
Chapter 6 – Andrew Smithers 

 

 

190 

 

 

There are a wide variety of measures which could contribute to avoiding or at least 

mitigating major crises. Several of these are the subject of other chapters, such as 

encouraging safer and smaller financial institutions, perhaps through higher equity ratios 

escalating with size; others which are potentially important but outside the scope of our 

discussion include tax
7
 and legal reforms. This chapter concentrates on using 

macroeconomic policy to dampen asset and credit bubbles. 

 

 

The Blame Game 

 

Suggesting that macroeconomic policy can be used to moderate future crises 

implies that poor policy has made a significant contribution to past ones and immediately 

raises the question of ―who is to blame?‖ Those in the dock include commercial bankers, 

regulators and central bankers. My conclusion is that, while central bankers have made 

serious policy errors, their blame for these is mitigated by the lack of an appropriate 

structure for managing policy.  

 

I also consider that far too much attention has been placed on ways to improve 

behaviour. While it is undesirable that bankers should have an incentive to behave in 

ways which are detrimental for the economy, it should be recognised that bankers have at 

least one quality in common with burglars, which is that they both make money by taking 

risks, not all of which contribute to social welfare. Sudden sharp rises in the incidence of 

risk taking cannot sensibly be ascribed to sudden declines in the moral standards of either 

group, though of late this appears to have been a popular pastime with regard to bankers. 

Technical advances, such as new safe blowing equipment for burglars and new ways of 

avoiding regulations for bankers, are possible contributors to increased costs for the 

economy, but increased opportunities will invariably lead to greater activity. In my view, 

excess liquidity represents for bankers the not-to-be-resisted temptation that open doors 

and windows provide for burglars.  

 

When seeking to avoid future crises, it is important to consider the recurring 

problems of major recessions and financial crises. While these have many similarities, 

they are not identical. Concentrating solely on the latest crisis draws excessive attention 

to such particular issues as international imbalances and financial innovation, which may 

have amplified the current problems, but which cannot explain earlier ones.
8
 There may 

be more than one cause of crises and more than one danger signal.  

 

 

                                                 
7
 Leverage increases the risk of crises and in every major economy the corporation tax system 

encourages leverage by effectively subsidising the cost of debt compared with equity finance. 
8
 It would be foolish not to ban smoking in petrol station forecourts on the grounds that this has not 

been the cause of the most recent disaster. We are not seeking to prevent the last crisis, but the next one. 
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Asset Prices 

 

Historically, asset prices have warned of rises in systemic risk. They affect the real 

economy and are also an important part of the transmission process, whereby central 

banks influence demand. They are therefore important as signals and, when they fall 

sharply, they hinder the ability of central banks to support the economy. A close watch on 

assets‘ prices is thus a necessary part of any credible policy for reducing systemic risk. 

Three sets of prices in particular need to be monitored closely - share prices, house and 

land prices, and those which measure fluctuations in risk aversion by holders of debt 

assets.  

 

Why the Stock Market Matters 

 

Changes in the level of share prices affect demand in the real economy. Rises 

reduce the cost of equity capital and are therefore likely to encourage investment, though 

this impact may be hard to distinguish from the psychological effect on business 

confidence. By raising the value of past savings, the need for additional savings for 

retirement at least appears to diminish. ―Why bother to save if the stock market does it for 

you?‖ As illustrated in Chart 1, this relationship is readily demonstrated for the US. 

Pension savings have contributed on average around 50% of the total savings of the 

household sector and have risen when the stock market has fallen and then fallen again 

when it has risen.  

 

 

Chart 1. US: Pension Savings & the Stock Market. 
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It has been shown that stock prices respond in an ephemeral way to changes in 

interest rates, but that there is no long-term relationship between interest rates and share 

prices.
9
 I show that equity prices are mean reverting around fair value and the more they 

exceed it, the greater is the risk that they will fall whether or not interest rates are also 

declining. Collapsing equity asset bubbles thus disrupt the transmission mechanism, 

whereby central banks affect the real economy 

 

                                                 
9
 See Appendix 3 by James Mitchell in Wall Street Revalued Footnote 5 op. cit.  

Chart 2. US: Probability that Interest Rate Changes 

Affect Share Price Changes.
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The value of the stock market can be measured either by q (market value/net worth 

of non-financials adjusted for inflation), or by the cyclically adjusted PE (―CAPE‖). 

These metrics are testable and agree. Chart 3 illustrates both the agreement and the ability 

to satisfy one test – that of mean reverting. Chart 4 illustrates their ability to satisfy 

another test, which is that they are able to forecast, albeit weakly, future returns. When 

we have enough data, such as the next 30 years of returns, we can rank years in the past 

by the average returns they gave to investors over the next one to thirty years. Years 

which gave good returns were clearly those in which the market was relatively cheap and 

vice versa. We can then compare these ―hindsight values‖ with the value measured by q 

and CAPE. Chart 4 shows how well these hindsight values, derived from subsequent 

returns, fit with past values derived from q (similar though slightly less good results are 

shown if CAPE is used).
10

  

 

                                                 
10

 For a fuller account of these metrics of stock market value and the tests for their validity see Wall 

Street Revalued.  

Chart 3. US Stock Market Value. 
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Chart 4. Testing: US q  Compared with Hindsight Value. 
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Chart 5. US: Household "Discretionary" 

Savings and Value of Real Estate. 
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House Prices 

 

There is a close parallel between the influence of house prices on the economy with 

that shown by equities. Movements in house prices have a very similar impact on savings 

as movements in share prices, as we illustrate in Chart 5. House prices also appear to 

rotate around an equilibrium level and their over or undervaluation can be ascertained by 

reference to real incomes,
11

 as illustrated in Charts 6 and 7.  

 

It also seems likely that short-term interest rates seem to have an ephemeral impact 

on house prices.
12

  

 

 

 

                                                 
11

 See A Spatio-Temporal Model Of House Prices In The US, by Sean Holly, M. Hashem Pesaran 

and Takashi Yamagata (2008), forthcoming in Journal of Econometrics, “This allows us to find a 

cointegrating relationship between real house prices and real per capita incomes.‖ 
12

 This seems to have been accepted, albeit with some reluctance, by Dr Bernanke in his 3
rd

 Jan 2010 

AEA speech. 

Chart 6. US: Housing Affordability. 
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Fluctuations in Risk Aversion by Holders of Debt Assets 

 

The value of debt assets responds to three variables, which are the level of risk-free 

interest rates of different durations, the default risk and the variable return that investors 

require from sacrificing liquidity. (The relative liquidity of an asset depends on the extent 

to which its price changes under the impact of transactions. The price of a highly liquid 

asset will change much less when say £1,000,000 is sold, than a less liquid asset.) It is 

possible to measure the ―compensation for illiquidity‖ by measuring differences in the 

return to debt assets of differing liquidity but otherwise similar characteristics, such as 

default risk and duration. One approach to this
13

 shows that the compensation for 

illiquidity has varied in a similar, but not identical, way to concerns about default and 

often by as much as those concerns. I illustrate in Chart 8 the compensation for illiquidity 

calculated by this approach for US investment grade bonds. Over the admittedly limited 

time for which we have the data, the Chart shows that the compensation for illiquidity 

was well below average in 1997 and 1998 and again from 2004 to 2007.  

 

                                                 
13

 Decomposing corporate bond spreads by Lewis Webber & Rohan Churm, Bank of England 

Quarterly Bulletin 2007 Q4 533-541.  

Chart 7. UK: Housing Affordability. 
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A low return from the loss of liquidity is a clear sign that risk aversion is unusually 

low. In these circumstances banks are particularly vulnerable. When risk aversion rises, 

the value of debt of any given duration will fall and, as liquidity falls with duration, a 

rising level of risk aversion will cause both major types of assets held by banks, loans and 

securities, to fall in value.  

 

When risk aversion falls to a low level, it is an obvious sign of danger, but the 

degree to which this poses a major risk to the economy depends not only on the level to 

which risk aversion has fallen, but the degree to which policy adjustments can readily 

counteract the damage. Policy moves to offset the negative impact on the economy of 

changes in risk aversion can be either fiscal or monetary. But monetary changes alone 

may not be sufficient and this will be particularly likely if asset prices fall, as will often 

be the case, and may be the trigger which sets off the sudden change in the perceived 

risks of default.  

 

Conclusions 

 

Economic policy aimed at maintaining low and stable inflation is a necessary but 

not sufficient condition for achieving economic stability. Low consumer price inflation is 

compatible with asset bubbles. These pose major risks to the economy and, together with 

other signs of excessive monetary ease, must be avoided. At present there is no adequate 

institutional structure for monitoring these risks and taking, or at least recommending, 

action to forestall them. It is essential if we are to try to prevent similar problems to those 

we have just experienced from recurring.  

