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Preface

We were prompted to write this book by the realization during the win-
ter of 2007-8 that major shifts were suddenly afoot in the world of cen-
tral banking. After an extended period in which central banks appeared
to be capable of doing no wrong, the objectives, and even the roles, of
central bankers were being abruptly questioned, as were the tools they
had at their disposal and the way they used them. What really was the
purpose of a central bank? Had central banks somehow lost their way
and forgotten what they were there for? Were long-dormant functions
being rediscovered? As we continued to write during 2008 and 2009,
such questions became more and more acute.

This is not an academic textbook about the economics of monetary
policy, nor is it a detailed historical account of the evolution of the role
of the central bank. Still less is it a technical guide to the nuts and bolts
of central bank operations and activities.

Rather, it seeks to set recent events in the context of the wider
perspective—asking what central banks are for, why their role is critical
to the functioning of market economies, how they can best go about ful-
filling that role, and whether recent experience and historic perspective
point to the need for further reappraisal and reform. We particularly look
at the wider political and institutional framework in which they operate.

In setting the wider scene in which the crisis unfolded, we became
conscious that the recent and unprecedented wholesale disruption that
struck the financial system was in fact foreseen, or at least foreshad-
owed, by some serious observers, both within central banks themselves
and in academia. It is disappointing to note that much of this thinking,
whether on asset price bubbles or the procyclicality of capital require-
ments under the second revision of the Basel capital accord, was largely
ignored by practitioners at the time. We hope that this volume, which
integrates a review of academic writing with the perspective of current
central bankers, will help bridge that important gap.
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We also draw on our own direct experiences, whether during the time
when we were practicing central bankers ourselves or when we were
working alongside the central bank in a separate financial regulatory
organization. Inevitably, what we write is colored by that experience.

We would particularly like to thank our former central banking col-
leagues, Clive Briault, Alastair Clark, Andrew Crockett, Michael Foot,
Charles Goodhart, Lionel Price, David Strachan, Philip Turner, Geoffrey
Wood, and Paul Wright, each of whom reviewed earlier drafts in full or
in part and frequently contributed fresh insights. Staff at the Bank for
International Settlements were especially helpful and gave us access to
their work. We are grateful to Rosa Lastra for a number of detailed sug-
gestions as well as for the wealth of fundamental material to be found
in her own writings. We are also indebted to the many central bank gov-
ernors and other senior officials, past and present, to whom we talked
as we assembled our own thoughts. They were generous with their time,
even during what was a fraught period.

At the London School of Economics Nick Vivyan was an invaluable
guide to the academic literature. Clare Taylor Gold, Rachel Gibson, Emily-
Jane McDonald, and Sally Goiricelaya all worked hard to ensure that a
final text saw the light of day. Richard Baggaley at Princeton University
Press was encouraging throughout and we are grateful to Sam Clark of
TgI Productions Ltd, our copy editor, who pressed us tirelessly to ensure
that our sentences really worked and our references too. Susannah Haan
also provided helpful comments.

Lastly, we need to note that the views expressed here are entirely our
own and not those of any of the organizations with which we are or have
been associated.

The final revisions to this manuscript were undertaken in August 2009
and the reader will need to bear this in mind in the ever-evolving world
of central banking.
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Introduction

The global credit crisis that began in the summer of 2007 threw a large
rock into the calm waters of central banking. Though many commen-
tators, and indeed some central bankers themselves, had for some time
been drawing attention to the risks posed for financial stability by global
imbalances, surging credit, and liquidity, and narrowing risk spreads,
when the crisis hit in August 2007 the speed and severity came as a
surprise, not least to central bankers.

The proximate causes of the crisis lay in securitizations based on the
subprime mortgage market in the United States, but the first serious
signs of a major liquidity problem in the banking system were observed
in Europe. On 9 August BNP Paribas froze three funds it managed, blam-
ing “a complete evaporation of liquidity in certain market segments of
the U.S. securitisation market.” On the same day the ECB launched emer-
gency operations to boost liquidity and injected almost €100 billion into
the market, in an attempt to bring down overnight lending rates. The
operation was successful, up to a point, but did not prevent the sub-
sequent collapse of IKB in Germany, the first of several European bank
failures.

In London, the first major casualty was Northern Rock, a mortgage
bank heavily reliant on short-term wholesale funding. The Bank of Eng-
land initially declined to provide emergency liquidity support to facil-
itate the sale of the bank to another, larger institution. Lloyds TSB (as
it then was) was reported to be ready to take on the bank on condi-
tion that the Bank guaranteed funding for a period. But the Bank did
eventually provide upward of £30 billion in funding, the disclosure of
which led to the first bank run in the United Kingdom for over 150 years
and eventually, after an undignified attempt by the government to sell
it to Richard Branson, the airline entrepreneur, to the nationalization of
Northern Rock.

In the United States, the Federal Reserve cut rates sharply, expanded
its own liquidity operations, and broadened the range of collateral it
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INTRODUCTION

was prepared to accept. In spite of these efforts, by March of 2008 the
Federal Reserve Bank of New York was obliged to engineer a rescue of
Bear Stearns through a heavily discounted sale to J.P. Morgan, and fur-
thermore to open the discount window to the investment banks, a move
which it had long resisted.

Through the summer of 2008 more and more institutions came under
pressure. In Benelux, Fortis failed. In the United Kingdom, Alliance &
Leicester was rescued by Santander, while Bradford & Bingley was dis-
membered, leaving the government holding the mortgage book. In the
United States, other banks emerged as needing public support, notably
Washington Mutual, Wachovia, and Indymac. Then, in mid September,
the crisis entered a new and more dramatic phase. The insurance group
AIG was expensively rescued, but in the same week Lehman Brothers was
allowed to go to the wall, precipitating generalized panic across global
financial markets. The U.K. and U.S. governments, followed by others,
took direct stakes in systemically significant institutions, including the
major investment banks, which changed status to become bank hold-
ing companies with Federal Reserve support. By the spring of 2009 the
British government owned majority stakes in both the Royal Bank of
Scotland and a new entity created by the merger of Lloyds TSB and Hali-
fax Bank of Scotland. Monetary policy was further relaxed over the win-
ter of 2008-9, with interest rates approaching zero in many developed
countries. Once zero, or close to it, had been reached, further reductions
in the policy rate were no longer an option and central banks resorted
to “quantitative” (or “credit”) easing: buying commercial or government
securities directly, increasing the supply of base money.

As the crisis rolled on, leaving wreckage in its wake in the financial
markets and pushing Western economies into recession, questions were
inevitably asked about who was responsible for the debacle. The major
financial institutions themselves were, of course, the prime suspects. It
was argued that their incentive structures had led them to take exces-
sive risks, and that their boards and senior management did not under-
stand the characteristics of the complex instruments to which they were
increasingly exposed. The whole credit risk transfer business, ostensi-
bly designed to allow risks to be held by those best able to bear them,
appeared to have, instead, left risks with those least able to under-
stand them. There seemed to have been a dislocation between the finan-
cial and the real economies, with the nominal values of the derivative
instruments, in which the losses were concentrated, parting company
from the value of the underlying assets. In these markets business had
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INTRODUCTION

been increasingly concentrated on creating large risk exposures purely
between financial firms, rather than between them and their customers.
By 2007 the nominal value of the credit default swap market was over
$40 trillion. It was argued that the “originate to distribute model” was
fundamentally broken, and that hedge funds—always available to play
the role of stage villain—had acted as destabilizing players. They were
widely accused of engineering the collapse of Bear Stearns, for example.

Ratings agencies had connived in the fast expansion of the market,
earning fees for rating each new securitization. Some ostensibly AAA-
rated securities traded at a fraction of their face values. The credibility
of the agencies was severely damaged, and many critics pointed to funda-
mental conflicts of interest at the heart of the agencies’ business models.
Monoline insurers, whose backing had allowed securitizations to achieve
AAA status, collapsed into the arms of the public authorities.

Regulators were also seen as part of the problem: too slow-moving
to understand what was happening on their watch and powerless, or
even unwilling, to control it. Prudential regulators, whether in central
banks or outside them, had overseen banking systems that were under-
capitalized when the crisis struck. The capital requirements imposed on
banks proved in many cases to be wholly inadequate to absorb the losses
incurred, and perhaps, through magnifying procyclical effects, added
fuel to the flames of the asset price bubble that preceded the crash.
Backward-looking capital requirements tended to fall as asset prices
rose. The absence of effective oversight of the creation of credit through
the derivative markets was argued to be a further weakness. Regulatory
arbitrage had created a shadow banking system, and a proliferation of
off-balance-sheet “structured investment vehicles,” which regulators had
largely ignored. A comprehensive global overhaul of the practices and
structures of financial regulation was launched, with parallel reviews in
the United States, the EU, and many individual countries.

Politicians, too, were in the firing line, especially in the United States,
where pressure on the government-sponsored enterprises Fannie Mae
and Freddie Mac to support lending to poorer families was a powerful
impulse behind the expansion of the subprime mortgage market. Even
private citizens could not escape blame. The collapse of personal sav-
ings, especially in English-speaking countries (though the Spaniards have
acquired honorary Anglo-Saxon status in this context), and the associ-
ated credit-fueled consumption and house price bubbles were factors
underlying the boom and subsequent bust.
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It was not long before the role of the central banks themselves began to
be seriously questioned. How could they have allowed such huge finan-
cial imbalances to build up without reacting? Were they, too, asleep at
the wheel? Or, as one central banker himself put it, how was it that the
radar was not connected to the missile defenses? In retrospect it is easy
to see that risk spreads had reached unsustainably low levels and that an
explosion of liquidity and credit had fueled dramatic asset price appre-
ciation, especially in the property markets. Consumption growth was
further stimulated by the “release” of equity from property. Yet through
this period central banks, and especially the Federal Reserve, had main-
tained low interest rates, focusing attention narrowly on the behavior of
consumer prices.

Steve Roach, the former chief economist of Morgan Stanley, argued
that the central banks themselves bore the prime responsibility for the
crisis.! “Central banks,” he said, “have failed to provide a stable under-
pinning to world financial markets and to an increasingly asset depen-
dent global economy...the current financial crisis is a wake up call for
modern day central banking ... the art and science of central banking is in
desperate need of a major overhaul—before it’s too late.” John Taylor,?
author of a celebrated rule for monetary policy making, similarly placed
most of the blame on monetary policymakers: “there is an interaction
between the monetary excesses and the risk-taking excesses.”

Less outspoken critics advanced similar arguments. Was there not a
fundamental problem with the way central banks’ objectives had been
specified, with a narrow focus on consumer prices? Even if it may be
unrealistic to expect central banks to prevent all financial bubbles and
head off all prospective crises, they could nonetheless “lean against the
wind” of emerging imbalances and bubbles. Economists at the Bank for
International Settlements, the central banks’ own central bank, had been
arguing as much for some years. In an important paper published in Jan-
uary 2006, Bill White, then chief economist of the BIS, maintained that,
while central banks had been successful in the recent past in delivering
low variability of both consumer price inflation and output, numerous
financial and other imbalances had emerged and, should these imbal-
ances revert to the mean, there could in future be significant effects
on output growth. He asked whether monetary and regulatory policies
should give more attention to avoiding the emergence of imbalances in
the first place. Others argued that the central banks had in fact been
misled by low reported consumer price inflation, which had been arti-
ficially held down by the emergence of China and India on the global
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scene, and the arrival in world markets of hundreds of millions of new
workers prepared to work at very low rates of pay. The increased savings
propensities of Asian economies meant that strong demand growth in
the United States was not inflationary.

Former Federal Reserve chairman Alan Greenspan’s initial response to
this critique was robust. In his view central bankers could not hope to
head off asset price bubbles and should not attempt to do so. The most
a central bank could do was to mop up efficiently after the event. While
the markets continued to power ahead, and confidence in the maestro’s
ability to keep the music playing remained high, the Greenspan view
dominated. But as the scale of the crisis became apparent, more critics
emerged. Greenspan himself offered a partial recantation of his earlier
view, and by 2009 his reputation had taken a dive.

Other charges were brought as well. Had the central banks failed to
keep up with changes in financial markets and grown too distant from
them? Sir John Gieve, then the deputy governor of the Bank of England,
admitted that “we hadn’t kept pace with the extent of globalization.”3 He
maintained, too, that the Bank had not had the tools needed to respond
to an asset price bubble. That reinforced the argument of those who
believed that governments had been wrong to separate central banks
from banking supervision.

Neither the European Central Bank nor the Bank of England were them-
selves direct supervisors of banks. In Japan, too, the Japan Financial Ser-
vices Agency has the prime responsibility for banking supervision while
the Bank of Japan is supposed to oversee only bank liquidity. In the
United States, the Federal Reserve has only partial oversight of the bank-
ing system and had no direct supervisory relationship with the invest-
ment banks at the eye of the storm. Had this partial perspective been a
handicap, preventing them from building a full understanding of what
was happening to credit? Much of the credit expansion that fueled the
boom had taken place outside the regulated banking system.

