization policy. If expenditures 
are reduced semi-automatically, it is more credible that fiscal policy will 
return to a sustainable path when the economy recovers. 

 There is something deeply democratic about fiscal policy. Fiscal policy 
is about negotiations and reconciling conflicts between different princi-
ples. It has to deal with different interest groups. Interest groups represent 
ways of channeling different points of view in the debate and are a part 
of a well-functioning democracy. Economists have to accept that there 
is a need to see fiscal policymaking as a negotiation process in which 
democratic forces play a central role. However, it is also clear that when 
setting the framework for those negotiations, you are affecting the end 
results. With a well-organized negotiation process and a well-organized 
budget process, conflicts between principles and interests are much easier 
to solve. This leads me to my lesson about credibility. 

 Credibility Is Key 

 My final lesson is that credibility is key to a successful economic policy. I 
will make a different argument than is normally made about credibility. 
Modern societies are built on trust. Citizens must be able to rely on the 
social contract between individuals and the state. The social contract is 
based on every individual in society being able to rely on the fact that his 
or her contribution to society will yield a return when needed. This must 
apply in both the short and the long term. This is particularly the case in 
Sweden, where fiscal policy has a profound influence on citizens ’  life situ-
ations, given the substantial public provision of welfare services. Take, for 
example, health care or education. Regardless of the business cycle, you 
as a citizen must be confident that if you have a heart attack, you will get 
good health care, and that your children will get a good education when 
they go to school. 

 If there is uncertainty about the ability to handle fiscal policy in a 
welfare state, citizens will have trust problems. Countries that increase 
deficits and debt will create credibility problems that risk breaking down 
this trust. If we believe that a welfare state is more successful in creating 
good living conditions for people, it is more important to deal prudently 
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with deficit and debt issues. In this way, European countries differ signifi-
cantly from countries with substantially lower levels of publicly financed 
welfare provision, such as the United States. 

 Europe ’ s Problems Run Deep 

 Where does this leave us in terms of the euro crisis? As I see it, how coun-
tries emerge from the crisis is not primarily about short-term stabilization 
but rather about the long-term prospects for growth and social cohesion. 
It is important to acknowledge the structural differences between the US 
and European economies. These differences are probably one of the main 
reasons for the polarized views on stabilization policy, both within aca-
demia and among policymakers. 

 If you take stock of the US economy, it is very hard to see any funda-
mental labor market problems. The US unemployment rate will probably 
go down to 5 or 6 percent again without any major structural reforms. 
There might be some problems with hysteresis in the labor market, but 
the fundamental factors — product market regulation, employment pro-
tection, unemployment benefits, marginal taxes, wage setting — all point 
in the direction of a low structural unemployment level. This is not true 
of many countries in Europe. The structural unemployment level in the 
euro area is probably slightly below 10 percent, and there are strong fun-
damental arguments for this high level. In Europe, markets generally are 
much more regulated. Also, the tax rates and unemployment benefits are 
higher (  figures 15.2a – d ).    

 My argument is not that we should transform the European economies 
to be like that of the United States in every respect. I tend to like the social 
market economy and the welfare state. Europe needs to reform, but the 
reforms should be in line with the European social model. However, it is 
important to realize that under these circumstances there is a much higher 
risk of high structural unemployment. If you evaluate structural public 
finances, it is also much more likely that the United States will lower its 
deficit level, and therefore deal with its debt problem automatically when 
the economy is reinvigorated. This is not the case in Europe. 

 Given the problems of high indebtedness, low long-run growth, and 
high structural unemployment, the bulk of fiscal measures in Europe, 
especially in the euro area, need to address these problems. We need to 
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 Figure 15.2 
 Differences between the US, Japanese, and European Economies 
 a. Product market regulation. Shown is the OECD overall product market regula-
tion indicator for 2008 on an index scale of 0 to 6, where 6 is the most restrictive. 
b. Strictness of employment protection. Shown is the OECD strictness of employ-
ment protection indicator for 2008 on an index scale of 0 to 6, where 6 is the most 
restrictive. c. Marginal tax rate. Marginal tax wedge as figured for principal earner 
(in %). d. Structural unemployment rate, percent of labor force, 2012.  
  Note:  Euro area refers to a weighted average of GDP weights (2011) and repre-
sents 15 OECD countries. 
  Sources:  a and b. OECD and own calculations. c. OECD. d. OECD  Economic 
Outlook  2012. 



Fiscal Policy in the Shadow of Debt  191

confront the fundamental structural problems in the euro area, first and 
foremost the functioning of the labor market. If we are going to use fiscal 
policy, it ’ s important to keep in mind that fiscal policy has goals for distri-
bution, growth, and stabilization. When dealing with stabilization issues, 
we should also try to do things that stimulate growth in the long term. 
Rather than being temporary and timely, measures should be directed 
toward confronting more fundamental issues that will truly determine 
long-term growth prospects and the scope of our European social model. 
So, we should use fiscal policy, but it must be a constrained activism that 
inspires credibility not only among markets but also in terms of the trust 
of society. 

 Conclusion 

  •    Fiscal policy should support monetary policy, particularly in dealing 
with specific structural and distributional problems. But fiscal policy has 
its own set of problems, particularly long decision lags inherent in struc-
tural reforms. 

  •    Long-term sustainable public finances are a fundamental condition for 
conducting fiscal policy and maintaining confidence, especially for coun-
tries with high welfare ambitions and less effective labor and product 
markets. 

  •    Europe must maintain its focus on structural reforms and tackle the 
fundamental issues that affect long-term conditions for growth, increased 
social cohesion, and increased confidence.     

 Note 

 I thank Philip L ö f for his help in drafting the speech on which this chapter is 
based. 
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 Ideally, a government would like to use fiscal policy as a countercyclical 
tool while at the same time convincing the markets that it remains solvent 
and/or its government debt remains sustainable.  1   What it  can  do depends 
on the initial situation. In this chapter I consider a policymaker that has 
some  “ fiscal space. ”  In other words, there is room for some, perhaps tem-
porary, increase in the deficit. In more mundane terms, the  “ debt vigi-
lantes ”  are not active. Admittedly, these are loose terms; I will not try to 
define them formally, and even less to determine a threshold for when 
 “ fiscal space ”  is available. 

 I will explore three popular options; the emphasis will be on policy 
issues, but I will also deal with the ensuing challenges to macroeconomic 
thinking. 

 Option 1: Ignore the availability of fiscal space, cut government 

spending and taxes. Then GDP, private consumption, and private 

investment will start growing, and this will take care of any issues with 

sustainability and solvency. 

 This is the notion of the  “ expansionary effects of fiscal consolidations. ”  
Obviously, its proponents have rarely argued that spending cuts by them-
selves will spur growth; accompanying structural reforms of labor, goods, 
and credit markets are also necessary. 

 What are the empirical foundations of this view? A first method to 
investigate the effects of a fiscal consolidation is simply to extrapolate 
from current estimates of tax and spending multipliers, from time-series 
vector autoregression studies. There are several recent surveys of existing 
results, mostly based on U.S. data, and estimates of fiscal multipliers were 
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extensively debated in the first conference on rethinking macro policy. 
Therefore, I will concentrate on studies that focus explicitly on episodes 
of fiscal consolidation. 

 A method that has been widely used to study the effects of fiscal con-
solidations consists of a simple comparison of means of variables over 
time. Specifically: (1) define a  “ fiscal consolidation, ”  for instance, as a 
country-year when the discretionary  2   decline in the primary deficit is more 
than, say, 1.5 percent of GDP, or as two consecutive country-years when 
it is at least 1 percent each year; then (2) take a macroeconomic vari-
able of interest, such as private consumption, and compare the average of 
that variable in the two years after (or during) the consolidation with the 
average in the two years before the consolidation. This  “ mean compari-
son ”  approach would provide unbiased estimates of the average effects of 
consolidations if the latter were completely random events (in which case 
it is essentially a difference-in-difference estimator). 

 This is the methodology applied by  Alesina and Perotti (1995)  and 
 Alesina and Ardagna (2010)  with cyclically adjusted data, and by  Alesina 
and Ardagna (2012)  with the narrative IMF data of  Devries and others 
(2011) .  3   

 The typical result is that spending-based consolidations (where the 
discretionary decline in the deficit consists of at least 50 percent spend-
ing cuts) tend to be longer-lasting and are associated with an increase 
in GDP growth or a small recession, while tax-based consolidations are 
short-lived and are associated with a slowdown in growth or even a 
recession. With some variations, all of private consumption, investment, 
and exports display this pattern. Also, in general, these variables are 
particularly responsive to cuts in social spending or spending on public 
wages and salaries — the two largest government spending items in all 
Organisation for Economic Co-operation and Development (OECD) 
countries. 

 Fiscal consolidations are typically multiyear events. In this method, a 
fiscal consolidation lasting four years would appear as three consecutive 
two-year consolidations; moreover, a given year can appear in all of the 
 “ pre, ”   “ during, ”  and  “ post ”  groups at different dates. It is not clear what 
the mean comparison method delivers in these cases. 

 A second problem with this approach is that it is difficult to control for 
concomitant effects. For instance, one typical result is that spending-based 
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consolidations are associated with real depreciation of the exchange rate 
and improvement in relative unit labor costs. Is this a consequence of 
spending-based consolidations or the result of policies typically imple-
mented together with spending-based consolidations? As always, causal-
ity is difficult to ascertain. 

 The accompanying policies might take several forms that might be dif-
ficult to capture with one or two variables: consider, for instance, labor 
market reforms, or changes in exchange rate or monetary policy regimes. 
Finally, the government budgets and accompanying technical documents 
need to be studied in depth in order to determine the discretionary mea-
sures with a minimum of confidence. 

 For all these reasons, it is useful to complement the existing evidence 
with a different approach.  Perotti (2013a)  presents a detailed discussion 
of the four largest spending-based consolidations — Denmark in 1983 to 
1987, Ireland in 1987 to 1989, Finland in 1992 to 1996, and Sweden in 
1993 to 1997 — based on the original budget documents and on contem-
porary discussion, such as OECD or IMF annual reports, and country-
specific sources.  4   I focus on two questions. First, is there evidence that 
large budget consolidations can have expansionary effects in the short 
run? Second, how useful is the experience of the past as a guide to today ’ s 
euro area countries? 

 The main conclusions of the case studies I present are the following: 

 1.   Actual consolidations were smaller than previously thought, and not 

spending-based.  

 All these consolidations have long been considered quintessential cases 
of large,  “ spending-based consolidations. ”  Two of these were truly enor-
mous: As shown in   table 16.1  in the column labeled  “ IMF, ”  in Finland 
the discretionary primary deficit fell by 11.5 percent of GDP over 5 years 
(all of them spending cuts), according to the IMF narrative measure of 
 Devries and others (2011) , and in Sweden by 10.6 percent of GDP over 
5 years (of which almost 7 percentage points were GDP spending cuts).   

 But a closer look at the budget documents shows that in many cases 
the announced spending cuts were not implemented, or else they were 
undone by supplementary budgets during the fiscal years. As a result, 
the decline in the budget deficit in Finland was only about 5 percentage 
points of GDP; moreover, nearly all of it consisted of revenue increases 
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(see   table 16.1 , column labeled  “ Actual ” ). My estimate of spending cuts 
in Sweden is about half the IMF estimate. Only in Ireland were spending 
cuts larger than revenue increases.  5   These conclusions are corroborated 
by contemporary policy documents and discussions, which do not show 
any consciousness of living through a  “ budget bloodbath. ”   6   

 2.   Depreciation and the role of the exchange rate and monetary 

regimes.  

   Tables 16.2 and 16.3  display the behavior of the multilateral nominal 
exchange rate and of multilateral unit labor costs in manufacturing, 
respectively. During the consolidations, Denmark and Ireland used the 
exchange rate as a nominal anchor, by committing to a hard peg within 
the European Exchange Rate Mechanism (ERM). Denmark had repeat-
edly devalued its currency before the consolidation, thus entering the con-
solidation with a depreciated exchange rate, but at the cost of very high 
interest rates (up to 23 percent). During the consolidation phase, Ireland 

  Table 16.1 
 Large Fiscal Consolidations in Europe  

  Denmark, 1983 – 1987    Actual    IMF  

 Spending    – 4.0     – 4.3  
 Revenues   4.9    2.4  
 Surplus   8.9    6.7  

  Ireland, 1987 – 1989  
 Spending   – 3.0   – 2.5 
 Revenues   – 0.1  0.4 
 Surplus  2.9  2.9 

  Finland, 1992 – 1996  
 Spending    – 0.9     – 12.1  
 Revenues   3.8     – 0.6  
 Surplus   4.9    11.5  

  Sweden, 1993 – 1997  
 Spending    – 4.2     – 6.8  
 Revenues   4.6    3.8  
 Surplus   8.8    10.6  

     Source:   Perotti (2013a) .    
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  Table 16.2 
 Nominal Effective Exchange Rate  

  t   –  1   t    t  + 1   t  + 2   t  + 3   t  + 4   t  + 5 

 Denmark   – 3.4  0.9   – 2.3  2.2  5.7  3.6   – 1.1 
 Ireland  8.0   – .4   – 1.9   – .7  8.6 
 Finland   – 2.9   – 12.2   – 10.0  13.4  15.0   – 2.4   – 2.1 
 Sweden  2.4   – 17.7  1.2  0.4  10.1   – 3.3   – 0.2 

     Note:  Shaded area corresponds to years of consolidation.   
    Source:   Perotti (2013a) .     

  Table 16.3 
 Relative Unit Labor Costs in Manufacturing  

  t   –  2   t   –  1   t    t  + 1   t  + 2   t  + 3   t  + 4   t  + 5 

 Denmark   – 4.9   – 1.2  1.6  0.9  4.1  8.8  11.5   – 0.2 
 Ireland  1.5  9.3   – 6.2   – 7.3   – 6.8  0.3 
 Finland  5.3   – 0.9   – 20.7   – 24.2  5.2  16.0   – 5.5   – 5.9 
 Sweden  2.9   – 2.7   – 26.8   – 6.4   – 4.1  12.8   – 7.2   – 6.4 

     Note : Shaded area corresponds to years of consolidation.   
    Source:   Perotti (2013a) .     

also benefited from the large appreciation of the currency of its main 
trading partner, the UK, which was not part of the ERM. 

 Finland and Sweden also devalued repeatedly, but then floated their 
currencies just before the consolidation, experiencing a further deprecia-
tion. Overall, their currencies depreciated by between 15 and 25 percent 
in multilateral terms in the first two years of the consolidation. As a 
nominal anchor, Finland and Sweden introduced instead inflation tar-
geting. There is some evidence that, while almost completely new at the 
time, this approach was regarded as credible from the start: According to 
insiders ’  accounts at the time, it  “ had a profound impact on the behavior 
of labor market participants ”  ( Jonung, Kiander, and Vartia 2008 , 37).     

 3.   Income policies were key.  

 Fiscal consolidations were accompanied by explicit income policies, 
whereby the government, trade unions, and industrialists ’  organizations 
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reached an agreement to exchange wage moderation for lower income 
taxes and social security contributions. Ireland returned to a tripartite 
wage settlement in 1987 (see   table 16.3 ), which set a maximum increase 
in wages of 2.5 percent in 1988, 1989, and 1990. Finland and Sweden 
signed tripartite wage agreements at the start of the consolidations, and 
then, after some wage slippage three years into the consolidation (see 
  table 16.3 ), the government summoned the unions and industrialists ’  
associations again to sign other wage agreements. These developments 
were regarded as very significant by contemporaries: As  Jonung, Kiander, 
and Vartia (2008 , 35) write, based on contemporary accounts,  “ Perhaps 
the biggest change in the 1990s in Finland was the adoption and wide 
acceptance of a policy of long term wage moderation. ”  

 Income policies were particularly explicit in Denmark. Here the gov-
ernment renounced any depreciation of the exchange rate and relied 
instead on an internal devaluation: It suspended wage indexation, 
capped contractual wage increases, and froze unemployment subsidies 
and transfers, all in exchange for lower income taxes and social security 
contributions. 

 Wage moderation, which was made possible by income policies, was 
instrumental in maintaining the benefits of the nominal depreciations and 
in reducing inflation expectations and interest rates. 

 4.   Recoveries were mostly export-driven.  

 All stabilizations were associated with large increases in GDP growth, 
typically at about 4 percent for a few years (  table 16.4 ). 

 The source of the recovery is crucial in trying to shed light on the 
mechanism. Most models posit that a fiscal consolidation raises con-
sumers ’  and investors ’  confidence via a wealth effect or other channels, 
and therefore should cause a quick increase in private consumption 
and investment. However, except in Denmark (where the recovery was 
already under way at the time of the consolidation), private consumption 
typically started recovering six to eight quarters after the beginning of the 
consolidation; in Sweden, in the first year, domestic demand collapsed, 
with investment falling by 15 percent (  tables 16.5 and 16.6 ). Initially, and 
again with the exception of Denmark, the recovery was export-driven 
(  table 16.7 ): In Finland, Ireland, and Sweden, exports increased at rates 
about 10 percent per annum for several years after the consolidation. 
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  Table 16.4 
 GDP Growth  

  t   –  2   t   –  1   t    t  + 1   t  + 2   t  + 3   t  + 4   t  + 5 

 Denmark   – 0.9  3.7  2.7  4.2  4.0  4.9  0.3   – 0.1 
 Ireland  1.9  0.4  3.6  3.0  5.6  7.7 
 Finland  0.5   – 6.0   – 3.5   – 0.8  3.6  4.0  3.6  6.2 
 Sweden   – 1.1   – 1.2   – 2.1  4.0  3.9  1.6  2.7  4.2 

     Note:  Shaded area corresponds to years of consolidation.   
    Source:   Perotti (2013a) .     

  Table 16.5 
 Private Consumption Growth  

  t   –  2   t   –  1   t    t  + 1   t  + 2   t  + 3   t  + 4   t  + 5 

 Denmark   – 1.7  1.4  2.0  3.8  4.3  7.5   – 1.9   – 1.7 
 Ireland  2.7  2.8  2.1  3.6  3.3  3.2 
 Finland   – 1.1   – 3.7   – 3.8   – 3.5  2.4  4.5  3.8  3.3 
 Sweden  0.9   – 1.3   – 3.6  2.1  1.1  1.8  2.8  3.3 

     Note:  Shaded area corresponds to years of consolidation.   
    Source:   Perotti (2013a) .     

  Table 16.6 
 Private Investment Growth  

  t   –  2   t   –  1   t    t  + 1   t  + 2   t  + 3   t  + 4   t  + 5 

 Denmark   – 17.6  10.3  4.3  11.2  15.3  19.3  2.3   – 6.4 
 Ireland   – 7.9   – 0.5   – 2.3   – 0.2  13.5  13.9 
 Finland   – 5.7   – 20.6   – 17.9   – 13.0   – 1.6  18.5  9.3  9.2 
 Sweden   – 8.5   – 11.3   – 14.6  7.0  9.9  4.7  0.6  8.8 

     Note:  Shaded area corresponds to years of consolidation.   
    Source:   Perotti (2013a) .     
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  Table 16.8 
 Long-Term Interest Rates  

  t   –  1   t    t  + 1   t  + 2   t  + 3   t  + 4   t  + 5 

 Denmark  21.2  15.0  14.4  11.6  10.1  11.3  9.9 
 Ireland  11.2  11.3  9.4  9.2  10.3 
 Finland  11.7  12.0  8.8  9.0  8.8  7.1  6.0 
 Sweden  10.0  8.6  9.7  10.3  8.1  6.7  5.0 

     Note:  Shaded area corresponds to years of consolidation.   
    Source:   Perotti (2013a) .     

  Table 16.7 
 Export Growth  

  t   –  2   t   –  1   t    t  + 1   t  + 2   t  + 3   t  + 4   t  + 5 

 Denmark  8.5  3.2  4.6  3.5  6.0  1.3  4.9  8.8 
 Ireland  6.6  2.7  13.9  8.1  11.4  9.2 
 Finland  1.7   – 7.2  10  16.3  13.5  8.5  5.9  13.9 
 Sweden   – 1.9  2.0  8.3  13.5  11.3  4.4  13.8  9.0 

     Note:  Shaded area corresponds to years of consolidation.   
    Source:   Perotti (2013a) .    

This was made possible by the combination of nominal depreciation and 
wage moderation: Between 1992 and 1995, multilateral unit labor costs 
in Sweden fell by almost 40 percent (see   table 16.3 ).         

 Denmark, which alone pursued a hard peg policy, experienced all the 
hallmarks of the  “ exchange rate based stabilizations ”  studied in a large 
literature in the eighties and nineties (see, e.g.,  Ades, Kiguel, and Livi-
atan 1993 ): domestic demand initially boomed as inflation and interest 
rates fell fast, but as income policies by themselves proved untenable after 
about two years, competitiveness and the current account worsened; 
eventually, growth ground to a halt and consumption declined for three 
years. The slump lasted for several years (see   table 16.4 ). 

 5.   High and declining interest rates.  

 In all countries the consolidations were accompanied by large and fast 
declines in nominal interest rates from very high levels. In Denmark the 
10-year interest rate fell from 21 percent in 1982 to 11 percent in 1987, 
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in Finland it fell from 12 percent in 1992 to 7 percent in 1996, and the 
rate fell by similar amounts in the other two countries (  table 16.8 ). This 
was made possible by wage moderation, which in turn made the nominal 
anchors credible.   

 In Denmark and Ireland, the declines in interest rates led to large 
increases in house prices and possibly a large wealth effect on households. 
According to  Giavazzi and Pagano (1990) , this was largely responsible 
for the spur in private consumption. 

 What are the key policy conclusions we can derive from these epi-
sodes? Causality is difficult to establish in economics, all the more so 
from a few case studies. But a few patterns can be detected that could 
provide useful insights — and caveats — for the current situation, particu-
larly of euro area countries. 

 1.   The oft-cited expansionary consolidations of Europe in the 1980s and 
1990s were smaller and less spending-based than previously thought. 

 2.   All started at very high levels of nominal and real interest rates, which 
then declined quickly. Interest rates are at historical lows today except 
in those countries on the periphery, where they include a default risk 
premium. 

 3.   Wage moderation was the key to a credible peg in Denmark and 
Ireland, and to maintaining the benefits of devaluations in Finland and 
Sweden. But wage inflation is hardly a problem in today ’ s low-inflation 
scenario. In addition, income policies were in turn instrumental in achiev-
ing wage moderation. But for political and perhaps cultural reasons, 
income policies are not on the agenda today. 

 4.   Except in Denmark, exports were the prime factor of the recovery 
for several quarters, and thereafter kept growing at a sustained pace for 
several years; domestic demand initially stalled or even fell. All coun-
tries (including Denmark and Ireland, which pegged the exchange rate 
during the consolidation — the more relevant case for today ’ s euro area 
members) devalued repeatedly before the consolidations. This option is 
obviously not available to euro area members except vis- à -vis non-euro-
area members. Ireland also benefited from the appreciation of the cur-
rency of its main trading partner, the UK. On the other hand, the Danish 
expansion was short-lived, as it quickly ran into a loss of competitiveness 
that hampered growth for several years. 
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 The observations above suggest that the notion of  “ expansionary fiscal 
austerity ”   in the short run  is probably an illusion: A trade-off does seem 
to exist between fiscal austerity and short-run growth. 

 How does this evidence compare with the econometric evidence from 
time-series studies? Contrary to widespread opinion, there is very little 
disagreement on the fact that a positive shock to government spending 
causes total GDP to rise. The disagreement concerns the effect on private 
consumption and private investment, and on private GDP. I do not want 
to revisit this debate here but would like to point out that the evidence 
that government spending crowds out private GDP comes from shocks to 
defense spending or to total government spending when defense spend-
ing shocks dominate (e.g., during World War II). The response of private 
GDP and its components to civilian spending shocks is positive and large 
(  figure 16.1 ). 
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 Effects of Different Government Spending Shocks, Government Spending versus 
Private GDP 
  Source:   Perotti (2013b) . 
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 There is one important caveat to all this, however: We know very little, 
indeed next to nothing, about multipliers on government transfers, as 
opposed to government spending on goods and services.    

 Option 2: Expand government spending temporarily.  

 The second option for a government with some fiscal space wishing to 
use fiscal policy as an antirecessionary tool is to increase government 
spending, and convince markets that it will cut back on spending later. 
The advantages of this policy are clear. It reconciles solvency and sustain-
ability with the use of countercyclical fiscal policy; and it takes advantage 
of the higher spending multipliers at the zero lower bound (ZLB) or, more 
generally, in a recession (more on this later). 

 This option has often been proposed as particularly suited for the 
current situation. But one has to be careful. Multiyear budget plans 
are dangerous objects: For politicians, there is an obvious incentive to 
announce spending cuts for the future, and when the future comes, to 
postpone them. This can be seen clearly in the Clinton budgets (eventu-
ally the problem was solved by the economic recovery); and also in the 
experience of Finland and especially Sweden in the early 1990s, described 
above, when, at the beginning, a new government would announce plans 
for large spending cuts in the following five years, which cuts, however, 
materialized only in a very small part.  7   

 Two important stipulations often accompany this proposal: budget 
targets and commitments should be set in cyclically adjusted terms, and 
a  “ fiscal council ”  should be set up to monitor the implementation of the 
plans. In theory, both make a lot of sense. In practice, however, we should 
not forget that cyclical adjustment is an art more than a science; the dis-
persion of cyclically adjusted numbers on the same aggregate by differ-
ent institutions at a given point in time and by the same institution at 
different points in time should be an important warning. Because of this 
uncertainty, cyclically adjusted figures will be prone to political manipu-
lation and to endless bickering, and in the end may be more confusing to 
markets than the raw figures. 

 Fiscal councils, too, make a lot of sense in theory. The parallel is often 
drawn with the move to make central banks independent in the past three 
decades. But there is one fundamental difference. Central banks control 
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very few instruments (and just one until a few years ago, the policy inter-
est rate), with limited distributional effects — or at least with distribu-
tional effects that are not immediately apparent. Fiscal policy consists of 
a myriad of instruments, with enormous distributional implications. No 
government and no parliament will ever relinquish it completely. This 
is not to say that fiscal councils might not have a role, but it is hard to 
escape the conclusion that they will work in countries where the cultural 
and political environment is already well disposed to a responsible fiscal 
policy. 

 The policy of increasing government spending to take advantage of the 
extra kick from the ZLB is gaining momentum in Europe, as a backlash 
against  “ German austerity ”  also gains strength everywhere. Academically, 
it is supported by some empirical evidence to the effect that government 
spending might have a higher multiplier during recessions (see, e.g.,  Egg-
ertsson 2010 ). However, this is only indirect evidence concerning the ZLB 
itself, as not all recessions coincided with interest rates close to zero. In 
addition, the mechanism at work is not clear. Theoretically, fiscal policy 
is more powerful at the ZLB because, in a sticky price model, a persistent 
increase in government spending causes a rise in expected inflation and 
therefore a decline in the real interest rate if the nominal interest rate is 
fixed at zero; from the Euler equation, this causes private consumption to 
increase today. However, at first sight, the experience of those countries 
that did increase government spending with very low interest rates at the 
beginning of the crisis, or of Japan in the 1990s, seems hard to square 
with this mechanism. 

 In addition, a higher multiplier does not mean necessarily higher 
welfare. In a representative agent model, it is easy to see that welfare 
could decline even if the multiplier at the ZLB is large, and in a nonrepre-
sentative agent model in general savers will be harmed by this policy (see 
 Bilbiie, Monacelli, and Perotti 2013 ). 