Chart 8. US: Risk Aversion Implied 

from Investment Grade Bonds. 
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Chapter 7 
What framework is best for systemic 

(macroprudential) policy? 
 

Andrew Large
1
 

 

This chapter identifies a significant gap in today‟s economic/financial policy 

framework and suggests for debate an approach to fill it. It addresses systemic financial 

failure which, as recent events have amply demonstrated, can give rise to significant 

fiscal and welfare costs.  

  

Seeking to prevent such failures has encouraged a plethora of regulatory initiatives. 

This chapter suggests that, important though they may be, they will not on their own 

prevent crises. It proposes a policy framework for containing systemic dangers but 

recognises that there are a number of significant and difficult issues on which at present 

there is no clear-cut conclusion. Important interfaces with other policy areas – such as 

monetary and regulatory – are considered. Encouragingly the policy debate and 

increasingly political intentions in both Europe and the US do now seem to be focussing 

on these issues and the new UK government has announced its plans to move in this 

direction. 

 

 

Executive summary  

 

The policy framework needs to comprise a number of elements. It must provide for 

assessing the systemic conjuncture on a regular basis and identifying emerging risks. 

Crucially, it must ensure that the diagnosis is translated into effective pre-emptive action, 

which in turn means ensuring that appropriate policy instruments are available and that 

the relevant bodies have full authority to use them. In addition, the framework must set 

out clear mechanisms for disclosure and accountability. Despite the difficulty of formal 

cost benefit analysis, the chapter suggests that the welfare benefits of success would 

justify the deployment of significant resource and effort.  

 

The need to monitor a range of indicators of financial stability (or instability) is 

emphasised, of which it is suggested that leverage and overall indebtedness are especially 

important. The question of targets is addressed noting that, in contrast to monetary 

policy/inflation, the choice is more open and quantification is more difficult.  

  

The questions of policy instruments and of governance arrangements associated 

with their use are raised. The former remains a subject of debate although the chapter 

                                                 
1
 I am extremely grateful to Alastair Clark for his substantial input. 
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suggests that overall capital ratios should be a candidate. There remain however 

uncertainties about just how effective they would prove to be and about the interaction 

with micro-prudential policy (whose principal goal is the avoidance of individual firm 

failure). Questions are also raised about calibration and about automaticity versus 

discretion in deployment. On policy governance, it is suggested that the systemic 

authority, should take decisions about the deployment of its ―own‖ instrument. It should 

however also be mandated to make observations or recommendations to other 

policymakers whose areas of activity have a systemic stability dimension. This includes 

monetary policy, regulatory policy, competition issues and fiscal policy.  

 

The relationship with monetary policy is specifically recognised but it is argued 

that, for reasons of accountability and effectiveness, it would be preferable to keep the 

policy areas apart. 

  

The complex institutional issues for the successful delivery of policy are next 

examined. These include clarity of objectives, independence from the political process, 

and requisite skills and experience. The importance of transparency of process is noted.  

 

The institutional structure might vary from jurisdiction to jurisdiction, but might 

focus on a ―Systemic Policy Committee‖ receiving inputs from diverse areas which may 

be located in different existing authorities. However the case is made for housing the 

Committee itself within (or attached to) the central bank. Questions of the implied 

concentration of power are noted.  

  

Although policy delivery should ideally be on an international basis, the lack of 

global government makes this impractical to achieve. This chapter leaves to others the 

debate on how best this vital dimension should be developed. Accordingly, and ideally 

with clear guidance from and coordination by international authorities, the chapter 

suggests that individual jurisdictions will need to implement their own policy 

frameworks. It emphasises that such frameworks need to be pragmatic and operationally 

practical as well as addressing the difficult areas of analysis. 

 

Finally to provide a concrete example, an outline of how such a framework might 

be constructed in practice is put forward, taking the case of the UK. 
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Introduction 

 

The previous chapter ―Can we identify bubbles and stablise the system?‖ by 

Andrew Smithers discussed various indicators of systemic risk, notably ―over-exuberant‖ 

asset prices and credit bubbles, and pointed out that we did not have an adequate 

institutional structure for monitoring these risks and taking, or even recommending, 

action to forestall them. 

 

Although the current environment, with continuing economic and financial strains, 

may complicate implementation and introduction of any new policy approach, the 

experience of the past three years demonstrates very clearly the need to reinforce policy 

in this area. That experience has also called into serious question several of the principles 

which, explicitly or implicitly, underpinned the approach to financial regulation (and 

indeed other aspects of financial and economic policy), notably the Efficient Markets 

Hypothesis and Rational Expectations. It has in addition raised the issue of whether the 

range of ―conventional‖ policy instruments – short-term interest rates, the fiscal stance, 

regulatory capital requirements and so on – are adequate to deliver not only low inflation 

and sustained growth but also continuing financial stability. And if the conclusion is that 

they are not, the corollary is a need to establish a policy framework and identify 

instruments which will ―plug the gap‖. 

 

This chapter responds to that challenge and considers a possible framework for 

delivering such policies. It identifies a number of significant and difficult issues on which 

at present there is no clear-cut conclusion, but suggests some possible approaches for 

debate. The challenge is the greater because of the need on the one hand to address the 

complex analytical issues while on the other to find a practical operational structure to 

ensure that policy is both developed and then actually delivered.  

 

Encouragingly the intellectual debate and increasingly political intentions do now 

seem to be focussing on creating such policy frameworks. Examples of this are emerging 

with the intended European Systemic Risk Board which the ECB will chair; in the US as 

outlined in the recent draft Senate bill; and in the UK.  

 

Questions which arise include: 

 

Is it feasible/legitimate to try to turn financial stability into an executive 

responsibility along the lines of monetary stability, certainly at this stage of the debate (it 

took a very long time to get there with monetary policy)?  

What should the mandate for this policy area actually be? 

What instruments would help in delivering the mandate, and who has or should 

have the ownership and power to deploy them? 
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How will the interaction of supervisory/microprudential and systemic/ 

macroprudential policy be handled without confusing and/or excessively complicating 

governance and accountability arrangements?  

Would capital requirements actually be effective as an instrument for controlling 

credit/gearing? If not are there better candidates? 

How will/should systemic/macroprudential and monetary policy interact? To what 

extent should they be separated or handled together?  

 

It may be helpful to make a few introductory points. 

 

1. Global issues. In what is essentially a global financial marketplace, a global 

approach would be the ideal. But as in so many other areas, this runs up against the 

tension between global commercial models and national legislative and legal frameworks. 

This tension is all the more acute in the context of financial stability because at present 

only national governments have the discretion to apply fiscal resources to the resolution 

of crises, and in taking such action they are accountable to national electorates. 

 

This of course raises the question of whether supra-national bodies – most plausibly 

perhaps the IMF in conjunction with the FSB and Basel committees – should have a 

bigger role to play, going beyond any current contribution as standard setter, source of 

experience and provider of assessment capability. Whilst acknowledging the importance 

of the global issue, it is not the subject of this chapter.  

  

In the absence, however, of such a global – or even regional - authority [other than 

that which is perhaps emerging in the EU], the delivery of policy will fall mainly to 

individual countries, who will need to implement measures in a way which commands 

legitimacy with all relevant stakeholders. 

 

It would nevertheless be helpful if each jurisdiction adopted a similar conceptual 

framework and addressed the basic issues in a consistent way. This should ensure broad 

similarity of approach while accommodating the particular features of each jurisdiction. 

In addition we have to start somewhere! If one or several jurisdictions put their toes in the 

water, others are likely to follow encouraged by a mixture of pressure from the global 

authorities and their peer group.  

 

2. Microprudential/regulatory initiatives. There may be some who feel that, with 

the multitude of micro measures in place or in prospect, we should rest there for a 

moment and not attempt to develop a new area of policy involving difficult judgements 

and complex political issues. The counter-argument is that, whatever the merits of these 

micro- measures, there are serious doubts about their collective capacity to deal with 

emerging systemic pressures.  



Chapter 7 – Andrew Large 

 

 

 203 

 

 

Many would argue that, historically, systemic oversight and policy were the 

preserve of central banks and that this area of policy is not therefore new. What is new, 

however, apart from having to deal with vastly more complex markets and global 

interactions, is the need for such policies to respect modern approaches to law and 

accountability. Monetary policy has in many countries now been given the statutory 

backing needed to confer ‘legitimacy‘. Financial stability objectives, on the other hand, 

have been imprecisely specified or left in the too difficult box. Financial authorities were 

left with the alternatives of acting presumptively i.e. as though they did have the requisite 

powers, or of deciding that they could not take the risks of so doing.  

 

3. Nomenclature. A key underpinning for today‘s typical monetary policy 

frameworks is that people accept the benefits of price stability. In present circumstances, 

it seems plausible that they might also increasingly see the need for financial or systemic 

stability. The term ‗macro-prudential‘ policy, which is often used in much the same sense, 

whilst clear to policymakers, may appear to many rather technical and discourage a wider 

audience from engaging in the debate. So this chapter uses the term ‗systemic policy‘ 

which describes the oversight, assessment and delivery of policy and can be seen as a 

complement to ‗monetary policy‘. 