Furthermore, while central banks everywhere were thought to have a
responsibility for something called financial stability, the nature of that
responsibility was rarely spelled out, and the tools with which they might
promote it were ill-defined, perhaps nonexistent. A large financial stabil-
ity industry sprang up from the mid 1990s on, producing reviews at a
great rate, but it had little measurable impact on policy or on markets.
Just as Roach had argued was the case in the monetary arena, was there
not a need for a fundamental rethink of the appropriate role of central
banks in today’s more diverse and global financial markets? In particular,
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the links between monetary and financial stability looked in need of seri-
ous attention, as indeed did the relationship between the real economy
and the financial system.

Questions were asked, too, about the effectiveness of coordination
between central banks as the crisis hit. Central bankers had long prided
themselves on their habits of communication and cooperation with each
other. They meet privately every two months at the BIS headquarters
in Basel, where, we are told, they talk frankly and openly about mon-
etary and financial developments. These habits of cooperation are far
better developed than those between finance ministries, or among other
kinds of regulators. But in the summer of 2007 the benefits of this net-
work were not very visible and, despite intensive discussions behind the
scenes, it was not until December that the first public signs of a coor-
dinated approach to the provision of liquidity were seen. Even then, it
became painfully clear that the techniques they used to assist the market
were clumsy and out-of-date. The monetary authorities proved unable to
establish the structure of interest rates that they wanted to see, and their
money market intervention techniques needed almost constant reengi-
neering.

There was worse to come. Even those who maintained stoutly that
the central banks could not be blamed for the genesis of the crisis, and
who supported the Greenspan line on crisis resolution, were alarmed
to discover that they were ineffective even at the crisis resolution task.
Interest rate cuts, even on an unprecedented scale, proved to be inade-
quate, and even massive injections of liquidity on terms that the central
banks would not have considered feasible beforehand failed to rebuild
confidence for a long time. During the Greenspan era financial markets
had come to believe in the myth of the all-powerful Federal Reserve. It
was seen to have feet of clay when the crisis hit.

Perhaps the high water mark of central bank power and influence had
been reached. Was the golden age of central banks, a period in which
their independence and autonomy had been widely accepted around the
world, now over?

What Mervyn King had called the NICE decade—noninflationary and
consistently expansionary—came to an end with a crash. Mervyn King
himself had come into office claiming the ambition to make monetary
policy “boring.” By that he meant that interest rate decisions should be
as predictable as possible, with deft touches on the tiller from time to
time in order to keep inflation within the target range. For a time, he
came close to succeeding, but from the middle of 2007 onward central
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banking certainly became “interesting” again, in the sense of the over-
worked Chinese curse. In late 2008 the Bank slashed rates by 100 basis
points, then by another 150, in short order, which many saw as recogni-
tion that it had fallen behind the curve.

But, while it was accepted that some kind of overhaul of practice and
procedure was required, there was no easy consensus on what such an
overhaul might entail. Was there a need for more coordination of cen-
tral bank policies with those of other authorities? Should central banks
become less powerful and be made more subject to political control,
or be given more tools to achieve financial stability? Had the trend of
removing central banks from direct supervisory responsibilities gone
too far? Should that trend, indeed, be reversed? Did the crisis reveal a
need for different types of expertise within central banks—particularly
more market-related skills?

In this book we explore these arguments and offer answers to these
and other questions. We argue that a new approach to central banking
is indeed required in response to the crisis, and sketch out what we see
as its key features. In part, this involves central banks returning to their
roots in financial markets: forward to the past, perhaps.

To answer the questions, we need, first, to explore the ways in which
central banks have evolved in the last two decades, in both developed
and developing economies. So we begin, in chapter 1, by reviewing the
core functions of central banking, and the global landscape of central
banks today.

In chapter 2 we describe the monetary policy challenge, and assess how
central banks have performed in recent years, especially in the context of
the credit crisis. Chapter 3 discusses the second main focus of activity,
inrelation to financial stability, including a discussion of the appropriate
role for central banks in financial supervision.

Chapter 4 reviews the way central banks provide liquidity to the mar-
kets, which has changed radically in the credit crisis, their role as over-
seer of the payment system, and the part they play in government debt
management.

In chapter 5 we explore two of the more controversial questions that
have emerged as a result of the crisis: the extent to which central banks
should take account of the risks posed by asset price bubbles in setting
monetary policy, and the role they should play in determining capital
ratios for commercial banks.

Chapter 6 examines the structure, status, governance, and account-
ability of the major central banks today.
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Chapter 7 discusses the particular circumstances of the European Cen-
tral Bank, and the further reforms needed to make the Eurosystem func-
tion effectively, while chapter 8 looks at the development of central bank-
ing in emerging markets, including the special case of Islamic finance.

Chapter 9 explores the efficiency of central banks and their cost-
effectiveness, a sadly neglected area. Chapter 10 assesses the way cen-
tral banks cooperate internationally, and the role of the Bank for Inter-
national Settlements. Chapter 11 reviews the culture and “psyche” of
central banks. What kinds of people run them? Has the “central banker
as hero” model gone too far? Is there an ideal profile for a governor?

Finally, chapter 12 pulls together the recommendations we make in
the earlier chapters and sets out an agenda for change.



CHAPTER ONE

What Is Central Banking and Why Is It Important?

Societies become so used to the availability of stable currency, the ability
to make payments both domestically and internationally, and the exis-
tence of banks and other financial institutions through which to save
and borrow that it is easy to forget that each of these is a purely social
construct, fundamentally based on trust, albeit bolstered by legislation.
Occasionally, unpleasant reminders resurface abruptly that the financial
system is fundamentally fragile. It is rare, fortunately, that currencies
lose their value so fast that they cease to function—something that we
have recently seen in Zimbabwe and that happened in Germany in the
1930s—or that other payment mechanisms break down so that goods
and services can only be traded through barter. That tends to happen
only in wartime, as in Afghanistan in the recent past or, briefly, when
Iraq invaded Kuwait in 1991 and no one knew who controlled the Kuwaiti
central bank.

It is more common for individual banks or other financial firms to
fail. Banking is itself a fragile business because a bank depends on the
confidence of its depositors that it will be able to repay their deposits
whenever they want them, even though it has lent them out at longer
terms to borrowers. The maturity transformation that banks carry out
is in that sense a confidence trick.

All developed economic activity is dependent on this fragile financial
infrastructure, which requires its numerous constituent players to play
their parts as expected: the provider of currency must avoid issuing it
at such a pace that it is devalued; those making payments must deliver
them to the intended recipient ; savings should be made available to sus-
tain investment and loans provided to sustain business activity, house
purchase, or consumer spending.

Society looks to central banks to try to prevent these inherent fragili-
ties crystallizing or, if they do, to mitigate their repercussions. The
instruments at their disposal are quite limited and, in a sense, not very
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sophisticated. Their main tool is their own balance sheet, as it is by
acquiring and selling assets and liabilities, borrowing and lending, that
they can seek to influence prices and interest rates in other markets. The
effectiveness of these actions is far from guaranteed—indeed the central
bank’s own balance sheet may well be constrained—and is dependent on
the wider economic climate in which they are operating. So the use of the
balance sheet has to be supplemented by suasion or guidance to the mar-
kets and to economic agents generally. Indeed it may be as much through
persuasion as through economic action that a central bank achieves its
aims. The combination of the two determines whether what the central
bank does makes any difference at all, given that its armory of tools
is essentially very limited. Changes in its balance sheet may be backed
up by an array of other controls, for which it may be responsible, on the
behavior of economic agents. These may be capital or exchange controls,
or controls on bank behavior, such as quantitative or price controls. But
in open markets such controls are of limited value in the long term.

Because the economic environment changes constantly, the way the
tools are used evolves. Political priorities change over time, sometimes
quite markedly and rapidly, with switches, even within a single country,
from ensuring credit is available to favored economic sectors to restrain-
ing inflation, and then, perhaps, to maintaining a particular exchange
rate.

Almost all countries now boast an institution called a central bank.
Central banking was not always so widespread, nor were its advantages
so widely acknowledged. In the United States, there were two unsuccess-
ful attempts to establish a “central” bank, in both cases called the Bank
of the United States, before the Federal Reserve System was set up in
1913. There was a strong strand of thinking in the United States at the
time in favor of “free banking,” and a fully competitive banking system,
without the intermediation of a state-owned or state-backed institution
at its center. Indeed, arguments about the merits of free banking still
rumble on in some academic and political circles.!

Advocates of free banking argue that private monetary systems have
in the past been stable and successful, and that a competitive banking
system is less susceptible to bank runs, while the existence of central
banks has allowed political interference in the banking system, which
has had the effect of altering incentive structures and which has created
instability. These arguments have not, however, persuaded many govern-
ments. The balance of evidence appears to show that free banking leads,
instead, to systemic instability.? So while arguments continue about the
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sources of financial instability and, while even before the financial melt-
down of 2007-9, the incidence of banking crises remained surprisingly
high,3 both the academic and the political debates now focus more on
the appropriate functions and responsibilities of the central bank rather
than on whether it should exist at all.

But what exactly do we mean by a central bank? The answer is not
straightforward. Indeed the definition of the functions that are appro-
priate for a central bank has changed considerably through time. As
the BIS Central Bank Governance Group points out, in the past central
banks “have been understood more in terms of their functions than their
objectives.”

Historians of monetary institutions tend to date the introduction of
central banking to the foundation of the Swedish Riksbank in 1668 or to
the foundation of the Bank of England in 1694. But, as Capie et al. point
out, at that time there was no developed concept of central banking. The
Bank of England was founded as a private bank to finance a war. Not
until Henry Thornton wrote his An Enquiry into the Nature and Effects
of Paper Credit in the United Kingdom in 1802> was any theory of cen-
tral banking as we would recognize it today articulated. Others argue
that the modern-day notion of central banking should be dated from the
1844 Act, which effectively gave the Bank of England a monopoly on the
issue of banknotes, or even from 1870 when the Bank first accepted the
function of lender of last resort. The other main European central banks
took on these responsibilities in the last decades of the nineteenth cen-
tury. Nevertheless, Thornton’s enquiry into “paper credit” points to the
fact that central banks are seen to address the fundamental problem that
financial intermediation is based purely on trust documented in paper
or, now, in electronic form. If that trust breaks down, payments cannot
be made and savings become worthless. Recent events have provided a
very sharp reminder of that risk.

Many central banks, especially the oldest of them, began as private-
sector companies; others started as public-sector agencies.® The Bank
of England is in the former group; the Federal Reserve Board and the
European Central Bank are in the latter. The great majority are now
state owned, though partial private ownership persists in a few cases.
In principle, one can imagine an argument in favor of some private own-
ership, especially as a stimulus to efficiency, which, as we shall see, is
a neglected area. But as the allocation of profits is typically specified in
advance, even in partly private institutions, the case is weaker. Central
banks are clearly carrying out public objectives, in whole or in greater
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part, so the case for state ownership is strong. Almost all of the 162 cen-
tral banks now in existence are state owned. Private-ownership stakes,
where they persist, seem more an accident of history than a deliberate
policy objective. (In the United States a mixed model is in operation. The
Federal Reserve Board in Washington is state owned, while the regional
Federal Reserve Banks are statutory bodies that combine public and pri-
vate elements, and which have boards selected largely from financial and
commercial firms in the district.) Private shareholding can entail risks,
too. “Rogue” shareholders may challenge a central bank’s actions, as has
happened in Belgium. Where the shares are quoted there can be inconsis-
tency between stock exchange reporting requirements and policy-driven
restrictions on disclosure. There is no strong case, therefore, for retain-
ing private ownership, and a clear trend toward nationalization. Even
governments with a strong ideological commitment to privatization have
not carried that enthusiasm into central banking. In some cases, though,
functions have been contracted out, or sold. The Bank of England, for
example, sold off its note-printing works a few years ago.

In terms of their formal responsibilities we can identify a gradual
expansion of the range of functions undertaken by central banks up to
the 1980s, and then something of an ebb in the last twenty-five years
in terms of the breadth of responsibilities, but certainly not in terms of
their overall status and influence. The latter part of the twentieth cen-
tury was a golden age for central banks. While after the foundation of the
Swedish and English central banks at the end of the seventeenth century
there was a gap of more than 100 years before France established the
third central bank, 118 new institutions were established between 1950
and 2000. Every country with a seat at the United Nations wanted its
own central bank, and even some jurisdictions that might not normally
be regarded as independent countries, like San Marino, set one up. As
we shall see, these institutions gradually became more “independent,”
though independence carries a multitude of meanings in this context.
The growing complexity and diversity of the financial sector in most
parts of the world, and the rapid increase in government borrowing and
in capital movements, gave central banks more and more to do, whether
in the form of overseeing payment systems, undertaking basic banking
transactions for the government, handling foreign exchange flows, some-
times managing government borrowing, or supervising banks and other
financial institutions.

A significant boost to the number of central banks was given by the
collapse of the Soviet Union. Each former Soviet state established its own
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financial system and concluded that a central bank was required to watch
over it. Elsewhere, in the Balkans particularly, other new countries have
been created. The most recent additions to the central banking ranks
have been in East Timor and Kosovo. But it seems probable that the
absolute number of central banks has now peaked, and there have been
one or two amalgamations in recent years. In some cases a number of
countries that share a currency make do with one central bank, as in the
East Caribbean or former French West Africa.