 Option 3: Cut taxes temporarily. 

 The results based on tax data from Romer and Romer suggest that the 
tax multiplier can be very large ( Romer and Romer 2010 ;  Mertens and 
Ravn 2013 ), although probably not as large as in the original Romer and 
Romer study ( Perotti 2012 ). Another advantage is that this policy might 
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be Pareto improving, whereas a policy of increasing government spending 
is not. Although savers are hurt by an increase in government spending, 
even at the ZLB, they might still benefit from a temporary tax cut. When 
there are liquidity constrained individuals, a tax cut is like a transfer from 
savers to borrowers today, offset by a transfer in the opposite direction 
tomorrow. Both borrowers and savers can benefit from this operation 
(see  Bilbiie, Monacelli, and Perotti 2013 ). 

 However, in the real world, a tax cut has one disadvantage: it might 
have bad distributional effects, as it does not benefit the low end of the 
distribution of income. This suggests two areas that we need to learn more 
about. The first is the general equilibrium effect of alternative types of tax 
changes, with different distributional effects. The empirical evidence we 
have from the Romer and Romer data concerns aggregate changes in taxes 
( Mertens and Ravn [2013]  do study the different effects of personal and 
corporate income taxes). More generally, we need to understand better 
how to design economically and politically feasible policies to protect the 
low end of the distribution during periods of fiscal adjustments.   

 Notes 

 1.   A government is solvent when future taxes are enough to cover future spend-
ing plus the existing debt. A government that is not currently perceived as solvent 
must therefore reduce deficits now or later (or use inflation to reduce the current 
value of debt). The current level of debt is sustainable if, at the current primary 
deficit, GDP growth is sufficient to keep the current debt/GDP ratio constant. 
A government whose debt is not perceived as sustainable must engineer higher 
growth or a lower interest rate if it does not want to reduce the primary deficit. 

 2.   The  “ discretionary ”  change in the deficit is the part of the change in the deficit 
that is not due to the automatic response of the deficit to the economic cycle. In 
this sense, it can be interpreted as the part of the change in the deficit due to inten-
tional actions by policymakers, such as changes in tax rates, in replacement rate 
for unemployment benefits, in defense spending, etc. The same definition applies 
to each individual budget component. 

 3.   There are two methods to obtain  “ discretionary ”  measures of a change in a 
budget variable. First, the  “ cyclical adjustment ”  method: Estimate the elasticities 
of that budget variable to, say, output and inflation, and subtract from the actual 
change in the budget variable the change in output multiplied by the output elas-
ticity and the change in inflation multiplied by the inflation elasticity. Second, the 
 “ narrative ”  method, pioneered by  Romer and Romer (2010)  for revenue changes: 
Use budget documents to infer the discretionary change in tax revenues or spend-
ing enacted by any law that has consequences for the budget.  Devries and others 
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(2011)  compute yearly discretionary changes in government spending and rev-
enues during periods of deficit reductions in 15 countries. 

 4.   The pros and cons of case studies vs. an econometric approach are well-known. 
Hence, I will not revisit this debate here. 

 5.   All this still excludes bank support measures. For instance, in Finland the gov-
ernment spent about 10 percent of GDP to support the banking sector. 

 6.   For instance, an official in the Irish administration at the time later wrote:  

 Briefly, there was no significant reduction in the real volume of current spending 
as a result of [the expenditure review set up by the new government in 1987]. 
There was a further squeeze on capital spending, a mistake in retrospect, but most 
of the adjustment came on the revenue side. The  “ slash and burn ”  stories about 
1987, references to the finance minister as  “ Mac the Knife, ”  decimation of public 
services and so forth are just journalistic invention. It never happened. ( McCarthy 
2010 , 45) 

 7.    Mauro (2011)  attributes this undoing of the original plans mostly to shocks. I 
believe that in many cases, it is just a simple issue of time inconsistency.   
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 17 

 The recent global financial crisis has brought the attention of analysts 
and policymakers back to the role of fiscal policy during the crisis and 
its aftermath. Several important questions need to be addressed: What 
is the relationship between levels of public debt and economic growth? 
What are the causes of high debt and deficits — loose fiscal policy or weak 
economic growth? What is the size of fiscal multipliers, and how do they 
depend on business cycle conditions? Is there a risk of fiscal dominance? 
How can we reduce a debt overhang and achieve a smoother deleveraging 
from high debt ratios? What is the optimal pace of fiscal consolidation? 
The question of fiscal policy is a critical one, so I will to try to answer 
these questions. 

 The first question one needs to address concerns the relationship 
between high public debt and economic growth, and the costs of that high 
debt. Economic theory suggests that at some point, high public debt can 
have a negative effect on economic growth. It can lead to high real inter-
est rates and crowd out investment and consumption. It can increase the 
risk of a debt crisis with all the collateral damage of a debt default occur-
ring. It can force policymakers to increase taxes to avoid a debt crisis, but 
high taxes cause distortions that negatively affect economic growth. 

 So those are the factors that can lead to lower growth in the presence 
of high and rising public debt levels. Recent research work by a number 
of scholars, especially Carmen Reinhart and Kenneth Rogoff, ( Reinhart 
and Rogoff 2010 ) suggests that there could be a significant empirical rela-
tionship between high public debt and lower economic growth. Accord-
ing to them, the critical threshold in advanced economies occurred when 
debt was greater than 90 percent of GDP (lower in emerging markets). 

 Fiscal Policy 

 Nouriel Roubini 
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This is when the negative effects on economic growth become significant. 
Indeed, the median debt ratio for advanced economies has gone from 
about 60 percent of GDP before the crisis to a level closer to 100 percent 
today. 

 When one considers Reinhart and Rogoff ’ s empirical results, there are 
two important things to keep in mind. One is, of course, the causality 
issue. Is it the high debt ratios that cause lower economic growth, or 
shocks that lead to significant recessions, or financial crises that cause 
economic weakness and thus lead to an increasing debt ratio? So the first 
question is the causality one. 

 Recent academic work ( Herndon, Ash, and Pollin 2013 ) has shown 
some serious methodological problems with Reinhart and Rogoff ’ s 
results: The relationship between high debt and economic growth might 
not be as robust as they thought it was. Thus, the recent conventional 
wisdom that high debt leads to lower growth rates has been seriously 
challenged empirically. 

 As Olivier Blanchard, Giovanni Dell ’ Ariccia, and Paolo Mauro suggest 
in the introduction to this book, another big risk and potential effect of 
high debt is the risk of multiple equilibria. If you have a lot of public debt 
and it has to be rolled over, there is a risk that you may end up in a situ-
ation in which there is a self-fulfilling run on public debt. This will make 
the spreads higher and unsustainable, and you may end up in a situation 
in which a liquidity problem leads to insolvency. An illiquid but solvent 
sovereign might end up in default if such a run does occur; this is a bad 
equilibrium that you cannot rule out. All else equal, having a lower debt 
ratio and less of a liquidity risk with a longer-maturity debt can reduce 
the risk of such a bad equilibrium. 

 Of course, there is a solution to a liquidity crisis. We know it in the 
case of bank runs, but the same thing occurs in the case of a run on 
government debt. If you have a lender of last resort — a central bank that 
can provide liquidity to a sovereign by monetizing its debt — you can 
avoid that bad run equilibrium. This was certainly the situation with the 
euro area in the summer of 2012, when interest rates on Italian debt rose 
to almost 7 percent and those on Spain ’ s debt were closer to 8 percent. 
When Mario Draghi gave his  “ whatever it takes ”  speech and the Euro-
pean Central Bank (ECB) announced its Outright Monetary Transac-
tions (OMT) program, a significant reduction in those yields and spreads 
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occurred as both the currency redenomination risk of a euro area breakup 
and the risk of a run on public debt were sharply reduced. This suggests 
an element of self-fulfilling bad equilibrium in the case of Spain and Italy 
in the summer of 2012, when the spread kept on rising to unsustainable 
levels. The existence of a lender of last resort can help avoid those bad 
equilibria. 

 Similarly, are rates in the United States and Japan low because these 
markets are safe havens during periods when tail risks are high and risk 
is off? Or are those low rates the result of large-scale quantitative easing 
that is effectively a form of debt monetization that reduces the risk of runs 
on public debt and keeps long rates lower than they otherwise would be? 

 Of course, one needs then to address the moral hazard problems that 
such intervention/insurance against liquidity runs on public debt may 
induce. 

 The second question that is worth discussing concerns the causes of 
high debt problems. The policy answer on what we should do about high 
debt ratios depends in part on what led debt to increase and reach such 
a high level. When one looks at the experience of the last few years, of 
course one finds examples of countries in which fiscal policy was loose 
and reckless. The obvious example might be Greece, which was running 
very large and unsustainable budget deficits until the onset of its debt 
crisis in 2010. Policymakers there effectively cheated and lied about the 
true size of the deficit, which turned out to be 15 percent of GDP, much 
higher than previously announced. 

 Of course, if you run very large budget deficits for reasons that have to 
do with political distortions that lead to an increase of debt that becomes 
unsustainable, you are in a typical situation where you ’ re going to have a 
debt crisis owing to reckless fiscal policy. And those high debt ratios will 
have sharply negative effects on economic growth. 

 However, the experience of the past decade suggests that many of the 
financial crises led to a large increase in public debt and deficits that 
started with private-sector, not public-sector, financial excesses. These 
were credit, housing, and asset bubbles of one sort or another that eventu-
ally burst, and once they burst they caused a significant increase in budget 
deficits and public debt. These increases were first driven by the ensuing 
recession that triggered automatic stabilizers. Thus, revenues fell sharply 
over time while spending rose. 
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 Second, whenever a financial crisis does occur — such as the one in 
2008 – 2009 — there ’ s also the risk that a great recession might turn into 
another Great Depression. Therefore, the optimal policy response to 
avoid such a depression was a fiscal stimulus — most necessary in a situ-
ation in which private demand is collapsing. If private consumption and 
investment are in free fall and you don ’ t have a large fiscal stimulus (an 
increase in spending or a reduction in taxes or a combination of the two), 
an economy could fall into a depression. In fact, one of the lessons of 
the Great Depression was that you need a fiscal stimulus when private 
demand is collapsing. 

 Third, the fiscal cost of cleaning up, bailing out, and backstopping the 
financial system, or even corporations (the GM and Chrysler bailouts) or 
households, implies there will be large costs. In these financial crises, lots 
of contingent liabilities will emerge, and that will be the source of addi-
tional increases in public debt. 

 Again, the experiences over the last few years, perhaps especially the 
examples of Ireland, Iceland, Spain, the United Kingdom, and the United 
States — and even emerging markets such as Dubai — were all essentially 
private-sector-induced excesses that led to bubbles. Those excesses even-
tually led to a bust, and the resulting increase in public debt and deficit 
was the result of that severe financial crisis. This implies that perhaps 
the policy response to a balance sheet crisis might be different from the 
response to a situation in which there was reckless fiscal behavior in the 
first place. In balance sheet crises — where the bust leads the private sector 
to sharply deleverage by cutting spending on consumption and investment—
— a large fiscal stimulus is necessary to prevent the collapse of private 
demand from causing an even more severe recession. Thus, fiscal stimulus 
(along with aggressive monetary easing) rather than fiscal contraction is 
the appropriate policy response to a private-sector-induced balance sheet 
crisis. This is the policy that economists such as Richard Koo have cor-
rectly identified as appropriate following balance sheet crises. 

 The third question to discuss has to do with the size of fiscal multipli-
ers. Does a fiscal expansion increase GDP? How large are those fiscal mul-
tipliers? Are they greater than 1 or not? The related question is whether 
fiscal consolidation is expansionary. There is a popular hypothesis that a 
fiscal consolidation will have a positive confidence effect (a  “ confidence 
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fairy ” ) on economic growth; that is, that reducing the fiscal deficit will 
increase economic activity even in the short run. Is that view correct? 

 If one looks at the empirical evidence, four results emerge. First, as 
Roberto Perotti shows in chapter 16, there is no real evidence that fiscal 
consolidation is expansionary in the short run; rather, it tends to have 
negative effects on economic activity. This is the case even in the euro 
area, where fiscal consolidation may be needed over time to avoid a debt 
crisis. In fact, the front-loading of fiscal austerity in the euro area periph-
ery is one of the reasons this region fell into a double-dip recession in 
2011 – 2012. 

 Second, the work that the IMF has done is consistent with the view 
that fiscal austerity is contractionary, at least in the short run. If you raise 
taxes and thus reduce disposable income, or if you cut government spend-
ing, even unproductive government spending, you are reducing aggregate 
demand. Therefore, reducing disposable income and aggregate demand 
will have a negative effect on economic activity in the short run. Also, 
when you have synchronized fiscal austerity in many parts of the world, 
the fiscal multipliers will be larger. Indeed, until 2012, fiscal austerity was 
limited to the periphery of the euro area and the UK. But in 2013 even the 
United States will have a significant fiscal drag and, given the European 
Fiscal Compact, even the core of the euro area (Germany and others) will 
implement fiscal austerity. Then, in a situation in which many countries 
are practicing austerity at the same time, those fiscal multipliers could end 
up being actually larger than when fiscal austerity is less synchronized 
globally. 

 Third, there are about a dozen econometric/statistical studies about the 
2009 US fiscal stimulus. Most of these studies report that it was expan-
sionary on GDP and that the results were large and significant. 

 Fourth, there is increasing evidence that the fiscal multipliers are larger 
when you are bound by a zero interest rate policy and when there is a 
meaningful slack in the economy, that is, when you are in recession or you 
are growing very slowly. 

 So, a fair reading of the empirical evidence suggests that fiscal stimulus 
is effective in stimulating growth, especially after a financial crisis, when 
the economy has a large slack and is in a liquidity trap; conversely, exces-
sively front-loaded fiscal consolidation has a negative effect on growth. 
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 The empirical evidence and the conceptual arguments about how to 
appropriately respond to a balance sheet crisis with a fiscal stimulus 
explain some of the severe economic contraction that the euro area econ-
omies experienced. For example, in Spain and Ireland, there was clear evi-
dence of a balance sheet crisis driven by private-sector behavior. But how 
much of the severity of the crisis in Spain, with an unemployment rate of 
27 percent and rising (55 percent and rising among the young) was due 
to the fact that there was initially very limited fiscal expansion and then, 
when spreads rose, there was significant front-loaded fiscal austerity? 

 Roberto Perotti in chapter 16 argues that the optimal response to high 
deficit and debt depends in part on whether a country has  “ fiscal space ”  
or not, meaning whether active bond market vigilantes have increased the 
country ’ s sovereign spreads and led to a loss of market access or not. The 
argument has also been made that in the case of the euro area periph-
ery there was no fiscal stimulus option: If the markets are punishing a 
country and spreads are high and rising, or if the country has lost market 
access, the only option is fiscal adjustment. 

 This argument is only partially valid and includes at least three impor-
tant caveats. First, whether a country has fiscal space or not depends in 
part on whether it has a central bank that is willing to do quantitative 
easing and monetize public debt. In the case of the euro area, if the behav-
ior of the ECB had been more dovish, the implication for fiscal space 
would have been different. 

 The second point is the existence of a central bank that is willing to 
avoid a self-fulfilling bad equilibrium. This implies that a run against the 
public debt or the widening of the sovereign spread can be avoided even if 
actual debt monetization doesn ’ t occur but is only available as an option. 
Think about the ECB ’ s OMT program: In a sense, this has been the most 
successful monetary policy tool ever, because not a single euro has been 
spent yet to backstop Italy, Spain, or any other country. But the spreads in 
Italy and Spain have fallen by 250 to 300 basis points in 2013, compared 
to what they were in the summer of 2012. 

 So, the mere existence of a potential lender of last resort can lead to 
a better equilibrium, even if the lender doesn ’ t act. That ’ s an important 
factor in determining whether a country has market access or not. 

 Third, even if a country (its sovereign) doesn ’ t have market access, 
either because it has lost it or because the private sector is imposing 
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market discipline, the existence of official creditors (e.g., the IMF, the EU, 
the European Financial Stabilization Mechanism [EFSM], the European 
Stability Mechanism [ESM]) can provide a sovereign with some fiscal 
pace. Given the existence of official external creditors that can substitute 
for the private ones, the question is, what is their optimal use? There has 
always been a debate about a country — say, an emerging market country 
that gets in trouble — and the existence of an organization that provides 
it with financial support conditional on austerity and reforms. The IMF 
allows a country under financial stress to have a better path of fiscal con-
solidation than it would have if that official financing didn ’ t exist. 

 In the case of the euro area, of course, the existence of official creditors 
(a euro-area-wide lending and liquidity mechanism) also gives sovereigns 
under pressure some degree of flexibility. Therefore, in evaluating whether 
a country has fiscal space or not, the considerations above matter. Coun-
tries such as the United States, the UK, and Japan still have very low 
interest rates despite a large fiscal deficit and debt in part because central 
banks have been willing to do quantitative easing and effective debt mon-
etization. Meanwhile, in countries in the euro area where debt ratios are 
no higher than those of the United States, the UK, or Japan (and in some 
cases are lower), spreads were high and widening when the ECB was 
essentially refusing to provide that type of monetary easing. 

 The next issue worth discussing is fiscal dominance and how much one 
should be concerned about it. In a situation in which budget deficits are 
large and there is a political bias toward deficits, there is always the risk 
of fiscal dominance. The risk is that a central bank is going to be forced 
essentially to monetize these deficits to prevent a debt crisis. In a game 
of chicken between a fiscal authority and a monetary authority, it is the 
latter that blinks if fiscal dominance rules. 

 On the issue of fiscal dominance, there is a difference between the 
views of the ECB and the Bank of Japan (BOJ) under Masaaki Shirakawa 
(who both worried about the fiscal dominance effect) and the views of the 
Fed and the BOJ under Haruhiko Kuroda (who don ’ t seem to be worry-
ing about such risk). 

 One can interpret the Fed views as follows. First, the central bank 
cannot really bully fiscal authorities into fiscal discipline. A central bank 
can ’ t threaten the fiscal authority and force it to make fiscal adjustments 
by denying a necessary monetary easing. 
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 Second, if the central bank tries to bully the fiscal authorities, it might 
end up in a political clash with them, and the ensuing backlash could lead 
to a formal loss of central bank independence. 

 Third, if the central bank withholds a necessary monetary policy stim-
ulus because it wants to force the fiscal authority to adjust, it might not 
succeed and might actually cause a severe recession. So, monetary policy 
should do what ’ s necessary for the economy regardless of what ’ s happen-
ing on the fiscal side. 

 Thus, the best that a central bank can do — as the Fed chairman has 
done — is to jawbone fiscal policymakers to make the necessary fiscal 
adjustment. Using the threat of withholding necessary monetary stimulus 
to induce fiscal adjustment has negative and perverse effects. 

 However, the ECB ’ s and the German view of the issue of fiscal domi-
nance has been very different. For example, in the case of the euro area, 
the OMT has been made conditional on strict and effective fiscal and 
structural conditionality as a way of actively limiting fiscal dominance. 

 Second, by reducing spread, the existence of the OMT has led to con-
cerns in Germany and even in the Bundesbank that there is policy delay 
and slack in the euro area periphery. According to this view, compla-
cency and moral hazard exist in the euro area periphery; austerity and 
reforms are not occurring at the pace desired by the ECB and the core of 
the euro area. Therefore, the German view and the Bundesbank ’ s view is 
that market discipline is sometimes good and necessary to force govern-
ments to implement without delay the necessary policy actions. On the 
other hand, excessive market discipline — in the form of higher spreads —
 is destabilizing attempts to reduce deficits and make debts sustainable. 
Thus, market discipline is a double-edged sword. 

 Certainly there are risks of fiscal dominance in the presence of the 
liquidity support of the central bank. And there is also a risk of moral 
hazard whenever you have other official resources — such as the ESM, 
EFSM, and IMF loans — to support sovereigns under pressure. But the 
argument about moral hazard is a bit excessive. Assume you are a gov-
ernment and you have to do painful fiscal austerity, but suppose that 
the confidence fairy does not come along (i.e., spreads don ’ t fall despite 
austerity and reforms) because there is uncertainty about the credibility 
of the government actions and about how long the government is going 
to stick with the policies. There is a serious risk that fiscal adjustment 
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and reform may fail in a situation in which markets do not yet find the 
country ’ s policies fully credible. In this case, if you don ’ t have official 
support (whether from the central bank or from official creditors), the 
incentive to practice painful austerity and make reforms might be low, 
because even if you attempt them you might fail and end up in a debt 
crisis. Therefore, moral hazard is reduced rather than increased with the 
presence of official money because you have a carrot inducing the govern-
ment to implement painful policies that are likely to fail in the absence of 
official financing. Here, the carrot is that if the government implements 
the necessary and painful efforts, liquidity will be provided that reduces 
the risk of a bad equilibrium. Therefore, in the presence of official financ-
ing, a self-fulfilling crisis is avoided and moral hazard is reduced rather 
than increased. 

 A few years ago, I wrote a paper with Giancarlo Corsetti and Bernardo 
Guimar ã es ( Corsetti, Guimar ã es, and Roubini 2004 ) in which we showed, 
using the analytical framework of global games, that the existence of offi-
cial financing can reduce moral hazard rather than increase it. Official 
financing provides a carrot that gives an incentive to a government that 
might otherwise reason,  “ If I am likely to fail, why should I make the 
policy effort in the first place? ”  The presence of official financing reduces 
the probability of a bad equilibrium, so the argument that official support 
causes moral hazard and fiscal dominance might be incorrect. 

 The next question to address is how to reduce a debt overhang; that 
is, what is the optimal approach to deleveraging from high levels of 
public and private debt? There are several options. The first one is fiscal 
austerity: a government can cut spending, raise taxes, and thus increase 
public savings. But that option, if too front-loaded, leads to the Keynes-
ian paradox of thrift: if the fiscal adjustment is too fast, the economy 
may contract again, and the goal of reducing deficits and debt may fail. 
This is partly what has been happening in the euro area and the UK. 
The second option is a coercive debt restructuring/reduction. That option 
might become necessary and unavoidable if a country has an issue of sol-
vency rather than liquidity. 

 Another option is very aggressive monetary policy (zero policy rates 
and quantitative easing); this is effectively a form of debt monetization 
that leads to a low nominal interest rate and possibly negative real interest 
rates. This option might not be inflationary if the country is in a liquidity 
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trap and there is a large amount of slack in the goods and labor markets. 
A variant of this option is financing from official creditors (the IMF, the 
EU), which provides a breathing space for a slower adjustment of spend-
ing and savings. 

 Another option is to cause expected or unexpected inflation to wipe 
out the real value of nominal public debt. Yet another option might be to 
use capital levies on wealth or on creditors as a way of resolving the debt 
overhang. A variant of that is to use financial repression and capital con-
trols to keep government bond yields lower than they otherwise would 
be. 

 All except the first option, adjustment and higher savings, imply some 
redistribution of wealth from creditors and savers to debtors and bor-
rowers (e.g., an indebted government). But the adjustment from a debt 
overhang that depresses the spending of debtors necessarily implies that 
such a transfer of wealth should occur over time. The political question 
is, who should be making such redistribution policy decisions? Should the 
decision be made by fiscal authorities through a capital levy on wealth or 
debt restructuring, or should the central bank have the power to accom-
plish the same result via debt monetization? 

 Some argue that such power should not be given to the central bank, as 
these are eminently fiscal and thus political decisions. But if low nominal 
rates and negative real ones from debt monetization allow a smoother 
deleveraging process that reduces the risks of a recession deriving from 
excessive austerity and prevents a more disruptive debt restructuring or 
the distortionary costs of financial repression, capital controls, and capital 
levy, debt monetization could be the least costly option. 

 The final issue worth addressing concerns the optimal pace of fiscal 
consolidation following a financial crisis that has led to a large increase 
in public debt. 

 In most cases in which market access has not been lost or in which 
official financing (from the central bank or from official external credi-
tors) is available, the optimal pace of fiscal consolidation would entail 
a fiscal stimulus in the short run, while the economy is weak and the 
private sector is deleveraging its indebted balance sheets, plus a credible 
plan for medium- to long-term fiscal consolidation, to be implemented 
when the economy has recovered enough and private balance sheets are 
mostly mended. This short-/medium-/long-term adjustment can be helped 
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by effective debt monetization by a central bank, which makes the dele-
veraging process smoother and avoids the risk of runs on banks and gov-
ernments. Delaying fiscal adjustment forever can cause a  “ zombification ”  
of governments and private agents and eventually a debt crisis, even if the 
initial surge in the public deficit was due to a private-sector balance sheet 
crisis. Conversely, excessively front-loading the fiscal consolidation risks 
pushing a fragile economy into a double-dip recession that will only make 
the deficit and debt problems worse. 

 Compared to this optimal path of fiscal consolidation, the major 
advanced economies — the euro area, the UK, and the United States — have 
followed a suboptimal path. In the euro area and the UK, fiscal austerity 
has been front-loaded in the short run. This is one of the reasons — along 
with a monetary policy that wasn ’ t loose enough and zombie banks that 
were not appropriately recapitalized, thus driving a credit crunch — why 
both regions have fallen into a double-dip recession. 

 In the United States, gridlock and lack of bipartisanship in Congress 
make it look as though the country has no credible path for medium- and 
long-term fiscal consolidation, as Republicans block further tax increases 
while Democrats block spending and entitlement reforms. Meanwhile, in 
the short run (thanks to the same gridlock), the fiscal drag will be excessive 
in 2013 because of a front load of fiscal consolidation engendered by the 
sequestration deadlock. So the United States is taking the opposite of the 
optimal path: too much short-run fiscal drag in 2013 and 2014, with no 
credible plan for consolidation in the medium term. Still, compared to the 
euro area and the UK, which have front-loaded their fiscal austerity since 
2011, the United States successfully postponed its central government aus-
terity until 2013, which explains why the country is growing, however 
anemically, while the euro area and the UK have been contracting. 

 The fiscal adjustment in the euro area has been an example of poor 
policy planning; it explains why the periphery of the region is still stuck in 
a recession that is becoming a near depression in some countries (Greece 
and Spain) and why the recession is even spreading to some parts of the 
core (France and Belgium). A few remarks are important concerning the 
euro area fiscal adjustment. 

 First, the austerity has been excessively front-loaded in the euro area 
periphery, with seriously damaging effects. It should be significantly 
back-loaded. 
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 Second, the flexibility that the EU Commission allows in achieving 
cyclical adjusted targets and the fiscal relief it offers to countries in reces-
sion are palliatives that occur after the patient has nearly been killed. 
Setting very aggressive structural fiscal targets for a country, then allow-
ing some cyclical slack on those targets once the austerity measures have 
caused a recession that worsened the deficit is no rational solution. Struc-
tural fiscal targets should be realistic in the first place to avoid such aus-
terity-induced recession. 

 Third, the adjustment in the euro area is asymmetric between periph-
ery and core, and thus recessionary and deflationary. If countries and 
governments that overspend and undersave should spend less and save 
more, countries (like Germany) that oversave and underspend should 
spend more and save less (in part, through fiscal policies of tax reduc-
tion and spending increase). Otherwise, the adjustment is asymmetric and 
recessionary, as it leads to a shortage of aggregate demand for the whole 
region. 