 

4. Timing. The timing of any move to put systemic policy frameworks into effect is 

complicated by the fact that we are far from the steady state which the framework is 

designed to maintain. On the other hand, the backdrop and aftermath of the crisis may 

provide a favourable time to think hard about how to implement a policy framework to 

reduce the probability of crises of this magnitude happening again. 

 

5. Cost. Clearly there would be no point in trying to reinforce the systemic policy 

framework unless the welfare costs of doing so were demonstrably less than those which 

might arise from failing to do so. 

 

Recent evidence is that the fiscal costs of financial bailouts, and even more the 

overall welfare costs of dealing with the results of acute financial instability, are 

extremely high. It would seem therefore that, despite the absence of a formal cost benefit 

analysis there should be a large constituency for policies to mitigate the risks and costs of 

future financial crises.  

 

This nevertheless leaves open the question of whether such policies might 

themselves impose a cost in terms of long term growth. Growth in the mature economies 

may well have been slower in the decade up to 2007 if policy had leaned against the 

build-up of indebtedness. But there is no clear evidence that, over the longer term, 

average growth rates consistent with a sustainable level of leverage would be lower than 

those in the ‗leverage unconstrained‘ world (when higher growth in upswing has to be 

combined with reduced or negative growth in busts). They may even be higher. 

Moreover, lower volatility in the growth rate might provide additional welfare benefit.  
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1.  Mandate 

 

Proposal 

The proposal for debate is that an overarching mandate be given to policymakers in 

some public body [hereafter referred to as the Systemic Policy Committee (SPC): but see 

section 5 below] on the following lines.  

 

‗To review and assess the systemic conjuncture, to identify actual or incipient 

threats to financial stability, to apply the policy instruments available to it directly and, 

where necessary, to recommend policy actions to be taken by other relevant 

policymakers, so as to secure and maintain financial stability. ‘ 

 

Financial instability and the crises to which it can give rise, occur when there is a 

sudden and general collapse in confidence in the soundness of the financial system. This 

is likely to be associated with doubts about the ability of one or more participants in that 

system to meet their obligations, in turn precipitating the familiar pattern of herd 

behaviour, a drying-up of liquidity and the fire-sale of assets by banks or others. The 

question is what are the circumstances which can create such doubts? Assessing the 

probability that a crisis may occur requires complex judgements in relation to a number of 

interrelated factors. So do decisions about when and how to signal concerns and/or to use 

the available policy instruments. [Excellent analyses are provided inter alia in recent 

publications by the de Larosiere group on Financial Supervision in the EU [Feb 2009], G-

30 on Financial Reform [2009], Bank of England on Macroprudential Policy [Nov 2009] 

as well as significant literature from the IMF, FSB and Basel institutions]. 

 

Leverage and the systemic conjuncture 

Previous financial crises demonstrate that confidence is likely to be more fragile the 

greater the degree of leverage in the system. (The term ‗leverage‘ is used here in a broad 

sense to cover ‗balance-sheet-relevant‘ items [ie including SPVs, SIVs, etc] as well as the 

embedded leverage in derivatives and other related products and is not confined to the 

banking system.) The term ‗systemic conjuncture‘ covers the level of leverage in the 

economy, the robustness of both the system as a whole and individual institutions to 

shocks, the fiscal and monetary environment and the state of confidence in the system‘s 

ability to repay debt in full and on time. 

 

Executing the mandate and its evolution 

Assessing the systemic conjuncture as outlined above will mean reviewing a range 

of indicators. There is no single indicator of either leverage, or confidence. Instead the 

SPC will need to consider the relevance of a number of indicators, both levels and where 

relevant rates of change over time, including: 
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 national and international imbalances; 

 the overall level of leverage within the system; 

 the level/rates of change of indebtedness of different sectors and of the economy as 

a whole (i.e. external indebtedness);  

 the asset exposures and potential dynamic and behaviour of non-leveraged [long 

only] as well as leveraged asset managers; 

 the level of asset prices, for example equity prices, house and commercial property 

prices, etc relative to their long-term trend or their relationship with other economic 

variables; 

 market measures of uncertainty and risk, for example asset price volatility, credit 

spreads on bonds of various types, CDS prices, etc; 

 new products and securitisation techniques which may be manifestations of 

arbitrage to avoid measures taken to mitigate systemic dangers; 

 the outcome of stress testing of financial institutions and the system as a whole; 

 trends in external measures of confidence and risk appetite. 

 

Such reviews will need to be set against judgements about the resilience of the 

system and about the potential effectiveness of policy measures and sanctions available to 

the authorities, including the techniques for the resolution of problems affecting 

individual financial firms. 

 

Depending on the conclusions, decisions will then need to be taken about 

deployment both of the instruments available directly to the SPC and on what advice, 

recommendation or ―encouragement‖ the SPC should give to other policymakers on 

issues deemed relevant to financial stability. 

 

Targets 

It is not proposed that the SPC should be given any single target variable, bearing in 

mind the untested nature of policy in this area, nor at this stage does it seem sensible to 

determine whether targets should be hard or soft. As part of its remit, however, the 

systemic/ macroprudential authority should be asked to consider, in the light of 

experience, whether any particular target or set of targets should in due course be 

formalised. It is widely recognised that identification of such a target or targets is likely to 

be materially more difficult than for monetary policy where the main focus has been on 

the delivery of low and stable inflation. 

  

Issues arising 

Given the difficulty of defining a precise objective, there is a legitimate question 

about the feasibility of constructing any satisfactory policy framework. Is it achievable in 
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practice and can it be effective? It is worth noting however that other areas of public 

policy, notably monetary policy, have faced similar issues at early stages in their 

development which have in many cases now been overcome. The view expressed by 

some, that it is all too complicated to justify the attempt, seems excessively negative, 

particularly given the substantial real cost of the recent crisis and the widely-held view 

that, in the absence of additional measures to address this gap in policy, a similar or even 

more severe crisis might well occur within a generation. Furthermore, it seems doubtful 

whether, on their own, the multitude of microprudential and resolution measures 

introduced recently with the goal of mitigating systemic risks will actually achieve the 

desired result. 

 

 

2. Policy Instrument 

Proposal 

The SPC would be mandated to act in two ways.  

 

Firstly it would have the authority to deploy its ―own‖ policy instrument. This is 

discussed below with the proposition that the instrument should be based on capital ratios. 

Secondly it should assess the impact of other policy areas on systemic stability, and be 

mandated to make recommendations to the authorities responsible for these policies, to 

which the authorities would be expected to, respond perhaps on a comply-or-explain 

basis.  

 

„Own‟ policy instrument 

This should be capable of deployment on a regular and continuing basis and will 

need to satisfy a number of criteria, including: 

 it should address the root causes rather than merely the symptoms of instability. 

 it should ideally be independent of the instruments used in other areas of public 

policy; without that, there is a risk of confusion and unclear accountability.  

 

Accordingly, so long as they continue to be assigned to delivering an inflation 

target, short-term interest rates would seem to be disqualified as the ‗own‘ instrument 

even though they are certainly likely to have a bearing on financial stability conditions, 

and in some circumstances may indeed be the subject of recommendation by the SPC.  

 

The candidate proposed for discussion would be a capital or gearing ratio [perhaps 

in conjunction with reserve requirements]. This would have its principal impact on banks, 

the main agents for extending credit. Furthermore, given the effect on the cost of 

providing this credit, the impact would extend indirectly to credit users such as 

investment banks and hedge funds.  
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This of course could also fall foul of the problem of ‗single instrument two policy 

objectives‘ [because capital ratios are at present assigned to microprudential supervisors, 

with the prime objective of achieving an acceptably low probability of individual-firm 

failure]. However capital ratios would meet the first criterion above in that they would 

bear directly on the cost both of creating credit and of increasing leverage.  

 

In relation to the second criterion, it might be argued that the two objectives are in 

fact not genuinely distinct – that systemic and individual firm stability are de facto highly 

correlated. Although there must be some merit in this point it is hardly borne out by 

recent experience.  

  

So assuming that capital ratios were indeed the chosen instrument, it would be 

necessary to define a hierarchy, or at least some clear relationship, between the two policy 

areas. This could be to assign to the systemic/macro-prudential policymaker ‗ownership‘ 

of the overall Risk Asset Ratio [the Basel ―8%‖]. This would give the SPC a way to 

influence the cost of creating, and thence the overall growth of, credit.  

 

Meanwhile the microprudential supervisor - focussed on the strength of individual 

firms - would be able to assign relative weights to different classes of assets in the RAR 

computation, also taking into account judgments on a firm‘s individual risk 

characteristics.  