And as the number of institutions grew, so did the number of peo-
ple employed in them. By the end of the last century—if one includes
the People’s Bank of China, before it was broken up into its component
parts—there were almost 600,000 central bankers in captivity. That num-
ber has now fallen back to under 350,000, and the trend is now clearly
downward, though by no means everywhere. While there are powerful
pressures for staff reductions in, for example, national central banks in
the European System of Central Banks, there are other places where staff
numbers are growing. The People’s Bank, in its reduced form, is expand-
ing again, as are some central banks in more unexpected places like Zim-
babwe. But in most OECD countries numbers are falling, though by no
means as rapidly as they could be, as we will explain when we examine
central banks’ commitment to efficiency and productivity, which is not
as marked as it should be. We will argue that this is partly because of the
absence of competitive forces bearing down on the central banking func-
tion. It may also be born of uncertainty about just how much “central
banking” is enough.

As we shall show, there is a remarkable range of central bank sizes
in relation to the populations they serve. Only part of this remarkable
difference can be explained by economies of scale or by different com-
binations of function.

All central banks, when asked what their responsibilities are, say that
they are responsible for monetary policy, although a few acknowledge
that they operate in partnership with the government, or that they advise
government ministers on interest rates. But in fact there is a great diver-
sity of practice in terms of who makes interest rate decisions. In many
cases, especially in emerging markets, it is clear that governments are
closely involved, whether through direct participation in interest rate
decision-making bodies within the central bank itself, through the exer-
cise of some veto authority, or by marking the governor’s card in private.
Of course, where the anti-inflation anchor is essentially provided by an
exchange rate target, the central bank’s discretion in monetary policy,
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Figure 1.1. What are the primary objectives of central banks.
Source: Swedish Riksbank.

whether setting interest rates or determining the growth of money, is
heavily constrained.

In a study of forty-seven central banks, carried out in 2006, researchers
from the Swedish Riksbank asked the banks themselves how they per-
ceived their objectives.” Around half responded that price stability was
their primary objective, but the rest chose a different aim, or combination
of aims (figure 1.1). The study also asked banks to set out what, apart
from monetary policy, they saw as their objectives. Roughly half con-
sidered that they were pursuing aims in relation to the financial system
and financial stability. A smaller proportion cited more general economic
objectives, in relation to employment or economic activity more gener-
ally. The distinction between those banks with a “dual mandate” along
Federal Reserve lines, charged with controlling inflation and promoting
economic activity, and those with a narrower inflation target type regime
seems clear from the analysis, though the implications for the interest
rate policy decisions may not be as stark as the data suggest here.
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When asked to describe the exchange rate policies within which they
operate, central banks give a range of answers. If we exclude the mem-
bers of the euro area, and the handful of countries (such as Ecuador,
El Salvador, and Montenegro) that do not have a domestic currency of
their own and which use the dollar or the euro, roughly 40% describe
themselves as operating a floating rate regime. In some cases it would be
wrong to describe these as “free floats,” and the governments undoubt-
edly intervene, whether directly in foreign exchange markets or in
domestic interbank markets, in order to smooth market movements and
reduce volatility. These regimes are often described as “dirty floats.” So
the borderline between floating and managed exchange rates is not as
rigid as these distinctions might imply. But twenty-four countries claim
that they are managing a floating exchange rate, while sixty-eight say
that their rates are pegged, whether to the dollar or the euro or to some
basket of currencies reflecting their trade flows. The contents of those
baskets may be disclosed or left deliberately opaque, as in the case of
Singapore. It is perhaps surprising that almost exactly the same number
of countries now claim to be pegged to the euro as claim to be pegged
to the dollar. Eight of these countries are members of the West African
franc zone, however, which perhaps exaggerates the euro’s impact on
other exchange rate regimes.

Since the establishment of the European single currency in 1999 a
growing number of other countries, whether on the edges of Europe or
outside it, have chosen to use the euro as their nominal anchor. The
financial crisis has increased the attractiveness of the euro as a stable
store of value. The other pegged currencies are mainly linked to the rand
in Southern Africa, which exerts a similar gravitational pull on members
of the Southern African Development Community. A subset of member
countries takes part in a formalized Common Monetary Area.

Another area in which there is considerable diversity of practice is in
relation to the central bank’s involvement in financial regulation. We
shall discuss the pros and cons of such involvement later (in chap-
ter 4). Around 120 central banks have some direct involvement in
hands-on supervision, always of banks, and sometimes of other finan-
cial institutions as well, though in a few, mainly small countries, they
are the regulators of the financial sector as a whole. In around sixty
countries the central bank is not directly involved (figure 1.2). (These
numbers are somewhat larger than the number of central banks, as
they are disaggregated by country, where the supervision arrangements
are invariably national, while those for monetary policy are sometimes
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Figure 1.2. Central banks in regulation.®

pooled between several countries.) But in population terms the ratio is
rather different, since banking supervision in China is not carried out
by the central bank. A rough breakdown by population suggests that in
around 60% of the world central banks supervise banks, while in 40%
they do not. In the years leading up to the recent crisis there was a gen-
eral trend away from central bank involvement in supervision, and in a
number of countries, the responsibility was transferred. But it is unlikely
that a global consensus on this point will be achieved in the foreseeable
future. Indeed the financial crisis has caused a rethink of the optimal
role for a central bank in financial stability, and the extent to which that
role requires direct involvement in the regulation of individual banks.
There is also little sign of a consensus being reached on the appropri-
ate role for the central bank in consumer protection. When he was gover-
nor of the Bank of England, Eddie George liked to say that consumer pro-
tection was “not the natural habitat” of the central banker. The ECB has
no consumer protection function. Yet at least half of all central banks do
play some role in this area. In the United States, the Federal Reserve has
been responsible for implementing federal laws on consumer credit. Its
performance in that area in the run-up to the crisis has been heavily crit-
icized, and President Obama’s reforms envisage a new consumer finan-
cial protection regulator to carry out those responsibilities, and more. In
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Figure 1.3. Range of central bank functions and per capita GDP.*

the United Kingdom, the Conservatives have also proposed a separate
consumer protection agency.

In broad terms there is a relationship between the degree of eco-
nomic development of a country and the range of functions carried
out by its central bank (figure 1.3). The BIS plot a relationship between
per capita GDP and breadth of functions, drawing on a survey of forty-
seven institutions.* They posit three main reasons for this relationship:

e In developing countries the central bank may be one of a limited
number of sources of financial expertise.

e In those countries the central bank is often used to promote
financial-sector development.

¢ Industrialized countries tend to narrow the range of functions and
sharpen the focus of accountability.

So what are the minimum functions of a central bank today, to make
it worthy of the name? In 1983 an IMF paper offered what would at the
time have appeared to be an uncontroversial list of the functions of a
central bank, categorizing them in five areas:’

e currency issue and foreign exchange reserve management;
e banker to the government;
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e banker to commercial banks;
e regulation of the financial system; and
e monetary and credit policy.

Much of this list would now be open to question. Central banks often
issue currency in their own name, but by no means everywhere. In some
places the central bank manages foreign exchange reserves exclusively,
in other cases not at all, while sometimes it manages only a part of the
government’s foreign exchange portfolio. Where capital controls remain,
they are often administered by the central bank.

As for the role of banker to government, while most central banks pro-
vide some transactional services to their government, consensus opin-
ion in the recent past has been that the central bank should not manage
the government’s debt, or be able to lend to the government, except per-
haps at times of crisis. Indeed in more recent central banking legislation,
notably in the EU, the possibility of extending credit to the government
is usually explicitly excluded, for fear that a government under pressure
would resort to the printing press. But in 2009 monetizing government
debt, once interest rates had descended to zero, became a live policy
option once again. The printing presses whirred into action on both sides
of the Atlantic.

The central bank does normally act as a banker to the commercial
banks, providing payment and settlement services, though the way this
is done varies greatly from country to country, and in some cases the
central bank’s own operational role is modest.

The same is true of financial regulation. Banking supervision began
as the credit assessment of the central bank’s counterparties, but, as
we have seen, it is no longer regarded as axiomatic that the central bank
should be the bank supervisor. It may be that in some places, notably the
United Kingdom, too rigorous a separation of the central bank from regu-
lation was engineered, to the point where the Bank of England appeared,
in 2007, to have lost interest in the financial system, even though it
remained the Lender of Last Resort. And in the euro area the central pro-
vision of liquidity through the ECB, with solvency support provided by
national governments, often working through the national central banks
(NCBs), began to look to be an unstable division of responsibilities. We
shall have more to say on these points later.

Monetary policy, on the other hand, does typically remain a core cen-
tral bank function—and one that the bank carries out independently
nowadays, rather than as an agent for the ministry of finance, though
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the setting of objectives, as distinct from the execution of monetary pol-
icy, may remain with government. But the traditional credit policy func-
tion, whereby quantitative controls on lending were administered by the
central bank, has now fallen away in most developed countries. Indeed
it may be argued that central banks have paid far too little attention to
the growth of credit in recent years. That is an argument we shall cover
in much more depth below, where we note the sudden resurgence of
interest in the volume and distribution of bank lending.

Rosa Lastral® gives a fuller account of what she identifies as nine sep-
arate functions and elaborates on their changing nature and importance.
The BIS# has published a comprehensive taxonomy of no less than twenty
separate functions for central banks. It demonstrates the remarkable
diversity of practice that obtains between institutions that might appear
to be superficially similar in structure and objective.

One convenient formulation of the overall objective of central bank-
ing, which cuts through some of the complexity, is provided by Gerry
Corrigan, a former president of the New York Federal Reserve Bank:!!

The single theme of a contemporary central bank’s functions is to pro-
vide stability—stability in the purchasing power of the currency of the
country and stability in the workings of the financial system of the
country, including the payments system.

But Corrigan’s objective, which would be widely acknowledged, does not
explain what practical responsibilities the central bank needs to exercise
in order to provide that stability, which has been spectacularly lacking
in the last two years.

In our view the irreducible functions of a central bank, without which
the title is not meaningful, are as follows.

¢ They must have the capacity to supply ultimate settlement assets
for the financial system.

e They must have the ability to act as banker to key agents in finan-
cial intermediation. Those agents may not exclusively be banks. At
times, this banking function may be extensive, involving the provi-
sion of liquidity on an enormous scale, and a range of guarantees
to different types of financial intermediary.

e They must perform as the institution that implements monetary
policy, whether by setting the price of money (through the short-
term interest rate) or its quantity (through the supply of reserve
assets to the financial system).
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There are other responsibilities that it may or may not make sense to add
to this irreducible list, depending on the circumstances. The arguments
for and against adding these responsibilities should be considered care-
fully. Many countries now believe that in addition to implementing mon-
etary policy, it is preferable for an independent central bank to determine
that policy as well, but there is great debate about what policy determi-
nation means in this context, and what independence means. Should the
central bank itself define price stability, or is it better that an objective
is set by the government and implemented by the central bank? If the
bank is independent for monetary policy purposes, should it nonethe-
less be obliged to exercise that independence with an eye to the overall
economic policies of the government? Is there sometimes a case, in an
economic crisis, for suspending the prime inflation target in the inter-
ests of a looser monetary policy to sustain growth or, more narrowly,
to promote the smooth functioning of the financial system? Should the
target be undershot if credit is growing too rapidly? We consider these
issues further in chapter 3.

It may also be appropriate for the central bank to be the lender of last
resort to banks in difficulty, but it is not wholly obvious that that function
should be carried out by the central bank rather than by the government
itself, though the lender of last resort function must be able to be carried
out by an institution that can lend massively and immediately. Conven-
tionally, the lender of last resort role has involved providing liquidity
support only against high-quality collateral. In 2008 it became clear in
a number of countries that the central bank’s liquidity backing was not
enough to stabilize threatened institutions whose solvency was in ques-
tion, and that direct government investment was required. Iceland was a
case in point. Furthermore, central banks’ balance sheets may not even
be big enough to provide liquidity support on the scale required. In prin-
ciple, the balance sheet can be expanded without limit, but in effect the
constraint is the perceived taxing capacity of the government that stands
behind the bank, in relation to the financial risk it is assuming.

The BIS Central Bank Governance Group has proposed a framework
to assist in analyzing which functions are what they dub “good or bad
bedfellows.” The screening mechanism to help decide whether functions
fit well together involves three considerations:*

e “Whether the objectives are compatible (or at least whether any
incompatibilities are predictable and controllable).”
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e “Whether a single governance structure is suitable for the efficient
discharge of all functions.”

e “Whether the skill sets and technology required for each function
are similar.”

These considerations link in turn to the issue of the location of the
responsibility for banking supervision. Should the central bank be a
hands-on banking supervisor, because of the linkages between the bank-
ing system and the transmission mechanism for monetary policy on the
one hand and financial stability on the other? Or are there circumstances
in which that responsibility may conflict with the monetary policy role?
If the responsibility for supervision is located in another institution,
should that agency also then be the lender of last resort? Some argue
that collocation of both those functions outside the central bank would
make sense.!? Since solvency support must effectively be provided by the
government, it is possible to imagine that a supervisor who is separate
from the central bank might have access to a finance ministry overdraft
to allow it to provide support, though this would further complicate the
monetary policy task.