 Fourth, there is fiscal space in the core of the euro area, especially 
in countries such as Germany, where interest rates are low and market 
access is ample. It is true that the public debt in Germany is 80 percent of 
GDP and that implicit liabilities from aging are additional fiscal burdens. 
But sovereign spreads are so low in Germany that if the country were to 
implement for a couple of years a fiscal stimulus in the form of a reduction 
in taxes and increases in government spending as a way of boosting its 
own economic growth and that of the overall euro area, this policy action 
would not lead to any loss of fiscal credibility as long as the country had a 
plan for medium- to long-term fiscal consolidation. What we are speaking 
about is a short-term program to try to jump-start economic growth in a 
euro area that is in a deep recession. 

 Fifth, while the growth problems of the euro area are more structural 
than cyclical compared with those of the United States, in 2012 – 2013 the 
euro area didn ’ t grow even at its low potential growth rate, as it was in a 
recession. The fact that the region was stuck in a recession suggests that 
the lack of aggregate demand, not just supply-side constraints, explains 
this persistent economic downturn. 

 Moreover, some of the necessary structural reforms are, like fiscal 
austerity, contractionary in the short run. Suppose, for example, that a 
country makes its labor market more flexible and reduces hiring and 
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firing costs. The first impact of such reform will be a rise in the unem-
ployment rate, as the firms that could not fire redundant workers will 
now be able to do so. That surge in the unemployment rate is exactly 
what happened in Germany when it implemented its structural reforms 
in the early 2000s. The implication is that there has to be a trade-off 
between structural reforms and fiscal austerity, rather than a damaging 
recessionary front load of both. For example, if a country implements 
rapid structural reforms that are recessionary in the short run, it should 
be given greater fiscal flexibility, as the reforms might make the reces-
sion worse in the short run. That is exactly what Germany was claiming 
when it implemented its Agenda 2010 and its unemployment rate was 
rising; the Germans asked the EU for a fiscal break because their reforms 
were causing a rise in unemployment that was leading to a larger fiscal 
deficit. They argued, correctly, that the reforms would eventually increase 
growth. In the short run they were causing an increase in the deficit, but 
that deficit would go away once the effects of the reforms on growth 
materialized in the medium term. 

 So, there has to be a trade-off between austerity and reforms. You 
cannot just front-load both the austerity and the structural reforms. If 
you do more on the structural side, you have to provide for greater fiscal 
flexibility in the short run; otherwise, the recession is likely to become 
more severe. 

 A final observation about the euro area: There is absolutely no talk 
about a growth agenda. There is talk about a banking union, a fiscal 
union, a political union. But if you ’ re not going to have economic growth, 
and if the austerity makes the recession worse, you will eventually have 
a social and political backlash against the austerity. Also, sovereigns are 
trying to stabilize their public debt, domestic and foreign, as a share of 
GDP. But one can work as much as one wants on the numerator of the 
debt ratio, but if the denominator (GDP) keeps falling, debt ratios will 
keep rising and will become unsustainable. That is what is happening 
right now in the euro area: Despite draconian fiscal adjustment, public 
debt ratios are still rising, and they may eventually become unsustainable. 

 Excessively front-loaded fiscal consolidation in both the periphery and 
the core of the euro area has been counterproductive. It is an important 
factor in explaining why the region has been stuck in a deep double-dip 
recession in 2012 – 2013. 
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 The choice of the appropriate exchange rate regime for any country is an 
issue that has been extremely important in the past and still is today. It 
is a policy decision that, to a large extent, conditions the macroeconomic 
framework of a country. This chapter discusses a number of issues related 
to this important decision. First it discusses the importance of choosing 
the exchange rate regime. It then analyzes the implications of the degree 
of exchange rate rigidity or flexibility for the domestic economy, particu-
larly for other macroeconomic policies. Then it discusses the specific case 
of the euro area. Finally, it explores the side effects associated with the 
choice of an exchange rate regime. 

 There is hardly a more important economic decision that a country has 
to make than choosing its exchange rate regime. There are at least two 
reasons for that: 

  •    First, such a decision conditions the scope and flexibility of the rest of 
the macro policies that the country can implement. Certainly this con-
sideration alone makes choosing the exchange rate regime an extremely 
relevant decision. 

  •    Second, such a choice affects the country ’ s economic relationship with 
the rest of the world. 

 The conditioning effects of the choice of an exchange rate regime imply 
very difficult trade-offs that policymakers have to evaluate with utmost 
determination and care when deciding on the exchange rate regime that 
best suits their country ’ s economy. 

 In particular, the decision boils down to establishing the degree of flex-
ibility that the exchange rate should have, that is, how much the relative 
value of the domestic currency can vary with respect to other national 

 How to Choose an Exchange Rate 
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currency or currencies. Usually when defining an exchange rate regime, 
authorities refer to the relative price of the domestic currency with respect 
to the currency of its main trading partner and/or the currency that domi-
nates in the region. 

 In principle, it can be said that the less flexibility that is allowed for 
the exchange rate, the more rigidity the country imposes on the rest of 
its policies. For instance, when a country fixes its exchange rate, it sac-
rifices monetary policy as an independent policy instrument, because to 
a large extent, the country imports the monetary policy of the country 
that it fixes the value of its own currency against. Under these circum-
stances, the ability of the national central bank to perform its duty as 
lender of last resort to the banking system or the sovereign is severely 
compromised. Furthermore, the sustainability of the regime also imposes 
restrictions on fiscal policy and makes it essential to preserve a healthy 
financial system. 

 In fact, insofar as fixing the exchange rate imposes very strong condi-
tions on the rest of the macro framework, choosing such a regime usually 
has been used as a commitment device. That is, for a country to make a 
specific exchange rate sustainable, it has to observe all the constraints 
such a regime entails. Put differently, the stronger the policy commitment, 
the more credible the exchange rate regime will be. 

 Nevertheless, for decades the real challenge for most countries has been 
to acquire and preserve the ability and political will to remain true to such 
commitments and keep the exchange rate regime credible. Time after time 
it has been seen that eventually, after some years, sometimes even after 
months, these commitments tend to be ignored, and the exchange rate 
regime collapses. The way that authorities handle a regime switch is also 
very important since if the switch is mishandled, it has the potential to 
generate negative consequences for growth and development for years to 
come. 

 It should be noted that establishing a flexible exchange rate regime 
imposes other types of restrictions and exposes the country to other types 
of risks. Under such a regime, the main challenge is to construct an effec-
tive nominal anchor for the economy. There is a broad range of options in 
this regard, ranging from the adoption of monetary aggregate objectives 
to inflation targeting. Recent events have shown the limitations of infla-
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tion targeting, in particular the fact that central banks should not ignore 
asset-price inflation so that they can preserve financial stability. 

 Regarding fixing the exchange rate, there are many different ways to 
implement it. The simplest alternative is to fix the value of a given cur-
rency with respect to another currency. The  “ ultimate ”  fix would entail 
establishing a currency union in a region, allowing national currencies 
to disappear altogether in favor of adopting a single currency such as 
the euro. The sustainability of such a complex regime imposes very strict 
and demanding conditions on all the member countries. With respect to 
the euro area, the real question is how effective it has been as a whole in 
fulfilling those conditions in a credible way. In this setting, a lot has been 
left to be desired; therefore, important efforts through policy adjustments 
have to be made not only to preserve the credibility of the regime but also 
to enhance it, so that the possibility of the breakdown of the euro is taken 
out of the picture for good. 

 There is another very important dimension to to exchange rate regimes, 
related to the fact that an exchange rate is the relative price of two cur-
rencies. Therefore, from a national perspective, such a relative price can 
be affected by the actions (monetary expansion, capital controls, etc.) 
that other countries may undertake, such actions often having negative 
unintended (or intended) consequences on the exchange rate. Thus, the 
domestic currency can appreciate or depreciate in response to actions 
taken by another country, giving rise to debates encapsulated by phrases 
such as  “ currency wars ”  or  “ beggar thy neighbor policies. ”  

 With respect to this point, it has recently been argued that monetary 
policies in some advanced countries have generated huge capital inflows 
to other economies, particularly emerging and developing ones, conse-
quently generating substantial real exchange rate adjustments. Some of 
these adjustments are nonequilibrium appreciations, affecting the trad-
ables sector and the growth potential of emerging economies. This is a 
typical example of a spillover effect of an advanced economy ’ s monetary 
policy action. Furthermore, such an effect can trigger or lead to different 
types of reactions, including some form of retaliation, leading to net dead-
weight losses for the world as a whole. 

 To deal with these issues, international coordination might be 
attempted around a set of exchange rate objectives. This has been done 
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with the help of the IMF in the past. A valid question is whether the inter-
national community should try to do this again. 

 In sum, the choice of an exchange rate regime is a fundamental deci-
sion that a country has to make. Such a decision has important implica-
tions for the economy as a whole, as it affects the degrees of freedom of 
other policies, as well as the relationship of the domestic economy to that 
of the rest of the world. Therefore, the huge political economy implica-
tions that the election of the exchange rate arrangement entails makes it a 
highly relevant topic. To illustrate this, I will finish on a lighter note, with 
an anecdote: At the beginning of the 1990s, Mexico was facing a major 
crisis, and for practical purposes its only option was to go from a fixed 
to a flexible exchange rate regime. Society was not supportive at all. The 
then central bank governor was summoned by the senate to explain the 
rationale for Mexico going from a very unsuccessful fix with recurrent 
adjustments, with often tragic consequences, to a flexible exchange rate. 
And he couldn ’ t get the point across that for Mexico, the best decision 
was to go to a flexible exchange rate regime. 

 Finally, the governor had a brilliant idea to explain such a move by 
using an analogy. He said to the senators, Imagine that you have the task 
of painting a house. Now, you can do it in two ways. One way would be 
to place the paintbrush in a fixed position and move the house, which 
would be the equivalent to fixing the exchange rate. The alternative is 
to keep the house in its position and move the paintbrush. With a steady 
hand, it is very likely that the task could be completed in a cheaper, more 
beneficial, more efficient way with a flexible brush. 

 This simple analogy convinced the senate, and since then we have had 
in Mexico a flexible exchange rate, and it has worked very well. 
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 The exchange rate regime decision is one of the most important ones a 
country can make in terms of macroeconomic policy. It has important 
implications for how a country will manage its financial account and 
its monetary policy options. This brief chapter cannot run through all 
aspects of the decision but will instead focus on one thing: what have we 
learned from the 2008 – 2009 crisis about the experience of fixed versus 
floating exchange rates, as well as the institutional design of currency 
unions. 

 My thesis is that we have relearned many things we should already 
have known before the crisis. In many areas, such as fiscal policy at the 
zero lower bound, monetary policy at the zero lower bound, or mac-
roprudential policy, this crisis surprised many and, at the very least, 
provided evidence for issues about which we did not have a clear under-
standing. Conversely, regarding exchange rate regimes, an undergraduate 
who had taken a basic international macroeconomics class could prob-
ably have described ahead of time most of the key events that took place. 
That student would have known that in general, floating can serve as a 
shock absorber, external adjustment may be easier if you float, and enter-
ing a currency union at the wrong price can be very painful. These are 
things we already knew, but they are also things  we saw time and again 
throughout the crisis. 

 One surprise was that when pegs broke during the crisis, they did not 
spiral wildly out of control. This time around, when a fixed exchange rate 
broke, countries tended to loosen the bands they kept the exchange rate 
in, as opposed to having a sharp depreciation. That was a new experience, 
but the other core stylized facts are things that academics and policymak-
ers should have understood. 

 Rethinking Exchange Rate Regimes after the 
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 These same lessons can serve as reminders for what the institutional 
structure should be for currency unions, and they highlight the cost of 
inadequate shock absorbers within a currency union. 

 Floating as a Shock Absorber 

 A popular if rather dark joke of early 2009 asked  “ What ’ s the difference 
between Ireland and Iceland? ”  The answer:  “ One letter and six months. ”  
As it turned out, there was another very stark difference (among many 
others): one had a floating exchange rate and the other did not. Coming 
into the crisis, Iceland was likely in much worse shape, with a current 
account deficit greater than 20 percent of GDP in one year, whereas the 
external deficit peaked at close to 5 percent in Ireland. Both, though, had 
large credit booms and somewhat spectacular financial busts. And yet the 
two countries had very different experiences. 

 In   figures 19.1a – f , the solid line is Ireland and the dotted line is Iceland. 
Iceland experienced a sharp depreciation when the crisis hit (  figure 19.1a ). 
It had a higher inflation rate coming out of the crisis (  figure 19.1b ). But 
the inflation did not offset all of the depreciation, so there was a sub-
stantial real effective exchange rate depreciation (  figure 19.1c ). In the 
real economy, real exports grew faster (  figure 19.1d ). The figure for real 
GDP (  figure 19.1e ) shows a modest difference, although, depending on 
the base year used, this picture could look different. The last figure (  figure 
19.1f ), though, shows the starkest difference: the sharp jump in the unem-
ployment rate in Ireland relative to that in Iceland.    

 There are many other differences between these two countries, and 
Iceland has not necessarily been a paragon of financial policy manage-
ment, but the contrast is a reminder that when there are severe shocks, it 
is useful to have the pressure release valve of the exchange rate. 

 If one looks more broadly, there were a number of countries, whether 
Israel, Poland, Sweden, or the UK, that when the crisis hit benefited from 
the ability to have their exchange rate change. Even more broadly, in the 
two decades before the crisis, pegged and nonpegged countries tended to 
grow at around the same rate. But during the crisis the pegged countries 
grew about a percentage point more slowly. There may have been differ-
ent shocks, as well as many other policies all mixed together in that result. 
So the point is in no way conclusive. And some countries that maintained 
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 Figure 19.1 
 a. Exchange rate versus the euro (Jan. 1999 = 100). b. Consumer Price Index (2006 
= 100). c. Real effective exchange rate index (2006 = 100). d. Real export index 
(2006 = 100). e. Real GDP index (2006 = 100). f. Unemployment rate. 
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a floating exchange rate in the past five years felt they were appreciat-
ing too much, and they likely would have preferred to have been pegged 
rather than to experience the appreciation. But a floating exchange rate, 
both in theory and from casual observations made during the crisis, can 
serve as a shock absorber. 

 Exchange Rate Changes and External Adjustment 

 The bigger question is what happens when adjustment is needed. Pegging 
versus floating should not make a country grow faster or slower over 
time, but exchange rate flexibility should help in making an external 
adjustment if one is needed. 

 Looking now at external adjustment with fixed rates, one thing econo-
mists have known for a long time is that it should be more difficult for 
a country to manage a substantial change in its current account if the 
exchange rate is fixed. Prices are sticky. They are especially downward 
sticky. Thus, it is hard for substantial real depreciation to occur if the 
nominal exchange rate cannot change.  1   This should make it more difficult 
to have a substantial external adjustment.   

   Table 19.1  looks at 10 countries that had very large current account 
deficits going into the crisis and very large external adjustments during 
this crisis. They entered the crisis with a current-account-deficit-to-GDP 
ratio of at least 10 percent, and they cut the ratio by at least 10 percent-
age points. There is a roughly even split between pegged and nonpegged 
economies. This is quite important, as it highlights the fact that a fixed 
exchange rate does not mean a country cannot have external adjustment. 

  Table 19.1 
 Experience of Countries Making Major External Adjustment in the Crisis  

 Number 
 Number 
That Grew 

 Average 
 Δ GDP 

  Δ E vs. 
Base   Δ REER 

  Pegged   6  0   – 10%  0%  3% appr. 
  Nonpegged   4  3  7%  15% depr.  4% depr. 

     Note:  E is the nominal exchange rate measured against a relevant base country. 
REER is the real effective exchange rate index.    
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 On the other hand, of the six countries that were pegged, none of them 
experienced real GDP growth over the period from 2008 to 2011, whereas 
three of the four nonpegged countries did. On average, the pegged coun-
tries contracted by about 10 percent, as opposed to an expansion in the 
nonpegged countries. The nonpegged countries experienced a relatively 
mild average change in the exchange rate against the base country; they 
were not all large depreciations, but there was a substantial difference in 
the real economy experiences of the countries. These are small countries, 
and it is a small sample. This is not rigorous econometric evidence, but 
the experience we would have predicted going into the crisis did broadly 
happen. When financial flows seized up and it was more difficult to 
finance externally, the pegged countries that made large adjustments had 
a harder time than did the floating rate countries. 

 Relative Prices on Entry into a Currency Union 

 Economists have also known for a long time, certainly since 1925, when 
Keynes was writing critical things about Churchill ( Keynes 1925 ), that if 
you enter a currency union at the wrong price, it can be painful. Keynes 
pointed out that rejoining the gold standard at the wrong price was very 
painful for Britain, and this is something that both theory and the experi-
ence of countries after World War I demonstrate. 

 When one looks at the lead-in to the euro, the convergence criteria 
were inflation, debt and deficits, and a stable exchange rate. In a recent 
discussion about the euro area with my students, I asked,  “ What were the 
convergence criteria? ”  A student raised her hand and said,  “ The balance 
of payments deficit couldn ’ t be too big. ”  Someone tapped her on the 
shoulder and said,  “ No, you mean  ‘ fiscal. ’  ”  She said,  “ Right, right, fiscal 
deficit can ’ t be too big. ”  And I thought to myself, that is somewhat telling. 
While it may seem intuitive that they would, the rules were not putting 
limits on the balance of payments deficit. There was no rule that purchas-
ing power parity had to hold. Policymakers were about to fix the nominal 
exchange rate forever. But, confirming that relative prices were at the 
right level was not part of the entry criteria. 

 Over the period from entry until 2007, current account deficits and 
surpluses were quite persistent in the euro area.   Figure 19.2a  shows the 
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current-account-to-GDP ratio at entry ( x -axis) and the current-account-
to-GDP ratio in 2007 ( y -axis).    

 The relationship is quite strong and the slope is nearly 1. This persis-
tence has been documented before (see, e.g.,  Lane and Pels 2012  or  Kang 
and Shambaugh 2013  for discussion). The next two figures look across 
other groups of countries to see if the pattern is any different. 

   Figure 19.2b  looks at the more recent entrants to the euro area and/or 
countries pegged to the euro.   

 The line also has a slope close to 1, but the fit around the line is not 
quite as tight (the  R  

2

  is lower).   Figure 19.2c  takes the remaining countries 
from the Eurostat database that are neither the original 12 entrants into 
the euro (those that entered prior to 2003) nor later entrants and pegs.   

 There are roughly 15 countries floating in that data set. Relative prices 
can move fluidly for these countries, as the nominal exchange rate is 
floating. Yet there is almost a perfectly straight line for this group, too. In 
the buildup to the crisis, current accounts, no matter the exchange rate 
regime, were very persistent. Countries that were running deficits kept 
running deficits. Countries that were running surpluses kept running sur-
pluses. There did not appear to be pressure to push countries back toward 
a balanced current account. It does not seem that floating exchange rates 
helped these countries back to balance. 

 However, the question becomes, once adjustment had to happen, was 
there a difference? Here the answer appears to be yes.   Figures 19.3a – c  
show the current account in 1999 (or entry into the euro currency union) 
on the  x -axis and the change in the unemployment rate during the crisis 
on the  y -axis.    

 The relationship appears to be steeper for the early euro members. 
Countries that had a big current account deficit at entry into the euro 
wound up having a much higher spike in the unemployment rate once 
adjustment had to happen. For pegged countries or late entrants, the 
relationship is not as steep, meaning that a given current account deficit 
correlates with a smaller increase in the unemployment rate. For coun-
tries with a floating exchange rate, the relationship is essentially flat. The 
current account in 1999 had almost no bearing on the unemployment 
response during the crisis. The current account deficit is a country ’ s net 
borrowing from the world — the country ’ s borrowing, not the govern-
ment ’ s. Those countries that were borrowing extensively when the euro 
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began appear to have paid a price once adjustment had to happen. That 
is less true for floating exchange rate countries. They had more flexibility 
in how they approached the crisis. 

 It may be worth noting that many of the more recent entrants into the 
euro area have had fairly substantial current account deficits on entry. 
The most notable case is that of Cyprus, which had a current account 
deficit of 16 percent of GDP in its first year as a member of the euro area. 
Slovenia (5 percent deficit) and the Slovak Republic (3 percent deficit) 
did not have extremely high deficits, but were certainly not in external 
balance. Estonia, which had a 2 percent surplus in 2011, is the only recent 
entrant with a surplus. These recent entries raise the question of whether 
exchange rates are being fixed permanently at the right price. 

 The Non-Exchange Rate Crisis of Breaking Pegs 

 One experience in the crisis that is somewhat new is the way in which 
exchange rate pegs broke. It is well established that exchange rate pegs 
are fragile.  2     Figure 19.4  shows the percentage of countries that were 
pegged in any given year between 1973 and 2011 that broke their peg.  3      
 There is a small spike right around 2008, so more countries than usual 
broke their pegs during this crisis, which is not surprising, given the 
nature of the crisis. 
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 Percentage of countries with pegged exchange rate that broke their pegs, by year, 
1973 – 2011. 
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 What was more surprising is what is seen in   figures 19.5a and b .   Figure 
19.5a  shows that of those countries that broke their peg after 2006, the 
range of their exchange rate against the country they were pegging to was 
not particularly large after they broke the peg.    

 The median range is just over 6 percent, relative to a median range 
of over 10 percent in the post-1973 era. In a sense, many of these pegs 
did not really break. The countries simply loosened the band somewhat. 
  Figure 19.5b  makes this clearer. It shows the percentage of the coun-
tries that broke their peg, but merely went from a 2 percent band to a 5 
percent band, a broader range, but not high exchange rate volatility.   
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 Figure 19.5 
 a. Median annual range of exchange rate change across countries in year that they 
broke a peg, post-2006 versus 1973 – 2006. b. Fraction that held tight to range 
after breaking peg, post-2006 versus 1973 – 2006. 
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 Almost two-thirds of the countries in the crisis that broke their previ-
ously tight peg simply loosened the bands and stayed somewhat pegged 
to the base. This contrasts to roughly 40 percent in the 1973 – 2006 time 
period. 

 The above findings suggest a strong preference in some countries for 
exchange rate fixity. Even though the crisis highlighted some of the chal-
lenges that come with having a fixed exchange rate — specifically, that 
adjustment can be difficult with a fixed exchange rate — plenty of coun-
tries want to stay close to pegged, even if they cannot maintain a tight 
peg. In any given year, around half the countries in the world have a fixed 
exchange rate. If we drop a number of very small countries from the 
sample, it is close to 40 percent pegging. Also, though, which countries 
peg changes from year to year. The debate over exchange rate regimes does 
not have a corner solution that economists often like. Not every country 
is going to float, and not every country is going to peg. This reminds us of 
the importance of figuring out the costs and benefits of pegging. 

 Implications for Currency Unions 

 A number of these stylized facts have implications for currency unions. 
Again, many of the things we have observed in currency unions — par-
ticularly in the euro area — are things that were well understood in the 
literature more than a decade ago. 

 Certainly from a macroeconomic perspective, the euro area has not 
done well. GDP growth has been slower than that of a typical country 
and even a typical advanced country. The unemployment rate is much 
higher than in other advanced economies as well. These facts, though, 
should not necessarily be a reflection on the wisdom of currency unions. 
The euro area floats against the world, so the average performance of the 
euro area is not a reflection of the fact that it has a currency union inter-
nally. Weak economic performance could simply be a reflection of worse 
shocks. Alternatively, it could be a reflection of worse macroeconomic 
policy management, of monetary policy that has been too tight or fiscal 
policy that has been too tight. 

 What tells us more about the wisdom of the euro as a currency and the 
institutional structure that supports it is what happens when the need for 
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adjustment differs across countries within a currency union. In that sense, 
this crisis has revealed some of the true problems within the euro area. 
  Figures 19.6a and b  show the range and standard deviation of unemploy-
ment rates across US states and across the euro area (the gray bars are the 
United States, the black are the euro area).    

 In both areas, there is a stark jump when the crisis hits from 2007 
to 2010. The range and standard deviation of unemployment rates are 
higher. From 2010 to 2012, though, the dispersion starts coming down 
in the United States. The states with high unemployment rates are having 
their unemployment rate fall faster. In the euro area, the dispersion has 
kept going up as unemployment rates have fallen in some countries 
that were already doing well but have continued to rise in the worst-hit 
countries. 
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 Figure 19.6 
 a. Range of unemployment rates, United States versus euro area. b. Standard de-
viation of unemployment rate, United States versus euro area. 
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 This sequence of events suggests a lack of adequate shock absorbers 
within the euro area. Differential monetary policy within the currency 
union and exchange rate adjustments are no longer possible, and labor 
mobility and fiscal federalism are not sufficient to offset shocks in one 
region and smooth them in relation to another. Again, this is not a sur-
prise or a new observation. The entire optimal currency area theory was 
founded by a paper noting the importance of a shock absorber (labor 
mobility) for a currency union to be an optimal currency area ( Mundell 
1961 ). It was well known at the founding of the euro that forming a cur-
rency union without these shock absorbers was likely going to be painful 
if a substantial asymmetric shock took place.  4   

 Summary 

 A number of important observations seem to have come out of this crisis. 
Countries with fixed exchange rates need to recognize that external 
adjustment is going to be very challenging. This suggests two things: one, 
it is important to avoid excessive borrowing if there is a fixed exchange 
rate, again, not necessarily by the government or the state but for the 
economy overall, because if the country needs to rebalance the external 
account rapidly, the adjustment will likely be very painful. And two, it 
suggests that if exchange rates are fixed, there needs to be some other way 
to cushion big shocks. 

 The contributions to this volume emphasize the way fiscal policy and 
monetary policy operate at the zero lower bound, and this work suggests 
that it is important to have fiscal stabilizers within a currency union, 
because if the monetary policy is going to run into the zero lower bound, 
not having any agency that is acting to stabilize the economy with fiscal 
policy is going to be a problem. In addition, states or countries within a 
currency union should not radically cut back on their fiscal policy in a 
recession, because we know they ’ re going to be doing so in an environ-
ment with very high multipliers. Therefore, currency unions also need to 
have some way to avoid that situation. 

 Also, economists and policymakers have learned more about the 
macro and finance linkages and what some have referred to as  “ doom 
loops ”  between the banks and the sovereigns, highlighting the fact that it 
is crucial that weaknesses in banks not to become an asymmetric shock 
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within a currency union. If when Washington Mutual got into trouble the 
state of Washington had been responsible as a fiscal backstop, the state of 
Washington would have been in a very challenging fiscal position. Instead 
it was an FDIC problem, not a problem for the state of Washington. This 
highlights the need for deposit insurance, bank supervision, a lender of 
last resort, and bank resolution, all at the currency union level, because if 
they do not exist, it suggests that the financial system could be the origi-
nator of asymmetric shocks. 

 Euro area institutions are changing, in some cases far more rapidly 
than anyone could have imagined five years ago. On the other hand, one 
of the things the crisis seems to highlight is that we cannot ignore what 
we know. The implications of exchange rate regimes are an area of eco-
nomics in which the standard literature could have predicted most of 
what took place. It was well known prior to the launch of the euro that 
labor mobility was weak and fiscal federalism nonexistent. The fact that 
this lack of shock absorbers would make the euro a risky bet was well 
established. Likewise, the lack of an official lender of last resort and the 
lack of a prudential supervisory role for the ECB were widely discussed.  5   
As a profession, we have learned more about macrofinancial linkages, but 
the risks of a currency union with fragmented backing supervision were 
understood. 