 

Policy areas with systemic relevance 

Separately the SPC might also be mandated to make recommendations to other 

policy makers, including the micro-prudential supervisor, in relation to policy instruments 

under their control such as liquidity policies etc. The latter would be expected to respond, 

perhaps on a comply-or-explain basis.  

 

Breadth of mandate  

Other policy areas relevant to systemic policy include monetary policy, fiscal 

policy, competition policy and microprudential policy, the latter including, for example, 

capital and liquidity standards but also incentives and remuneration policies. This raises 

the question of exactly what powers and responsibilities the SPC should have in relation 

to these other areas. For which should it have a remit/duty to make recommendations and 

for which should it merely take the relevant policy stance into account in making its own 

decisions? Microprudential and monetary policy might fall into the former category 

whilst fiscal policy might fall into the latter.  

 

Other instruments 

It would be necessary to consider also what might be equivalent instruments to 

contain systemic pressures arising independently from and outside the banking sector. 

Instruments such as the solvency ratio, in relation to the insurance sector, might be 

considered here. As more generally, it would be important to avoid measures which made 
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sense at the individual firm level but which could prove destabilising for the system as a 

whole. 

 

Role of interest rates  

Finally, putting to one side the issue of multiple targets for a single instrument, 

there is debate as to whether interest rates would be more effective than capital ratios in 

containing leverage growth. The balance is hard to predict; general interest rates levels 

impact banks‘ cost of funds whereas capital ratios influence the cost of intermediation 

and therefore affect the willingness of intermediaries to supply credit. 

 

Granularity issues 

Our proposal is that it would be preferable for the SPC to ‗own‘, and direct the use 

of, a single policy instrument, following the model of monetary policy. It would be 

possible in principle for the SPC to adopt a more granular approach to influencing the 

growth of credit, for example by setting different and/or variable capital ratios for 

different classes of assets (say mortgages or commercial real estate loans or loans to 

SMEs). 

 

Although in some circumstances such measures might seem attractive, they involve 

a number of serious downsides: 

 First it would complicate the conduct of systemic policy and potentially make it 

more difficult to reach clear conclusions or establish behavioural expectations and 

reaction functions as regards the SPC [see below ‗Calibration‘] 

 Second it could potentially confuse or undermine the legitimacy and governance 

structure of the other authorities already charged with particular areas of policy 

 Third use of micro instruments could lay the SPC process open to a greater degree 

of political pressure given the differential impact on different segments of the 

economy. [Note however that, it may sometimes be easier politically to justify 

raising capital requirements for lending to a particular sector or sectors where credit 

growth has been ―excessive‖ and that in some circumstances a more granular 

approach could also alleviate tension with monetary policy goals.] 

 Fourth, however, and perhaps most important, it is not clear that a granular 

approach could be made to work satisfactorily in practice. If the objective is to 

contain overall leverage and credit growth, applying constraints only to particular 

sectors is likely to generate a ―squeezed balloon‖ effect.  

 And finally, micro-intervention seems inconsistent in principle with what is 

intended to be an overarching macro dimension to financial policy. This might be 

regarded as philosophically unacceptable in some jurisdictions. 

 

Calibration 

There is at present no reliable estimate of what effect a given adjustment of overall 

capital ratios would have on credit growth. Again, however, this is not a new challenge 
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for policy: in the context of monetary policy, the impact of alterations in interest rates on 

inflation is also hard to judge.  

 

Two factors are relevant in considering this problem: 

 First, a regular and reasonably frequent process of assessment would allow ―course 

corrections‖ to be made if credit growth seemed not to be adequately restrained. 

Such assessments, as in monetary policy, would clearly need to take account of 

significant lags in the response to capital ratio changes. 

 Second, as the policymakers‘ reaction function becomes more stable and better 

understood, so pre-emptive behaviour is likely to become more common and the 

degree of adjustment of the policy instrument needed to achieve a given impact is 

likely to be less. (Facilitating understanding of this reaction function is a further 

reason for keeping the instrument environment simple and avoiding multiple 

instruments.) 

 

Discretionary or automatic 

An obvious further question is whether the instrument should be deployed on an 

automatic or a discretionary basis.  

 

Automatic countercyclical adjustment of capital requirements is under discussion as 

part of the FSB and Basel Committee processes. It is perceived to be of value both in 

reducing credit cyclicality and in countering the danger of regulatory or supervisory 

forbearance or political interference. It seems probable, however, that discretionary use of 

the instrument will also be needed – and in any case wise to make provision for such use 

– given the many factors which influence credit conditions and the overall systemic 

conjuncture. In effect the deployment of such adjustment by national systemic 

policymakers would be constrained by such globally set, and transparent, adjustments, but 

not overruled by them. 

 

 

3. Relationship with Monetary Policy 

Interplay of policy areas 

As proposed above, interest rates and capital ratios would be designated as the 

prime instruments to impact the root causes respectively of, inflation and credit/leverage. 

But the two instruments interact: movements in interest rates will affect the evolution of 

credit and leverage and capital ratios will affect the monetary transmission mechanism. 

And both may have an impact on growth. The question is whether this matters and, if so, 

what can be done about it. 

 

At a minimum, it seems clear that policy assessment in each area should take into 

account policy actions in the other. This follows precedent in a number of jurisdictions 
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where monetary policy takes fiscal policy into account. In a similar way, monetary 

policymakers might be formally enjoined to have regard to systemic stability issues and 

vice versa for the SPC, although there is clearly a critical question about what ―taking into 

account‖ would mean in practice. Over time, the two sets of policymakers may well 

develop expectations about each other‘s likely policy actions.  

 

This raises the question of whether an ‗equilibrium‘ delivering both price stability 

and financial stability objectives could be reached, or whether the set of actions and 

counteractions would be recursively self-defeating and potentially destabilising. In 

practice, this seems unlikely to be the result any more than it is in relation to fiscal policy, 

although the outcome would depend on precisely how the systemic/macro-prudential 

target came to be specified.  

 

The additional credit/leverage constraint could of course have an impact on growth. 

But a possible criticism of the current policy framework is precisely that the growth rate 

compatible with the inflation target alone has in recent years been higher than was 

compatible with the maintenance of financial stability.  

  

So arguably the following equilibrium might emerge. Higher capital ratios and 

slower credit expansion would allow price stability to be delivered with slightly lower 

interest rates. And while growth in the short to medium term might be slightly slower, the 

threat of financial instability as a result of rising leverage would be reduced and long-term 

growth might actually be enhanced. 

 

Combine monetary policy and systemic stability?  

Alternatively it is argued by some that, if there is indeed a case for a policy 

initiative in relation to systemic stability, it might be better to extend the remit of the 

relevant monetary policymaker. Although there are significant and possibly decisive 

contrary arguments, this is an important point to address.  

 Experience suggests that introducing more policy goals increases the risk of 

suboptimal implementation. For example monetary policy in the UK 

already has price stability as its goal, albeit with a subordinate objective of 

supporting the Government‘s wider economic objectives. Jurisdictions 

which attempt to deliver several goals (e.g. price stability and growth) with 

the single instrument of short-term interest rates face inter alia greater 

difficulties in explaining policy decisions, in creating a reaction function and 

in managing inflationary expectations. This arises for the obvious reason 

that there are often tensions between the actions indicated by the different 

objectives.  

 The experience and capabilities required of those involved in formulating 

and executing monetary and financial stability policies differ in important 

respects. Experience of supervision and financial market dynamics are 
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essential in the context of financial stability, just as an understanding of 

macroeconomic and monetary theory and practice are needed for monetary 

policy. It would be preferable to ensure that each area is fit for purpose 

rather than trying to embrace all the needs of both policy areas in a single 

committee.  

 Accountability, on both the monetary and financial stability sides, is likely 

to be more effective if each is accountable for a single rather than multiple 

area of policy. Moreover, from the point of view of individuals it could be 

uncomfortable to be accountable for quasi-political judgements about the 

relative weight to be accorded to different policy objectives, especially since 

political perceptions of relative importance are likely to change over time. 

 The nature of the assessment process is different. Monetary policy 

assessment is about stability within a band or around a target over time. And 

there is regular and reasonably clear-cut evidence on whether that is being 

achieved. In the case of financial stability policy, while instability is also 

obvious, by the time that point is reached policy has failed. Instead policy 

has to be based on unobservable probabilities that a state of instability might 

arise. Trying to combine both approaches in a single process could risk 

compromising the integrity of both.  

 Finally, policy in the two areas is at different stages of development. There 

is still a great deal to learn in the area of financial stability policy. It needs to 

find its own place in the thinking and expectations not just of the authorities 

but of the public and industry. It is vital that the public sees systemic policy 

issues as part of everyday life and not just during a crisis! 