The nature of the central bank role in financial stability is also open
to question. If the bank essentially has one tool, the short-term interest
rate, can it sensibly be given two potentially conflicting objectives, in
the form of price stability on the one hand and financial stability on the
other? That conundrum has come to the fore in the last year as central
banks have grappled with the credit crisis. Some argue that only if the
bank has access to another mechanism, perhaps the ability to vary bank
capital ratios for macroeconomic reasons, does this financial stability
role make sense. We examine this argument later on.

So, amid all these uncertainties, the definition of central banking is
once again in flux. Before 2007 it was arguable that a consensus was
developing in favor of a narrow model of central banking: the central
bank as monetary policy institute, with a tightly circumscribed range
of responsibilities centering on an inflation target, and limited direct
involvement in the financial system. That was true in the United King-
dom, certainly. But this “end of history” proved to be a false sunset. Many
previously closed issues have been reopened by the financial crisis. It is
highly likely that there will be significant changes in the definition in the
next few years. We make a series of suggestions for change in this book.

Has the reputation of central banking been affected by the crisis for
the long term? It is too early to say, but the historical record tends to
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suggest that central banks have the capacity to adapt. As Capie et al.
point out:

If the fundamental evolutionary criterion of success is that an organi-
zation should reproduce and multiply over the world, and successfully
mutate to meet the emerging challenges of time, then central banks
have been conspicuously successful.

But they will need to rediscover that evolutionary skill to remain relevant
in the very different economic and financial world of the twenty-first
century. We go on to consider the direction of change in which they will
need to follow.
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Monetary Stability

Central banks are active in three areas in which stability has been seen
as a desirable goal of public policy. The three areas are interdependent,
but they have sometimes been seen as separate in analytical terms, as
well as distinct objectives of policy. They may or may not be primar-
ily assigned to the central bank as its special responsibility. Sometimes
other agencies in government are, nominally at least, entrusted with the
lead role.
The three areas are:

e domestic price stability, or monetary stability;
e external stability, or exchange rate management; and
o stability in the financial system.

These days, few question the virtues of stability in these areas, though, as
Rosa Lastra! points out, the “stability” concept is a modern phenomenon.
When the Federal Reserve was founded in 1913 its role was “to furnish
an elastic currency,” seemingly a quite different concept, and the pursuit
of “stable prices” was only added as a legal objective in the 1970s.

The distinctions above are, to a degree, artificial. This can readily be
seen by considering the influence of the exchange rate on domestic
prices, or the impact on the financial system of excessive expansion or
contraction of credit. Nevertheless, they are often addressed as separate
questions, which can sometimes have damaging consequences.

The pursuit of domestic price stability, or monetary stability, is usu-
ally the core field of activity for the central bank, even though it may
not set the policy objectives. Monetary policy is now rarely entrusted to
other agencies. However, external stability in the form of an exchange
rate regime, even though it is intimately linked with monetary policy, is
quite often the direct responsibility of government, although they may
delegate operational decisions and actions to the central bank. Finan-
cial stability is a more elusive concept, to which we return later, but
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it is as often associated with the responsibilities of supervisory agen-
cies as with those of central banks. Nevertheless, failure to achieve any
one of the objectives may adversely affect the other two, and trade-offs
between them are sometimes inevitable. Certainly, with only one main
instrument, the short-term interest rate, a central bank can focus primar-
ily on either domestic stability or the external stability of the currency,
but not on both simultaneously. Whether this single tool can or should
be used for the purpose of influencing both domestic price stability and
financial stability is a more disputed question, as we shall see, but it
certainly has an impact on both.

Here we sketch out the historical background to the central bank
response to the crisis. The latter precipitated a major rethink of the tech-
niques through which monetary policy is given effect, and whose conse-
quences are likely to be far-reaching. The background is of interest, as a
number of the techniques and approaches now being revisited are close
cousins of those which have been used in the past and, for a variety of
reasons, set aside. What follows should be seen as a rough guide to the
main strands of thinking about monetary policy implementation, which
have waxed and waned remarkably in recent decades.

DOMESTIC PRICE STABILITY

It is not entirely clear when central banks first consciously started to
conduct what is now called “monetary policy,” in the sense of taking
deliberate action to use their balance sheets to achieve some wider eco-
nomic purpose, often through setting the short-term interest rate. With
the development of markets in government debt and in private debt it
became possible to start constructing an interest rate policy through the
central bank making loans and taking deposits, or buying and selling
securities, with the deliberate aim of influencing interest rates rather
than focusing on the value of local currency vis-a-vis foreign currency
or gold. As Tucker? puts it, “Everything—and I mean everything—about
central banking stems from our liabilities being the base money of the
economy.”

As a general rule, the central bank can only target the price of money,
and hence of financial intermediation generally, or its quantity, but not
both, except when markets are not free and either prices or quantities are
fixed through administered interest rate ceilings or quantitative lending
limits. However, it may also use its balance sheet to influence develop-
ments in particular markets, at least in the short term.
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The aim of targeting either the price or quantity of financial intermedi-
ation is to influence the performance of the economy as a whole. Clearly,
activity is immensely varied in its components and the same is true of
prices, whether of goods, services, or assets. This leaves open a very wide
choice of potential objectives, few of which could be expected to be met
simultaneously and all of which are subject to influence, and perhaps
determination, by forces largely or, even, wholly outside the control of
the central bank. Central banks can rough-tune, but not fine-tune, though
that is not always the impression they give.

At the same time, despite these huge uncertainties, the cost and avail-
ability of finance exercises an all-pervasive influence over economic
activity. As a result, much effort has been devoted over time to deter-
mining just what the relationship is between money and interest rates,
prices and activity. These relationships are inherently unstable, because
of changes in domestic economic potential, changes in the behavior of
economic agents, and changes in the fiscal structure and in the structure
of the financial markets through which monetary policy is transmitted.
Central banks are engaged in a constant search to find those relation-
ships that are relatively stable and that provide some reasonable expec-
tation that policy action will produce the desired result.

Over time central banks have changed their minds about the channels
through which monetary policy works, sometimes quite radically, and
been given changed mandates by others, both as to the objectives (the
target variable) and the means to achieve them (the instrument variable).
The policy emphasis has sometimes been on final economic objectives
such as prices or growth, while at others it has been on intermediate
financial targets such as particular interest rates, the growth of financial
aggregates, or the level of the exchange rate.

These priorities or targets have changed over time, sometimes because
of new analytical insights, whether about the behavior of the economy
or the behavior of the financial system, and sometimes because of new
political priorities. The absence of empirical certainty of relationships
over any extended period means that the conduct of monetary policy
can only be the continual exercise of judgment. It is inevitably based
on incomplete and imperfect information and can never be an exact sci-
ence. At the same time, because the cost and availability of finance is
so intrinsic to the workings of the economy, and because the exercise
of that judgment can have powerful effects on all economic agents, the
selection of those who exercise it and their accountability has always
been of intense political interest.
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As a result of the inherent uncertainties about the relationship be-
tween the economy and finance, central banks have at different times
focused on many different variables: interest rates, with or without ceil-
ings; exchange rates, fixed, floating, and adjustable; growth in commer-
cial bank assets; credit to particular sectors; overall domestic credit
expansion; central bank liabilities or the monetary base; commercial
bank liabilities; liabilities to particular sectors; various measures of the
money supply, defined as liabilities of various different groups of institu-
tions; net sales of government debt; inflation or inflation expectations;
and so on. Very often the choice of focus follows from the particular
theory of economic behavior that for a period appears most convincing.

To understand developments in the recent past, and current condi-
tions, some history is necessary, not least to illustrate how significant
the shifts in view have been over time, both in terms of what monetary
policy might be expected to deliver and in terms of the precise tools to be
deployed to meet those ends. These views have inevitably been formed
as part of wider debates about how the economy works.

For centuries the main decisions that had to be taken about money
were about the issue of coinage and paper money by government and
about the price of the local currency in relation to foreign currencies or
to gold. In their useful review of the development of central banking from
the late eighteenth century to the present day, Capie et al.? identify 1873
as “the beginning of the period when the gold standard formally became
established as the main exchange rate regime for much of the industrial
world.” Although in war time priority was given to financing the bel-
ligerents’ deficits, with inflationary consequences, there was a return to
the gold standard in the postwar period until both the United Kingdom
and the Unites States were forced off it in the depression of the 1930s.
After World War II governments were determined not to see a return to
the high unemployment of the interwar years. Monetary management
became a subsidiary part of overall demand management, the objectives
of central banks were extended to include high levels of employment
and growth, and, as Capie et al. neatly put it, the “central bank became a
junior branch of the Treasury.” Anti-inflation policy tended to center on
the imposition of credit controls. While almost all credit creation took
place through the banking system, controls on bank lending were rea-
sonably effective.

During the 1950s the weaknesses of direct controls on credit began
to be better understood. Changes in the structure of intermediation
made credit controls decreasingly effective. Increasing international
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competition in the provision of credit, made easier by improvements
in information technology, made domestic credit control difficult, espe-
cially if capital flows were not constrained. The development of the euro-
markets, especially the Eurodollar market, in the 1960s showed how
a parallel credit market could grow quickly outside a currency’s home
jurisdiction.

By the middle of the twentieth century two broad schools of thought
had developed, each of which saw a quite different role for monetary
policy or perhaps no role at all. Much of this period was spent in exper-
imenting with these approaches until, in due course, it became clear
that neither of them was thought to provide a clear answer. The terms
used to describe the two broad approaches are Keynesianism and mon-
etarism. Both terms are loosely used to cover a wide range of variants,
and it is not our purpose to discuss these variants in detail since pol-
icy has not typically been debated in these terms—though Keynesianism
has staged something of a recovery recently. However, it is important to
reiterate that monetary policy, like so much else, is prone to wide swings
in fashion.

Blinder* provides an accessible description of the main streams of
Keynesian thinking. A Keynesian believes that aggregate demand is
influenced by a host of economic decisions—both public and private—
and sometimes behaves erratically. The public decisions include, most
prominently, those on monetary and fiscal policy, i.e., government
spending and taxation. According to Keynesian theory, changes in aggre-
gate demand, whether anticipated or unanticipated, have a greater short-
term impact on real output and employment than they do on prices.
Monetary policy moves that people expect in advance can produce real
effects on output and employment only if some prices are rigid. But
because prices are in fact somewhat rigid, fluctuation in any component
of spending—consumption, investment, or government expenditure—
causes output to fluctuate. If government spending increases, for exam-
ple, and all other components of spending remain constant, then out-
put will increase. Keynesians believe that prices and, especially, wages
respond slowly to changes in supply and demand, resulting in shortages
and surpluses, especially of labor. So activist stabilization policies are
advocated to reduce the amplitude of the business cycle.

This analysis led to attempts to fine-tune output growth by, say,
adjusting government spending, taxes, and the money supply, although
it was recognized that there were serious obstacles to success because
of the lags between the taking of action and the action having an effect.
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Despite these difficulties the underlying policy proposition was that the
government was both knowledgeable and capable enough to improve on
the unfettered operation of the free market against a background belief
that unemployment was ultimately a more important problem than infla-
tion. With sufficiently elaborate forecasting machinery, the mix of poli-
cies best suited to the circumstances could be selected.

By contrast, monetarists, as a generality, do not see such scope for fine-
tuning, which produces variability and uncertainty, and believe inflation
to be a greater concern. Monetarism focuses on the supply of money
in an economy as the primary means by which the rate of inflation is
determined. As Milton Friedman and Anna Schwartz® put it, “inflation
is always and everywhere a monetary phenomenon.” The proposition,
usefully summarized by Meltzer5, is that sustained monetary growth in
excess of the growth of output produces inflation; to end inflation or
produce deflation, money growth must fall below the growth of output.
These effects are linked to the exchange rate. Given certain assumptions,
when inflation is expected to be high, interest rates on the open mar-
ket are high and the foreign exchange value of a currency falls relative
to more stable currencies. Sustained inflation induces depreciation, and
disinflation will tend to deliver currency appreciation.

The first effects of changes in monetary growth are on output; later
the rate of inflation changes. The intuitive attraction of the proposition
that inflation is a monetary phenomenon, backed up by some empirical
evidence, led to the adoption by a number of governments of money sup-
ply targets, rather than interest rate targets, as the focus of policy. This
was despite the difficulty of being sure which of several possible mea-
sures of money supply needed to be targeted to bring about the desired
objective and of having to deal with substantial shifts in the demand
for money. Nevertheless, the worldwide surge in inflation from the late
1960s onward meant that solutions were eagerly sought. The benefits
of obtaining a strong anchor for policy in the form of stabilizing the
growth of the money supply came to achieve widespread acceptance.”
In the United Kingdom, for instance, in the early 1980s the Thatcher gov-
ernment required the Bank of England to attempt to control the money
supply on a monthly basis by buying or selling government debt to offset
any potential deviation from target predicted by an elaborate forecast of
the flows in demand for money. (The authors were on opposite sides
of this uncomfortable, and ultimately fruitless, endeavor: Davies in the
Treasury, Green in the Bank of England.) In the end, short-term mone-
tarist forecasts went awry and confidence in the approach was seriously
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damaged. Repeated changes in the different technical measures of the
financial aggregates being targeted, with names such as £M3, MO, and
PSL2, to mention but a few, did not help. Sticking to a firm target for
money supply also meant losing control of the exchange rate. The con-
sequence was a switch to targeting the exchange rate in the late 1980s,
when the chancellor, Nigel Lawson, adopted a policy of “shadowing” the
deutsche mark, with ultimately disastrous results.