 When one steps back and considers the exchange rate regime decision, 
it is clear that very small countries are going to peg, especially if they are 
tied to one economy. Also, it seems that very large economies with open 
financial markets are not willing to subjugate monetary policy to the 
exchange rate. The question is what countries in between should do. The 
countries of the euro area clearly have decided to sacrifice other policy 
options for exchange rate stability. Doing so, though, without the neces-
sary institutional structure was a gamble. The gamble was that the needed 
change in the institutional structure and in the economy would happen 
before a big crisis. The question now is, now that the costs are apparent, 
can policymakers fill in the needed institutional structure fast enough?   

 Notes 

 1.   See  Shambaugh (2012)  for discussion. 
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 2.   See  Obstfeld and Rogoff (1995)  and  Klein and Marion (1997)  for earlier dis-
cussions.  Klein and Shambaugh (2008)  explore the duration as well as the pro-
pensity of broken pegs to reform. 

 3.   A peg is defined here as a country that stays within a 2 percentage point up or 
down range over the course of a year (excluding single-year pegs, which may be 
due to a lack of volatility) or those that are perfectly flat, with the exception of a 
one-time realignment. See  Klein and Shambaugh (2010)  for an extensive discus-
sion of exchange rate regime classifications. 

 4.   See  Obstfeld (1997)  and  Obstfeld and Peri (1998)  for discussion. 

 5.   See  Obstfeld (1997)  for discussion.   
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 The effort to bind states together may lead, instead, to a huge increase in frictions 
among them. If so, the event would meet the classical definition of tragedy: hubris 
(arrogance); ate (folly); nemesis (destruction). 

  — Martin Wolf,  Financial Times , December 1991 

 The creation of the euro was among the most revolutionary developments 
in monetary history. Advanced European economies agreed to replace their 
national monies with a shared fiat currency, managed by a jointly owned 
institution, the European Central Bank (ECB). They did this, moreover, 
without agreeing to any of the other features of contemporary monetary 
areas, notably mechanisms for fiscal transfers or for common regulation 
and support of the banking system. In all these respects, the governments 
of member states remained sovereign, if notionally constrained by a set of 
rules governing fiscal deficits and debt. 

 A possible justification for this extremely limited institutional infra-
structure was that the rules concerning fiscal policy and the central bank ’ s 
ability to act as lender of last resort in a crisis would together be enough 
to ensure adequate stability. They would either prevent crises or, if they 
failed to do so, make them at least reasonably manageable. Another pos-
sible justification was the belief that it was essential at least to start. Once 
the euro area was launched, any failure to prevent or manage severe crises 
would motivate policymakers to create missing institutions or improve 
existing ones. 

 By early 2013, after at least three years of crisis, the institutional 
framework of the euro area had been shown to be inadequate. The fact 
that the crisis forced rapid institutional and policy innovations proves 
that. What had existed before the crisis proved inadequate, but whether 

 Exchange Rate Arrangements: Spain and the 
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a severe crisis would produce the reforms needed to make the euro area 
better able to cope remains unclear. 

 To work out what reforms are needed, we must start by asking what 
went wrong. This is a topic on which Paul De Grauwe, formerly at the 
University of Leuven and now at the London School of Economics, has 
shed much light in a number of important and illuminating notes and 
papers.  1   His conclusion is that the euro area simply needs a great deal of 
reform, particularly in the policies of the central bank. My conclusion is 
that the euro was a bad idea. Both conclusions might be correct. 

 Certainly, the loss of sovereignty for the governments of member states 
has imposed large costs on them and their citizens. An excellent way 
to show this is via the contrasting experiences of Spain and the United 
Kingdom in the crisis. Spain lacks the tools to handle such a big financial 
crisis with any ease. The UK does not lack those tools, though it has failed 
to use them as fully as it might have. 

 The Contrasting Cases of Spain and the United Kingdom 

 Spain and the UK are both crisis-hit countries. Since the crisis, both 
have been in poor fiscal positions. They also have big problems in their 
banking industries, though they are not quite the same problem: Spain ’ s 
is largely debt created by a huge domestic property boom; the UK banks 
have that problem, but they have also been damaged by their global 
operations. Surprisingly, perhaps, the fiscal consequences of their distinct 
crises are remarkably similar, as shown in   figure 20.1 . The expected path 
of the ratio of net public debt to GDP in these two countries is almost 
identical.    

 For those who think the main determinant of the interest rate on 
government debt is the public debt burden, the implication is clear: the 
interest rates on Spanish and UK public debt should be quite similar. 
But they are not. The yield on 10-year UK public debt is far more like 
that on German 10-year public debt than like that on Spanish debt, as 
  figure 20.2  shows, even though Germany ’ s debt is expected to be under 
far better control than the UK ’ s. The divergence between the yields on 
Spanish and UK debt has been very large indeed. This has made it far 
more difficult for the Spanish government to manage its debt and has 
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 Ratio of Net Public Debt to GDP, Spain, UK, and Germany. 
  Source:  International Monetary Fund, World Economic Outlook database, April 
2013. 
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adversely affected broader credit and monetary conditions in Spain rela-
tive to those in the UK.    

 Why should the interest rate difference between the two countries have 
been so very large? The answer lies mainly in the fact that the UK is a 
sovereign country, with its own finance ministry, central bank, and float-
ing currency, while Spain is a subordinate government inside a currency 
union that has no shared treasury and a supranational central bank (the 
ECB). 

 Suppose holders of a government ’ s debt believe that it might be unable 
to roll the debt over on reasonable terms. They would rationally fear an 
outright — possibly sudden — default. Creditors cannot seize the assets of 
bankrupt governments as they can take hold of the assets of companies. 
This is because national governments are sovereign in their own jurisdic-
tions. So lenders will demand an interest rate that protects them against 
default risk. But at such an elevated interest rate, the government may be 
driven into the default that lenders fear, making their prophecy of doom 
self-fulfilling. 

 This is the danger of multiple equilibria. Olivier Blanchard, IMF eco-
nomic counselor, puts it this way: 

 At high levels of debt, there may well be two equilibria, a  “ good equilibrium ”  at 
which rates are low and debt is sustainable, and a  “ bad equilibrium ”  in which 
rates are high, and, as a result, the interest burden is higher, and, in turn, the 
probability of default is higher. When debt is very high, it may not take much of 
a change of heart by investors to move from the good to the bad equilibrium.  2   

 Preventing such a shift is one of the jobs of central banks. Thus, a 
central bank guarantees liquidity in the market for sovereign debt. That 
hugely reduces the risk of a sudden default. This reduction of liquidity 
risk increases confidence in lenders. As usual, liquidity and solvency risks 
are closely related. 

 The principal reason why interest rates in Spain have been so much 
higher than those of the UK is that Spain had no such lender of last resort. 
Spanish debt was subject to liquidity risk, and so, when liquidity risk 
looked significant, markets priced the debt accordingly, pushing Spain 
into a bad equilibrium. The ECB was not believed to be willing or able 
to ensure liquidity in the markets for sovereign debt of the euro area. In 
a panic, then, everybody fled to the safest debt, Germany ’ s, causing a big 
crisis in countries with worse debt positions. 
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 Lessons from ECB Interventions 

 The plausibility of the view that the biggest problem facing Spain has 
been the lack of a central bank of its own is strengthened by what hap-
pened when the ECB did finally indicate its willingness to intervene in 
the market for public debt of countries in difficulty. The decline in yields 
on Spanish debt shown in   figure 20.2  dates almost precisely to July 26, 
2012. This is when the president of the ECB, Mario Draghi, said to an 
audience in London,  “ Within our mandate, the ECB is ready to do what-
ever it takes to preserve the euro. And believe me, it will be enough. ”   3   This 
statement in turn led to the announcement by the ECB on August 2 of its 
Outright Monetary Transactions (OMT) program aimed  “ at safeguard-
ing an appropriate monetary policy transmission and the singleness of the 
monetary policy. ”   4   Rightly or wrongly, markets concluded that the risk 
of a sudden outright default on Spanish bonds had greatly diminished. 
This in turn pushed the price of bonds from a bad equilibrium to a better 
one. As yields fell, the government did indeed start to look more solvent, 
thereby justifying the markets ’  renewed optimism. 

 Not coincidentally, the decline from the previous interest rate peak, 
in late 2011, dates from the announcement by the ECB of its three-year 
Long-Term Refinancing Operation in early December 2011.  5   But that 
operation proved unsuccessful in keeping interest rates down. That is why 
the ECB was driven to adopt the OMT program in the teeth of opposition 
from Jens Weidmann, president of the Bundesbank.  6   

 Moreover, the same declines occurred in Italy as in Spain, strongly sup-
porting the argument that it is ECB policy rather than actions by govern-
ments that explains the sharp decline in interest rates on the long-term 
government bonds of vulnerable countries.  7   The ability of the ECB to 
trigger such a decline in yields is exactly what De Grauwe predicted. Now 
that it has become fact, he has analyzed this adjustment in another impor-
tant article. The point he makes is that these were largely self-fulfilling 
panics that the ECB has, for the moment, ended.  8   

 The crises, then, were in large part the result of allowing government 
bond markets to operate without grown-up supervision. Fortunately, the 
grown-ups are back. That is good news for the euro area and the world. 
A huge amount of unnecessary and ill-timed fiscal austerity has been 
imposed, just because the euro area did not have a proper central bank. It 
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now has something that is at least a bit more like a proper central bank. 
It shows. 

 Why ECB Intervention Did Not Eliminate the Spanish Risk Premium 

 However, the intervention of the ECB, pleasingly effective though it has 
been in lowering rates, has not reduced Spanish interest rates to UK levels, 
at least at the time of this writing. Why should that be? One can see two 
possible sets of explanations. 

 First, the ECB ’ s OMT program operates under important limitations. 
The most important one is that the program is not unconditional, though 
in principle it is potentially unlimited. Without conditionality, the ECB 
could not have obtained internal approval or external consent, above all 
from the German government, to intervene. Thus, the ECB stated on Sep-
tember 2, 2012: 

 A necessary condition for Outright Monetary Transactions is strict and effective 
conditionality attached to an appropriate European Financial Stability Facility/
European Stability Mechanism (EFSF/ESM) programme. Such programmes can 
take the form of a full EFSF/ESM macroeconomic adjustment programme or a 
precautionary programme (Enhanced Conditions Credit Line), provided that they 
include the possibility of EFSF/ESM primary market purchases. The involvement 
of the IMF shall also be sought for the design of the country-specific conditional-
ity and the monitoring of such a programme.  9   

 Another restriction is that the explicit rationale of the program is not 
to support government debt markets but rather to make monetary policy 
work effectively. This rationale is ingenious, since it allows the ECB to 
claim, imaginatively, that the aim of the program is monetary and so 
within its broad remit, rather than fiscal and so outside that remit. Thus, 
the ECB announced: 

 The Governing Council will consider Outright Monetary Transactions to the 
extent that they are warranted from a monetary policy perspective as long as pro-
gramme conditionality is fully respected, and terminate them once their objectives 
are achieved or when there is non-compliance with the macroeconomic adjust-
ment or precautionary programme. 

 As a result, the ECB stated,  “ Transactions will be focused on the 
shorter part of the yield curve, and in particular on sovereign bonds with 
a maturity of between one and three years. ”  This makes sense for normal 
monetary policy, but the restriction limits the commitment of the ECB to 
support the market in sovereign debt. 



Exchange Rate Arrangements  251

 A second set of explanations for the failure to achieve convergence 
of long-term interest rates between Spain and the UK is that the former 
suffers from a number of handicaps that the latter does not. These include 
the risk of exit from the euro area or of breakup of the euro area, defla-
tion risk, and other economic differences. 

 It is impossible for the ECB, or any institution, to eliminate the risk 
that Spain might leave the euro area or that the euro area might itself 
break up. So long as that risk continues to exist, investors in Spanish 
bonds need to take out insurance against the possibility of a sudden and 
costly redenomination into bonds in a new currency that would then 
swiftly depreciate. Furthermore, in the event of such a redenomination, 
it is likely that exchange controls would also be imposed, which creates 
another risk for investors in Spanish government bonds. 

 Furthermore, if the euro area were not to break up or if Spain were not 
to exit, Spain would remain vulnerable to deflation risk. Indeed, outright 
deflation is the mechanism through which external competitiveness is 
restored inside the currency union. But deflation would raise the real value 
of Spanish debt, making its debt less sustainable. If the deflation were big 
enough, the time profile of debt might end up substantially worse than 
shown in   figure 20.1 . This would be particularly true if the deflationary 
process also inflicted a deeper than expected depression, depressing the 
denominator still further. 

 Finally, it seems that Spain ’ s initial disequilibrium was rather larger 
than that of the UK. Its current account deficit was 10 percent of GDP in 
2007, for example, against 2 percent in the UK. Consequently, the adjust-
ment Spain needed would have seemed far bigger. Again, Spain ’ s net inter-
national investment position was substantially more negative than that of 
the UK, making the country more dependent on foreign investors, who 
are usually, for good reason, more fearful of default than domestic ones 
are. Spain also had a larger boom in construction than the UK. For all 
these reasons, Spain was likely to suffer a longer and deeper recession 
than the UK, as indeed has happened. Investors might reasonably suppose 
that the government of a country undergoing such a deep and intrac-
table slump might not make meeting its debt obligations a priority. In all, 
investors might reasonably reach the conclusion that Spain was not as 
good an investment risk as the UK. 

 The rating agencies seem to have reached that conclusion. As of this 
writing, in June 2013, Standard  &  Poor ’ s rated the UK ’ s sovereign bonds 
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at AAA and Spain ’ s at BBB – . Moody ’ s rated them at Aa1 and Baa3, 
respectively. Fitch ’ s rated them at AA+ and BBB. This huge gap between 
the two countries ’  bond ratings may partly reflect the additional and 
important fact that the UK has had a longer record of managing its debt 
well than has Spain. It may also reflect the normal behavior of the rating 
agencies:  “ I am your rating agency, therefore I follow you ”  seems to be 
their long-standing motto with regard to the market. But the big fact is 
that the rating agencies downgraded Spain ’ s sovereign bonds massively 
compared with the UK ’ s. 

 Meanwhile, the UK possessed fundamental countervailing advantages. 
First, adjustment to a shift in the desire to hold sterling-denominated lia-
bilities has worked, at least in part, via the price of the currency rather 
than the price of bonds. Such price flexibility reduces the need for quan-
tity adjustments in response to shifts in the desire to hold a country ’ s 
liabilities. In Spain, instead, a larger quantitative adjustment has been 
required. This is shown in the scale of the recession, revealed in   figure 
20.3 , and the size of the current account adjustment, shown in   figure 
20.4 . From one point of view, Spain ’ s adjustment is impressive. But it is 
also a powerful indicator of the collapse in Spain ’ s domestic absorption 
compared with the UK ’ s.    
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 GDP in the Crisis, Spain and UK. 
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 In addition, the UK has captive savers who need to match the cur-
rency of their assets with those of their liabilities. Thus, in a crisis, the 
UK government ’ s liabilities provide a safe haven to such investors, among 
which will be insurers and pension funds. In the euro area, however, the 
relevant safe haven is the debt of the German government in particular, 
and to a lesser extent that of other stable creditor countries, such as the 
Netherlands. Thus, in a crisis, fearful domestic savers will fly toward UK 
government debt and away from Spanish government debt.    

 Why the Disadvantages of a Currency Area Are Partly Unavoidable 

 Nearly all these differences between the UK and Spain, from the lack of 
a proper central bank to the scale of the economic disequilibria, derive 
from the fact that Spain is a member of the euro area while the UK is not. 
Membership in the currency area has proved to be a big disadvantage in 
handling a severe financial crisis. A crucial question is whether, with a 
different institutional structure, these disadvantages might have been or 
can be avoided. 

 To some extent, the answer must be no. The advantages possessed by 
a country with its own floating currency and central bank are large, at 
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least when handling the contractionary consequences of a huge financial 
crisis. 

 Remember, too, that the aim of creating the euro area was to promote 
internal capital flows. Thus, the huge cross-border flows of private 
finance that preceded (and then triggered) the crisis were hardly some 
accidental bug in the system. They were a deliberate feature. Similarly, the 
euro area was designed, quite deliberately, around the idea of a goal-inde-
pendent central bank required to focus on price stability and expected 
not to finance governments directly, whatever happened. Moreover, in a 
multicurrency union, the only alternative to such a highly independent 
central bank would have been subordination to a committee of finance 
ministers. While such an arrangement is conceivable, it would have been 
extraordinarily ponderous and, in any case, unacceptable to Germany 
and a number of other member countries. So we have to regard the inde-
pendence of the central bank and the nature of its mandate as a feature at 
least of this currency union. As a result, the ECB cannot make an open-
ended and unconditional commitment to purchase public debt. A limited 
or conditional commitment cannot be completely credible, and an incom-
pletely credible commitment by the central bank will not shift adverse 
expectations durably or completely. 

 Of course, some of these features of the euro area were not logically 
necessary. Germany might, for example, have had a different philosophy 
of monetary policy and macroeconomic management. It might have been 
more like that of the United States. This would have made it easier for 
the ECB to intervene in sovereign debt markets, as De Grauwe wanted, 
on a large scale. The difficulties experienced in the currency union would 
then have been smaller. But the facts that creditor countries would like to 
restrict the support they offer to debtor countries and that countries in 
trouble face exceptionally difficult problems in managing the crisis and 
subsequent adjustment are inherent in almost any conceivable currency 
union. 

 Why the Euro Was a Bad Idea 

 What is the conclusion? It is that there were huge risks in the creation of 
the euro, some inescapable and some inherent in its design. The nature 
and extent of these risks have been revealed in the crisis. 
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 Why were people unconcerned about these risks prior to the crisis? 
A big part of the reason is that many people believed that currency risk 
was the principal source of crises. This view was certainly consistent with 
experience in the 1960s, 1970s, 1980s, and 1990s. Consequently, pro-
ponents of the euro thought that the elimination of separate currencies 
would eliminate most of the risks of crises. 

 Events have proved this view false. Indeed, since 2010, euro area poli-
cymakers and economists have discovered that the opposite is true. First, 
currency risk cannot be eliminated, since there is always the possibility 
that currencies might be recreated. Second, currency risk will reemerge in 
other ways, particularly in the form of shocks to the supply of credit and 
financial and fiscal crises. Finally, when such risks become real, they will 
inflict huge financial, economic, social, and political pain. 

 The big lesson the crisis has taught us is that high-income countries 
embedded in a currency union are more vulnerable to balance-of-payments 
 cum  financial crises than similar countries with floating exchange rates 
and their own central banks. The currency union has, in fact, replaced the 
brief currency crises and exchange rate realignments of the old exchange 
rate mechanism with what now appear to be long-running solvency, 
employment, and political crises. A more active central bank, one willing 
to push sovereign debt toward good equilibria and away from bad ones, 
would be a big help. In the course of the crisis, the ECB has become more 
of such a bank. But for reasons largely inherent in the creation of any cur-
rency union and certainly inherent in the euro area, the ECB is not going 
to act like a national central bank. The question for members to decide is 
whether the stresses they suffer as a result are worth it.       
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 China as an Optimal Currency Area 

 China is a large country with tremendous differences across its land. The 
diversities between eastern and western regions to some extent exceed 
those of the euro zone. For instance, in the eastern part of China (such 
as the Pearl River Delta), the per capita income is about five times that 
of the western part (such as Guizhou Province and Qinghai Province), 
whereas inside the euro area, Germany ’ s per capita income is only about 
1.5 times that of Greece. However, even with these differences, China is 
still better positioned as an optimal currency area than the euro area and 
can issue a common currency, for China satisfies several key elements that 
are required by an optimal currency area. 

 The first one concerns fiscal setting. China, as a sovereign country, 
possesses a centralized fiscal transfer payment system that enables the 
transfer of funds from the relatively rich regions in the coastal area to 
the poor regions in its less-developed middle and western regions every 
year. Second, China has a highly mobile labor market. Many people from 
the low-income regions seek better job opportunities in high-income 
regions; consequently, at least 160 million rural workers are now working 
in China ’ s cities. Third, China has a very unified domestic market that 
shares an integrated system of trading and transportation. Domestic 
markets, such as the commodity market and the product market, are all 
homogeneous. Fourth, China ’ s macroeconomic policies are very effective 
and coordinated. Those are some of the reasons why China can be viewed 
as an optimal currency area, even though the regional differences between 
the rich and the poor, in terms of per capita income, are still very large. 
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As long as fiscal transfer and macroeconomic policies work well and the 
labor market remains highly mobile, China as an optimal currency area 
will operate smoothly and stay sustainable, though the diversity within 
China will likely remain. 

 The other reason I ’ d like to mention is the ability of the Chinese gov-
ernment to address financial systemic risks. For example, I was involved 
in tackling financial crises as a key representative of the People ’ s Bank of 
China. Local financial crises were breaking out in provinces or regions, 
including Guangdong Province and then in Hunan Province in the late 
1990s, as well as Xinjiang Uygur Autonomous Region and Ningxia Hui 
Autonomous Region. 

 Guangdong is a developed area with many people who are very rich. 
But in the late 1990s, Guangdong experienced major fiscal insolvency 
and financial institution problems. Other regions, such as Ningxia and 
Xinjiang, although less developed, also experienced financial difficulties. 
When addressing these kinds of problems, we usually have to decide first 
whether the central bank should intervene by providing liquidity as the 
lender of last resort. We also need to figure out how to handle local gov-
ernment debt and deal with the relationship between local governments 
and the central government. We have to design a framework that not only 
can avoid moral hazard but also can calm the crisis situation. In this way, 
the capabilities of the People ’ s Bank of China and other financial supervi-
sors to identify problems and address potential systemic risks have been 
tested and proven, and they solidified the ground on which the common 
currency is established. 

 China ’ s Policy Choices over Exchange Rate Regimes 

 There has been an ongoing theoretical debate in the history of exchange 
rate regimes since the beginning of the 1970s, when the Bretton Woods 
system collapsed and the exchange rate regimes of many countries kept 
evolving. In reality, exchange rate arrangements do not fall into a simple 
dichotomy of fixed or floating exchange rates. 

 According to the IMF, there are eight categories of exchange rate 
arrangements, and the IMF ’ s view regarding exchange rate arrangements 
has also evolved over time. During the Bretton Woods era, the IMF was of 
the opinion that fixed exchange rate arrangements were better. Before the 
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Argentine crisis, it argued for the bipolar view (either fixed or floating), 
while after the crisis it called for floating exchange rates. After 2009 the 
IMF took the view that all exchange rate arrangements had merits and 
shortcomings. 

 The floating exchange rate arrangement has several merits. First, using 
a floating exchange rate makes it easy to adjust to economic shocks, and 
the arrangement itself is less vulnerable to speculative attacks. It also 
helps to avoid the resource misallocation caused by exchange rate distor-
tions. But a floating exchange rate also has its problems. For example, 
it may cause uncertainty or excess fluctuation or overshooting, and it 
leads to a larger exchange rate risk. Fixed exchange rate arrangements 
are favorable because they give rise to lower inflation (for developing 
countries) and facilitate more investment and trade. However, they also 
result in exchange rate distortions and are vulnerable to currency crisis 
and speculative capital flows. 

 Here I will briefly discuss China ’ s progress in exchange rate regime 
reforms. In 1994, China unified the dual-track exchange rate regime, 
which used to offer two different foreign exchange prices of the renminbi. 
Since then, China has been implementing a managed floating exchange 
rate regime, and reforms were pursued in a  “ minibang ”  approach rather 
than a  “ big bang, ”  which perfectly suited China ’ s specific circumstances. 
From 1994 through 2002, the real effective exchange rate (REER) of the 
renminbi, which is regularly compiled by the Bank of International Settle-
ments, increased very rapidly together with the US dollar, to which the 
renminbi was pegged. Between 2002 and 2005, when the US dollar weak-
ened in value, the renminbi started to depreciate along with the dollar, 
which caused some problems and disputes. 

 In 2005, the preconditions for foreign exchange mechanism reform 
were broadly in place. For example, the financial reforms were well under 
way, and major state-owned banks were overhauled and listed (or were to 
be listed). The foreign exchange market was developed to a better level, 
and China ’ s capital account was gradually opened. Most importantly, 
China was experiencing stable growth and low inflation, which provided 
a relatively favorable background for reform. Therefore, when the oppor-
tune time arrived, China decided to depeg the renminbi against the US 
dollar, and the more flexible renminbi exchange rates followed shortly 
after. From the 2005 reform to the end of February 2013, the renminbi 
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nominal exchange rate to the US dollar appreciated about 32 percent, 
and the REER of the renminbi appreciated by more than 36 percent. 
The trend of the renminbi exchange rate has changed from unilateral 
appreciation to two-way floating, and the price now falls into a broad 
equilibrium range. 

 However, the reform process was interrupted by the global financial 
crisis, when we had to narrow the daily floating band of the renminbi 
because of the situation in the post – Lehman Brothers period. That said, 
the renminbi did not depreciate as much as the currencies of other emerg-
ing market economies did. But the reform process was not suspended 
for long. On June 19, 2010, China decided to further promote the mar-
ket-based exchange rate mechanism reform with reference to a currency 
basket, emphasizing the fundamental role of market supply and demand 
and the flexibility of the renminbi. On April 16, 2012, China widened 
the renminbi daily floating band to  ± 1 percent from  ± 0.5 percent. Also 
since 2012, the People ’ s Bank of China has significantly reduced market 
intervention. To date, market forces are playing a dominant role in the 
formation of the renminbi exchange rate. China ’ s exchange rate regime 
without a doubt is becoming more and more market-oriented. 

 Nevertheless, a floating exchange rate regime does not rule out foreign 
exchange market intervention. In some circumstances, intervention is still 
well justified. For example, when the exchange rate exceeds the predeter-
mined band, or when the capital account experiences large imbalances 
and there are excessive trades in the foreign exchange market, or when 
the financial market falls into crisis-scale turmoil, market intervention 
can be restarted to the extent that the intervention is done in a two-way 
manner, with the intent of preventing or correcting a large, short-term 
fluctuation of the exchange rate. 

 As a result of more flexible exchange rates, in both nominal and real 
terms, China ’ s current account surplus as a percentage of GDP experi-
enced a significant downward adjustment. The ratio of China ’ s current 
account surplus to GDP peaked in 2007 and 2008, but declined rapidly 
thereafter. By 2011 it had declined to 1.9 percent, and in 2012 the ratio 
was 2.3 percent. 

 The direction of renminbi exchange rate reform is irreversible. China 
will continue to enhance exchange rate flexibility, and in the near future, 
China will increase the floating band of the renminbi even further, letting 



Exchange Rate Arrangements  261

market supply and demand play a fundamental role in exchange rate for-
mation. China will also reduce central bank intervention, enhance the 
self-rebalancing capability of foreign exchange market, and improve the 
self-pricing and risk-management capabilities of the financial institutions. 

 Exchange Rate and Real Economy Adjustments 

 The exchange rate and the real economy are interlinked naturally. When 
the exchange rate adjusts, the real economy will be influenced by the 
exchange rate and reflect the exchange rate changes in its own adjust-
ment. China has achieved good performance in the first three of four 
macroeconomic objectives, namely, growth, employment, and inflation. 
Regarding the fourth objective, balance of payments, China went through 
a period when its current account surplus was relatively large, but in 
recent years the surplus has started to converge to normal levels. 