 

There are no doubt countries, particularly where the liberalisation of the financial 

sector is not complete or the capital account remains partially controlled, where the two 

areas of policy are satisfactorily carried out together. Such countries may feel the absence 

of an explicit financial stability regime less strongly. In practice they accommodate 

systemic issues within their monetary policy regime. India is one such example. In the 

case of mature and fully open economies with existing monetary policy frameworks 

however the issues set out above become more important.  

 

Finally it is certainly the case that someone must in the end make the overall 

assessment of the combined impact of systemic and monetary policy measures. This will 

require careful thought. It would probably be assisted by housing the two areas of policy 

at or close to a single institution [the Central Bank], but that may raise in turn issues about 

concentration of power (see 5 below).  
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4. Institutional features: Qualities necessary for the 
success of systemic policy 

 

More than for monetary policy, which is better understood, systemic policy 

decisions could at this stage be unpopular. The impact, for example, of constraining credit 

growth/leverage would be felt by many different groups - politicians, bankers, 

industrialists and consumers. So, however ill-advised, resistance to constraining the ‗fuel‘ 

of credit growth can be expected from politicians whose ‗growth story‘ may be 

compromised; bankers [and bank shareholders] whose remuneration and profits are likely 

to be impacted; and the public and other users of credit because ―live now, pay later‖ has 

an enduring appeal.  

 

For these reasons: 

 

(i) The objectives and mandate should be set by the political process.  

 

(ii) The conduct of policy within the framework should be independent of political 

process but accountable to it. 

 

(iii) The arrangements should incorporate features which have proved themselves 

in other policy areas, notably monetary policy. This includes regularity of 

assessment, even if perhaps less frequent than for monetary policy. 

 

(iv) Particular qualities/experience and skills will be needed. Irrespective of the 

precise institutional arrangements an SPC would need individuals with experience 

and skills at the highest level covering:  

 central banking 

 supervision of financial markets and financial innovation  

 practical experience of systemic events  

 academic understanding of the issues 

 handling relationships with Ministries of Finance/Treasuries 

 

(v) To command respect there needs to be adequate accountability of policymakers to 

legislatures and public: the arrangements should have ―legitimacy‖ in the eyes of 

directly interested parties and the population at large 

 

(vi) To support this, the process by which policy decisions are made should be 

transparent. Where appropriate the supporting analysis and assessment of early 

warnings should be disclosed, recognising that in some cases immediate disclosure 

may be undesirable and risk generating a destabilising erosion of confidence. This 

might apply to eg situations involving individual financial firms. A process for 

deciding what falls into that category would be needed and for judging cases 
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involving potential breaches of commercial confidentiality. Financial Stability 

Reviews go some way in this direction but they typically stop short of reviewing the 

background to policy decisions as such. The transparency process proposed in this 

chapter could be seen as an extension of the thinking behind FSR‘s, beyond being a 

channel for early warnings into a more formalised and effective framework for 

policy accountability. It is in any event important to enhance public understanding 

of financial stability issues, which should in turn facilitate acceptance of 

‗unpopular‘ decisions if these are seen to be directed at avoiding the high social 

costs of financial crises.  

 

(vii) There needs to be confidence that effective means and authority exist to implement 

policy decisions, whether the instruments are under the direct control of the SPC or 

lie with other bodies. 

 

(viii) Dedicated resources will be needed to assist the SPC carry out proper assessment 

and provide support. 

 

 
 

5. The „Vehicle‟ for systemic policy delivery: Institutional 
arrangements  

 

A Committee 

 

The choice of institutional arrangements will be a function of the legal, cultural and 

political environment in each jurisdiction. The options include a new self-standing 

institution, a department of an existing institution, or a semi-autonomous committee 

either within or anchored to an existing institution. Different approaches are already 

emerging [European Systemic Risk Committee at the ECB, separate committee as per the 

US Senate Bill]. 

 

For the sake of illustration as mentioned above we have assumed the creation of a 

Systemic Policy Committee (SPC). 

 

Should the SPC be freestanding or anchored to an existing 

institution?  

The proposition in this chapter is that a model with the SPC anchored or close to the 

central bank, has merit. There are valuable precedents in terms of monetary policy in 

many jurisdictions.  

This would build on and put onto a more formalised footing central banks‘ 

‗traditional‘ role in the area of financial stability. Specifically: 
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 Despite recent setbacks central banks command respect because of their expertise 

on systemic issues, their independence (in many cases) from political manipulation, 

their unique role as creators of central bank money and implementers of monetary 

policy, and their position at the ‗nerve-centre‘ of both national and international 

financial systems. Furthermore, they typically have wide experience of 

macroeconomic policy-making through their historic relationships with finance 

ministries.  

 Against this background, many people assume or expect central banks to be 

responsible for handling systemic issues. In that sense systemic policy is not ‗new‘. 

But in former times central banks tended to act ‗presumptively‘ without a formal or 

statutory mandate to do so.  

 A difficulty arose when formalised mandates for monetary policy were given to 

central banks, complete with accountability provisions. This made it less 

comfortable – and indeed potentially dangerous - to act presumptively in relation to 

systemic policy. And governments/legislators shied away from trying to create such 

formalised processes for systemic stability because of the difficulties in defining 

objectives and scope. The UK in 1997 is a case in point when responsibility for 

monetary policy was awarded to the Bank of England, but its role in relation to 

systemic stability was left unclear. This effectively encouraged an emphasis on 

monetary policy which tended to ‗crowd out‘ systemic issues. It is that deficit 

which we are now trying to address.  

 

Issues arising in relation to location 

Power  

If the central bank, an unelected body, is given responsibility for systemic policy, in 

addition to monetary policy and its normal central banking functions, would this mean 

that it became too powerful? Might it suffer from political challenge and reputational risk 

causing its effectiveness to be compromised?  

 

The question as to the degree of power that different jurisdictions feel comfortable 

placing in the hands of the central bank is an important one to which there are no easy or 

general answers. The matter is further complicated by the move in some jurisdictions to 

place responsibility for micro-prudential supervision with the central bank as well. If 

housing both systemic policy and micro-supervision, as well as monetary policy within 

the central bank were indeed thought to mean too great a concentration of power, there 

seems a strong case for assigning systemic policy to the central bank and micro-

supervision to a third party - either a unitary supervisory authority like the FSA [Japan, 

UK] or a standalone prudential supervisor like APRA [Australia]. But it is beyond the 

scope of this article to examine this issue further.  
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IV. The Eurozone: will its moral hazard sink the world? 

 

When the Soviet Union collapsed, an elite IMF team rushed to Moscow with a 

program to save the ruble zone. Creating money is not easy in a currency zone. The IMF 

came up with a voluntary solution. In essence: each new nation would have been able to 

print money as they wished, but with some oversight from other members and the IMF.  

 

The Russians, rightly, rejected this plan. Their point was simple: other nations 

would abuse this system by printing too much money to finance their spending and 

credits to banks, and so destroy the value of the ruble. The Russians wanted complete 

control, or they would not accept it.
15

  

 

This, in essence, illustrates the key flaw of the Euro zone today. The underlying 

problem is the rule for creating credit: in the euro zone, any government can finance itself 

by issuing bonds directly (or indirectly) to commercial banks, and then having those 

banks ―repo‖ them (i.e., borrow using these bonds as collateral) at the ECB in return for 

fresh euros. The commercial banks make a profit because the ECB charges them very 

little for those loans, while the governments get the money – and can thus finance larger 

budget deficits. The problem is that eventually that the government and banks have to pay 

back its debt or, more modestly, at least stabilise its public debt levels. 

 

This same structure directly distorts the incentives of commercial banks: they have 

a backstop at the ECB, which is the ―lender of last resort‖; and the ECB and European 

Union (EU) put a great deal of pressure on each nation to bail out commercial banks in 

trouble. When a country joins the eurozone, its banks win access to a large amount of 

cheap financing, along with the expectation they will be bailed out when they make 

mistakes. This, in turn, enables the banks to greatly expand their balance sheets, 

ploughing into domestic real estate, overseas expansion, or anything else they deem 

appropriate. Given the eurozone provides easy access to cheap money, it is no wonder 

that many more nations want to join. No wonder also that it blew up.
16

 

 

To make this system safe, the eurozone has a herculean task. The eurozone needs to 

demand that all nations spend ―within their means‖. This was the logic behind the growth 

                                                 
15

 See Dabrowski (1995) for a discussion of the contemporaneous debate and the reasons for the 

downfall of the ruble zone. 
16

 As Iceland moved towards its disastrous collapse, Richard Portes in a Financial Times editorial in 

October 2008 argued that one solution for Icelandic banks was for the government to seek membership in 

the euro zone so that the banks could gain access to the ECB as a lender of last resort. This 

recommendation, which in retrospect seems unconscionable, reflects the great difficulty understanding 

whether a nation faces a solvency crisis versus a liquidity crisis in the midst of a collapse in credit markets. 