Increasing uncertainty about whether the targeting of monetary aggre-
gates was the best way to manage monetary policy, as well as concern
about the increasing volatility of exchange rates, which was implicitly
the result of individual countries targeting monetary aggregates, led to
a number of moves toward finding a different anchor for policy.

In Europe governments favored increasingly robust efforts to peg
exchange rates between countries, eventually through the exchange rate
mechanism (ERM). An attempt by the United Kingdom to hold position
in the ERM led to a humiliating ejection in September 1992 (see chap-
ter 7 on Europe). Elsewhere it led to increasing attention on focusing on
a final target: inflation itself. This was regardless of the consequences
for the exchange rate, and even though very different views were held
as to the precise route through which use of the central bank balance
sheet ultimately affects the prices of a chosen target basket of goods
and services.

Charles Goodhart® provides a clear account of the main theories that
have underpinned policy, albeit with alarming, but entirely justified,
emphasis on the uncertainty surrounding most of the factors consid-
ered. He notes that, following the debates that have taken place, between
different categories of Keynesian and monetarist economists, there had
until very recently been a (historically unusual) degree of agreement
about the basic mechanism through which monetary policy had had
an effect on the economy more widely. He describes this consensus as
follows:

Because of frictions preventing full, immediate and perfect adjustment
of wages and prices to changing economic conditions, wages and prices
are sticky. These frictions remain imperfectly understood, but proba-
bly result from various forms of transactions and information costs.
Anyhow, their existence means that (unexpected) changes in real inter-
est rates have an effect, after some delay (whose length depends on
planning, ordering, executing and payment lags), on real expenditures
and real output. Thus, the first of the equations in the small consensus
model is an IS [investment and savings equilibrium] curve relating cur-
rent real expenditures to real monetary and other shocks. In practice, in
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forecasting models used by central banks this single equation usually
becomes disaggregated into multiple equations by type of expenditure.
The second main equation in the consensus model is a supply-side, or
modified Phillips curve, equation. This relates deviations in inflation,
from its previously expected path, to deviations in output from its nat-
ural, or equilibrium, level. Thus if output rises above (falls below) its
natural level, inflation accelerates (declines). Unlike the IS curve, whose
empirical properties have generally proven relatively successful, the
supply side curve has been empirically troublesome....

The third equation is a reaction function, whereby the central bank
adjusts interest rates in response to deviations of inflation from target
and of output from its equilibrium rate.

Goodhart goes on to explain, however, that few of these concepts are
straightforward. There are measurement difficulties in estimating real
output, so that whether the final published figure is “correct” is uncer-
tain. More seriously, the time path of “natural,” or “equilibrium” or “sus-
tainable,” output seems to vary in and between countries over time for
reasons that are difficult to explain. Much research effort is devoted to
trying to measure and understand these changes and to determining
how policy might best take account of them.

Another prominent aspect of recent macroeconomic theory has been
the emphasis on the importance for the behavior of economic agents
of forward-looking, or “rational,” expectations, rather than backward-
looking expectations. Although the empirical evidence suggests that
most people nevertheless tend to extrapolate past experience into future
forecasts, it has become widely accepted that a key role for central banks,
besides varying the short-term policy rate, is to influence expectations,
notably of future price inflation and also of the future path of official pol-
icy rates. If inflation expectations can be anchored at a low and stable
level, despite disturbances from, say, oil or food price shocks, a change
in nominal interest rates will have a more predictable, and perhaps gen-
erally larger, effect on real interest rates than it would otherwise. This
implies that central banks must not simply take action from time to
time but should also indicate their own views about the future path of
their own risks by using a wide variety of tools, such as providing fore-
casts of various kinds, publishing minutes setting out arguments that
look forward to future policy choices, or making speeches that do the
same. (See chapter 6 for a discussion of central bank communications.)
Such skills of effective persuasion are quite a different set from those
required for practical management of market operations, but they have
to be integrated convincingly with them.
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As aresult there has been increasing focus on maintaining and under-
pinning central bank credibility. Paul Tucker, now deputy governor of
the Bank of England, identifies the main ingredients of that credibility:®

Being very publicly committed to anchoring medium-term inflation
expectations in line with a clear target, above all else. Inflation outturns
being, on average, in line with the target. And being seen to be commit-
ted to the essentially technical job of professional economic analysis of
conjunctural conditions and the underlying structure of the economy.
The counterpart to this is being understood to be ready to do whatever
is necessary to maintain well-anchored inflation expectations.

He goes on to note that credibility is not to be taken for granted, but
“needs to be earned and re-earned, over and over again.”

Central bank objectives, whether overt or otherwise, have shifted over
time. Over recent years that shift has, at least in the main developed mar-
kets, been away from targeting either interest rates or monetary aggre-
gates to targeting inflation itself, with or without subsidiary objectives.

This movement began when the Reserve Bank of New Zealand was
given an inflation target as part of a much wider political aim to give
each public-sector body a clear, quantified, and simple target to which
it could then be held accountable. Thus inflation targeting essentially
derived from a political initiative. Nevertheless, it was consistent with
the theory that, in the longer term, monetary policy could only affect
nominal variables and not real variables, which would instead be affected
by nonmonetary real economic factors. At the same time, in the near
term the influence on inflation also appears to result from the bringing
about of changes to real variables such as output and unemployment.
Furthermore, there seem to be long lags before inflation responds to
monetary policy, so that driving inflation rapidly back to target, if it has
deviated from it, only seems to be possible by enforcing a large change
in output, especially if the deviation initially derives from some supply
shock. Shocks were normally assumed to originate in the real economy,
though recent events suggest that a shock within the financial system
itself may produce comparable results.

Central banks are thus left trying to reconcile the primacy given to
price stabilization over the medium term with the short-term desirability
of avoiding undue disturbance to the path of output growth. Ascribing
primacy to the control of inflation and delegating the responsibility to a
central bank creates a politically attractive framework for resolving this
dilemma because, if the central bank is made independent, any blame
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Figure 2.1. The inflation rate at the time of inflation target
adoption in twenty-one countries. Source: Bank of Iceland.

for the painful output or employment consequences of fighting inflation
is diverted away from government.

Such arrangements, or variants of them, were put in place in many
countries from the early 1990s onward, and for a long period of time
they looked to be remarkably successful, with an extended period of
strong growth and muted inflation—what has come to be called the Great
Moderation. In the 1990s twenty-one countries adopted inflation targets,
and by 2009 there were twenty-six inflation targets in operation. (Ham-
mond gives a comprehensive account of inflation-targeting regimes.!?.)
Some adopted targets at times of high inflation and used them to anchor
expectations. Others, like the United Kingdom, used an inflation target to
consolidate gains achieved by other means—in the British case through
a painful period of membership of the ERM!! (figure 2.1). For some time,
indeed, it seemed that inflation targeting would carry all before it. Ben
Bernanke, before he became chairman of the Federal Reserve, was one
of its most prominent advocates.!2

The hallmark of inflation targeting is, as Bernanke and Mishkin explain,
the announcement by the government, the central bank, or some combi-
nation of the two that price stability is explicitly recognized as the main
goal of monetary policy and that, in future, the central bank will strive to
hold inflation at or near some numerically specified level. Inflation tar-
gets are more often specified as ranges (for example, 1-3%) than as single
numbers, and they are typically established for horizons ranging from
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one to four years. There were, as inflation targeting took root, exceptions
to both approaches. Indeed Germany, with the longest overall experi-
ence with inflation-focused monetary policy, specified its implicit infla-
tion target as a point and with only a one-year horizon. Initial announce-
ments of inflation targeting generally allow for a gradual transition from
the current level of inflation to a desired steady-state level: usually the
level deemed consistent with price stability. “Price stability” has never
in practice been literally zero inflation, but usually something closer
to a 2% annual rate of change in average retail prices. However, as we
shall see, the question is now being posed afresh as to how far such
major economic choices should be delegated to an unelected, essentially
technical body.

Of course, even if inflation targeting is accepted as the policy frame-
work, there are still choices to be made about which inflation rate should
be the target, what the time horizon should be, how much variation
should be allowed over time, and to what extent account should be taken
of other considerations such as activity or unemployment, and how the
balance with inflation should then be struck.

In relation to prices, what precisely should be taken into account?
Should prices of goods and services like food and energy be excluded
because they are subject to supply-driven fluctuations and are intrinsi-
cally unsusceptible to short-term control using interest rates? Should
housing costs be included and, if so, should this just be rental pay-
ments or should account also be taken, in a circular way, of the interest
costs of a mortgage or should a factor for the capital cost of a house
be included, even though this may fluctuate in a markedly different way
from other prices because housing is also seen as an investment asset?
Different answers to these questions have been chosen in different coun-
tries at different times.

No central bank targets very-short-term inflation, with most looking
at one or two years ahead or, in the case of Australia, inflation “through
the cycle.” This has a bearing on which prices should not be taken into
account so that erratic prices that should not affect future inflation, such
as food prices, are often excluded.

One possible, indeed obvious, interpretation of the concept of price
stability could be stability in the price level itself. In practice, a rate of
inflation is almost invariably the target, the reason being that aiming at a
price level, even one that changed over time, could be difficult to explain.
Unlike when using inflation targets, bygones would not be bygones and
a period of undershooting would need to be followed by a period of
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overshooting, and vice versa. What this would mean is that the near-term
target would need to vary according to recent inflation performance and
the time horizon chosen for offsetting any overshooting or undershoot-
ing. Downward price adjustments could prove costly in output terms.
The whole process could be complex and confusing, and would conse-
quently be damaging to credibility. Price stability is therefore usually
taken to mean stability in the rate of inflation.

When an inflation target is announced, there is also usually some state-
ment to the effect that control of inflation is the “primary” or “over-
riding” goal of monetary policy and that the central bank will be held
responsible for meeting the inflation target. Sometimes there is no men-
tion of competing goals, as was the case in the Reserve Bank of New
Zealand Act in 1989. More often there is reference to subordinate goals,
usually relating to growth or employment, or even in general terms to
the wider economic objectives of government. In principle, the infla-
tion target is supposed to take precedence in the event of conflict. In
practice, central banks always have some room for short-run stabiliza-
tion objectives, particularly with respect to output and exchange rates.
However, as we shall see below, circumstances have arisen where, even
though inflation targeting formally remains in place, it becomes sub-
servient, in the face of major financial disruption, to other objectives. The
relation between a central bank’s price and financial stability objectives
(where they have them) has become a contentious issue, as we discuss
in chapter 3.

Since targeting inflation directly requires the central bank to fore-
cast the likely path of prices, close attention is typically paid to a vari-
ety of indicators that have shown predictive power for inflation in the
past. These model-derived forecasts are typically presented in inflation
reports, which form a critical part of improved communication with the
public about monetary policy and, in particular, the long-run implica-
tions of policy actions. However, one ongoing debate concerns how well
inflation beyond one year can be forecast.

The adoption of inflation targeting is often linked to changes in the
laws or administrative arrangements associated with the central bank.
Typically, reforms go in the direction of increased independence for the
central bank, particularly in respect of its choice of instrument settings.
We discuss this in much greater detail in chapter 7.

One of the consequences of this approach has been an increasingly
technocratic focus on the precise numbers involved in either a range of
real variables or a particular price index. Enormous effort has gone into
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determining the possible consequences of differences in real GDP growth
of, say, between 0.8% and 0.7% in a given quarter, or whether a price
index was rising at an annual rate of 2.1% or 2.2%. Complex judgments
about these relationships then feed into decisions about similarly small
changes in interest rates, usually of no more than 0.25% in “normal”
economic circumstances. (From late 2007 onward, however, there were
far larger movements in rates in response to a sharply slowing world
economy.)

This concentration on minor deviations in real numbers relates to a
desire, which some might consider unrealistic given the many uncer-
tainties about the monetary transmission mechanism, to anchor inter-
est rate decisions in clearly defined and quantifiable factors. Rather like
the value-at-risk modeling used by investment banks, such techniques
could give a spurious feeling of comfort that the short to medium term
can confidently be looked at in this way.

In 2007-8 this approach completely broke down, partly because of
unforeseen shocks from commodity prices, but also, more importantly,
because the whole structure of financial intermediation changed in ways
that meant that these forecasting techniques no longer worked. Central
bankers found themselves having to adjust to a new reality and having
to move interest rates by 200 rather than 25 basis points for reasons
other than changes in the likely impact of real variables on prices.

It is striking that much of the discussion of monetary policy in the
last decade and more has said very little about what is happening in the
financial system and how that impinges on both inflation and activity.
Although in earlier years the focus was on controlling credit or money,
the discrediting of the targeting of credit expansion, or of monetary
aggregates, as a direct route to price stability seems to have had the
consequence that the analysis of the flow of funds in aggregate, and as
between sectors, which was a core feature of some central bank analysis
some decades ago, almost faded from view. This is not because of lack
of awareness of such issues. As long ago as 1986 a G10 Central Bank
Study Group led by Sam Cross recognized that!3

New instruments may shift the incidence of monetary policy among
sectors of the economy in ways that are not predictable. New instru-
ments may concentrate risk in the financial sector, which can make it
more vulnerable to large unexpected changes in the macro-economic
environment.