 The question here is, how can we put this adjustment on a sustain-
able track? It is very important to emphasize that pursuing a more or 
less balanced balance of payments account is our goal. And this process 
of adjustment, which started years ago, will continue in the future. The 
adjustment first started in salary; therefore, we can find a steady increase 
in labor costs. Recently, especially in the past five years, labor costs have 
increased even more rapidly. 

 Since the 1990s, labor costs in China have increased more slowly than 
productivity increases. Over the past five years, labor costs have increased 
at a slightly greater rate than productivity, which implies that China ’ s 
competitiveness has been decreasing. In my view, this is a healthy adjust-
ment, for it helps bring up consumption. It can also be viewed as a catch-
up effect. This process will continue as long as firms remain profitable, 
and I am of the opinion that they will. 

 The second adjustment also concerns labor costs, but not in terms of 
salary. I refer to the social security system: pensions, medical insurance, 
other insurance mechanisms, and so forth. In recent years the social secu-
rity system for workers has been improved further, and we have paid 
special attention to designing a nationwide social security system that 
covers not only city workers but also rural workers, that is, migrant 
workers from the rural areas. At the moment, we are striving to further 
enhance the nationwide social security system and to ensure that migrant 
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workers can enjoy their rights as citizens with regard to social security 
benefits. If we can make this system work, this portion of the costs will 
surely increase, leading to higher labor costs. 

 The third source of rapid cost increases is environmental costs, which 
refers to air pollution, soil pollution, and water pollution, all of which 
have been a serious problem in China recently. The Chinese government 
and the people realize that the current situation is not sustainable, and 
their investment in environmental protection (which, in other words, 
relates to cost) has been increasing tremendously. Improved environmen-
tal practices in industry and manufacturing are also expected to decrease 
the competitiveness of China ’ s products. In the future, it is possible that 
China ’ s energy prices and the prices of other resources (such as water and 
utilities) will continue to increase until they reach economically sustain-
able levels. All of these adjustments that I have mentioned are healthy, but 
they will undoubtedly affect China ’ s competitiveness. 

 What is the bottom line? In my opinion, as long as we can maintain 
a more or less balanced balance of payments account, this adjustment 
process can continue, which is healthy for China and will also contribute 
to the rebalancing of the world economy. As far as I can see, this process 
will continue going forward, and through channels such as prices it will 
adjust the economy and achieve what we have been pursuing for years, 
that is, a relatively balanced balance of payments account. China has 
become a major importing country. Right now, the annual import volume 
of China is about US $2 trillion. If this trend continues, a modest estimate 
suggests that the lower bound of import growth rate for China will be 
about 6 percent annually. And by the year 2020, China ’ s imports will 
be around US $3 trillion, which is helpful to balancing China ’ s current 
account position. 



 VI 
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 Intellectual Shift on Capital Controls 

 The change in our worldview on capital account management is by far 
one of the most remarkable intellectual shifts brought on by the crisis. In 
her opening remarks at the conference, IMF Managing Director Chris-
tine Lagarde said that the crisis shattered the consensus on many mac-
roeconomic issues and shibboleths. Nowhere is this more true than in 
the broad policy area of capital account management. In my view, the 
three big issues on which the precrisis consensus has dissolved are the 
following: first, movement toward a fully open capital account; second, 
the use of capital controls as short-run stabilization tools; and third, the 
desirability of foreign exchange intervention. I will comment briefly on 
each of these. 

 Movement toward a Fully Open Capital Account 

 The first issue on which consensus was broken is the need for a fully open 
capital account. Before the crisis, the consensus was that every country 
should eventually move toward a fully open capital account. The debate 
was only about the appropriate strategy — in particular, about sequencing 
and timing — for transitioning to full capital account convertibility. 

 China and India 

 Let me invoke the example of India. Moving toward full capital account 
convertibility has always been our policy goal. The only variable was the 
road map for getting there, which, it was agreed, should be redefined 
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from time to time, consistent with the evolving situation. There was also 
general agreement that we should start by floating the exchange rate and 
decontrolling interest rates and finish with the capital account, with the 
rationale that this strategy would best preserve macro stability. 

 There has been a long and vigorous debate in China too on opening 
up the capital account, with a roughly similar consensus as in India 
about sequencing. Over the past few years, though, China has apparently 
changed its strategy, as is evident from the country ’ s policy direction. If 
you accept that measures to internationalize the renminbi are a big step 
toward capital account convertibility, then this initiative by China has 
been much bolder than its actions on freeing up exchange and interest 
rates. 

 Controls and Financial Stability 

 The crisis has, however, changed all this. It shifted the debate from the 
strategy and timing for capital account convertibility to questioning 
the very imperative for capital account convertibility. In other words, the 
consensus that every country should eventually move toward a fully free 
capital account is now broken. 

 The main argument in support of the new view — that full capital 
account convertibility need not be an eventual goal — is that controls pre-
vented emerging markets from adopting some of the financial products 
that proved toxic in advanced countries. So, there is merit, it is argued, in 
retaining capital controls. Against this is the old argument, which is still 
quite persuasive, that as countries become more integrated economically, 
they will need to become more integrated financially. 

 With that background, the questions concerning moving toward a 
fully open capital account are the following: 

 1.   Although there is virtual consensus that free trade in goods is welfare 
enhancing, opinion is divided on the virtues of financial openness. What 
explains this difference? In what ways is financial liberalization different 
from trade liberalization? 

 2.   Is full capital account convertibility still an appropriate objective for 
every country? 

 3.   If so, what is the best strategy for achieving it? Should it be  festina 
lente , or  “ make haste slowly ” ? 
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 Capital Controls as a Stabilization Tool 

 The second issue on which the precrisis consensus has been broken is the 
use of capital controls as a stabilization tool. Before the crisis, the consen-
sus was that capital controls are bad, always and everywhere. That con-
sensus no longer holds. The received wisdom today is that capital controls 
are not only appropriate but even desirable in certain circumstances. Even 
so, there are many unsettled debates. 

 Effectiveness of Capital Controls 

 The first big debate is about the effectiveness of capital controls. People 
have questioned effectiveness on the basis of mainly two arguments: first, 
capital controls do not alter the volume of flows but alter only their tenor, 
and second, capital controls can easily be circumvented by disguising 
short-term flows as long-term flows. 

 Price versus Quantity Controls 

 Then there is the debate over what types of control are effective. Countries 
have used both price-based controls such as taxes, as well as quantity-
based controls. However, evidence on which of them has been effective, 
and under what circumstances, is not conclusive. Two contributors to this 
volume address this issue from a Latin American perspective in chapters 
23 and 24. 

 In India, for example, we deploy both price-based and quantity-based 
controls. Our experience has been that although quantity controls are 
more effective in the short term, they can also be distorting, inefficient, 
and inequitable. 

 Capital Controls versus Prudential Measures 

 There is also an argument about whether capital controls can be substi-
tuted by prudential measures. It is not clear that they are always exact sub-
stitutes. If capital inflows are intermediated through the banking system, 
then prudential measures can be applied directly to domestic banks, cir-
cumventing the need for controls. But what if the inflows are direct? That 
is to say, loans are channeled directly from foreign entities to domestic 
companies. In that case, the only mechanism to prevent excessive lever-
age, and foreign exchange exposure, may be by imposing controls. 
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 Against that backdrop, the questions regarding capital controls as a 
short-run stabilization tool are the following: 

 1.   Can we define the distortion that capital controls are meant to correct? 
For example, how do we determine whether capital flows are excessive 
or dangerous? 

 2.   What have we learned about the effectiveness of capital controls as a 
stabilization tool? 

 3.   When can prudential measures be substituted for capital controls? 

 4.   What criteria should we adopt to choose between price-based and 
quantity-based controls? 

 5.   Are capital controls symmetric as between inflows and outflows? In 
other words, should we use one type of controls to control inflows and 
another type to limit outflows? 

 Foreign Exchange Intervention 

 The third important issue on which the precrisis consensus has dissolved 
is foreign exchange intervention. The precrisis consensus, at least among 
advanced economies, was that intervention in the foreign exchange market 
is suboptimal. That consensus no longer holds, with even some advanced 
economies defending their currencies from the safe haven impact. Emerg-
ing markets, for their part, have had a long and varied experience strug-
gling with foreign exchange intervention. The policy dilemma in the event 
of receiving capital flows beyond the country ’ s absorptive capacity can be 
quite complex. 

 If you didn ’ t intervene in the foreign exchange market, then you would 
have currency appreciation quite unrelated to fundamentals. If you inter-
vened but did not sterilize the resultant liquidity, you become vulnerable 
to inflation pressures and asset-price bubbles. If you intervened in the 
foreign exchange market and sterilized the resultant liquidity, you may 
find interest rates firming up, which would attract even more flows — a 
classic case of Dutch disease. What all this says is that there is really no 
benign option for dealing with volatile capital flows. 

 There is one other important issue relating to foreign exchange 
intervention. Both currency appreciation and currency depreciation, 
quite unrelated to fundamentals, are complex problems. But there is a 
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significant asymmetry between intervention for fighting appreciation and 
intervention for fighting depreciation. 

 When you are fighting currency appreciation, you are intervening in 
your own currency. Your capacity to do so is, at least in theory, unlimited, 
quite simply because you can print your own currency. But when you are 
fighting currency depreciation, you are intervening in a hard currency. 
Your capacity to intervene is therefore limited by the size of your foreign 
exchange reserves. What complicates the dilemma is that the market is 
aware of this. 

 So, there is the real danger that by intervening in the foreign exchange 
market, you could end up losing foreign exchange reserves and not 
gaining on the currency. The lower your reserves dip, the more vulner-
able you become. And the vulnerability can become quite serious if your 
reserves go below the level that markets perceive as necessary to regain 
market access. It should also be clear that a failed defense of the exchange 
rate is worse than no defense at all. When you decide to intervene in the 
foreign exchange market, it is important to make sure that your interven-
tion is successful. 

 In that context, the questions on this topic of foreign exchange inter-
vention are the following: 

 1.   Under what conditions is it appropriate for countries to intervene in 
the foreign exchange market? 

 2.   Under what conditions is foreign exchange intervention preferable to 
capital controls? 

 3.   In most cases, countries claim that they are intervening in the foreign 
exchange market not to target any particular rate but to manage the vola-
tility in the exchange rate. Is it necessary, then, to define up front your 
measure of volatility that will trigger intervention? 

 I have raised very difficult questions for which I have no answers. The 
expert contributors of the upcoming chapters shed light on the situation 
in their own countries.   

 Note 

 I thank the IMF, Professor Olivier Blanchard, and Managing Director Christine 
Lagarde for inviting me to the conference at which I delivered this paper, and for 
the privilege of chairing the session on which this section of the book is based. 
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 International financial integration and capital account management have 
been central issues in the policy discussion in recent years. However, these 
issues are not new in emerging market economies. Some of these econo-
mies have had disastrous experiences with financial crisis, most of the 
time caused by mishandled financial integration and weak macroeco-
nomic policies. The resilience of emerging market economies, in particu-
lar their financial systems, during the recent global financial crisis shows 
that some key lessons have been learned. 

 The external balance has usually been at the center of financial and 
currency crises. Periods of exuberance, capital account liberalization, 
rigidities in the exchange rate, and weak financial systems create periods 
of overheating, which are followed by costly adjustments. Domestically, 
these episodes have been induced either by fiscal profligacy or by unsus-
tainable private sector booms. How to take advantage of foreign financing 
while making the economy resilient to changes in international conditions 
has become an important question for policymakers and researchers. 

 Before proceeding with the discussion, it is useful to clarify some ideas. 
Often, there is no clear distinction between net and gross capital inflows, 
and little understanding regarding how to tackle them and the potential 
consequences and risks. 

 Net capital inflows are the counterpart of current account deficits.  1   
Excessive net inflows may be an indication that the economy is running 
an unsustainable current account deficit. Domestic expenditures could 
be at levels that cannot be permanently financed and thus will be fol-
lowed by a sharp correction. At first glance, the current account — or net 
inflows — is what matters for exchange rates, in particular for the real 
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exchange rate, which is the relative price between domestic and foreign 
goods that gives the signal for resource allocation and demand patterns 
consistent with savings and investment decisions. 

 Gross inflows, in turn, are the response to portfolio allocation. Gross 
flows are central to financial stability. The form and volume that gross 
flows take have a direct impact on the vulnerability of the financial 
system. It has long been argued, rightly, that foreign investment and 
equity flows are more stable, while banking flows are more likely to be 
subject to sharp reversals. 

 In this regard, a separation between net and gross inflows becomes 
relevant. Net inflows have to do with real exchange rates and competi-
tiveness, while gross flows have to do with financial stability. There are 
interactions between net and gross flows as well as exchange rate devel-
opments and financial stability, but as a starting and organizing distinc-
tion it is a useful one. 

 In this chapter I discuss three relevant issues on financial integration, 
as well as the challenges capital flows impose on policymaking. First I 
review the evidence on capital flows, then I discuss the benefits of finan-
cial integration. Finally, I go over the issue of capital account management 
and policies to limit the vulnerabilities coming from financial openness. 

 Evidence on Capital Inflows into Emerging Markets 

 After running significant current account deficits before the debt crisis, 
Latin America had no access to voluntary international capital markets. 
Capital flows resumed in the early 1990s as result of low world inter-
est rates and the resolution of the debt crisis. These developments raised 
several policy concerns ( Calvo, Leiderman, and Reinhart 1994 ), and the 
expression  “ the problem of capital inflows ”  was coined. This preoccupa-
tion was intensified by the Mexican crisis of the mid-1990s and later by 
the Asian crisis. 

 Capital inflows were financing increasing current account deficits. 
These deficits could become unsustainable and force a severe adjustment. 
Unsustainability can be driven by the current account or the financial 
(capital) account. In the first case, mounting artificial appreciation of the 
currency as a result of exchange rate rigidities would be expected to be 
followed by massive depreciation and a currency crisis. In the second 
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case, when the source is the capital account, even an apparently sustain-
able current account deficit could be reversed by a sudden halt in capital 
inflows as a result of changes in foreign investors ’  risk appetite, fear of 
insolvency, or simply contagion after a general withdrawal of investors 
from emerging markets. Of course, making the distinction between a 
capital- and a current-account-driven reversal is quite difficult, since they 
are ex post the same. It is surprising that the cross-references between 
current account reversals and sudden stops are rather scarce.    

 As   figure 23.1  shows, in the mid-1990s there was indeed a deficit in the 
current account in emerging markets. It started earlier in Asia and lasted 
until the Asian crisis. In Latin America, it started in the early 1990s and 
lasted until 1998. On average, it was not massive, but there were dispari-
ties across countries. Mexico had an average deficit of 6.2 percent from 
1992 to 1994. Something similar occurred in some Asian countries that 
were hit during the Asian crisis, such as Malaysia and Thailand. However, 
it was not the case in Korea and Indonesia. The reversal in Asia was 
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sharp, whereas in Latin America it took place more gradually after the 
late 1990s and was followed by several years of low growth. 

 Things have been rather different recently. During the 2000s, emerg-
ing markets were net exporters of capital. Emerging market economies 
have been running, on average, current account surpluses; hence, in net 
terms, capital has been flowing out of these markets. Only recently, Latin 
America had a current account deficit.    

 In recent years, capital has been flowing  “ uphill ”  ( Prasad, Rajan, and 
Subramanian 2007 ) from developing countries to advanced economies. 
This phenomenon has been dominated by the large deficits in the United 
States and the large surpluses in oil-exporting countries. China has also 
played a relevant role in financing the US current account deficit, as 
shown in   figure 23.2 . This pattern is evident since the mid-1990s, but it 
was much more pronounced in the years before the crisis. The line in the 
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figure shows the current account balance of Latin America, the newly 
industrialized Asian economies, and developing Asia.  2   They have clearly 
been net exporters of capital since the late 1990s. 

 What is the basis for concerns about capital inflows to emerging 
market economies? There are two reasons. The first is that gross inflows 
have increased over time, despite outward net flows.   Figures 23.3a and b  
show gross inflows for the sample of Asian and Latin American countries.    

 The increase in gross flows is very significant. The figures show, con-
sistent with the usual narrative, that the most important and stable com-
ponent of inflows in Latin America is foreign direct investment (FDI). 
Banking debt flows, which make up the bulk of the  “ other investment ”  
category, are much less important and also more volatile. In contrast, in 
Asia, the role of portfolio flows and banking flows is much more impor-
tant; indeed, the retrenchment of debt flows during the global financial 
crisis was much more severe in Asia than in Latin America.  3   This suggests 
several policy issues regarding financial stability and the vulnerability of 
emerging markets to external financial turmoil. 

 However, despite a contained current account deficit, it is possible to 
observe net (unofficial) capital inflows if there is accumulation of inter-
national reserves. Under no foreign reserves accumulation, net capital 
flows equal the current account. Since emerging markets have been accu-
mulating large amounts of international reserves, capital flows could be 
flowing into emerging markets despite a surplus in the current account. 
  Figure 23.4  replicates   figure 23.2 , subtracting from the current account 
balance the accumulation of international reserves. The latter is a capital 
outflow, so the difference is total outflows including reserve accumula-
tion, and so net inflows is a negative number.    

 It is clear that despite no demand to finance excess domestic expendi-
ture, capital has been flowing to emerging markets because of the addi-
tional demand for reserves. Indeed, surges in capital inflows during recent 
years have come together with large accumulations of reserves and mod-
erate current account deficits, even surpluses in some countries. This is 
very different from the experience of the 1990s, when the incidence of 
current account deficits was much more relevant ( De Gregorio 2014 ). 

 In recent years, emerging market economies have not been flooded 
by capital flows, and net flows have come together with reserve accu-
mulation. Causality among reserves, capital flows, and current account 
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 Gross Capital Inflows (billions of US dollars). 
 a. Latin America. b. Asia. 
  Source:  International Monetary Fund, International Financial Statistics. 
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balance is a difficult issue. In the accounting definitions, accumulation of 
reserves ( Δ  R ) is equal to the balance in the current account ( C ) plus the 
balance in the financial account ( F ). If there is an increase in reserves,  Δ  R 
  >  0,  α  Δ  R  will result in an improvement in the current account balance, 
while the remaining (1  –   α ) Δ  R  will result in an increase in capital inflows. 

 If the accumulation of reserves results only in an increase in capital 
flows,  α  will be zero. In contrast, if all the accumulation of reserves 
absorbs capital that is flowing in, without further flows, the current 
account should be affected with a value of  α  equal to one. There is little 
evidence on this, and estimates are wide, ranging from 0.4 ( IMF 2012 ) 
to 0.8 ( Bergsten and Gagnon 2012 ).  4   Of course, the value of  α  depends 
on the characteristics of the countries, but in order for this parameter to 
be large, one needs to show that the effects of sterilized intervention on 
the exchange rate are sizable; otherwise, it is difficult to affect the current 
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account through reserve accumulation. But evidence on the impact of 
intervention on exchange rate is elusive and the effects are at most are 
limited. Therefore, according to this indirect evidence, the value of  α  
is likely to be low. However, much more research is needed, since this 
issue is at the core of other issues such as currency manipulation, capital 
flows absorption, and the impact of reserve accumulation in the global 
adjustment. 

 Financial Integration 

 The evidence for the positive effects of financial integration on economic 
performance is elusive. Most surveys and recent research have found 
small or no significant effects, and the policy conclusion is generally that 
in order to reap the benefits from financial integration, it must be done 
within a healthy regulatory and supervisory framework. Certainly, unfet-
tered financial integration has proved to be risky and, most of the time, 
has had very negative consequences. However, the evidence does not 
support financial autarky. Indeed, the evidence also shows that as coun-
tries grow, their level of financial integration increases. 

 Several recent papers survey and provide additional evidence on finan-
cial integration and growth. For example,  Obstfeld (2009)  concludes that 
 “ despite an abundance of cross-section, panel, and event studies, there is 
strikingly little convincing documentation of direct positive impacts of 
financial opening on the economic welfare levels or growth rates of devel-
oping countries. ”  And from a policy point of view,  “ This survey discusses 
the policy framework in which financial globalization is most likely to 
prove beneficial. ”  Obstfeld also reports that high levels of income are cor-
related with high levels of financial integration. Of course, causality does 
not go from financial integration to development but from high levels of 
income to more financial integration. 

 Similarly,  Kose and others (2009 ) find that  “ overall, our critical reading 
of the recent empirical literature is that it lends some qualified support to 
the view that developing countries can benefit from financial globaliza-
tion, but with many nuances. On the other hand, there is little systematic 
evidence to support widely cited claims that financial globalization by 
itself leads to deeper and more costly developing country growth crises. ”  
They also find that financial integration might have collateral effects that 
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may induce productivity growth, such as improved institutional quality 
and better macroeconomic policies. 

 In a recent meta-regression analysis, based on 2,340 regressions, 
 Jeanne, Subramanian, and Williamson (2012)  fail[ed]  “ to produce robust 
evidence of a positive relationship between financial globalization and 
growth, raising questions about the pursuit of all forms of international 
financial integration as an urgent policy goal. ”  

 However, the evidence shows that there are important differences 
according to the type of capital flows.  Borensztein, De Gregorio, and Lee 
(1998)  found that for countries with a minimum level of human capital, 
FDI spurs economic growth. This evidence is confirmed by  Jeanne, Sub-
ramanian, and Williamson (2012) , who found  “ somewhat reassuringly, 
portfolio equity and FDI flows are more likely to generate positive and 
significant effects on growth compared with banking or portfolio debt 
flows. ”  

 The evidence on the weak link between financial integration and eco-
nomic growth does not come from the impact of financial integration on 
the incidence of financial crisis. As reported by  Kose and others (2009 ), 
based on evidence from  Edwards (2005) , countries with higher capital 
mobility do not have more external crises, and the cost of crisis is no 
greater in countries that restrict capital inflows. 

 The most supportive evidence on the potential benefits of financial 
integration comes from looking at threshold effects. The conclusion from 
this literature is that economies need a minimum level of governance, 
institutional development, quality of macroeconomic policies, and other 
characteristics to be able to absorb capital flows without detrimental 
effects on growth. This point was first raised in  Prasad and others (2003)  
and recently revisited by  Chen and Quang (2012) . These findings may be 
related to indirect effects of opening up on productivity growth. Still, the 
evidence is not strong enough to provide definite conclusions. 

 Two additional findings have raised doubts about the benefits of finan-
cial integration. First, countries that have grown the most are those that 
rely less, not more, on foreign savings ( Prasad et al. 2007 ). However, this 
is probably because countries that have grown fast, especially in East 
Asia, have relied more on a very high savings rate and capital accumula-
tion, so their need for net foreign capital are relatively small. We know 
there is a two-way relationship between savings and growth. High-savings 
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economies, in part because of higher growth, have less need of foreign 
finance. A second and related finding is the  “ allocation puzzle ”  of  Gou-
rinchas and Jeanne (2011) , in which capital flows to low, not high, total 
factor productivity growth countries. However, as the authors emphasize, 
this is also related to the links between savings and growth, rather than 
a direct consequence of financial integration. Therefore, these additional 
findings are not necessarily related to the effects of integration on eco-
nomic growth, but they point toward more fundamental determinants 
of economic growth that also have an impact on the degree of financial 
integration. 

 Summing up, the evidence shows the following: 

  •    There is not a clear link from financial integration to economic growth. 
Financial integration by itself is not an engine of growth. However, there 
is no evidence that it is harmful. 

  •    The type of capital flows matters for economic growth. FDI and port-
folio equities tend to be more supportive of economic growth, while this 
is not the case for banking flows. This could be because financial crises 
come mostly from distortions in the banking sector. 

  •    High income is correlated with high financial integration. As economies 
develop, their financial integration with the global economy increases. 
Therefore, financial integration is a result of economic growth, and we 
do not know what would happen if economies avoided integration while 
they grew. Is it possible to keep growing with a closed capital account? 
The evidence indicates that this is unlikely. 

  •    Some evidence shows that there are some threshold effects; that is, 
countries need to have some minimum institutional standards to benefit 
from financial globalization. 

 The main policy implication is that opening up requires a regulatory 
and supervisory framework that allows a country to reap benefits from 
integration while preserving financial stability and avoiding costly finan-
cial crisis. Economies must face the challenge of integration as growth 
proceeds. 

 The Latin American experience regarding financial integration and the 
incidence of crisis is quite informative. As   figure 23.5  shows, Latin Ameri-
can countries have become more integrated but also more resilient.    
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 During the debt crisis, there was less financial integration, and integra-
tion was more tilted to debt flows. Latin American countries financed 
rapid credit booms, and countries that increased credit the most suffered 
deeper crises ( De Gregorio and Guidotti 1995 ). Being financially open, in 
a context of appropriate domestic regulation, does not necessarily result 
in greater vulnerability. The Achilles ’  heel has been the credit boom. 

 This discussion has some relevance to trade openness. A cursory look 
at the global evidence indicates that more open economies did not have 
worse cycles during the crisis than more closed economies. Economies 
more open to trade could have suffered much more at the beginning of 
the crisis, but their whole cycle was not necessarily worse. Being open to 
trade does not make an economy more vulnerable. 

 Management of the Capital Account 

 The first line of defense against massive capital flows is exchange rate flex-
ibility. Unsustainable exchange rate management and one-sided bets are 
an incentive for capital flow volatility. In addition, an inflation-targeting 
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regime and sound fiscal policies should help prevent excessive capital 
inflows, which is the same as excessive current account deficits. 

 However, this is not enough. First, the value of the currency needed to 
reduce incentives for capital inflows might be sufficiently high that poli-
cymakers find it inconvenient. There is a well-grounded bias to have rela-
tively weak currencies in order to foster export-led growth. In this case, 
capital controls would be serving a competitiveness purpose. Second, the 
nature of flows might be such that authorities find it prudent to change 
the composition of flows or reduce some specific inflows, such as exces-
sive reliance on short-term banking flows. In this case, the control would 
be serving a financial stability purpose and could be considered a macro-
prudential tool. 

 Before we discuss policies oriented toward the short-term manage-
ment of capital flows, it is important to comment on long-term financial 
integration. Many years ago there was a lot of discussion of sequencing. 
What must come first, financial opening or financial liberalization? This 
is no longer an issue. The first task is to develop the domestic financial 
system. Setting a strong supervisory and regulatory framework is crucial 
to ensure that the capital account has a sound domestic financial system. 
Foreign financial institutions might help with the development of the 
domestic financial system, but they might also be a cause of concern if 
regulation is weak. 

 The form in which international banks operate in different coun-
tries is quite important to ring-fence the domestic financial system from 
problems originating in the home countries of the foreign banks. A first 
important step is to encourage foreign banks to have the same rules and 
regulations as domestic ones. This calls for the establishment of subsid-
iaries of foreign banks rather than branches. Subsidiaries have their own 
boards, which are responsible for bank operations in the host country, 
and they have strong limits on operations with the parent company. 
Branches can more easily transmit turbulence to the host country. Sub-
sidiarization is not a panacea, but it has worked reasonably well in Latin 
America. 

 A highly debated issue is the use and effectiveness of capital controls. 
When capital controls are used for financial stability purposes, it is pos-
sible to relabel them macroprudential tools. When their purpose is to 
affect the exchange rate and the current account balance, they are capital 
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controls, although some may call them macroprudential tools as a com-
munication device. 