Such difficulties make it ever more apparent how hard it will be for the ECB to avoid bailouts and the 

substantial moral hazard that ensues as member states suffer more crises in the future. 
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and stability pact, however the politics of implementing that proved impossible in the 

euro zone. This failure to stick to tough standards is directly reflective of the failures to 

regulate banks well around the world, but, they are on a whole different political 

dimension. It is difficult to stick resolutely to tight regulation, but much harder to 

convince voters that you should tighten fiscal spending because politicians in Berlin and 

Brussels are demanding it.  

 

The euro zone must also demand that all banks operate safely. For now, that task is 

largely devolved to the national regulators in each nation. Who can truly monitor each 

regulator in the sixteen euro zone nations to make sure each one is not permitting banks to 

take excessive risk? The answer so far is no one. The regulatory agencies at the euro zone 

level are simply too politically weak and confused to be able to maintain tough standards 

for decades, as required in the common currency zone. We already know it is difficult to 

do this at a national level, and we should be sure it will be ever more difficult when we 

add a layer of politics above that. The far more likely scenario is that, in a few year‘s 

time, we will start a new race to the bottom as some regulators relax regulations – so 

generating local credit booms – and political expediency then encourages other regulators 

to start relaxing too. 

 

The problem today is ever more severe because even the route out of this short term 

fiasco is unclear. The ECB has created several new lending facilities, while keeping its 

repo window open, so as to allow profligate sovereigns to continue refinancing their 

banks and public debts by building more debts. The governments issue bonds, European 

commercial banks buy them and then deposit these at the ECB as collateral for freshly 

printed money. This is the pattern for Ireland, Spain, Greece and Portugal. The ECB has 

become the silent facilitator of profligate spending in the euro zone.  

 

The ECB had a chance to dismantle this doom machine when the board of 

governors announced new rules for determining what debts could be used as collateral at 

the ECB. Some observers anticipated the ECB might plan to tighten the rules gradually, 

so sending a message that the institution would refuse to live up to the ―implicit 

promises‖ of bailouts which credit markets have been fed on. But the ECB did not do 

that. In fact, the ECB‘s board of Governors did the opposite: they abolished ratings 

requirements for Greek debt in order for it to be used as collateral at the ECB, and they 

announced they would buy the debts of other troubled nations, and essentially made clear 

that every nation in the euro zone is backed by the money printing machine at the ECB.  

 

What likely happens next? The euro zone authorities are hoping that further 

bailouts, matched by calls for near term fiscal austerity, will permanently solve the deep 

flaws in the structure of the euro zone. This seems highly wishful thinking. We have 

observed around the world how bank regulation, which is much simpler, is watered down 

over time as interest groups and governments collude to make changes. Now that the 

eurozone has upped the ante by bailing out all creditors, so making ever greater moral 
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hazard, why should anyone believe that they can dramatically raise regulatory standards 

permanently, as would be needed, to make such a system safe? 

 

There seems to be no logic in the system, but perhaps there is a logical outcome. 

The EU, with more funding coming from the IMF, is now planning ever larger bailout 

programs. With each successive bailout the debts of the indebted nations will grow, while 

their economies will be held back by their ―debt traps‖, such as we observe today in 

Ireland (and also Greece). Europe will eventually grow tired of bailing out its weaker 

countries. The troubles in the periphery will spill over into the core countries from time to 

time. Italy will one day have trouble rolling over debts, and France could easily lose its 

―safe-haven‖ status in bond markets. The potential bailout or liquidity requirements for 

these nations are enormous. 

 

The Germans will probably pull that bailout plug first. The longer we wait to see 

true incentive structures established that convincingly encourage fiscal probity and safe 

banking, including through the operations and rules of the ECB and the EU, along with at 

each national level, the more debt will be built up, and the more dangerous the situation 

will get. When the plug is finally pulled, at least one nation will end up in a painful 

default; unfortunately, the way we are heading, the problems could be even more 

widespread. 

 

This matters for the entire world because the eurozone is a large part of the global 

economy. Also, as eurozone banks are likely to exist on a form of life support for the 

indefinite future, this changes the competitive landscape – all major banks everywhere in 

world will demand similar levels of government support. And the eurozone remains 

fragile, thus forming a serious potential cause of future international financial instability. 

 

 

V. Why the coming global regulatory reforms are 
unlikely to work 

 

Based on experience over the past 40 years, it is clear that the current global 

financial system is at ever greater risk than it ever has been. The moral hazard in the 

system has undoubtedly risen: our recent bailout of all major financial institutions, the 

failure of regulatory reform in the United States, and the operation of the eurozone system 

have created levels of moral hazard which have never been seen before in history. Unless 

we prove to creditors that these systems do not provide implicit bailouts by letting 

creditors lose funds when they lend, then we need to create a tougher regulatory system 

than has even been seen in our history.  
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This regulatory system cannot break down as it has in the past. That means we need 

to somehow break the desire or ability of politicians to gradually permit the system be 

relaxed. They have a natural desire to do this due to the credit boom that comes with 

relaxation. We also need to make sure that, in our interconnected world, that our 

neighbours do not let their financial systems wrest out of control. The examples of Ireland 

and Iceland both show how small nations can, through multiple channels, cause large 

costs and encourage regulatory relaxation in other nations. Finally, we need to make sure 

that the financial system itself does not find new ways to circumvent our regulation. That 

means constant surveillance would be required. 

 

When considering this list, it becomes obvious that current reforms will not work. 

The present reform program is based primarily on changes to national regulation. The 

program of the G-20‘s Financial Stability Board and the new Basel 3 plans all introduce 

tighter regulatory requirements. We are confident that capital requirements at banks are 

set to be raised, and many of the most egregious errors in bank regulation, such as the 

treatment of hybrid securities as capital, will be adjusted. There is no doubt liquidity 

requirements will be improved too. 

 

However, none of these reforms change the incentive structures in the system. 

Politicians will still face a desire to relax the system in several years time in every single 

nation. Even if all nations agree to adhere to the G-20 recommendations, there is no 

chance we can enforce those regulations across nations. The troubles in Ireland and 

Iceland, and at Lehman Brothers, show how difficult it is to know whether these rules are 

being enforced.
17

 So we need to assume that some nations will relax regulations, and we 

can also assume that that will encourage others to relax.  

 

The political power of the financial sector also remains largely intact. It is still 

dominated by big, large banks that are too big to fail. They will be a major source of tax 

finance, employment, and campaign funds in all nations. They are now better able to 

access funds in credit markets due to their explicit backing from sovereigns. When banks 

complain that other nations are easing bank regulation, and so their authorities need to 

follow, who is going to stand up to this in favour of greater taxpayer protection? We can 

be certain that nations which depend on large financial centres, such as the UK and 

United States, will not be able to fight these pressures ad infinitum.  

 

 

The Failure of Reform in the U.S. 

At least in the United States, this is about the money at stake.18 From 1948 until 

1979, average compensation in the banking sector was essentially the same as in the 

                                                 
17

 See Haldane (2010) for a regulator‘s view on the difficulties regulators face. 
18

 The recent rise of Wall Street‘s political power is covered in detail by Johnson and Kwak (2010). 

Ideology was also important – as was the revolving door between Wall Street and Washington – but behind 

all this lies the vast fortunes that could be made in modern finance. 
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private sector overall; then it shot upward, until in 2007 the average bank employee 

earned twice as much as the average private sector worker.19 Even after taking high 

levels of education into account, finance still paid more than other professions. Thomas 

Philippon and Ariell Reshef (2008) analyzed financial sector compensation and found 

that, after correcting for differences in educational level and risk of unemployment, the 

"excess relative wage" in finance grew from zero in the early 1980s to over forty 

percentage points earlier this decade, and that 30-50% of that differential cannot be 

explained by differences in individual ability. They also found that the deregulation was 

one causal factor behind the recent growth of the excess relative wage. (Figure 10 shows 

the relationship between the relative wage in the financial sector -- the ratio between 

average wages in finance and average wages in the private sector as a whole -- and the 

extent of financial deregulation, as calculated by Philippon and Reshef.)
20

  

 

Between 1978 and 2007, the financial sector grew from 3.5% of the total economy 

to (measured by contribution to GDP) to 5.9% of the economy.
21

 Its share of corporate 

profits climbed even faster. From the 1930s until around 1980, financial sector profits 

grew at roughly the same rate as profits in the nonfinancial sector. But from 1980 until 

2005, financial sector profits grew by 800%, adjusted for inflation, while nonfinancial 

sector profits grew by only 250%. Financial sector profits plummeted during the peak of 

the financial crisis, but quickly rebounded; by the third quarter of 2009, financial sector 

profits were over six times 1980s levels, while nonfinancial sector profits were little more 

than double 1980s levels (see Figure 11). 