These considerations certainly influence the way in which central
banks make discretionary changes in monetary policy. As we note below,
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however, the difficulty of modeling such effects meant that in the event
these factors were often ignored or assumed away. Even as recently as
2006 it was possible to read reflections on the conduct of monetary pol-
icy by well-respected central bankers that contained no reference what-
soever to the possibility that the behavior of the financial system might
have some influence on the economy or vice versa.

Not all central banks turned their focus more or less exclusively on
to real economy variables. The Bundesbank continued to emphasize the
superiority of money targeting as a means of ensuring both monetary
discipline and transparency, though these targets were still driven by
inflation goals. Their money targets were designed to be consistent with
an inflation target, reduced over time, given projections of the growth
of potential output and of possible changes in the velocity of money. At
the same time the Bundesbank showed itself to be quite willing to miss
its money targets when pursuing them threatened to conflict with the
control of inflation.

The ECB effectively continued with a modified version of this system
as it devised its own approach to achieving price stability, which the
European Treaty allowed it to define itself. The chosen approach has
two “pillars”4 based on two analytical perspectives: first, a prominent
role for money, signaled by the announcement of a reference value for
monetary growth; and, second, an analysis of a wide range of other eco-
nomic and financial indicators in order to form a broad assessment of
the risks to price stability.

The economic analysis assesses, much as do other central banks, the
short-to-medium-term determinants of price developments, focusing on
real activity and financial conditions in the economy and looking at,
inter alia, developments in overall output, demand, and labor market
conditions, a broad range of cost and price indicators, fiscal policy, and
the balance of payments for the euro area.

The monetary analysis focuses on a longer-term horizon, because of
the observed long-run link between money and prices. It looks at money
and credit developments with a view to assessing the implications for
future inflation and economic growth. Interestingly, and presciently,
when describing the purpose of its monetary analysis, the ECB noted
in 2000 that such analysis might help to assess the possible existence
and the potential effects of bubbles in financial markets. They went on
to say:14

Historically, booms and busts in asset markets have been closely
associated with large movements in monetary and, especially, credit
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aggregates, and their implications for the economy may depend on the
strength of the balance sheet position of the financial sector. This is
another reason for the ECB to give a special status within its strategy
to the analysis of monetary and credit aggregates and financial inter-
mediaries’ balance sheets.

The way in which this analysis is conducted has been frequently
refined, but always involves the construction of a wide range of financial
aggregates. This analysis serves mainly as a means of cross-checking,
from a medium- to long-term perspective, the short- to medium-term
indications coming from the economic analysis.

The ECB had some initial difficulty in explaining that the monetary pil-
lar did not represent a “monetary target” or that the economic pillar did
not represent an “inflation target.” Rather, both together form a frame-
work that organizes the analysis and the presentation of the information
relevant for monetary policy making in order to guide decisions that aim
to maintain price stability. The ECB always recognized that the weight
they continued to put on monetary aggregates set them apart from other
central banks. They maintain that the relative lack of disruption from the
unwinding of serious credit imbalances in the euro area has in part been
attributable to the fact that they had always kept their eye on what was
happening in the financial system.

It now seems clearer than ever that the scale of the extension of credit
may provide a way of looking more closely at whether unsustainable
imbalances between assets and liabilities are arising, whether related
to residential and commercial property or to other markets. If credit is
rising much faster than nominal activity in general, it may warn of risks
in relation to the sustainability of real activity, as well as consequent
risks to the stability of financial firms and markets (see chapter 5).

The nature of the links between the activity of financial firms and their
clients and real activity is much disputed. It is certainly difficult to mea-
sure, and hence to model. That is one reason why many, perhaps most,
economists and, in particular, the macromodelers who took over the
process of forecasting inflation have for long tended to avoid attempt-
ing to model it and why there has been little enthusiasm for targeting
categories of financial assets or liabilities.

At the same time, the residential housing crisis in a number of coun-
tries, combined in some cases with more general consumer indebtedness
problems, has served as a sharp reminder that the behavior of banks and
other financial institutions, and of securities markets, has a very direct
effect on both activity and prices. It has also profoundly influenced the
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transmission mechanism of monetary policy in ways that have proved
to be intensely disruptive.

These developments have refocused attention on those analysts who
identified these risks, monitoring the cumulative build up of unusual
and then extreme financial positions. However, while they did warn of
the risks of such indebtedness unraveling with disruptive consequences,
those economists who were most concerned about asset price bubbles
and the mispricing of risk made few monetary policy recommendations
in the face of the widespread orthodoxy that interest rates and consumer
prices were where central bankers should focus. Their attention centered
on regulatory tools designed to constrain the expansion of banks’ bal-
ance sheets (see chapter 5). The hesitation over using monetary policy
tools was linked to a belief that, if consumer price inflation was to remain
the prime target, some other instrument was required to tackle excess
credit expansion.

Warnings were given, however, in increasingly forceful tones, most
notably by the economists Bill White and Claudio Borio at the BIS, that,
while substantial economic benefits were associated with reducing infla-
tion from earlier, higher rates, at the same time history also suggested
that stability of consumer prices might not be sufficient to ensure macro-
economic stability!”> and that the benefits of focusing solely on maintain-
ing price stability might well have been overestimated. White recalled
that Hayek had warned, in his Nobel prize lecture, that economic pro-
cesses were inherently so complex and volatile that the appearance of
structural stability was almost always misleading. White further argued
in 2006 that a reappraisal of the conventional approach to monetary pol-
icy that then prevailed was necessary because the structure of the global
economy had changed remarkably. In particular, he suggested that finan-
cial liberalization had increased the likelihood of boom-bust cycles. The
integration of big countries into a global economy, combined with the lib-
eralization of markets, appeared to have had material effects on the infla-
tion process and on the transmission mechanism of monetary policy.

White describes the dynamics of the process in the following way.
Buoyed by justified optimism about some particular development, credit
is extended that drives up related asset prices. This both encourages
fixed investment and increases collateral values, and these in turn sup-
port yet more credit expansion. With time, and underpinned by an asso-
ciated increase in output growth, this process leads to increased willing-
ness to take on risks, “irrational exuberance” to use Greenspan’s term,
which gives yet further impulse to the credit cycle. Earlier experience
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analyzed in 2001 by Borio et al.'6 suggested that credit spreads, asset
prices, internal bank risk ratings, ratings from agencies, and loan loss
provisions all demonstrated a tendency to procyclicality. Subsequently,
as exaggerated expectations concerning both risk and return are eventu-
ally disappointed, the process goes into reverse. As undershoot replaces
overshoot, there is a dampening effect on the economy. Frequently, the
financial system is itself weakened, which exacerbates the impact.

The orthodoxy of focusing exclusively on retail price inflation is now
being challenged as many central bankers come to appreciate just how
powerful an effect the accumulation of stocks of debt can have on the
economy. In some respects, there has already been an implicit change
in behavior. Whereas an excessive expansion of credit was not seen in
itself as a reason for tightening, a drop in the supply of credit has been
quoted as a reason for easing.

The longer-term implications for inflation targeting remain unclear.
Mervyn King continues to argue that “diverting monetary policy from its
goal of price stability risks making the economy less stable and the finan-
cial system no more so0.”17 But elsewhere excessive or insufficient exten-
sion of credit is likely to become one of the reasons that will justify devi-
ation from an inflation target, possibly for an extended period of time.
So far, no country has dropped inflation targeting in response to misses,
regardless of whether the misses are large, unexpected, prolonged, and
frequent or small, temporary, and deliberate. Targets are nevertheless
missed by substantial margins and for long periods. An IMF study by
Roger and Stone suggests that countries targeting stable inflation miss
the range about 30% of the time, while countries in the process of dis-
inflation miss their target nearly 60% of the time.!® Emerging-market
countries take longer to disinflate, but their inflation performance under
stable inflation targeting is as good as it is in industrial countries. The
largest misses often reflect the direct and indirect impacts of exchange
rate shocks. Roger and Stone suggest that the resilience of inflation tar-
geting appears to reflect the flexibility of the framework in handling
shocks, high standards of transparency and accountability, and, tellingly,
a lack of alternative monetary regimes.

OTHER MACROECONOMIC OBJECTIVES

The question of whether a central bank should have other macro-
economic objectives in addition to price stability, whether in the form
of a clear inflation target or some more vague formulation, has been
addressed in different ways.
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The period of immense financial turmoil that started in the summer of
2007, combined with highly volatile commodity prices, has progressively
put into question the extent to which it is sufficient for a central bank to
focus on achieving a specified inflation outcome over a relatively short
horizon. The focus on inflation has not been explicitly abandoned, but
many of the actions taken by central banks in different jurisdictions have
had other, equally explicit primary motivations, including influencing the
availability of credit, the pace of activity, or even simply “confidence.”

Rates have been lowered very substantially even when inflation has
been above target and sometimes with a less clear indication than usual
of when inflation might be expected to get back to target. When this
occurred in the United Kingdom in the late fall of 2008 the chancellor of
the exchequer, Alistair Darling, issued a reminder that the Bank of Eng-
land’s mandate said nothing about the speed at which inflation should be
brought back to target and that the Bank also had an obligation, subject
to the objective of maintaining price stability, to support the economic
policy of Her Majesty’s Government, including its objectives for growth
and employment. Subsequently, however, the Bank published an infla-
tion forecast that prefigured the largest expected deflation since infla-
tion targeting had been introduced. Inflation in fact remained above the
target range in early 2009, as the Bank cut rates to 0.5% and, in a major
regime change, embarked on a policy of “quantitative easing” (the pur-
chase of government securities and other assets from banks and market
counterparties), but by that time inflation was expected to undershoot
on a two-year view.

As the crisis in the financial system unfolded within the United States,
the Federal Reserve reduced rates dramatically without suggesting, at
least for a period, that this corresponded to a similar drastic reduction in
inflation prospects, thus implicitly confirming that monetary policy had
more than one target. Meanwhile, inflation itself, or at least the prospect
of it, became quite volatile, with huge swings in commodity prices during
2008 both making stability in inflation quite improbable and making its
likely future course quite uncertain. A number of central banks shifted
the focus progressively from providing liquidity support to individual
banks on the basis of hitherto standard criteria to lending against, and
then buying, previously unacceptable assets, including in some cases
unsecured lending to the private sector.

This was justified variously as an attempt to keep wholesale markets
functioning and to ensure that bank lending to the private sector was
sustained. Governments as well as central banks made it clear that an
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objective of policy was a quantum of bank lending, harking back to much
earlier periods during which the focus of official policy was the scale
of credit expansion and sometimes the distribution of credit through
“window guidance” and other such techniques. Even sectoral distribution
became the subject of official interest with, in the United Kingdom for
instance, government discussion with the banks about the quantum of
lending for small businesses, for house purchase, or for the car industry.
In the United States, by contrast, the Federal Reserve and the Treasury
said in a joint statement in March 2009 that the Federal Reserve should
aim “to improve financial or credit conditions broadly, not to allocate
credit to narrowly defined sectors or classes of borrowers.”!? Academic
commentators joined in with varying degrees of enthusiasm. Adrian and
Shin of Princeton University were among the firmest converts. “There
is a case,” they argued, “for rehabilitating some role for balance sheet
quantities for the conduct of monetary policy.”?? We agree.

The interest in credit was a far cry from the previous overriding focus
on narrow adjustment of short-term interest rates. Indeed, over a period
of months central banks lost their ability to use market operations to
control either the level or, to some extent, the structure of interest rates.
The relationship between interest rates and official intervention rates
broke down. In the United Kingdom, the early crisis-linked reductions in
official rates had little effect on the interest rates that determined the
marginal cost of funding for banks and hence, effectively, their ability to
reduce their lending rates without further damaging their already preju-
diced profitability. In the United States, the Federal Reserve found it was
no longer always able to deliver its announced target rate. In effect, the
interest rates at which individual banks could fund themselves became
a function of confidence in individual names in the interbank market,
regardless of the price at which the authorities supplied funds.

Official rates continued to be cut to mitigate the scale of the recession,
when it became clear it could not be averted. Central banks found that
their actions resulted in the size of their balance sheets increasing at
an abrupt and unprecedented rate. The Federal Reserve’s balance sheet
expanded from around $800 billion to over $3 trillion in a matter of
months. Other major central banks found themselves in similar posi-
tions. In part this was because the lack of trust between banks started
to make the central bank in effect a systematic central counterparty for
the private banks, and the central intermediary in the money market.
Instead of lending to each other, they managed their liquidity increas-
ingly by borrowing from and lending to the central bank. But it was also
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because, in order to stop intermediation more generally from collapsing,
the central bank was increasingly becoming a major intermediary for the
private sector itself. The Federal Reserve began to purchase commercial
paper directly and to provide back-up liquidity to money market mutual
funds.