 The empirical evidence on effectiveness is varied, since capital con-
trols are used for several goals and effectiveness is country-specific. They 
are used to control the volume of flows, to change their composition, 
to ensure monetary independence, and to depreciate the exchange rate. 
These objectives combine some financial stability concerns with macro-
economic stability concerns. The latter refer to limiting exchange rate 
pressures and reducing net flows, which is the same as reducing the 
current account balance. 

 Regarding purely financial stability concerns, the main risk of gross 
inflows stems from cross-border banking flows. A number of macropru-
dential tools can be used to preserve financial stability, and restrictions 
on cross-border flows can be one of them. In Korea, a tax levy on banks ’  
noncore liabilities was implemented to curb the increasing importance 
(deemed to be a source of vulnerability) of cross-border flows ( Bruno and 
Shin 2013 ). 

 Recent work ( Magud, Reinhart, and Rogoff 2011 ;  Ostry et al. 2011 ; 
 Habermeier, Kokenyne, and Baba 2011 ) has reviewed the existing evi-
dence on capital controls. Broadly, the evidence has not found signifi-
cant effects on the exchange rate. Some small effects have been found on 
the volume of inflows. The most frequent finding is that capital controls 
affect the composition of inflows, increasing maturity. 

 Let me use the evidence from Chile, the poster child for market-based 
capital controls, to clarify some points.  5   Most of the claims about effec-
tiveness look at the statistical significance without looking seriously at 
the economic significance. An effect could be significantly different from 
zero but of a very small, and therefore irrelevant, magnitude. In the case 
of Chile, the paper by  Gallego, Hern á ndez, and Schmidt-Hebbel (1999 ) is 
the only one that found significant effects on the volume of flows. They 
estimated that the total impact of capital controls in Chile was to reduce 
inflows by about 2 percent of GDP, while total capital inflows amounted 
to nearly 27 percent of GDP. Certainly it is a very small effect, and not 
robust across studies. 

 Only some small short-run effects on the real exchange rate have been 
identified. Only  Edwards and Rigobon (2009)  estimate statistically sig-
nificant effects on the extent of the appreciation of the peso. However, 
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the magnitude of such effect is economically small. According to their 
estimates, the elimination of the control, which consisted of an unremu-
nerated reserve requirement, from its maximum would have appreciated 
the exchange rate between 2 percent and 2.5 percent. 

 The most frequent finding — and not only in Chile —  has been a change 
in the composition of inflows. The evidence for Chile is that short-term 
debt would have declined by 0.5 percent to 1 percent of GDP as a result 
of capital controls ( Cowan and De Gregorio 2007 ). Again, this is not an 
economically significant effect. 

 To be consistent with the discussion of the evidence on financial inte-
gration, one could argue that capital controls do no harm. However, there 
are two concerns, supported by some evidence, regarding negative effects 
of capital controls. 

 As long as capital controls are able to change the composition of debt 
flows by increasing the cost of short-term relative to long-term borrowing, 
firms that rely on short-term debt (mostly small and medium-size enter-
prises and firms with a short credit history) will be negatively affected. 
There is some evidence in the Chilean case of a change in the structure of 
financing, which could have induced distortions ( Forbes 2007 ). However, 
this is a characteristic of most macroprudential tools aimed at tapering 
credit expansion: They have the unavoidable cost of making credit more 
expensive; otherwise they would be ineffective. 

 Although I do not think this effect could have been too significant —
 because the quantity effect is not so large — the main risk of capital con-
trols is to create the false idea of insulation. Policymakers may think they 
have gained monetary independence to set the interest rate at any level 
without repercussions on the exchange rate. Indeed, the most famous 
Latin American cases of capital controls — Chile in the 1990s and Brazil 
in the late 2000s — took place in the context of very high interest rates, 
which could have been partly responsible for the large appreciations their 
currencies went through. Indeed, by late 1996, at the peak of the capital 
inflow surge in Chile, the monetary policy rate was about 15 percent,  6   
while the federal funds rate was at 5.25 percent. Brazil had a similar 
experience: By mid-2008, when the real reached its maximum, the mon-
etary policy rate was at 12 percent and rising to 13.75 percent, while the 
federal funds rate was at 2 percent.  7   
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 Because of concerns about potential costs, some countries might find 
it worthwhile to apply capital controls, as the effectiveness is country-
specific. For controls to be effective and minimize costs and distortions, 
it is important that macroeconomics policies be well aligned with macro-
economic and financial stability. Controls could serve as a complement 
and not a substitute for sound macroeconomic and financial policies. 
But having strong macroeconomic policies and a strong financial system 
could make it unnecessary to consider capital controls, as was the expe-
rience in many emerging markets that made it successfully through the 
global financial crisis.   

 Notes 

 1.   This ignores the accumulation of reserves here; that is discussed below. 

 2.   The countries in each category are those defined by the IMF in the  World 
Economic Outlook . 

 3.   For further discussion on cross-border banking flows, see  CIEPR (2012) . 

 4.   The elasticity computed in  IMF (2012)  is interacted with capital controls, and 
the value ranges from zero for no capital controls to 0.4 with the strongest capital 
controls in the sample. 

 5.   For details, see  Cowan and De Gregorio (2007) . For a discussion of Latin 
America, see  De Gregorio (2014) . 

 6.   By that time, monetary policy was set in UF (unidad de fomento), an indexed 
unit of account, so to have the nominal equivalent, which is the one used in the 
text, I use the yearly inflation rate at that time. 

 7.   In the case of Brazil,  Chamon and Garcia (2013)  found no significant effects 
on the exchange rate, concluding that the IOF (Portuguese initialism for Tax on 
Financial Transactions) did not prevent appreciation. They argued that the  “ real 
game-changer ”  for the appreciating trend of the real (which has reverted in recent 
years) was the cut in the monetary policy interest rate.   
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 24 

 This chapter presents the recent Brazilian experience of dealing with 
capital inflows associated with domestic currency appreciation, and the 
use of macroprudential measures to cope with the capital surges. Restric-
tions on the financial account in Brazil are only some of the ingredients 
of the country ’ s economic policy, which includes controlling inflation 
along with maintaining a conventional monetary policy, as well as mac-
roprudential measures, a fiscal consolidation program, a solid financial 
system, a focus on investment and infrastructure, and a very comprehen-
sive income inequality-reduction policy. 

 The consequences of the 2008 – 2009 international financial turmoil 
have not yet come to an end, as the world is still waiting to see advanced 
economies addressing important financial and political problems. In 
the United States, the Federal Reserve has become the main source of 
economic stimulus, having implemented the third round of quantitative 
easing, with only partial and less than satisfactory results for the United 
States but with negative consequences for emerging economies. 

 In Europe, the crisis still persists, mainly in euro zone ’ s periphery, with 
severe economic and social consequences. Therefore, it is important that 
euro area countries come up with rapid and durable solutions, especially 
in terms of banking supervision and fiscal consolidation, so that eco-
nomic growth picks up in the region. Since the fourth quarter of 2011, 
quarter-over-quarter economic growth in the euro area has been zero or 
below. European leaders are still struggling to find a solution that will put 
the region back on track. 

 In this particular circumstance, after establishing the monetary policy 
rates, central bankers in advanced economies began proposing a zero 
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lower bound monetary policy that included aggressive quantitative easing. 
By 2013, more than US $9 trillion had been injected into the world ’ s 
liquidity, with part of this huge amount of money searching for very rare 
positive returns, mainly in emerging market (EM) economies. The uncon-
ventional monetary-easing policies consist of central bank purchases of 
domestic government bonds or even the provision of explicit guidance on 
the future path of interest rates, with medium-term inflation or nominal 
output and unemployment rates as targets. 

 As a rational response, Brazilian monetary authorities have put into 
practice macroprudential measures that include restrictions on the capital 
accounts. Roughly speaking, these measures consist of increases in IOF 
(a tax on financial transactions) rates on short-term financial operations, 
including external loans up to one year, with the main aim being to reduce 
gains in carry-trade strategies. Foreign direct investments and even long-
term financial operations are left aside. 

 This chapter highlights the fact that managing capital inflows is only 
part of the policy mix. Such a strategy has been effective in dealing 
with the increasing international liquidity and in preventing inflows of 
very short-term foreign capital, as well as in changing the composition 
of capital inflows toward better-quality capital inflows. Therefore, the 
exchange rate staunched its appreciation movement and since then has 
been less volatile. It is also worth noting that the interest rate may have 
increasing power to affect the exchange rate under such a policy. 

 We know how controversial the role and the effectiveness of capital 
controls are during crises. However, there has been a distinct scenario 
since 2008 suggesting that countries such as Brazil should care about 
its exchange rate and quality of capital surges. A combination of a 
zero lower bound monetary policy with quantitative easing, provoking 
exchange rate realignments across the world, is treated as part of the 
solution to the fragilities in advanced economies, but at the same time, 
it represents sizable constraints on EM economies. We are definitely in a 
noncooperative, non-zero-sum game, and thus EM economies are being 
harmed rather than benefited. Capital account management measures are 
a technical rather than an ideological issue. They join the policy toolkit, 
with successful results. 

 In the next section I examine the economic literature on capital con-
trols and then describe the recent Brazilian experience. 
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 The Literature 

 Several recent studies have reviewed the role played by capital controls in 
the context of a world economy emerging from a financial crisis. Even the 
 IMF (2012)  in its  “ institutional view ”  on capital controls suggests some 
signs of progress on the matter. The analysis of  Ostry and others (2010)  
can be considered one of the first in the new context. They discuss not 
only the benefit of the capital inflows into emerging markets but also the 
appropriate policy responses.  Baba and Kokenyne (2011)  estimate the 
effectiveness of capital control in response to inflow surges in EMs such 
as Brazil, Colombia, Korea, and Thailand in the 2000s. 

 It is fair to say that the globalization of capital markets has been ben-
eficial when it allows capital flows to move toward their most attractive 
destination, but at the same time this process has been associated with 
episodes of dramatic financial crises. In this scenario, there is an incipi-
ent debate regarding the role of international capital flows in triggering 
such crises, and if that is the case, capital controls become an important 
policy tool to be used by EM countries, as happened quite often during 
the 1990s. 

 Recently, a number of studies have argued that free capital mobil-
ity has created a highly unstable international financial system and that 
developing countries need to manage capital flows. It is important to note 
that this idea is not a new one and dates back to James  Tobin (1978) , who 
argued that reducing macroeconomic instability would require the adop-
tion of a global tax on foreign exchange transactions to reduce specula-
tion in international financial markets. 

 The rationale for imposing restrictions (capital controls) on interna-
tional capital flows is associated with the belief that capital markets are 
usually characterized by market failures and distortions (information 
asymmetry), and that such imperfections are magnified by difficulties in 
enforcing contracts across borders and by a kind of herd behavior, such 
as when investors overreact to external shocks. 

 One of the reasons most often voiced in the defense of using capital 
controls during periods of crises is that it allows the central bank to stem 
the drain on foreign exchange reserves and that monetary authorities 
could initially raise interest rates; once capital controls are in place, it 
gives room for a lower and more stable interest rate, which acts in a 
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procyclical way. It is also important to note that capital controls intro-
duce a wedge between domestic and foreign interest rates, and the domes-
tic interest rate policy does not need to follow international interest rates 
when facing the consequences of international crises and the breakdown 
of uncovered interest parity. 

 The discussion of some policy issues regarding the effectiveness of 
imposing capital controls should be carried out with the understanding 
of the required steps (sequencing reform) toward the liberalization of the 
capital account. The main issue is not whether or not capital controls 
should be eliminated but under what conditions (when and how fast) 
they would be effective in achieving desirable economic outcomes. Most 
countries ’  experiences with capital controls have shown that the private 
sector found ways of getting around capital controls, usually adopting 
strategies based on overinvoicing (underinvoicing) imports (exports) and 
mislabeling the nature of capital movements (short-term portfolio flows 
labeled as trade credit). 

 The majority of the studies have argued that before liberalizing the 
capital accounts, it is necessary to reverse major fiscal imbalances and 
achieve macroeconomic stability. The past experience of many developing 
countries, including Brazil in the 1990s, has shown that although price 
stability was obtained, it was still necessary to implement fiscal reforms 
to improve the overall macroeconomic fundamentals of the economy. 
Other than this, establishing a sound banking system is also necessary 
before developing countries can lift restrictions on capital mobility, as 
banks will intermediate the inflows of capital, which should not happen 
in an inefficient way. 

 Previous works, such as those by  Reinhart and Smith (2002)  and 
 Kaminsky and Schmukler (2001) , examined the role of temporary con-
trols on capital inflows, emphasizing that capital controls have two 
crucial features: they are asymmetric (the target is capital inflows rather 
than capital outflows) and temporary. The authors examined possible 
reasons for policymakers to adopt controls on capital inflows and two 
types of shocks that can result in excessive capital inflows (temporary 
changes in the foreign interest rate and in domestic monetary policy). The 
major empirical findings are that the tax rate on capital inflows should be 
very high to affect the capital account balance, that the economic benefit 
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of taxing capital inflows is not significant, and that taking too long to 
remove capital controls can reverse welfare benefits. 

 Malaysia and Thailand are two EM countries making use of capital 
controls during episodes of financial crises in the recent past; the experi-
ences of those countries were examined by  Edison and Reinhart (2001) . 
Their main empirical findings suggest that capital controls help reduce 
interest rate volatility but there is mixed evidence for avoiding exchange 
rate volatility. Another important finding refers to a wider and more vari-
able bid-ask spread during control periods, and little evidence that capital 
controls were effective in reducing volatility spillovers. 

  Kaminsky and Schmukler (2001)  dealt with the question of whether 
or not capital controls affect the link between domestic and foreign 
stock market prices and interest rates — in other words, whether they 
matter for international market integration. The authors found little evi-
dence that capital controls can segment domestic and foreign markets, 
and even when they do, the effects do not last long. Finally, they found 
that it is difficult to distinguish the effects of controls on inflows and 
outflows. 

 The Chilean experience during the 1990s has been examined in detail 
by  De Gregorio, Edwards, and Valdes (2000) , who developed work that 
addressed the issue of whether or not controls on capital inflows are effi-
cient through the use of unremunerated reserve requirement. They also 
examined the effects on interest rates, the volume and composition of 
capital inflows, and the real exchange rate. Their main empirical findings 
suggest that it is difficult to find long-run effects, and that capital controls 
generate an increase in the interest rate differential only in the short run, 
no effects on the real exchange rate, and a significant effect in the compo-
sition of capital inflows in favor of a longer maturity. 

 Another study linked to the Chilean experience with controls on 
inflows and outflows of capital during the 1990s was reported by 
 Edwards (1999) , and the empirical results suggest that controls on out-
flows are not effective, whereas controls on inflows have the advantage 
of affecting the maturity of foreign debt, which is a desirable outcome 
for the monetary authorities. The three main goals of Chile ’ s capital con-
trols were to slow down the inflow of capital and change its composition 
toward capital of longer maturities, to reduce and postpone real exchange 
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rate appreciation, and to help the monetary authorities adopt an inde-
pendent monetary policy (maintaining an interest rate differential). The 
author also found that controls on capital inflows are not sufficient to 
eliminate financial instability. The GARCH — generalized autoregressive 
conditional heteroskedasticity — estimation reveals that the restrictions on 
capital inflows were successful in reducing stock market instability, but 
not short-run interest rate volatility. 

 Generally, the discussion about the effects of restrictions on capital 
inflows has shown that controls are important to explaining changes in 
the composition of capital flows in the direction intended (reducing the 
share of short-term and portfolio flows, and increasing foreign direct 
investment). The literature addresses the issue of whether external factors 
(international interest rates and liquidity) or internal factors (domestic 
fundamentals) are more important to explaining the increase in the finan-
cial flows to emerging economies, and relate this to the question of how 
these countries respond to an increase in capital flows. 

 The empirical evidence has indicated that capital inflow is more vola-
tile in Latin America than in Asia, and short-term capital is more volatile 
than all other types of capital flows. The adoption of sterilized inter-
vention increases the volume of total capital flows through short-term 
capital, and capital controls have no significant effect on reducing the 
overall volume of flows, but they affect the composition of capital flows 
in favor of foreign direct investments. Finally, short-term flows are not 
sensitive to changes in international interest rates, although the composi-
tion of capital flows does respond to such changes. 

 After the 2008 financial crisis, as some important economies reestab-
lished restrictions on their financial capital account as part of the policy 
toolkit, academics, policymakers, and international institutions alike have 
been trying to shed new light on such controversial issues. Thus, we next 
present Brazilian recent practices and policy responses in the context of 
the crisis. 

 The Brazilian Experience 

 First, it is important to distinguish the current global scenario from that 
faced by Latin American economies in the 1990s. At that time, it was 
observed that the liquidity curb was more related to weak domestic 
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macroeconomic fundaments in such economies than to international 
pressures caused by central banks in advanced economies. Financial and 
currency crises associated with debt defaults used to be commonplace 
in the developing world. Those crises were usually explained either by 
wrong domestic economic policies ( crazy policymakers  in the developing 
economies) or by wrong economic agents ( crazy agents  under self-fulfill-
ing features). Asian crises were explained by  wrong markets , to the result 
of contagious and herd behaviors (see  Frankel and Wei 2004 ). 

 On the other hand, according to the  IMF (2012 , 6),  “ Capital flow lib-
eralization has been part of the development strategy in several countries, 
in recognition of the benefits that such flows can bring. ”  Actually, it is a 
novel strategy associated with unconventional monetary policies devel-
oped by the central economies trying to resume growth. That denotes a 
very different nature of capital flow surges experienced nowadays in com-
parison with past practices. It is  “ liquidity injection ”  rather than  “ capital 
flows liberalization, ”  usually parsed as  “ removal of restrictions. ”  

 This distinction makes quite a difference to policy recommendations, 
especially with respect to how EM economies should deal with it. It is 
also not a matter of  “ unrestricted convertibility of local currency in inter-
national financial transactions. ”  ( IMF 2012 , 10) It seems that the recent 
capital surges are more associated with the less convertible currencies 
combating devaluation in international currencies. 

 The relationship between growth and the exchange rate (devaluations, 
misalignments, and volatilities) has been approached in the economic lit-
erature from different perspectives.  1   It is still a controversial topic, though 
it is fair to state that devaluations foster growth through different chan-
nels, mainly the trade one. Weak domestic markets in advanced econo-
mies result in an excessive inventory of manufactured goods searching for 
international markets; thus, devaluation would be very helpful. 

 Under such specific circumstance, the capital flow management mea-
sures put forward in EM economies are a rational response, and as ben-
eficial as they are prudential. 

 The current context for implementing capital controls is quite differ-
ent. Currently, problems are caused by  crazy policymakers  in advanced 
economies. Unconventional monetary policy — including rude quantita-
tive easing programs under a zero lower bound monetary policy — has 
been urged by central banks in advanced economies. Figures 24.1 and 24.2 
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 Expansion of International Liquidity (US $ trillion). 
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show how sizable the expansion of international liquidity is as a result of 
this practice.       

 As can be seen from these figures, central bankers in advanced econo-
mies, such as the United States, Europe, and Japan, have introduced very 
aggressive expansionary monetary policies. Notwithstanding the benefits 
of such monetary stances, EM countries are concerned that the surge in 
capital inflows could cause problems for their economies. Exchange rate 
appreciation, reserve accumulation with some fiscal costs, and incentives 
to excessively borrow abroad, risking a domestic credit boom, are only 
some consequences that have recently been observed. It should be added 
that the international interest rates are pretty low and have remained so 
for a long period of time, especially in comparison with normal inter-
est rate levels in EM economies, which constitutes an incentive to make 
loans abroad in international currencies. It can also amplify currency mis-
matches, with the well-known propensity for instability in EMs during 
a sudden cessation of capital flows, sometimes leading to unexpected 
exchange rate devaluations. 

 In the Brazilian case, an increase in international liquidity created 
excessive pressure on the exchange rate. Consequently, the economic 
authorities created a transaction tax (IOF) on new capital flows. 
Table 24.1 shows the evolution of the IOF on portfolio investments and 
external loans, which can be summarized as follows (observations to June 
2013): 

 1.   Portfolio investments include fixed income and derivatives. They were 
all taxed at a 6 percent rate, with exception of capex and infrastructure 
bonds (there has never been an IOF on external flows to these bonds). 
Also, an IOF has not been applied to equities. 

 2.   Short-term (up to one-year) inbound loans and offshore bond issues 
(overseas debt) are subject to an IOF at a rate of 6 percent. 

 3.   There has not been a 1 percent IOF tax on foreign exchange short 
positions held by banks, funds, and companies. 

 It is worth noting that when it became necessary to do so, the Bra-
zilian authority promptly withdrew such measures, indicating that they 
are additional tools to manage capital flows. That was the case observed 
in June 2013, when the IOF applied to portfolio investments, including 
fixed income instruments and derivatives, was reduced to zero.   
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 The appreciation path of the Brazilian exchange rate was interrupted 
by the financial crisis of September 2008, which was reversed with the 
quantitative easing monetary policies adopted by developed economies. 
To reduce the vulnerability and procyclicality of capital flows, Brazil 
introduced measures to manage its capital account through prudential 
regulation. These measures are also illustrated over the time in   figure 
24.3 . From this figure it is possible to infer that after controls on surges 
of capital inflows were initiated, the Brazilian real realized an apprecia-
tion and moved to a new stable equilibrium.    

 As can be seen in figure 24.3, the effectiveness of the restrictions on 
capital control has been longer than expected by the economic literature. 
Results include a more stable exchange rate and less vulnerable balance 
sheets, both in domestic companies and in the financial system. There are 
some plausible explanations for such successes. 

 First, the Brazilian economy is much less dollarized than it was a decade 
ago. The dollarization of an economy is strongly associated with both 
current inflation and inflation risk.  2   It is a rational response of agents 
to deal with inflation. As inflation and the risks of high inflation have 
decreased substantially in Brazil, along with sovereign risks, currency 
mismatches in balance sheets have shown a sizable reduction. As a result, 
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 Nominal Exchange Rate (real per dollar), 2008 – 2013. 
  Source:  Central Bank of Brazil. 
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capital account management measures do not change foreign investors ’  
perceptions about the country.        

 Second, the composition of the capital inflows changed very clearly 
after restrictions were placed on short-term financial inflows. As described 
in the literature, restrictions on capital flows play an important role in 
capital allocation, changing the composition of capital inflows in favor of 
foreign direct investments. In Brazil, foreign direct investment has been 
as high as it was before the restrictions were placed on capital inflows. 
Meanwhile, as the returns on the carry-trade strategy turned out to be 
negative (see   figures 24.4 and 24.5 ), short-term capital inflows have been 
reduced. 

 As shown in   figure 24.6 , long-term capital inflows remain stable at a 
very high level, while portfolio investment has decreased toward a level 
not seen since before the 2008 – 2009 financial crisis. Neither intercom-
pany transactions nor equity have been affected by such measures.       

 Third, Brazil has put forward a set of macroprudential policies, includ-
ing capital account management, along with conventional monetary 
policy. Consistent fiscal results have been accomplished; thus, the ratio 
of public debt to GDP has decreased very quickly. In addition, Brazil 
has left behind any probability of fiscal insolvency. The international 
investor ’ s confidence in the Brazilian sovereign bonds has increased, as 
shown in   figure 24.8 . According to this figure, the difference between 
the yields on 10-year Brazilian and US bonds has narrowed consistently 
since 2011. A commitment to fiscal responsibility throughout the years, 
combined with economic growth, has contributed to a reduction in 
credit risk in Brazil.    

 Finally, the medium-term growth prospect also plays an important role, 
encouraging the foreign direct investments to search for opportunities, and 
Brazil today is one of the best countries in the world in which to invest. 
The Brazilian government has just launched a comprehensive program 
of concessions in the infrastructure sector, including airports, ports, rail-
ways, high-speed trains, oil, gas, and electricity, for a total amount of US 
$235 billion. It is just the first step toward addressing the entire spectrum 
of the country ’ s infrastructure needs. Many investment projects in dif-
ferent sectors, such as in automobile, chemistry, health care, and others, 
are being set up. As a middle-class society, Brazil has a dynamic domestic 
market with a low unemployment rate and lower income inequalities. 
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It seems that growth prospects and investment opportunities matter to 
foreign investors more than restrictions in short-term capital inflows do. 

 Summary 

 Excessive international liquidity has provoked side effects in EM econo-
mies, and Brazil is more a rule than an exception among them. To cope 
with the effect of unconventional monetary policies implemented by 
advanced economies ’  central banks, Brazil has introduced a set of mac-
roprudential policies that includes capital account management, along 
with conventional monetary policy. Capital account management is 
much more a technical issue than an ideological one. Successful results 
have been obtained under the circumstances. The economic policy stance 
includes measures to foster investments in the context of inflation under 
control, a growth-friendly fiscal consolidation program, a solid financial 
system, and strong income-inequality reduction. 

 After restrictions on the country ’ s financial account were implemented, 
the Brazilian real appreciated, moving upward until it stabilized at the 
parity of 2 reals per US dollar. It is fair to say that the effectiveness of the 
controls, begun in 2011, has lasted longer than expected. The benefits of 
the controls are generally greater than the eventual costs. As such mea-
sures are also prudential, borrowing abroad in other currency has been 
less leveraged.   

 Notes 

 1.   See  Holland and others (2013)  for new empirical findings on the relationship 
between growth and exchange rate volatility. According to these authors, it seems 
that exchange rate volatility matters to growth more than misalignment does. 

 2.   Financial dollarization is a topic associated with high inflation and inflation 
risk in Latin American economies, and  Vieira, Holland, and Resende (2012)  have 
associated such phenomena with sovereign risks as dollarization remains high, 
even after inflation and inflation risk decrease.   
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 Benefits of Financial Integration: Theory and Evidence 

 I will start by asking basic questions about international capital flows. 
Many policy discussions are based on the premise that international 
capital flows bring some important benefits to countries ’  economies. 
When asked more precisely, policymakers identify two main benefits of 
international capital flows: improvements in allocative efficiency and in 
risk sharing. Because of financial integration, capital can flow to places 
where it is put to its most productive use, that is, places where the mar-
ginal product of capital is highest. This view comes, of course, straight 
from the neoclassical growth model. 

 Policymakers would add that international capital flows are also ben-
eficial because they enable better risk sharing, which is again a statement 
conveyed by many economic models. 

 Empirical Evidence 

 Numerous studies exist that actually try to look at the data for the effects 
of international capital flows on growth or on consumption volatility, 
trying to test for these two types of gains. Surprisingly, these effects are 
hard to find in macroeconomic data: the benefits of capital flows are 
remarkably elusive. As attested by the most recent surveys reviewing 
a long list of empirical papers, it is hard to find robust evidence of an 
impact of financial openness on growth or on improved risk sharing (e.g., 
 Eichengreen 2002 ;  Kose et al. 2006 ;  Obstfeld 2009 ;  Jeanne, Subrama-
nian, and Williamson 2012 ). 

 Capital Account Management 

 H é l è ne Rey 
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 To be fair, some papers point toward the existence of threshold effects: 
Capital flows would be beneficial only after a country has reached a 
certain amount of institutional or financial sector development. There are 
also some differences if one looks across different types of capital flows: 
Some capital flows seem better at delivering growth and risk-sharing ben-
efits than others. But this evidence is not very conclusive because, often, 
the sample used seems to make a difference. Some papers using microeco-
nomic data find a decrease in the cost of capital at the time of financial 
integration. So the question is, why don ’ t we see more of an effect at the 
aggregate level? 