 

As of early 2010, there are at least six banks that are too big to fail in the United 

States – Bank of America, Citigroup, Goldman Sachs, JPMorgan Chase, Morgan Stanley, 

and Wells Fargo – even leaving aside other institutions such as insurance companies (see 

Figure 12). There is nothing in the package of financial reforms – likely to become law in 

July 2010 – that will substantively change this situation. The big banks were able to 

effectively block or substantially water down attempted reforms at every stage – in large 

part through their lobbying and through their actual and potential future political 

contributions. The same forces that pushed successfully for deregulation in the 1980s and 

1990s – contributing directly to the development of a much more risky financial system in 

the United States – were able to effectively prevent reregulation. 

                                                 
19

 Data are from Bureau of Economic Analysis, National Income and Product Accounts, Tables 

1.1.4, 6.3, and 6.5, available at http://www.bea.gov/national/nipaweb/Index.asp. We begin with the finance, 

insurance, and real estate sector and exclude insurance, real estate, and holding companies. Figures are 

converted to 2008 dollars using the GDP price index.  
20

 Note that the relative wage in Figure 5.2, which exceeds 1.7 at its peak, is not corrected for 

differences in education. The excess relative wage -- the difference between average finance wages and 

what one would predict based on educational differences -- reaches a peak of around 40 percentage points 

in the 2000s. See Figure 11 in Philippon and Reshef.  
21

 Bureau of Economic Analysis, National Income and Product Accounts, Table 1.5.5, available at 

http://www.bea.gov/national/nipaweb/Index.asp.  

http://www.bea.gov/national/nipaweb/Index.asp
http://www.bea.gov/national/nipaweb/Index.asp
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In the Absence of Adequate Regulatory Reform 

There is no simple solution to our problems, but we could reduce the potential 

troubles through reforms. Some combination of the following would undoubtedly make it 

easier: 

 

1. A Treaty for International Financial Regulation 

We should enshrine regulatory powers in an international treaty, similar to the 

World Trade Organisation for trade in goods and services, so that all nations are required 

to follow similar rules. This would make it harder for national legislatures and regulators 

to relax regulation, and so would reduce the ―beggar-thy-neighbour‖ costs imposed on 

others when one nation deregulates. It would also reduce the incentives for a ―race to the 

bottom‖ in regulation. The treaty would need to have simple rules, including large capital 

requirements. It would also need to have a body that monitored implementation, similar 

to the IMF or BIS today. This body would also need to have clear rights to impose new 

regulations so that rules can be modified to reflect changes in problems. 

 

2. Macro-Prudential supervision needs to be enhanced at the international level 

There is no doubt that moral hazard inherent at the national level, or in entities such 

as the euro zone, are threatening global stability. Despite this, very little is done at the 

international level to monitor and pre-empt these potential crises.  

 

A good place to start would be to enhance the IMF‘s program of fiscal assessments 

to include measuring the potential fiscal obligations that arise from both implicit and 

explicit guarantees from such institutional and regulatory structures.  

 

The overriding principle behind IMF fiscal assessments is the need to capture true 

total fiscal costs of existing policies. All subsidies and taxation – including the entire 

expected and potential costs of supporting the contingent liabilities should be reflected 

transparently so policy makers and tax payers understand the potential liabilities they 

face.  

 

Our current accounting for guarantees and governments‘ assumption of other 

contingent liabilities create the impression that government actions to support the broad 

financial system are costless. Even Ben Bernanke, who surely knows better, recently 

remarked that ―There will be no more public funds needed to bailout banks‖.
22

 This is a 

dangerous illusion – as seen in the recent increase in government deficits and debts in the 

                                                 
22

 Speech at the Center for the Study of the Presidency and Congress, April 8, 2010. Bernanke is 

clearly referring to explicit spending lines on the federal budget, however proper accounting of the public 

costs of bailouts would need to include the transfers to banks from savers used to recapitalize banks outside 

the budget, along with the opportunity cost of buying mortgage-backed securities in open market 

operations. Of course, contingent liabilities which should bear an amortized cost as a result of future 

bailouts are never recorded in budgets.  
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most troubled nations. We are all at risk of private debt if we assume that, when crises 

come, our governments need to bail out this debt.  

 

If we cannot be honest and recognise these costs explicitly, we run the risk of taking 

on ever more contingent liability. If the financial system reaches the point where its 

failure cannot be offset by fiscal (and monetary) stimulus, then a Second Great 

Depression threatens. 

 

In order to achieve this, an international body, with a strongly independent 

manifesto, would need to be charged to monitor and report on these risks. It is not at all 

clear whether such an institution could trump the politics of denial. For example, while 

the IMF is the natural institution to conduct such work, it is conflicted by the 

European/US control of the institution that makes complete and full reporting of problems 

in those nations unlikely in our current political environment. To make the IMF work 

better, the process for selecting top management would need to be depoliticised. We do 

have institutions that function, such as the WTO, so perhaps this could be achieved. 

However, this specific task would be more controversial and more difficult.  

 

Such an institution would need to be forward looking, and innovative, in a manner 

that is not common for international organisations. For example, in their prescient book, 

aptly entitled Too Big To Fail, Stern and Feldman (Brookings, 2004) mapped out exactly 

the kinds of problems that US policymakers later faced in the fall of 2008 and early 2009. 

But their lists of vulnerable financial institutions did not include any of those that just a 

few years later turned out to be the most prone to failure—Bear Stearns, Lehman 

Brothers, and AIG are not mentioned at all (although they do accurately foreshadow the 

issues around Fannie Mae and Freddie Mac). 

 

Stern and Feldman provide compelling analysis with regard to regulated 

commercial banks, but they missed the interface between more lightly regulated 

investment banks and commercial banks, and they definitely did not foresee how an 

insurance company, operating in the derivatives market, could throw the global financial 

system into disarray. 

 

 

3. Discouraging debt 

Since our political system finds it difficult to let private creditors default on debt, 

we should consider ending the myriad of incentives to accumulate debt across the world. 

The most important change would be to end the deductibility of interest on debt for 

corporate and personal income tax purposes. This deduction currently biases corporations 

and individuals to use debt finance in favour of equity finance. If we end the tax 

deductibility of interest we would ―level the playing field‖. This might discourage debt, 

and so reduce the growth of implicitly backed private debt. We could also discourage 
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debt contracts in our general financial system by putting large capital requirements on 

long term nominal promises. For example, the practice of defined benefit pension 

schemes needs to be reduced as much as possible, as these encourage large debt backing. 

To the extent we discourage debt and encourage equity, the global financial system will 

become less risky. This should reduce the volatility of equity and make it more of a debt-

like instrument. Through these measures, we would therefore reduce some of the 

perceived risks in equity which reflect a historical period of higher leverage. 

 

4. Letting defaults happen 

Perhaps the most simple, but the most critical reform, is to relax the actual and 

perceived costs of letting defaults happen. The recent crisis illustrated how difficult it is 

for politicians to not bail out entities once a crisis starts. In the United States, the 

government could not even take the simple step of making sure equity holders were 

wiped out when they provided funds to Citigroup and Bear Stearns to keep them afloat. 

The creditors were fully recompensed. The US government argues that lack of a national 

resolution authority made it difficult to share burdens with creditors, but in reality the 

more important concern was that causing one entity to fail would lead to contagion in 

debt markets, so causing a large financial crisis. This second concern is not resolved with 

recent legislation in the United States that creates a bank resolution authority, and so 

creditors are fully aware that the US and European governments will almost surely bail 

out creditors at financial institutions each time they are in trouble in the future. We see 

little scope for this to change. The problem of contagion is a serious one, and we cannot 

expect creditors to anticipate that they will face losses when national costs of contagion 

are high. However, we can reduce the risks of contagion. The most important means to do 

this is to raise capital requirements so that the financial system as a whole is safer when 

single entities have problems. Second, we could, in the conjunction of an international 

treaty, introduce contingent debts which convert to equity when banks need assistance to 

meet regulatory capital. This would make it clear to those creditors buying contingent 

instruments that they do bear part of the costs. Such rules would require banks keep a 

substantial fraction of risk-weighted capital in such contingent instruments. 