At the end of 2008 the Federal Reserve reached the zero bound of
interest rates when it announced a target range for the federal funds
rate of 0-0.25%. At the same time, it said it would purchase large quan-
tities of agency debt and mortgage-backed securities and was evalu-
ating the potential benefits of purchasing longer-term Treasury secu-
rities. The aim was to demonstrate that, even when the interest rate
armory was exhausted, the Federal Reserve retained the ability to influ-
ence credit conditions and prevent a deflationary spiral, as was experi-
enced in the early 1930s. In effect the changed environment required a
different regime.

The circumstances in which a policy of “quantitative easing” might
make sense had been set out almost exactly six years before by Gover-
nor Ben Bernanke, as he was then, in a speech entitled “Deflation: mak-
ing sure ‘it’ doesn’t happen here.”?! The speech, when reread in 2009,
is both remarkably prescient and blush-making at one and the same
time. It is embarrassing because of the confidence with which he asserts
that a period of Japanese-style deflation was highly improbable in the
United States because “our banking system remains healthy and well-
regulated, and firm and household balance sheets are for the most part
in good shape.” It is prescient in its detailed exploration of the theory
and practice of deflation, and the policy instruments that may be used in
response. He expressed confidence that “the U.S. central bank, in cooper-
ation with other parts of the government as needed, has sufficient policy
instruments to ensure that any deflation that might occur would be both
mild and brief.”

His argument was that prevention is better than cure and that the Fed-
eral Reserve should “use its regulatory and supervisory powers to ensure
that the financial system will remain resilient” and should “act more pre-
emptively and aggressively than usual in cutting rates” if the fundamen-
tals of the economy suddenly deteriorate. In 2007-8 the Federal Reserve
followed that approach more vigorously than the other central banks
facing a similar fall-off in demand.

But he maintained that even if preventive action, with aggressive rate
cuts, failed fully to affect deflationary pressures, the Federal Reserve
was not out of bullets. It would be open to it to expand the scale of its
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asset purchases and to widen the range of assets it buys, or it could
lend directly to the banks at low rates of interest. To influence longer-
term rates, once the overnight rate fell to zero, it could announce ceil-
ings for yields on longer-maturity Treasury debt and enforce them by
committing to unlimited purchases at prices consistent with those ceil-
ings. In the limit, the Federal Reserve could also buy foreign, as well as
domestic, government debt. This menu is frequently, if rather mislead-
ingly, described as the government “resorting to the printing press.” In
the past, economists have offered more exotic, if less plausible, ways of
achieving the same affect. Keynes suggested that the government could
fill bottles with money and bury them in mine shafts for determined citi-
zens to recover. Milton Friedman'’s preference was for the government to
drop dollar bills from a helicopter. Increasing money supply in this way
would be likely to prevent the prices of goods and services dropping in
real terms. Bernanke’s reference to this option earned him the nickname
“Helicopter Ben.”

Do these techniques work in practice as well as they do in theory? The
lessons of the Japanese experience—the most relevant recent case study
we have—are ambiguous. On the one hand, the Bank of Japan was gener-
ally successful in maintaining the quantum of bank balances within its
target range, and, in the end (albeit after five years), it was able to move
away from a zero interest rate as the price level began to rise. Japan
clearly avoided a Depression-style collapse in confidence and activity.
On the other hand, bank lending continued to decline after the introduc-
tion of the program—though of course it might have been even weaker
without it. More worryingly, Federal Reserve researchers conclude that?2

While there is little evidence that quantitative easing stimulated overall
lending activity, there does appear to be some evidence that it dispro-
portionately supported the weakest Japanese banks [and] may have had
the undesirable impact of delaying structural reform.

At the London School of Economics in January 2009 Bernanke sought
to distinguish the Federal Reserve’s approach in 2008-9 from the ear-
lier Japanese experience, characterizing it as “credit easing,” rather than
“quantitative easing.”?3 The distinction he sought to draw was that

In a pure QE [quantitative easing] regime, the focus of policy is the
quantity of bank reserves, which are liabilities of the central bank....In
contrast the Federal Reserve credit easing approach focuses on the mix
of loans and securities that it holds and on how this composition of
assets affects credit conditions.
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The main reason he cited for the different approach was that credit mar-
kets were more dysfunctional in the United States then they had been in
Japan in the 1990s.

The switch to quantitative-based action, essentially targeted at growth
via credit, even if this was not put in quite those terms, left open the
question of what to do about inflation and whether in the United States
an explicit inflation target was desirable after all. The immediate motive
for this was the hope that a de facto inflation target would help shore
up inflation expectations and reduce the risk of deflation, bringing the
Federal Reserve closer to the formal targets of the United Kingdom and
the ECB. Some economists, such as Mishkin, also felt that a clear inflation
target that stabilized general inflation expectations could help in the
aftermath of recession, both emphasizing that the Federal Reserve would
do what was necessary to prevent deflation and making it less likely
that there would be a burst of high inflation, perhaps as a result of the
consequences of the efforts to maintain credit.

In March 2009 the Bank of England joined the Federal Reserve in
attempting to stimulate money growth directly. They were happy to
describe it as quantitative, rather than credit, easing. A little later the ECB
also embarked on purchases of covered bonds, which they described as
“enhanced credit support.” The declared aim was “to encourage banks
to maintain and expand their lending to clients.”?* The Bank of England
emphasized that “the objective of policy is unchanged...influencing the
quantity of money directly is essentially a different means of reaching
the same end.”?> At the time of writing it remains unclear whether the
conventional view that central banks are ultimately always able to con-
trol the inflation rate over time will prove valid in the face of rapid swings
in inflationary pressures. The Bank of England were clear, though, that
there had been a switch in focus to operating directly on the supply
of money and away from the previous approach of influencing nominal
demand by varying the price at which it supplied central bank assets.26
But, as the new chief economist of the Bank of England Spencer Dale
put it in a speech a few days later, “There is also considerable uncer-
tainty over the timing of the impact of the monetary expansion on nom-
inal spending and on the prospects for inflation.”?” That is, of course,
precisely the difficulty that had caused the abandonment of previous
attempts to target money supply growth. Indeed the scale of the inter-
vention, whose timing was delegated to the Bank by the government,
soon became a matter of controversy. The quantities were decided by the
Monetary Policy Committee using the procedures followed for interest
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rate changes, and in August 2009 the governor wanted to intervene on
a larger scale but was outvoted.

After these actions by the Federal Reserve and the Bank of Eng-
land there was widespread concern about the longer-term implications.
Surely, it was argued, a monetary boost on this scale would inevitably
lead to higher inflation, which would be very attractive to a government
that had taken on huge additional debts in the recession and would
also help heavily indebted private-sector borrowers to deleverage. Yet
this assessment ignored the impact of the institutional changes over the
previous decade. Could the Bank of England, within an inflation-target
regime, sit back while inflation soared above the range, writing regular
letters to the chancellor of the exchequer but otherwise not respond-
ing? Yet the alternative, an explicit upward adjustment of the target by
the government, looked equally unattractive. The strength of political
commitment to low and stable inflation has yet to be tested.

This action by central banks has been undertaken as part of a much
wider concerted program by governments to actively seek to manage
demand by use of fiscal policy. Another way of looking at the central
bank regime change is as one aspect of a reversion to the previously
discredited Keynesian approach. In part this has come about simply
through a conviction that only government spending could sustain activ-
ity, given the sharp contraction in private credit. At the same time an
approach focused on aggregate demand through a combination of fis-
cal and quantitative monetary measures has also received support and
is explicitly seen as a return to policies for circumstances for which an
inflation-targeting regime may be less well-suited.

One further consequence is the reopening of the debate about the rela-
tionship between the government and the central bank in the context of
independence. In the United States the ending of the Federal Reserve’s
obligation to purchase U.S. government debt at fixed interest rates at the
time of the U.S. Treasury-Federal Reserve 1951 Accord was seen as lay-
ing the foundations for the independent conduct of monetary policy, as
indeed were similar provisions elsewhere (notably the Maastricht Treaty
establishing the ECB) that were intended to prevent the central bank from
monetizing government debt. The prospect of an interest rate of zero,
which forces the central bank to monetize government debt if it wants to
engage in expansionary operations, has precipitated different reactions.
In his 2002 speech Bernanke explicitly referred to the 1951 Accord. His
point was that the experience before the Accord showed that a “suffi-
ciently determined” Federal Reserve could peg government bond yields
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at longer maturities. So, in the United States, the resort to quantitative
easing was presented as the exercise of discretion by the Federal Reserve.
Some members of the FOMC, however, saw it as the effective end of the
Federal Reserve’s independence. In the United Kingdom, the fact that
the management of government debt remains in the hands of a Trea-
sury agency effectively limits the Bank of England’s discretion. The pol-
icy announcements surrounding quantitative easing made it clear that
the Treasury set the ceiling on purchases, though the Bank was respon-
sible for operational timing. This is clearly a lesser role than setting the
short-term interest rate.

So, the events of 2007-9 appear to have set in train, in the United
States and the United Kingdom at least, changes to the conceptual frame-
work of monetary policy whose nature and impact are as yet unclear.
Although inflation targeting has not been abandoned, the focus of short-
term action has been on a combination of seeking to ensure bank lig-
uidity at whatever cost (in line with the traditional central bank role
of standing behind viable banks), maintaining or increasing commer-
cial bank lending, lowering rates by whatever amount seems needed to
restore confidence, and indeed generally seeking, as part of wider gov-
ernment policy, to expand the central bank’s balance sheet by as much
as is needed to sustain growth.

New mechanisms have had to be found to give effect to these new
approaches to monetary policy. The Federal Reserve has had to be
assisted in managing its balance sheet through a special financing mech-
anism provided by the U.S. Treasury, and new legislation is required to
sterilize the effects of lending or securities purchases on bank reserves.
Many of the recent changes hark back to earlier approaches that had
fallen out of fashion. If inflation targeting is to remain the central frame-
work of policy, these changes will need to be reconciled with that frame-
work. That reconciliation has not yet been undertaken.

The huge increases in government debt and in central bank balance
sheets that were implemented in 2009 clearly take risks with inflation
over the longer term. They should, absent further shocks, provide a base
for some sort of recovery, though the timing is uncertain and the longer-
term consequences are highly unpredictable. It must be possible that
the risk of making a mistake, and the pressure to ease the fiscal bur-
den of the extra government debt taken on, will cause central banks to
delay tightening, especially if the inflation-targeting regime effectively
remains so flexible that it provides no effective constraint. Certainly,
returning to “normal” conditions after the transformations that have
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taken place in central bank balance sheets will pose a real challenge for
central bank operations. The Federal Reserve has said that, when the con-
dition of credit markets, and the prospects for the economy, warrants
it, it will be able to return to its traditional means of policy making: that
is, by setting a target for the federal funds rate and by draining liquidity
from the system using a variety of market techniques, including reverse
repurchase agreements and the sale of the Federal Reserve’s holdings of
longer-term securities. Chairman Bernanke has declared his confidence
that “the extraordinary policy measures we have taken in response to
the financial crisis can be withdrawn in a smooth and timely manner as
needed, thereby avoiding the risk that policy stimulus could lead to a
future rise in inflation.”?8

It is true that, once normality returns, operations that are costly to
the commercial banks should be self-reversing. But the route back to
familiar territory remains uncharted. The lags in monetary policy are
always long, the signs of stronger growth may be picked up late, and
the timing problem may have been aggravated by our lack of knowledge
about how quantitative policies work.

EXTERNAL STABILITY

The exchange rate occupies a central position in monetary policy,
whether as a target, an instrument, or simply an indicator. Latter, then
of the Bank of England, presented a useful taxonomy over a decade ago,
and it remains relevant today.?? Even where the exchange rate is not tar-
geted, downward pressure may indicate that monetary policy is relatively
loose and upward pressure may suggest tightness. Movements may also
signal changes in external competitiveness. In a market economy, with a
convertible currency and free capital flows, the rate cannot normally be
manipulated over the medium term without consequent adjustments to,
or consequences for, other dimensions of monetary conditions. Where
exchange controls are in place (usually administered by the central bank)
the authorities may have somewhat greater influence, though the long-
term effectiveness of controls in economies with substantial external
trade is moot.

It is not possible to fix both the exchange rate and domestic mone-
tary conditions at the same time. Through much of their history, central
banks have chosen, or been required, to maintain a fixed exchange rate,
relative to either gold, another currency, or a basket of currencies. This
choice of regime is typically the responsibility of government rather than
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the central bank. The choice has a profound effect on the operation of
the economy, through the impact on prices, and for long periods of time
has been seen, in effect, as the monetary policy tool of choice, whether
because of the powerful nature of the consequences for economic behav-
ior or because of its relative simplicity. It has been seen as particularly
helpful where innovation erodes the meaning and usefulness of mone-
tary and credit aggregates as indicators of monetary policy.

In any event, the central bank will usually be responsible for imple-
menting the financial transactions needed to fix or manage the rate,
either using foreign exchange reserves on its own balance sheet or on
a government account. Such reserves may be either owned outright or
borrowed. These transactions involve a wide range of counterparties,
often spread around the globe, and participation in and knowledge of
numerous different markets. This places a premium on close interna-
tional relationships. The need to foster those relationships was one of
the driving forces behind the very early globalization of central banking.