 There is also some recent research analyzing the role of global banks 
and looking at whether the large international capital flows that we see 
within the internal realm of global banks have had any effect on the real 
side of the economy.  Cetorelli and Goldberg (2012 ) point toward a better 
allocation of liquidity within global banks. But one might wonder whether 
this comes together with a weakening of the monetary policy transmis-
sion, as global banks can reshuffle liquidity across borders to offset the 
effect of national monetary policies. If global banks can allocate liquidity 
among their various subsidiaries and branches, that may have benefits, 
but it might also be a way of circumventing the effects of monetary policy. 

 So, from the point of view of the empirical evidence, the jury is still out. 
So far, however, the evidence seems surprisingly less conclusive than what 
one might have thought, given both our strong theoretical priors and the 
sheer size of international capital flows in the world economy. 

 Calibrated Models 

 The neoclassical growth model is behind many of our economic intu-
itions regarding why the free flow of capital could be beneficial. Inter-
estingly, even within that paradigm, realistic calibrations indicate that 
gains tend to be small.  Gourinchas and Jeanne (2006 ) have shown, in 
the context of small open economies and in a deterministic setting, that 
gains were second order. All that international financial integration does 
in that context is to speed up transition toward the steady state of the 
economy.  Coeurdacier, Rey, and Winant (2013 ) allow for uncertainty and 
estimate welfare gains from allocative efficiency and risk sharing together, 
within the context of a general equilibrium neoclassical growth model. 
They find that even in such a world, where the interaction between the 
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precautionary savings motives and allocative efficiency effects is modeled 
explicitly, welfare gains are small. Such a model can, in particular, gener-
ate the realistic outcome that a volatile emerging market ends up export-
ing capital when it opens up its financial account (unless it is an extremely 
capital-scarce country, far away from its steady state at the outset). So 
both on the empirical side and on the theoretical side it is hard to find 
support, at this juncture, for large, quantifiable benefits of international 
financial integration. 

 I am not necessarily claiming that benefits to international financial 
integration do not exist, only that they have been elusive so far. In that 
light, it would be useful to identify more precisely the channels through 
which capital flows may be beneficial. We should look at more spe-
cific types of flows, and more closely at potential effects on total factor 
productivity. 

 Costs of Financial Flows 

 On the cost side, having gone through a number of crises in emerging 
markets and in advanced economies, we have some ideas about costs to 
international financial integration and capital flows.  Reinhart and Rein-
hart (2008 ) wrote about capital flow bonanzas, that is, periods in which 
international liquidity is abundant and there are large capital flows into 
emerging markets, which may be subject to sharp reversal. 

 These large capital flows tend to be correlated with inflation in asset 
prices. There is a surprisingly large common component in risky asset 
prices ( Miranda-Agrippino and Rey 2012 ). In other words, although we 
might think that risky asset prices around the world are largely deter-
mined by specific country macroeconomic conditions, local conditions, 
that would be wrong. There is an important global factor. 

 Associated with these capital flow bonanzas has been excessive appre-
ciation of currencies, which strained the competitiveness of the tradables 
sector. Within the euro area the loss of competitiveness of the periphery 
has been to some extent caused by massive inflows of capital, which have 
bid up the price of real estate. The banking system has channeled massive 
capital flows into a number of countries, such as Spain and Ireland, 
fueling real estate investment booms that have increased nontradables ’  
prices and unit labor costs. 
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 Changes in the International Financial Landscape 

 The main change in the international financial landscape in the past 20 
years has been the tremendous increase in cross-border  gross  asset flows 
and positions (see  Lane and Milesi-Ferretti 2007;   Gourinchas and Rey 
2013 ). We need new frameworks, new ways of thinking through the bene-
fits and costs of integration that take into account the importance of gross 
flows (in addition to net flows). That is to say, thinking about current 
account sustainability is not enough — we need to worry also about gross 
flows. 

 For financial stability purposes, gross flows matter, and they matter 
more as the external balance sheets of countries expand. In terms of the 
transmission of the 2008 financial crisis to Europe, for example, the posi-
tion of the euro area vis- à -vis the United States was roughly balanced; 
there was no current account issue. But there were massive exposures 
through the gross positions of European countries. Their financial systems 
were exposed to US toxic assets, exchange rate movements, and funding 
risk. This illustrates that there are potentially massive valuation effects 
(capital gains and losses) when external balance sheets are large. This is 
really what has changed in the past two decades and what we need to take 
into account. It is no longer only about current account and net flows; it 
is also about gross flows and large gross positions at the financial sector 
and country level. Risk transmission can be heightened through various 
channels, including a currency mismatch between assets and liabilities or 
a maturity mismatch. 

 Procyclicality of Credit Flows 

 Credit flows are procyclical ( Committee on International Economic Policy 
and Reform 2012 ;  Bruno and Shin 2013 ). They grew at a fast rate in the 
2003 – 2007 precrisis period. There is a positive feedback loop between 
greater credit supply, asset price inflation, and a compression of spreads. 
Smaller risk premiums amplify the credit boom; as measured, the risk is 
low and balance sheets look healthier as asset prices go up. By relaxing con-
straints, this creates additional space for lending and for credit, and so on. 

 This mechanism occurs when value-at-risk constraints operate in the 
banking sectors ( Adrian and Shin 2012 ). This is a major positive feedback 
loop between credit supply and risk spreads, one that contributes to the 
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procyclicality of credit flows and their importance in the run-up to the 
crisis. 

 Managing Balance Sheets 

 In the presence of positive feedback loops, we need circuit breakers. The 
traditional feedback loop that has confronted policymakers is the follow-
ing. Large capital inflows into a growing economy tend to create inflation, 
exchange rate appreciation, and expectation of inflation. In such a situa-
tion, the central bank response is often to increase the interest rate to keep 
inflation under control, but because yields are now higher, capital keeps 
flowing in and the exchange rate keeps appreciating. This positive feed-
back loop justified the use of capital controls or, more broadly, capital flow 
management. Beside this traditional feedback loop is this new feedback 
loop described above, which has to do with credit flows and the procycli-
cality of leverage. High credit flows bid up asset prices, improve balance 
sheets, and lead to more flows and credit creation. The large balance sheets 
being built up have to be monitored carefully. This is all the more impor-
tant because valuation effects can be of the same order of magnitude as 
current account movements ( Gourinchas, Rey, and Truempler 2012 ). 

 When should one intervene? When should one activate circuit breakers 
to cut those positive feedback loops? 

 It is important, in my view, not to wait too long; not to wait, for 
example, for the quasi-certainty that there is a bubble in asset prices or 
real estate to intervene. Rather, one should continuously stress-test the 
balance sheet of the financial sector and of the country and judge whether 
large but realistic changes in asset prices could jeopardize financial sta-
bility. If so, macroprudential intervention or some type of capital flow 
management intervention should take place. I understand the difficulty 
of doing stress tests in general and estimating second-round effects in 
particular, but doing stress tests on a continuous basis, even if it is an 
imperfect process, is a necessary monitoring tool. 

 What are the tools available for intervention? The choice between 
macroprudential tools and capital management tools has to be somewhat 
pragmatic, depending on where the problems are and on the different 
institutional settings. Macroprudential tools tend to be more targeted. 
But capital controls may be appropriate if there is a lot of direct cross-
border lending and the banking system is circumvented. 
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 Conclusions 

 We should not forget in this whole discussion of circuit breakers that 
there are usually important domestic distortions that interact with capital 
flows. In practice, for political reasons, we see many subsidies to invest-
ment in real estate. These subsidies are instrumental in creating the initial 
bubble in real estate prices and investment. By all means, the first thing 
to do is to remove these distortions. It is also important to remember that 
excessive borrowing by a country means that someone else is lending 
excessively: Macroprudential policies apply to lenders just as well as they 
apply to borrowers. 

 I have discussed the use of capital flow management and macropru-
dential tools from an ex ante point of view (to prevent crises), but there 
may be also, in some cases, an important role for capital account man-
agement ex post (after a crisis). For example, capital controls can be 
used to avoid major capital losses for households and companies that 
borrowed in foreign currency and are heavily exposed to further 
exchange rate depreciation. This type of ex post policy intervention may 
have been useful in a country such as Iceland where there are large 
amounts of krona-denominated assets in portfolios of foreign investors 
and where massive capital flight and large, ensuing depreciation would 
have been likely in the absence of controls (see  Baldursson and Portes 
2013 ). 

 But we have to keep in mind that in this crisis, we have to deal with 
clearly subpar preventive policies, which have left us with a very difficult 
situation. Meanwhile, we must really think hard about better governance 
looking forward. 
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 I learned a lot from the conference, and I ’ m very thankful to all the 
speakers. I have been asked to give my overall view of the conference. 
Do I have an image of the whole thing? I don ’ t know whether my image 
will help anybody at all, but my view is that it ’ s as if a cat has climbed 
a huge tree. It ’ s up there and, oh, my God, we have this cat up there. 
The cat, of course, is this huge economic crisis that has been upon us 
since 2008. 

 Everyone at the conference had some ideas about what we should do 
to get the poor cat out of the tree. What I found so wonderful about the 
conference was that the speakers all had their own respective images of 
the cat, with no two discussants of the same opinion. But occasionally 
those opinions meshed, in unexpected and productive ways. That ’ s my 
view of what was accomplished. I will provide my own thoughts on the 
crisis and how well we ’ ve been doing relative to the cat. My thoughts 
are a slightly different angle from what everybody else has been saying, 
from their pervasively different vantage points. I will concentrate on the 
postcrisis United States, but the analysis also pertains internationally.  

 There is an excellent paper, by Oscar Jorda, Morris Schularick, and 
Alan Taylor (2011), which divided up downturns from 1870 to 2008 for 
14 advanced countries into financial recessions and normal recessions. 
They looked at how GDP recovery varied in severity according to credit 
outstanding relative to GDP in the preceding boom. And their conjec-
ture was strongly confirmed: not only are financial recessions deeper and 
slower in recovery than normal recessions, they also have slower recovery 
the greater the credit-to-GDP ratio is. 

 That is the history. 
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 How do their findings reflect on the current crisis? Curiously, it depends 
on the measurement of credit outstanding. With bank loans to the private 
sector as the measure of credit, the United States ’  recovery is about 1 
percent of GDP better than the mean recovery for financial recessions. 
When in addition the measure of credit also includes credit granted by 
the shadow banking system, the United States ’  recovery is about 4 percent 
better than the median recovery for financial recessions. The graphs in the 
paper by Jorda and others illustrate this point. 

 But with the onset of financial derivatives, we have no way of knowing 
how to measure  “ credit. ”  If derivatives are used to hedge risk, then we 
would expect derivatives to soften the crash. 

 For example, if the buyer — rather than the seller — of a credit default 
swap goes bankrupt in the event of a default we would expect the credit 
default swap to soften the crash. On the other hand, if we think that 
derivatives escalate gambling, then we would expect them to exacerbate 
the crash. The conventional interpretation of the 2007 – 2008 crash in the 
United States holds that derivatives enhanced gambling in a different way. 
In parable, derivatives allowed a daisy chain of escalating valuation of 
mortgages — they were made, for example, in the Central Valley on the 
shadiest of bases, then passed through into derivative packages, which 
were rated A and higher. This was an environment in which junk did not 
affect ratings. So mortgage originators had no incentive to require down 
payments or borrower credibility. To a great extent, they didn ’ t. In their 
creation and ratings of derivatives, the investment houses and the ratings 
agencies were mining their reputations as fiduciaries. This additional role 
of the derivatives suggests that a measure of credit based on loans out-
standing, even taking into account the role of the shadow banks, yields 
a conservative measure of the benchmark for where the United States 
should now be. 

 That view also conforms with the common perceptions from the fall 
of 2008. At that time, the Great Depression was the benchmark for what 
would happen without government intervention. From that vantage 
point, macro policy has been not just good, but truly excellent. Alan 
Blinder ’ s fantastic book,  After the Music Stopped  (2013), says the exact 
same thing. 

 Almost every program has been close to what the doctor called for. 
Those measures include the following: 
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 Economic Stimulus Act of 2008 

 Bailout of AIG 

 Rescue of Washington Mutual, Wachovia, and CountryWide by adoption 

 Troubled Asset Relief Program (TARP) 

 Stress tests run by the US Treasury and the Fed 

 Declines in interest rates to close to zero 

 American Recovery and Reinvestment Act of 2009 

 Bailout of the auto industry 

 International cooperation in the spirit of the G20 meeting in Pittsburgh, 
at which the IMF played a leading role 

 There is only one major criticism of the policies put in place. We should 
have led the public to understand that we should measure success not by 
the level of the current unemployment rate but by a benchmark that takes 
into account the financial vulnerability that had been set in the previous 
boom. We economists have not done a good job of explaining that our 
macrostability policies have been effective. There is, of course, a good 
reason why the public has a hard time listening. They have other things 
to do besides becoming macroeconomists and macroeconomic historians. 

 But just a bit of common sense indicates why the policies have been 
so successful. If Lehman Brothers had been $1 in the red and it needed 
to be only $1 in the black to stay out of bankruptcy court, the expendi-
ture of only $2 at just the right crisis moment could have saved us from 
a Great Depression. That $2 finger in the dike would have been all that 
was needed. 

 The expenditures for the bailout were, of course, more than $2; they 
will probably be positive and run to a few billion dollars. But they did 
literally stop the financial meltdown that was in progress. Relative to the 
tens of trillions of GDP that would have been lost with a repeat of the 
Great Depression, the savings from TARP are of the order of magnitude 
of 1,000 to 1. Figuratively, it is fair to call this a finger in the dike. 

 The expenditures by both the Bush and the Obama administrations 
on fiscal stimulus have achieved less bang for the buck, but almost 
surely they have been effective. Current estimates of government expen-
diture multipliers are something like 2. That number also makes intui-
tive sense. Liquidity-trap estimates of a balanced budget multiplier are 
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approximately 1, both in theory and in estimation, and the tax multiplier 
is robustly measured as approximately 1. The government expenditure 
multipliers will be the sum of the two, so the stimulus bills have almost 
surely also had significant payoff. 

 In sum, we economists did a bad job of predicting the crisis, but the 
postcrisis economic policies have been close to what a sensible economist-
doctor would have ordered. Those policies have come directly from the 
Bush and Obama administrations, and from their appointees. They have 
also been supported by Congress. 

 The lesson for the future is that good economics and common sense 
have worked well — we have had trial and success. We must keep this in 
mind with policy going forward. 

 References 

   Blinder ,  Alan S.   2013 .   After the Music Stopped  .  New York :  Penguin Press .  

   Jorda ,  Oscar ,  Moritz H. P.   Schularick , and  Alan   Taylor .  2011 .  “ When Credit 
Bites Back: Leverage, Business Cycles and Crises. ”  NBER Working Paper 17621, 
National Bureau of Economic Research, Cambridge, MA, November.  



 27 

 The IMF ’ s second conference on rethinking macroeconomic policy in the 
wake of the 2008 – 2009 economic crisis has underscored the many chal-
lenges that lie ahead for policymakers. Rethinking and reforms are both 
taking place. But we still do not know the final destination, be it for the 
redefinition of monetary policy, or the contours of financial regulation, 
or the role of macroprudential tools. We have a general sense of direction, 
but we are largely navigating by sight. 

 In this chapter I review six examples raised at the conference to under-
score our lack of knowledge concerning the  “ correct ”  trajectory to take in 
the coming years, and the possible outcomes of various regulatory moves. 
(More developed, though preconference, thoughts are given in the intro-
ductory chapter, written with Giovanni Dell ’ Ariccia and Paolo Mauro.) 

 Financial Regulation 

 There is no agreed-upon vision of what the future financial architecture 
should look like and, by implication, no agreed-upon vision of what the 
appropriate financial regulation should be. Here I am reminded of Paul 
Volcker ’ s famous observation that the only useful financial innovation of 
the last 40 years has been the ATM. This is surely an exaggeration. But 
we are still unsure about the right role of securitization, the right scope 
for derivatives, the role of markets versus banks, and the role of shadow 
banking versus banking. 

 Still, it seems clear that some things should change, and indeed, poli-
cymakers are putting in place measures in the context of international or 
national initiatives. One example is the increase in required capital ratios. 

 Rethinking Macroeconomic Policy 
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It may not be a panacea, but it surely can make the financial system more 
robust. Even so, however, I am struck by the level of uncertainty and 
disagreement about the effects of capital ratios on funding costs and thus 
on lending. Reasonable people, as among them Martin Hellwig and Anat 
Admati, argue that we are not so far from the Modigliani-Miller world, 
and banks can afford substantially higher capital ratios. Others (and not 
only bankers) argue that such ratios would instead destroy the banking 
industry. 

 Another example is capital flows and, by implication, the role of 
capital controls. I was struck by H é l è ne Rey ’ s discussion in chapter 25, in 
which she shows how surprisingly meager the hard econometric evidence 
is for the benefits of portfolio flows. I was also struck by Stanley Fischer ’ s 
rhetorical question, what is the usefulness of short-term capital inflows? 
Clearly, how we think about the scope of capital controls depends very 
much on the answer to these basic questions. 

 The Role of the Financial Sector 

 It has become a clich é  to say that macroeconomic thinking understated the 
role of financial factors in economic fluctuations. Much analytical work 
has taken place over the past five years to reintroduce the financial system 
into our models. But we are not there yet. For example, is there a credit 
and financial cycle separate from the business cycle, as Claudio Borio 
suggests? Or should we think of financial shocks as another source of dis-
turbance and the financial system as just another source of amplification? 

 Was Stephan Gerlach right when he asked whether we should really 
reconsider all of macroeconomics for an event that may happen once 
every hundred years? Or, instead, are financial shocks and the financial 
system so central to macroeconomic fluctuations that the IS-LM model —
 which does not include an explicit financial system — is not an acceptable 
port of entry into macroeconomics? 

 By implication, there is no agreement on how or even whether to inte-
grate financial stability and macrostability into the mandate of central 
banks. Does it require a tweak to inflation targeting or much more 
radical rethinking? The intellectually pleasant position is to argue that 
macroprudential tools will take care of financial stability, so monetary 
policy can still focus on its usual business: inflation targeting. I read, 
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perhaps unfairly, Michael Woodford ’ s discussion in chapter 4 as sug-
gesting that the crisis should lead us to shift from inflation targeting 
to nominal income targeting, without a major emphasis on financial 
stability. I am skeptical that this is the right answer. I think we have 
to be realistic about the role that macroprudential tools can play and 
about the fact that monetary policy cannot ignore financial stability. This 
brings me to my third point. 

 Macroprudential Tools 

 At our first conference on rethinking macroeconomic policy, in 2011, 
macroprudential tools were, to use Andrew Haldane ’ s phrase, very much 
the new kid on the block. It was clear that the two standard tools, fiscal 
policy and monetary policy, were not the right ones to deal with financial 
imbalances and risks. The question then was whether macroprudential 
policy was going to be the third leg of macroeconomic policy or just a 
crutch to help the first two. 

 We do not have the answer yet. But as more and more countries are 
using those tools, we are learning. I draw two lessons from the evidence 
and from the work presented in this volume. 

 First, these tools work, but their effects are still hard to calibrate, and 
when used, they seem to have moderated rather than stopped unhealthy 
booms. This is also my reading of Bank of Korea ’ s Governor Kim ’ s pre-
sentation in chapter 8. 

 Second, by their nature, they affect specific sectors and specific groups, 
and this raises political economy issues. This is clear from Stanley Fischer ’ s 
discussion in chapter 7 of the use of loan-to-value (LTV) ratios in Israel. 

 Governance and Allocation of Tasks among Microprudential, 

Macroprudential, and Monetary Policy (or, as Avinash Dixit called 

them, MIP, MAP, and MOP) 

 How should microprudential and macroprudential regulation be coordi-
nated? It is sometimes said that they are likely to conflict. Conceptually, 
I do not see why they should: I see macroprudential regulation as simply 
taking into account systemic effects and the state of the economy in think-
ing about bank regulation and the situation of each financial institution. 
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 For example, I see macroprudential regulation requiring higher capital 
ratios from more systemically important banks or when aggregate credit 
growth appears too high. The question is how to work out the division 
of labor and the interactions between the two so that this is indeed what 
happens. 

 If not done right, it might mean that as a bust starts, the micropru-
dential supervisor ignores systemic aspects and other events and asks for 
higher capital ratios, while the macroprudential supervisor rightly believes 
the opposite is needed. The United Kingdom ’ s approach — the creation of 
a Financial Policy Committee that can impose capital ratios that vary 
over time and across sectors to maintain financial stability — seems like a 
good way to proceed. Andrew Haldane discusses the issues in chapter 5. 

 How macroprudential regulation and monetary policy should be com-
bined raises more complex issues. There is little question that each affects 
the other: monetary policy affects risk taking, and macroprudential tools 
affect aggregate demand. So policymakers need to coordinate. 

 Given that monetary policy surely must stay with the central bank, this 
suggests putting both of them under one roof at the central bank. But this 
in turn raises the issue of central bank independence. It is one thing to 
give the bank independence with respect to the policy rate; it is another to 
let it set maximum LTV ratios and debt-to-income ratios. At some point, 
the issue of democratic deficit arises. 

 Maybe the solution is not so hard, namely, to give various degrees of 
independence to the central bank. Stanley Fischer gave us a marvelous 
analogy and pointed us toward the solution when he said that anybody 
who is married easily understands the notion of various degrees of inde-
pendence. Again, the UK ’ s approach, with its two parallel committees 
within the central bank, one focusing on monetary policy, the other on 
financial policy with a limited set of macroprudential tools (not includ-
ing, for example, LTV ratios), seems like a reasonable approach. 

 The Sustainable Level of Debt 

 The rate of fiscal consolidation depends on, among other things, what 
we think a sustainable level of debt is. Many countries will be managing 
levels of debt close to 100 percent of GDP for many years to come. There 
is a standard list of textbook answers as to why high debt is costly, from 
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lower capital accumulation to the need for higher and distortionary taxes. 
I suspect the costs are elsewhere. I see two main costs. 

 The first is debt overhang. The higher the debt, the higher the probabil-
ity of default, the higher the spread on government bonds, and the harder 
it is for the government to achieve debt sustainability. But the adverse 
effects do not stop there. Higher sovereign spreads affect private lending 
spreads, which in turn affect investment and consumption. Higher uncer-
tainty about debt sustainability — and thus about future inflation and 
future taxation — affects all decisions. I am struck by how limited our 
understanding is of these channels. Reduced form regressions of growth 
on debt can take us only so far. 

 The second related cost is the risk of multiple equilibria. At high levels 
of debt there may well be two equilibria: a  “ good equilibrium, ”  at which 
rates are low and debt is sustainable, and a  “ bad equilibrium, ”  at which 
rates are high and, as a result, the interest burden and the probability 
of default are higher. When debt is very high, it may not take much of a 
change of heart by investors to move from a good to a bad equilibrium. 

 I suspect that this phenomenon is partly behind the Italian and Spanish 
bond spreads. In this context, Martin Wolf in chapter 20 asks a provoca-
tive question: why are the spreads so much higher for Spain than for the 
UK? Debt and deficits are actually slightly lower in Spain than in the UK. 
No doubt, the overall economic situation of Spain is worse than that 
of the UK, but does this explain fully the difference in spreads? Could 
the answer lie in the difference in monetary policy? In the UK, investors 
expect the Bank of England to intervene if needed to maintain the good 
equilibrium, whereas they believe the European Central Bank (ECB) does 
not have the mandate to do so. These are central questions that we need 
to study more. 

 Multiple Equilibria and Communication 

 In a world of multiple equilibria, announcements can matter a lot. Take, 
for example, the case of the Outright Monetary Transactions program 
announced by the ECB. The announcement of the program can be inter-
preted as having removed one of the sources of multiple equilibria in the 
sovereign bond markets, namely, redenomination risk, or the danger that 
investors, assuming that a country on the periphery would leave the euro, 
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ask for a large premium, thereby forcing exit from the euro in the process. 
The announcement has succeeded without the program actually having 
to be used. 

 From this viewpoint, the recent announcement by the Bank of Japan 
that it intends to double the monetary base is even more interesting. 
What effect it will have on inflation depends very much on how Japanese 
households and firms change their inflation expectations. If they revise 
them up, this will affect their wage and price decisions, and lead to higher 
inflation — which is the desired outcome in the Japanese deflation context. 
But if they do not revise them, there is no reason to think that inflation 
will increase much. 

 The motivation for this dramatic monetary expansion is primarily to 
give a psychological shock and to shift perceptions and price dynamics. 
Will it work, together with the other measures taken by the Japanese 
authorities? Let ’ s hope so. But we are very far from the mechanical effects 
of monetary policy described in the textbooks. 

 Although I have had to spare mention of many contributions and 
insights from the conference captured elsewhere in this volume, the con-
ference has left us with a clear research agenda. We at the IMF fully intend 
to take up the challenge. 
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 As I listened to the presentations and discussions, I found myself think-
ing about the conference from two perspectives. One is intellectual: Did 
we ask provocative questions? Were interesting ideas proposed? Were we 
talking about important issues? By that standard, the conference was very 
successful: the contributions and discussions were extremely stimulating, 
and I learned a great deal. 

 The second perspective is practical: Where do we stand in terms of 
averting another financial and macroeconomic disaster? By that stan-
dard, I fear we are not doing nearly as well. As I will describe, my reading 
of the evidence is that the events of the past few years are not an aber-
ration, but just an extreme manifestation of a broader pattern. And the 
relatively modest changes of the type discussed at the conference — and 
that policymakers are putting into place in some cases — are helpful but 
unlikely to be enough to prevent future financial shocks from inflicting 
large economic harms. 

 Thus, I believe we should be asking whether there are deeper reforms 
that might have a large effect on the size of the shocks emanating from 
the financial sector or on the ability of the economy to withstand those 
shocks. But there has been relatively little serious consideration of ideas 
for such reforms, not just at the conference but in the broader academic 
and policy communities. 

 The Financial Sector as a Continued Source of Shocks 

 My view that we should think of financial shocks as closer to common-
place than to exceptional is based on history. Consider the United States 
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over the past 30 or so years. By my count, there have been six separate 
times over that period when financial developments posed important 
macroeconomic risks. In three of them, the risks were largely averted and 
the costs ended up being minor. In two, the costs were modest to moder-
ate. And in one, the damage was enormous. 

 Concretely: 

  •    In the throes of the Volcker disinflation in the early 1980s, the com-
bination of the severe recession and banks ’  exposure to Latin American 
debt caused many major banks to be in serious trouble. It was only a 
last-minute turn in policy and the willingness of regulators to ignore the 
banks ’  extremely shaky financial condition for a few years that kept the 
financial system from falling apart. So that was a danger averted. 

  •    The 1987 stock market crash was a significant financial shock, but 
rapid and highly visible responses by the Federal Reserve to keep markets 
functioning and reduce interest rates again prevented large damage to the 
economy. 

  •    The savings and loan crisis of the late 1980s and early 1990s did 
some damage to the economy through misallocation of investment and 
impaired lending, and somewhat more damage to the government budget 
through direct bailout costs. 

  •    The Russian debt crisis and the collapse of Long-Term Capital Manage-
ment (LTCM) in 1998 caused central bankers some sleepless nights as 
they worried about the stability of the world financial system. Stability 
was preserved through the arranged rescue of LTCM, lower interest rates, 
and other actions. That is the third case in which the danger was averted. 