 

5. Depoliticising finance 

One reason for repeated failures of our regulatory environment is the political 

strength of our large financial institutions. The close relations between Merkel and 

Deutsche Bank CEO Ackerman, or the legacy of Goldman Sachs‘ relations with the US 

Treasury, and the revolving door from the Treasury to Finance and back, each pose 

threats to sound regulation. We believe many steps need to be taken to reduce these 

threats. Big banks should be broken up into smaller entities. This will make them less 

able to lobby individually, and it will make it more apparent to creditors that there is a 

real risk the banks may be permitted to default. The usual counter-arguments to this 

policy, e.g. that nations with big corporations need big banks, are surely wrong. Large 

transactions can always be divided into several parts, or syndicated, meaning corporations 

may well be better off with competition.  
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There is little evidence that large banks gain economies of scale beyond a very low 

size threshold. A review of multiple empirical studies found that economies of scale 

vanish at some point below $10 billion in assets.
23

 The 2007 Geneva Report on 

"International Financial Stability," co-authored by former Federal Reserve vice chair 

Roger Ferguson (2007), also found that the unprecedented consolidation in the financial 

sector over the previous decade had led to no significant efficiency gains, no economies 

of scale beyond a low threshold, and no evident economies of scope.
24

 Finance professor 

Edward Kane has pointed out that since large banks exhibit constant returns to scale (they 

are no more or less efficient as they grow larger), and we know that large banks enjoy a 

subsidy due to being too big to fail, "offsetting diseconomies must exist in the operation 

of large institutions" -- that is, without the TBTF subsidy, large banks would actually be 

less efficient than midsize banks (Kane 2009). As evidence for economies of scope, 

Calomiris cited a paper by Kevin Stiroh (2000) showing that banks' productivity grew 

faster than the service sector average from 1991 to 1997, "during the heart of the merger 

wave." However, the paper he cites, and other papers by Stiroh (2002), imply or argue 

that the main reason for increased productivity was improved use of information 

technology -- not increasing size or scope. 

 

A second reform would be to reduce the close relations between regulators and the 

financial sector. For example, there is a revolving door between the US Treasury and the 

financial sector. This is even encouraged through tax rules, such as a tax break which 

permits newly hired public servants to not pay capital gains tax on assets which they sell 

when they go to work for the Treasury. It should be no surprise that Goldman Sachs 

partners with large unrealised capital gains are pleased to take a stint at the Treasury!  

 

We believe there should be legal requirements that no public officials involved in 

regulation, or legislation related to regulation, be permitted to work in industries that they 

were involved in regulating for extended periods before and after they join public 

services. This period could be 3-5 years. While such rules would reduce the number of 

experienced financial experts able to work in regulation, it would promote the cadre of 

sound regulators that are being built up in our systems. 

 

  

 

 

                                                 
23

 See Dean Amel, Colleen Barnes, Fabio Panetta, and Carmelo Salleo (2004); Stephen A. Rhoades 

(1994); Allen N. Berger and David B. Humphrey (1994). 
24

 There remains an active debate on this topic – see David C. Wheelock and Paul W. Wilson (2009). 
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VI. Implications for the Global Economy 

 

Of the five points listed above, we would argue that none are currently being 

implemented. The best we are achieving is to moderately tighten regulation, as we always 

do, after the fact of a major crisis. We are essentially driving the structural risks of our 

system underground for a temporary period, with predictable and potentially dangerous 

consequences for the future when they resurface, as they surely will. 

 

This is the biggest danger – by seeking to decree ―there shall be no more crises,‖ we 

will in fact create exactly the conditions for an even more damaging crisis to develop, 

unseen until it is too late. This is a lesson that many emerging markets learned the hard 

way in the 1980s and 1990s – for example with various forms of offshore borrowing in 

Thailand, Indonesia and Korea – and the good news is that they are being careful to keep 

financial risks well within the perimeter of the regulated system. But will industrialised 

countries today be so careful? 

 

 

The coming boom 

We can already see the outline of the next crisis. The Federal Reserve is, just like in 

2002 and 2003, preaching the need for low interest rates in order to recapitalise banks and 

encourage risk-taking. The deep dangerous flaws in Europe mean the ECB is also going 

to err on the side of keeping rate low and providing large liquidity. Our financial system, 

if Europe stabilises this time and avoids an immediate crisis, will be flush with cash.  

 

Loose credit and money will promote good times and generate growth and more 

surplus savings in many emerging markets. But rather than intermediating their own 

savings internally through fragmented financial systems, we‘ll see a large flow of capital 

out of those countries, as the state entities and private entrepreneurs making money 

choose to hold their funds somewhere safe -- that is, in major international banks that are 

implicitly backed by U.S. and European taxpayers.  

 

These banks will in turn facilitate the flow of capital back into emerging markets -- 

because they have the best perceived investment opportunities -- as some combination of 

loans, private equity, financing provided to multinational firms expanding into these 

markets, and many other portfolio inflows.  

 

So our banking system will soon become a major creditor and debtor to the growing 

emerging markets. We saw something similar, although on a smaller scale, in the 1970s 

with the so-called recycling of petrodollars. In that case, it was current-account surpluses 

from oil exporters that were parked in U.S. and European banks and then lent to Latin 

America and some East European countries with current account deficits.  
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The recycling of savings around the world in the 1970s ended badly, mostly 

because incautious lending practices and -- its usual counterpart -- excessive exuberance 

among borrowers created vulnerability to macroeconomic shocks.  

 

This time around, the flows will be less through current- account global imbalances, 

partly because few emerging markets want to run deficits. But large current-account 

imbalances aren‘t required to generate huge capital flows around the world.  

 

This is the scenario that we are now facing. For example, savers in Brazil and 

Russia will deposit funds in American and European banks, and these will then be lent to 

borrowers around the world (including in Brazil and Russia).  

 

Of course, if this capital flow is well-managed, learning from the lessons of the past 

30 years, we have little to fear. But a soft landing seems unlikely because the underlying 

incentives, for both lenders and borrowers, are structurally flawed.  

 

 

Misreading the Boom 

Our largest financial institutions, in those nations where the sovereign is capable of 

and sure to back them, will initially be careful. But as the boom goes on, the competition 

between them will push toward more risk-taking. Part of the reason for this is that their 

compensation systems will remain inherently pro-cyclical and, as times get better, they 

will load up on risk. Equity holders will also demand that, since that raises short term 

returns on equity.  

 

The leading borrowers in emerging markets will be quasi- sovereigns, either with 

government ownership or a close crony relationship to the state. When times are good, 

everyone is happy to believe that these borrowers are effectively backed by a deep-

pocketed sovereign, even if the formal connection is pretty loose. Then there are the bad 

times -- think Dubai World today or Russia in 1998.  

 

The boom will be pleasant while it lasts. It might go on for a number of years, in 

much the same way many people enjoyed the 1920s. But we have failed to heed the 

warnings made plain by the successive crises of the past 30 years and this failure was 

made clear during 2009.  

 

The most worrisome part is that we are nearing the end of our fiscal and monetary 

ability to bail out the system. We are steadily becoming vulnerable to disaster on an epic 

scale.  
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Figure 1: US Private Sector Credit as fraction of GDP and Fed Funds Rate 

 

 

 

Source: Federal Reserve  
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Figure 2: The Doomsday Cycle 
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Figure 3: Estimates of Total Balance Sheets That Contribute to Global Moral 

Hazard in Europe and the United States ($ trillion) 

Note: We have added the liabilities of ―Too big to fail banks‖ + major quasi sovereign companies + 

companies that have proven interconnected so are likely to be bailed out + the balance sheet we estimate the 

euro zone is will to put behind members + capital at the IMF + liabilities of major insurance companies.  

 

Source: Authors‘ estimates 

 

TBTF Banks

Quasi 
Soverign

Insurance

0

10

20

30

40

50

60

70

80

Insurance

IMF

Euro Zone 

Interconnedted

Quasi Sov

TBTF Banks



Chapter 10 – Peter Boone and Simon Johnson 

 

 

280 

 

 

Figure 4: External Borrowing by Icelandic Banks (bn kr) 

 

 

 

Note: GDP is 1,301bn kr at end 2007. The light grey area post 2008 Q3 shows the 

markdowns on bonds and securities that were defaulted on. 
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Figure 5: Average Domestic Deposit and Loans rates at Icelandic Banks 

 

 

 

Source: Central Bank of Iceland 
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Figure 6: Leverage and Tier One Capital at top five Major Banks and Averages for 

Each Nation (end 2006 according to reported balance sheets) 

 

 

 

Note: Data show levels for the top five banks in each nation. Country data shows 

the weighted average ratios for all five. 

 

Source: Bloomberg and Authors Estimates. 
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Figure 7: Tier One Capital over time at Major Canadian Banks 

 

 

 

Note: Toronto Dominion was excluded due to accounting issues in 2003 which 

make the data incomparable. It generally followed similar trends to the other banks. 

 

Source: Bloomberg
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Figure 8: Ireland Bank Assets/GDP by bank (LHS) and Government Debt/GDP 

(RHS) 

 

 

 

Source: Central Bank of Ireland; Department of Finance, Ireland; Bloomberg
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Figure 9: Irish Public Debt/GDP
(2004-2015E)
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Figure 6

Figure 10
The Reagan Revolution, For Finance

Source: Johnson and Kwak, 13 Bankers.
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Figure 11
Economic Power Becomes 

Political Influence

Source: Johnson and Kwak, 13 Bankers.
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Figure 12
Bigger Than Ever
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