  •    The dot-com bubble and bust of the late 1990s and early 2000s caused 
a considerable misallocation of investment and, more important, a 
recession. 

  •    And, obviously, we had the housing-price collapse and financial melt-
down of the past few years, which have had catastrophic effects. 

 In light of that record for just one country over a third of a century, the 
idea that large financial shocks are rare, and that we therefore should not 
worry greatly about them, seems fundamentally wrong. 

 What I find striking about this list is not just its length but its variety. 
And if you look outside the United States, it is easy to find examples of 
other kinds of financial shocks. You see Iceland and Cyprus, where the 
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financial shock came from a vastly expanded banking sector with huge 
foreign deposits. You see Greece, where the problem was disguised fiscal 
profligacy. You see the classic sudden stops. And I am sure that with a 
little more work, you could add even more types of financial shocks to 
the list. 

 In short, the range of potential financial shocks is long and varied. 
There are only a few on my illustrative list of domestic and foreign finan-
cial shocks that took the form of big run-ups in asset prices followed by 
some kind of crash. Indeed, there are only two, the dot-com episode and 
the recent crisis, that one could reasonably call  “ bubbles. ”  So I think the 
right conclusion to draw is that financial shocks are likely to be both fre-
quent and hard to predict, not just in their timing but also in their form. 

 Small-Scale Solutions 

 The question, then, is what to do. Let me start with two small-scale poli-
cies, one of which I think is largely a nonstarter and one of which I think 
will be helpful but very far from a complete solution to the risks of future 
crises. 

 The nonstarter is using the short-term policy rate as a tool for dealing 
with financial imbalances and risks. Even if that were the only objec-
tive we were using the policy rate for, it is much too crude. Often the 
concern with the financial system involves a potential problem in one part 
of financial markets, or different types of problems in different markets. 
In such situations, a single tool that affects all markets is of limited value. 
Indeed, as Janet Yellen pointed out at the conference, often it is not even 
clear which direction you would want to move the policy rate to address 
a potential financial risk to the economy. And, of course, we want to use 
it for other very important purposes as well. So we can debate whether 
there is a little bit of benefit to taking financial developments more into 
account in the setting of interest rates, but at best it can improve out-
comes only marginally. 

 The type of small-scale policy that I think is more promising is the 
one advanced in the discussions of macroprudential policies and capital 
account management. The positive way to put it is that it is the wise 
central banker model; the negative way to describe it is that it is the 
Whac-A-Mole strategy. Regardless of how one labels it, the idea is to 
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use regulations and interventions creatively to address potential problems 
as they develop. For example, if you think a bubble is developing in the 
real estate market in Seoul, you adopt regulations directed specifically at 
mortgages in Seoul. 

 I was very impressed with the descriptions of policymakers ’  actions in 
such countries as Israel, Korea, and Brazil in dealing with a wide range of 
financial developments, and something I learned from the conference is 
that such targeted actions are a useful addition to the policy toolkit. But 
in light of the enormous range of potential financial shocks, the idea that 
we can stabilize the financial system by counting on very smart policy-
makers to perceive each problem as it is developing and design a specific 
intervention to target it quickly is surely wishful thinking. 

 What I take from this is that we need to be thinking more broadly and 
creatively, looking for more fundamental solutions rather than particular 
interventions. At a general level, these can take two forms. 

 Deeper Solutions on the Financial Side 

 The first approach is to reform the financial system so that the shocks 
it sends to the real economy are much smaller. The discussion of micro-
regulation showed that there are promising ideas in that area. Here I am 
thinking of stronger capital and liquidity requirements, special rules for 
institutions that create more systemic risk, and restrictions on the form 
or capabilities of what financial institutions can do, such as ring-fencing 
in the United Kingdom and the Volcker rule in the United States. Those 
approaches are broader than responding to individual problems as they 
arise, and they appear promising. 

 But at the end of the day, it is hard to believe that the relatively modest 
changes along these dimensions that were discussed at the conference are 
really big enough to give us a financial system that is so robust that it is 
not going to periodically cause severe problems. Shadow financial insti-
tutions may escape the rules altogether; rules can be gamed; and shocks 
can be so large that they overwhelm the moderate changes that were 
considered. 

 Thus, I was disappointed to see little consideration of much larger 
financial reforms. Let me give four examples of possible types of larger 
reforms: 
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  •    There were occasional mentions of very large capital requirements. For 
example, Allan Meltzer noted that at one time 25 percent capital was 
common for banks. Should we be moving to such a system? 

  •    Amir Sufi and Adair Turner discussed the features of debt contracts that 
make them inherently prone to instability. Should we be working aggres-
sively to promote more indexation of debt contracts, more equity-like 
contracts, and so on? 

  •    We can see the costs that the modern financial system has imposed on 
the real economy. It is not immediately clear that the benefits of the finan-
cial innovations of recent decades have been on a scale that warrants 
those costs. Might a much simpler, 1960s- or 1970s-style financial system 
be better than what we have now? 

  •    The fact that shocks emanating from the financial system sometimes 
impose large costs on the rest of the economy implies that there are nega-
tive externalities to some types of financial activities or financial struc-
tures. This suggests the possibility of Pigovian taxes. So, should there be 
substantial taxes on certain aspects of the financial system? If so, what 
should be taxed — debt, leverage, size, other indicators of systemic risk, a 
combination, or something else altogether? 

 I do not know the answers to these questions, but it seems to me that 
they deserve serious analysis. Yet radical redesign of the financial system 
was largely missing from the conference. 

 Larger-Scale Solutions on the Macroeconomic Side 

 The other way to make large changes is to try to make the macroeconomy 
more resilient to financial shocks. I thought the lack of discussion of pos-
sible changes in this dimension was the largest gap in the conference. Let 
me discuss this issue in three areas of macroeconomic policy: measures to 
deal with shocks to a common currency area, monetary policy, and fiscal 
policy. 

 With regard to a common currency area, imagine that at some point 
in the not too distant future, the euro area is hit with another large finan-
cial shock that has asymmetric effects across different countries. Are 
things going to play out very differently than they have over the past few 
years? 
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 There would surely be fewer late-night meetings, because policymak-
ers have learned more about how to do short-term crisis management. 
But I see little progress toward measures that would cause fundamental 
changes in the effects the shock would have. Policymakers have taken, at 
most, baby steps toward addressing the instabilities created by the fact 
that the responsibility for cleaning up insolvent banks is at the level of 
individual countries rather than of the euro area as a whole. And even 
less has been done in terms of a fiscal union and mechanisms to deal with 
large differences in competitiveness. 

 Concerning monetary policy, inflation targeting appeared to be an 
almost ideal framework for its first 15 or 20 years. But we have now had 
an extended period during which it has shown itself incapable of provid-
ing aggregate demand at the level that is widely recognized to have been 
needed. So it seems important to think about whether we should have a 
different approach to monetary policy. But again, we have not gotten very 
far. The idea of targeting a nominal GDP path has been mentioned on and 
off for a few years, but the debate has not proceeded to serious quantita-
tive analysis of its costs and benefits and of whether it could make the 
economy substantially more resilient. Other ideas for significant changes 
in the monetary policy framework have been discussed even less. 

 With regard to fiscal policy, the biggest idea that has achieved substan-
tial support is that it would be desirable to have more fiscal space. But 
how to get from here to there, given the challenges of just getting back 
to the amount of fiscal space we had before the crisis, is a hard issue, 
and one on which progress has been minimal. And in light of the terrible 
problems that have afflicted some countries that entered the crisis with 
very responsible fiscal policies, fiscal space is clearly not a magic bullet. 

 I heard virtually no discussion of larger changes to the fiscal frame-
work. The possibility of measures to make automatic stabilizers stron-
ger (for example, through macroeconomic triggers for changes in fiscal 
policy) was not mentioned. And the status of this idea in the broader 
policy community resembles the status of targeting a nominal GDP path: 
the idea is mentioned from time to time, but the discussion has not pro-
ceeded to the point of concrete proposals and quantitative evaluation. 

 Another fiscal idea that has received little attention, either at the con-
ference or in the broader policy debate, is the idea of fiscal rules or con-
straints. For example, one can imagine some type of constitutional rule or 
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independent agency (or a combination, with a constitutional rule enforced 
by an independent agency) that requires highly responsible fiscal policy in 
good times and provides a mechanism for fiscal stimulus in a downturn 
that is credibly temporary. Roberto Perotti and Avinash Dixit raised the 
idea of fiscal rules or councils very briefly, but it got no further than that. 

 The fact that we are making so little progress in terms of larger changes 
to our approaches to macroeconomic policy appears to further strengthen 
the case for thinking about deeper financial reforms. But I also think we 
need broader thinking about the macroeconomic side. 

 Conclusion 

 After five years of catastrophic macroeconomic performance,  “ first 
steps and early lessons ”  (to quote the conference ’ s subtitle) is not what 
we should be aiming for. Rather, we should be looking for solutions to 
the ongoing current crisis and strong measures to minimize the chances 
of anything similar happening again. I worry that the reforms we are 
focusing on are too small to do that, and that what is needed is a more 
fundamental rethinking of the design of our financial system and of our 
frameworks for macroeconomic policy. 





 29 

 In analyzing the financial crisis that began in 2007 and led to the Great 
Recession, we should try to benefit from the misfortune of recent 
decades: The approximately 100 crises that have occurred during the last 
30 years — as liberalization policies became dominant — have given us a 
wealth of experience and mountains of data. If we look over a 150-year 
period, we have an even richer data set. 

 With a century and a half of clear, detailed information on crisis after 
crisis, the burning question is not  How did this happen?  but  How did we 
ignore that long history, and think that we had solved the problems with 
the business cycle?  Believing that we had made big economic fluctuations 
a thing of the past took remarkable hubris. 

 Markets Are Not Stable, Efficient, or Self-Correcting 

 The big lesson that this crisis forcibly brought home — one we should have 
long known — is that market economies, on their own, are not necessarily 
efficient, stable, or self-correcting. One of the reasons there were not only 
failures in preventing and forecasting the downturn but also in respond-
ing to it, was that many of the predominant models employed special 
assumptions, leading to views that markets were efficient, stable, and self-
correcting. Because our models didn ’ t adequately analyze the causes of 
the crisis, we could neither respond to the crisis in ways that would ensure 
a quick and strong recovery nor take appropriate actions to significantly 
reduce the likelihood of a recurrence. The result is that we continue to 
face a significant risk of another crisis in the future.  1   

 That unfettered markets are not, in general, efficient whenever there 
are information imperfections and asymmetries, and/or when there is an 
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incomplete set of risk markets, and/or when capital markets are imperfect 
or incomplete has been well established for more than three decades. These 
 “ market imperfections ”  are important in  every  economy, even the most 
advanced; and yet many of our regulators and the advocates of deregula-
tion ignored not only the lessons of history but also these advances in our 
understandings of the limitations of markets. 

 Moreover, predominant macroeconomic models  before the crisis  
underestimated market instability. They had focused on  exogenous  
shocks as the source of the perturbations giving rise to fluctuations, 
and yet it ’ s very clear that a very large fraction of the perturbations to 
our economy — including those giving rise to the worse downturns — are 
 endogenou s. The housing bubble and its bursting, like so many bubbles 
that preceded it, was a creation of the market itself. The models that 
focused on exogenous shocks simply misled us — the majority of the 
really big shocks come from within the economy. Moreover, some of the 
most important shocks are persistent and associated with long-run struc-
tural transformations — closely linked with the economy ’ s (endogenous) 
innovative activities. 

 Finally, economies are not self-correcting. Whether or not they are 
could not, of course, be addressed within models that assumed that the 
economy was in equilibrium. It is not just that the economy does not 
return to full employment quickly after a strong, adverse shock. There 
are economic forces that may, on their own, exacerbate the downturn. 
Unemployment leads to lower real wages; lower real wages lead to lower 
aggregate demand; and lower aggregate demand can lead to still more 
unemployment. The implication of this is that a quick recovery may 
require  strong  government intervention. It ’ s clear that we have yet to fully 
take on board this crucial lesson: it is obvious that the attempts to  “ fix ”  
the economies of the United States and Europe in the aftermath of the 
crisis have failed to restore the economy to full employment. The loss in 
GDP between our potential and our actual output is in the trillions of 
dollars. Of course, some will say that it could have been done worse, and 
that ’ s true, even if it ’ s cold comfort. 

 The reason for this failure — in spite of the unprecedented loose mon-
etary policy — is that fiscal policy was too tepid; the Keynesian policies 
were too small and not of long enough duration; and they were followed 
by contractionary policies, with far more austere policies in Europe than 
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in the United States, and far worse economic performance in Europe than 
in the United States. Of course, the fiscal policies could have been better 
designed. But poor design was not the main source of failure. Even with 
the imperfect design, the stimulative effects (the multipliers) were strong. 

 More Than Deleveraging, More Than a Balance Sheet Crisis: The Need 

for Structural Transformation 

 We have roughly the same levels today of human resources, capital stock, 
and natural resources as we did before the crisis. But many countries have 
not regained their pre-crisis GDP levels, to say nothing of returning to 
the precrisis growth paths. It is clear that we are not using our resources 
well. In a very fundamental sense, the crisis is still not fully resolved — and 
there ’ s no good economic theory that explains why that should be the 
case. 

 Real business cycle theory and modern-day descendants of those 
models suggest there was a negative productivity shock, a collective bout 
of amnesia that resulted in a reduced capacity to produce outputs from 
inputs. Putting aside the absurdity of such a position, the irony is that 
in this downturn, individual firms continued to increase productivity at 
a rapid rate. At the microeconomic level, there is no evidence of such 
amnesia.  2   

 Some focus on the high level of debt (especially at the household level) 
as an impediment to recovery. But it is worth noting that in the standard 
models (on which policymakers relied so heavily in the years before the 
crisis, and which continue to be relied on in some circles) debt plays little 
role: it just changes claims on resources, transferring income from one 
individual to another. And in those models, such redistributions have no 
consequences. But even if such transfers lead to a lower level of aggregate 
demand (because creditors have a lower marginal propensity to consume 
than debtors), standard theory suggests that there is a change in prices that 
would restore the economy back to full employment. (Standard theory 
doesn ’ t have much to say about the dynamics of these price adjustments. 
Indeed, one strand simply assumes that wages and prices are rigid, when 
of course in the Great Depression they were changing at a very rapid rate. 
The problem, as I hinted above, is that the adjustments may themselves 
have been counterproductive.) 
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 Much of the popular discussion sees no prospects of wage and price 
adjustments restoring the economy quickly to full employment. It has 
effectively abandoned the  “ standard ”  model. It is argued that if we could 
only deleverage — get rid of the excessive debt — we could return to some 
version of normality. In this view, the prolonged downturn is a result of 
the slow pace of deleveraging. 

 But even as the economy deleverages, there is every reason to believe 
that it will not return to full employment, even if it does lead to some 
increase in aggregate demand. We are not likely to return to the precrisis 
household savings rate of zero — nor would it be a good thing if we did.  3   
Moreover, even if manufacturing has a slight recovery, most of the jobs 
that have been lost in that sector will not be regained. Nor will large 
numbers of construction workers in the United States that were employed 
at the peak of the housing bubble quickly regain their jobs. 

 Some, looking at past data, have suggested that we should resign our-
selves to this unfortunate state of affairs. Economies that have had severe 
financial crises  4   typically recover slowly. But the fact that things have 
 often  gone badly in the aftermath of a financial crisis doesn ’ t mean they 
 must  go badly. To make matters go well, though, one has to understand 
why recoveries are often so slow. 

 In earlier work, Greenwald and I explained why recoveries from 
balance sheet recessions (where there were adverse shocks to firms ’  
equity) were so sluggish, and why this was especially so when banks ’  
balance sheets were badly hit.  5   

 But this is more than just a balance sheet crisis. There is a deeper cause: 
the United States and Europe are going through a structural transforma-
tion. There is a structural transformation associated with the move from 
manufacturing to a service sector economy (just as earlier in the twen-
tieth century there was a structural transformation from agriculture to 
manufacturing). Additionally, changing comparative advantages requires 
massive adjustments in the structure of the North Atlantic countries. Such 
transformations occur slowly. This is partly because the human and phys-
ical capital stock has to be restructured (workers have to be retrained, 
and often relocated).  

 Further, markets do not make such adjustments easily on their own, 
partly because those who have to shift do not themselves have the 
resources to finance the requisite investments, having lost much of their 
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human and other capital as a result of the underlying forces giving rise 
to the structural transformation; and there are natural imperfections in 
capital markets arising out of imperfect and asymmetric information.  

 Keynesian policies to stimulate the economy are not only able to 
increase GDP but can also facilitate restructuring. This is especially so if 
public expenditure is appropriately directed. Conversely, austerity mea-
sures, such as those that many countries are undertaking today, impede 
the restructuring that is now required. With austerity, some of the sectors 
that would naturally expand (as manufacturing contracts, along with its 
share of employment) are service sectors in which public financial support 
has traditionally played a key role, for understandable reasons.  6   

 Reforms That Are, at Best, Halfway Measures 

 As I have observed, markets by themselves do not in general lead to effi-
cient, stable, and socially acceptable outcomes. This means we have to 
think a little bit more deeply about what kind of economic architectures 
will lead to growth, real stability, and a good distribution of income. 

 There is an ongoing debate about whether we simply need to tweak 
the existing economic architecture or whether we need to make more 
fundamental changes. I have two concerns. One I hinted at earlier: the 
reforms undertaken so far have only tinkered at the edges. The second is 
that some of the changes in our economic structure (both before and after 
the crisis) that were  supposed  to make the economy perform better may 
not have done so. 

 There are some reforms, for instance, that may enable the economy 
to better withstand small shocks but at the same time make it less 
able to absorb big shocks. This is true of many financial sector devel-
opments, which may have allowed the economy to absorb some of the 
smaller shocks but clearly made the economy less resilient to fatter-tail 
shocks. Many of the  “ improvements ”  in markets before the crisis actually 
increased countries ’  exposure to risk. Whatever the benefits that might 
be derived from capital and financial market liberalization (and they are 
questionable), there have been severe costs in terms of increased exposure 
to risk. We ought to be rethinking attitudes toward these reforms — and 
the IMF should be commended for its rethinking in recent years. One 
of the objectives of capital account management, in all of its forms, can 
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be to reduce domestic volatility arising from a country ’ s international 
engagements. 

 More generally, the crisis has brought home the importance of finan-
cial regulation for macroeconomic stability. But as I assess what has hap-
pened since the crisis, I feel disappointed. With the mergers in the financial 
sector that have occurred in the aftermath of the crisis, the problem of 
too-big-to-fail banks has become even worse. But the problem is not just 
with too-big-to-fail banks. There are banks that are too intertwined to fail 
and banks that are too correlated to fail. We have done little about any 
of these issues.  7   There has, of course, been a huge amount of discussion 
about too big to fail. But being too correlated is a distinct issue. There is 
a strong need for a more diversified ecology of financial institutions that 
would reduce incentives to be excessively correlated and lead to greater 
stability. 

 Also, we haven ’ t done enough to increase bank capital requirements. 
Missing in much of the discussion is an assessment of the costs versus 
benefits of higher capital requirements. We know the benefits: a lower 
risk of a government bailout and a recurrence of the kinds of events that 
marked 2007 and 2008. But on the cost side, we ’ ve paid too little atten-
tion to the fundamental insights of the Modigliani-Miller theorem, which 
explains the fallacies of arguments that increasing capital requirements 
will increase the cost of capital.  8   

 Deficiencies in Reforms and in Modeling 

 If we had begun our reform efforts with a focus on how to make our 
economy more efficient and more stable, there are other questions we 
would have naturally asked. Interestingly, there is some correspondence 
between these deficiencies in our reform efforts and the deficiencies in the 
models that we as economists often use in macroeconomics. 

 The Importance of Credit 

 We would, for instance, have asked what the fundamental roles of the 
financial sector are, and how we can get it to perform those roles better. 
Clearly, one of the key roles is the allocation of capital and the provision of 
credit, especially to small and medium-sized enterprises, a function it did 
not perform well before the crisis and arguably is still not fulfilling well. 
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 This might seem obvious. But a focus on the provision of credit has 
not been at the center of policy discourse or of the standard macro 
models.  

 I believe we have to shift our focus from money to credit. In looking 
at a bank ’ s balance sheet, the two sides are  usually  going to be highly 
correlated. But that is not always the case, particularly in the context of 
large economic perturbations. Especially in deep recessions, we ought to 
be focusing on the impediments to credit creation. I find remarkable the 
extent to which there has been an inadequate examination in standard 
macro models of the nature of the credit mechanism.  9   

 But failing to analyze credit markets--and to manage credit creation-- 
is not the only lacuna in  “ monetary ”  theory and policy. There is also a 
lack of understanding of different kinds of finance. A major area in the 
analysis of risk in financial markets is the difference between debt and 
equity. But in standard macroeconomics, this has barely been given any 
attention. 

 Stability 

 As I have already noted, in the conventional models (and in the con-
ventional wisdom) market economies were stable. So it was perhaps not 
a surprise that fundamental questions about how to design  more  stable 
economic systems were seldom asked. We have already touched on several 
aspects of this: how to design economic systems that are less exposed to 
risk or that generate less volatility on their own. 

 One of the necessary reforms, though it is not emphasized enough, is 
the need for more automatic stabilizers and fewer automatic destabiliz-
ers, not only in the financial sector but also throughout the economy. 
For instance, the movement from defined benefit to defined contribution 
systems may have led to a less stable economy. 

 Elsewhere I have explained how risk-sharing arrangements (especially 
if poorly designed) can actually lead to more systemic risk: the precri-
sis conventional wisdom that diversification essentially eliminates risk is 
simply wrong.  10   

 Distribution 

 Distribution matters as well — distribution among individuals, between 
households and firms, among households, and among firms. Traditionally, 
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macroeconomics focused on certain aggregates, such as the average ratio 
of leverage to GDP. But that and other average numbers often don ’ t give 
a picture of the vulnerability of the economy. It was the fact that a large 
number of people at the bottom were at risk of being unable to make their 
debt payments that should have tipped us off that something was wrong. 

 Across the board, our models need to incorporate a greater under-
standing of heterogeneity and its implications for economic stability. 

 Policy Frameworks 

 Flawed models lead not only to flawed policies but also to flawed policy 
frameworks. 

 Should Monetary Policy Focus Just on Short-Term Interest Rates? 

 In monetary policy, there is a tendency to think that the central bank 
should only intervene in setting the short-term interest rate. Adherents to 
this view believe  “ one intervention ”  is better than many. Since at least 80 
years ago with the work of Ramsey,  11   we have known that focusing on a 
single instrument is not generally the best approach. 

 The advocates of the  “ single intervention ”  approach argue that it is 
best because it least distorts the economy. Of course, the reason we have 
monetary policy in the first place — the reason why government acts to 
intervene in the economy — is that we don ’ t believe that markets on their 
own will set the right short-term interest rate. If we did, we would just 
let free markets determine that interest rate. The odd thing is that while 
just about every central banker would agree we should intervene in the 
determination of that price, not everyone is so convinced that we should 
strategically intervene in others, even though we know from the general 
theory of taxation and the general theory of market intervention that 
intervening in just one price is not optimal. 

 Once we shift the focus of our analysis to credit, and explicitly intro-
duce risk into the analysis, we become aware that we need to use multiple 
instruments. Indeed, in general, we want to use all the instruments at our 
disposal. Monetary economists often draw a division between macropru-
dential, microprudential, and conventional monetary policy instruments. 
In our book,  Toward a New Paradigm in Monetary Economics,  Bruce 
Greenwald and I argue that this distinction is artificial. The government 
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needs to draw on all of these instruments,  in a coordinated way.  (I ’ ll 
return to this point shortly.) 

 Of course, we cannot  “ correct ”  every market failure. The very large 
ones, however — the macroeconomic failures — will always require our 
intervention. Bruce Greenwald and I have pointed out that markets are 
never Pareto efficient if information is imperfect, if there are asymmetries 
of information, or if risk markets are imperfect. And since these conditions 
are  always  satisfied, markets are never Pareto efficient.  12   Recent research 
has highlighted the importance of these and other related constraints for 
macroeconomics — though again, the insights of this important work have 
yet to be adequately integrated into either mainstream macroeconomic 
models or policy discussions. For instance, privately profitable contracts 
(e.g., credit default swaps) may, as we noted earlier, enhance systemic risk. 
The reason we have financial and banking regulation is precisely because 
profit maximization on the part of private agents does not, in general, lead 
to socially optimal outcomes. There are large externalities, for instance, 
associated with the actions taken by certain agents which they naturally 
don ’ t take into account: the bankers did not take into account the costs 
that their excessive risk taking would impose on the rest of society. 

 Price versus Quantitative Interventions 

 These theoretical insights also help us to understand the erroneousness 
of the old presumption among some economists that price interventions 
are preferable to quantity interventions. There are many circumstances 
in which quantity interventions lead to better economic performance.  13   

 Rethinking Tinbergen ’ s Analysis of Targets and Instruments 

 A policy framework that has become popular in some circles argues that 
so long as there are as many instruments as there are objectives, the eco-
nomic system is controllable, and the best way of managing the economy 
in such circumstances is to have an institution responsible for one target 
and one instrument. (In this view, central banks have one instrument, the 
interest rate, and one objective, inflation.  14   We have already explained 
why limiting monetary policy to one instrument is wrong.) 

 Drawing such a division may have advantages from an agency or 
bureaucratic perspective, but from the point of view of managing 
macroeconomic policy — focusing on employment, growth, stability and 
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distribution, in a world of uncertainty — it makes no sense. There has to 
be coordination among all the instruments at our disposal, taking into 
account the impacts on all societal objectives.  15   The equilibrium that 
arises when different people control different instruments and focus on 
different objectives is, in general, not optimal in achieving overall societal 
objectives. In particular, there needs to be close coordination between 
monetary and fiscal policy. Better coordination — and the use of more 
instruments — can, for instance, enhance economic stability. 

 Take This Chance to Revolutionize Flawed Models 

 It should be clear that we could have done much more to prevent the 
crisis that began in 2007 and to mitigate its effects. It should be clear too 
that we can do much more to prevent the next one. Still, we are at least 
beginning to identify the really big market failures, the big macroeco-
nomic externalities, and the best policy interventions for achieving high 
growth, greater stability, and a better distribution of income. 

 To succeed, we must constantly remind ourselves that markets on their 
own are not going to solve these problems, and neither will a single inter-
vention such as changing short-term interest rates. That this is so has been 
proved time and again over the last century and a half. We should not 
let ourselves be deceived again by overly simplistic models that suggest 
otherwise. 

 And as daunting as the economic problems we now face are, acknowl-
edging this will allow us to take advantage of the one big opportunity that 
this period of economic trauma has afforded: the chance to revolutionize 
our flawed models, and perhaps even exit from an interminable cycle of 
crises.   

 Notes 

 This chapter, an extended version of a discussion presented April 17, 2013, at 
the IMF Conference  “ Rethinking Macro Policy II: First Steps and Early Lessons, ”  
is based on joint work with a number of my colleagues, cited below. I especially 
want to thank my long term coauthor Bruce Greenwald. Research assistance from 
Laurence Wilse-Samson and Eamon Kircher-Allen is also gratefully acknowl-
edged. I also wish to acknowledge financial assistance from the Institute for New 
Economic Thinking, and to acknowledge its agenda to reexamine the foundations 
of macroeconomics in the light of the crisis. 
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