This world has become more complex from both policy and oper-
ational perspectives because of the very widespread move over past
decades toward floating exchange rates managed in a variety of ways.
This move took place because fixing the rate proved impossible, either
because the reserves to maintain a fixed parity were no longer adequate
or because the consequences for the economy were no longer acceptable.
But the alternative of leaving the exchange rate to be broadly market
determined is not straightforward either.

As Goodhart notes,8 there is no generally accepted model of the deter-
mination of exchange rates in the short to medium term. Relative infla-
tion rates may be relevant, and purchasing power parity may eventually
be restored in the long run, but so slowly as to be beyond current policy
horizons. Although academic attempts to explain exchange rate fluctu-
ations continue,3? Goodhart suggests that modeling the exchange rate
as a random walk remains the standard to beat. He goes on to say that
there is no great confidence in our knowledge of the transmission mecha-
nism whereby monetary policy affects the exchange rate either. He notes
that one of the few stylized facts in this field, that exchange rates would
appreciate in response to an increase in interest rates, has been called
into question in recent years. Insofar as international capital flows have
become increasingly equity, rather than debt, related, a rise in interest
rates could, he suggests, reduce rather than encourage inward capital
flows.
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In general, though, at least for small and medium-sized economies, it
was thought for a time that one of the main transmission channels for
monetary policy into the domestic economy was via the effect of interest
rates on the exchange rate and hence on inflation.

Nevertheless, a kind of “Washington Consensus” grew up that, wher-
ever possible, countries should focus their monetary policy on domes-
tic price stability more directly and allow their exchange rates to float
freely, without imposing controls on capital movements. As exceptions
to this, small, open economies with little capacity or credibility to main-
tain domestic price stability through an independent monetary policy
could still adopt a fixed rate, in some cases administered by a currency
board.

The Asian crisis of 1997-98 gravely weakened this view, as countries
that had robust exchange controls in place managed to weather events
better than those, such as Thailand, whose currency had long been infor-
mally pegged to the U.S. dollar, so that Thais had assumed there was
little or no exchange rate risk and were unable to cope with a depre-
cation when it occurred. The result was a combination of a resump-
tion of pegged exchange rates, a reluctance to lift exchange controls
on capital flows, export-led expansion, a massive increase in foreign
exchange reserves, and a corresponding relaxation of domestic mon-
etary conditions. The market consensus was that only countries with
massive foreign exchange reserves could withstand a concerted assault
by speculators.

Meanwhile, the fluctuations in bilateral exchange rates between the
core industrialized countries have been large and often not easy to relate
to fundamental explanations. The position is now that, in a world where
all the main participants operate primarily to establish domestic price
stability and leave their exchange rates floating freely, the resulting fluc-
tuations in exchange rates may be large and, quite frequently, dramati-
cally so. In the last three months of 2008, for example, the rates between
the dollar, euro, sterling, and yen oscillated remarkably. Such volatility
is not new but came as a shock after a period of relative calm in foreign
exchange markets. The disruptions to profit margins and trade flows cre-
ated by short-term volatility on a large scale are considerable. The shifts
in prices they engender may well influence inflation rates by amounts
outside the range of recent experience.

This leaves the question as to whether it is possible at all in a
country aiming at price stability, and without capital controls, to have
a secondary mechanism for influencing the exchange rate. The main
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mechanism that may work is “sterilized intervention.” This has been
found to be challenging. There may be unhelpful results for domestic
interest rates, the sums available for intervention may be small rela-
tive to the size of the market flows, there is uncertainty as to whether
the intervention may be effective, and there is a risk that losses will be
incurred.

Whether or not, and if so when, to intervene can be the subject
of intense debate between the finance ministry, who will generally be
responsible for overall strategy, and the central bank, who will typically
have to engage in the relevant market operations. The finance ministry
will normally be able to overrule the central bank in principle, but in
practice will be hesitant to do so because the central bank will usually
argue from a position of greater technical expertise.

The current question, as Goodhart explains, is whether, with the emer-
gence of twin currency poles following the rise of the euro after an
extended period of dollar dominance, changes in sentiment toward, or
against, one or other might spark off fluctuations in capital flows and
exchange rates that could prove damaging to the world economy.

At present, central banks and finance ministries are unhappy about
the excessive volatility of both real and nominal exchange rates but they
do not really understand what causes this volatility and they are evi-
dently unwilling to use intervention to mitigate it, in large part because
they doubt the latter’s efficiency. (In March 2009, however, Switzer-
land became the first major Western economy to seek to influence its
exchange rate through intervention for some years.) While this is a com-
monly shared view, such volatility, when it occurs, can be uncomfortable
and threaten to unsettle efforts otherwise targeted elsewhere, such as on
prices. It leaves, as in the United Kingdom in the second half of 2008,
difficult decisions as to whether interest rate policy should directly aim
to stabilize the exchange rate in the nearer term, rather than rely on
inflation forecasts that may be rendered invalid by unwelcome exchange
rate movements in the future. When exchange rates become volatile, the
already-challenging effort to trade off the range of purely domestic vari-
ables becomes even more demanding.

Concern grew, for instance, through 2008 that the appreciation of
the euro may be causing damage to the export sector and to activity in
general. De Grauwe?! argues that the ECB’s minimalist interpretation of
its mandate is damaging. The ECB interprets its responsibility for price
stability in such a way that only if exchange rate movements threaten
price stability does it need to act. Implicitly, it argues that exchange
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markets are efficient and that therefore the exchange rate always reflects
economic fundamentals. De Grauwe believes that the ECB should inter-
vene in the foreign exchange market and oppose exchange rate devel-
opments that are out of touch with economic reality in order to send
a signal. Such calls for direct exchange market intervention are not yet
widely supported. However, if more extreme market movements persist,
so will calls for monetary policy judgments to place greater weight on
exchange rate developments. This will mean reverting to the more com-
plex decision-making models of only a decade and a half earlier.

But before considering the ways in which monetary policy frameworks
may need to be revised in light of the experiences of the credit crisis,
we should examine the second pillar of central banking: financial stabil-
ity. It is in that area that the greatest weaknesses in the late-twentieth-
century model have been revealed. How could an institution like the
Federal Reserve, revered in the early years of the decade as a body with
almost mythical powers over financial markets, and thought to have ten-
tacles reaching into every systemically significant financial institution,
have presided over the biggest and most costly crash for eighty years?
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Financial Stability

The financial disasters of 2007-9 brought the role of central banks in
financial markets back into sharp focus, after a period in which a narrow
price stability objective had held pride of place. The authorities were
unclear how to react when the crisis began in the summer of 2007, and
were again wrong-footed by the meltdown in the fall of 2008, following
the failure of Lehman Brothers. It was widely argued that there was a
need for a fundamental rethink of how central banks monitor trends in
financial markets, how they provide liquidity and other forms of support
to those markets in times of stress, and how they should relate to other
financial regulatory authorities.

Before considering the changes in approach to which the crisis points,
we should review what central banks had been doing in the name of
“financial stability,” and why it fell short. In the years leading up to
the crisis, central banks talked extensively about financial stability, pub-
lished financial stability reviews, renamed sections of their organizations
to emphasize the importance of financial stability—and yet the financial
system came close to collapse in 2008. What went wrong?

In fact, while the recent crisis has been unusual in its severity and
breadth, it is striking just how many financial crises there have been
over the last thirty years, and quite how costly they have been in fiscal
terms. Caprio and Klingebiel® of the World Bank identified 117 systemic
banking crises that have occurred (in 93 countries) since the late 1970s.
In 27 of the cases the eventual fiscal cost was over 10% of GDP (figure 3.1).
The crisis that began in 2007 will certainly far exceed that threshold in
a number of countries.

As we have explained, there is no bright line between monetary and
financial stability: the two are closely, indeed inextricably, linked. Mon-
etary policy takes effect only through financial markets; financial firms
and markets are in turn critically dependent on what is happening in
the real economy. Within central banks, however, monetary stability and
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Figure 3.1. The fiscal cost of financial crises.!

financial stability have been considered separately for some time. In
1994 the Bank of England split the organization into two wings, named
in that way. The division was accentuated in 1997 when two separate
deputy governors were appointed—a separation that proved to be a mis-
take. But before explaining why that is so, and how a closer linkage
between the two stabilities can be established, we should examine how
the concept of financial stability emerged.? We also go on to explore the
link with supervision, where we have some sympathy with the descrip-
tion by Padoa-Schioppa? of financial stability as “a land in between” mon-
etary policy and prudential supervision.

Given the extensive debates surrounding financial stability in recent
years it is surprising to note that the term itself came into general use
quite recently, though of course the concept of systemic risk has been
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debated for decades. In a paper on “defining and achieving financial sta-
bility,” Allen and Wood observe that*

The Bank of England used the term in 1994 to denote those of its objec-
tives which were not to do with price stability or with the efficient func-
tioning of the financial system. We are not aware of any earlier usage
of the phrase.

In fact, the convention establishing the OECD in 1960 gave the organiza-
tion the objective of achieving the highest possible growth and employ-
ment “while maintaining financial stability,” but the term was not widely
used thereafter. When Alan Greenspan discussed banking crises in a
1996 paper on risk management he did not use the term at all.” Yet today
it would be hard to find a speech on the financial system, by a central
banker or regulator, which was not peppered with references to finan-
cial stability. New international organizations have been created that are
exclusively devoted to its pursuit. For a time, finance ministers around
the world talked of little else.

DEFINITIONS AND MEASUREMENT

Unfortunately, while the term is extensively, even incontinently, used,
it has no clear definition. Indeed it may be one of those expressions
which, to paraphrase Paul Krugman writing on the competitiveness of
nations, has passed from jargon to cliché without moving through the
usual intermediate stage of meaning.

After reviewing the literature in 2004, and examining the Bank of Eng-
land’s role, Charles Goodhart concluded that “There is currently no good
way to define, nor certainly to give a quantitative measurement of, finan-
cial stability.”® Similarly, de Haan and Oosterloo reviewed the activities
of a wide range of central banks and reported that there was “no unam-
biguous definition of financial stability or systemic risk, and that gen-
erally the responsibility is not explicitly formulated in laws.”” Further-
more, they noted, “there is considerable heterogeneity in the way central
banks pursue their financial stability objective” and they pointed to a
lack of clarity in the accountability and oversight of the function, which
often contrasted sharply with the focused arrangements in place for the
monetary responsibilities of the institution. Some central bankers have
themselves revealed unease. Lars Heikensten of the Swedish Riksbank,
for example, acknowledged that the concept is “slightly vague and diffi-
cult to define.”8 In 2005 the European Central Bank noted that “Financial
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stability assessment as currently practiced by central banks and inter-
national organizations probably compares with the way monetary policy
assessment was practiced by central banks three or four decades ago—
before there was a widely accepted, rigorous framework.”® That is a real-
istic assessment: it is a pity that no significant consequences flowed from
it at the time.

By comparison with the apparent certainties of price stability, finan-
cial stability is hard to capture. Aspachs et al.!? offer a neat taxonomy
of the problem. It is far more difficult to define and measure financial
stability. Only limited progress has been made on forecasting bouts of
financial turbulence, and very little indeed has been made on assessing
their likely severity. Quite apart from these technical problems, there are
doubts about what tools might be used to maintain or promote finan-
cial stability, and about the means of holding the central banks or other
agencies accountable for its delivery. There is an almost infinite num-
ber of possible financial instruments, as against the very narrow range
of monetary policy tools. Furthermore, the use of different instruments
affects different firms or economic agents in diverse ways, making such
use of more than technical interest.

Efforts have nonetheless been made to produce a working definition. In
2005 the ECB talked of “a condition where the financial system is capable
of performing well all of its normal tasks and where it is expected to do
so for the foreseeable future.”® But the first half of the definition adds
little, and in the second the question of who “expects” in this context,
and on what basis they do so, is left unclear. In 2008, the ECB had a
second try:!!

Financial stability can be defined as a condition in which the finan-
cial system...is capable of withstanding shocks and the unravelling of
financial imbalances, thereby mitigating the likelihood of disruptions in
the financial intermediation process which are severe enough to signif-
icantly impair the allocation of savings to profitable investment oppor-
tunities.

While the new definition is somewhat more precisely specified, it has a
contingent, post-crisis flavor.

The Swiss National Bank has also proposed a definition, ending up in a
similar place: “A stable financial system can be defined as a system where
the various components fulfil their functions and are able to withstand
the shocks to which they are exposed.”'? Pressed in Parliament in July
2008 to offer his own definition, Mervyn King said!?
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Iwould think of financial stability as a period during which the payment
system worked normally and the ability of households to mediate their
savings into real investment in the economy at home or abroad operated
normally.

It was an impressive off-the-cuff response—one does not get advance
notice of questions in the British Parliament—only slightly undermined
when he went on, “But the question is—what is normally?” and did not
offer an answer.

Surprisingly, the Icelandic central bank offers one of the most substan-
tial diagnoses, making use of a definition initially proposed by Andrew
Crockett'* when he was general manager of the BIS. The Icelandic Bank
argues as follows:!>

Financial stability requires (i) that the key institutions in the financial
system are stable, in that there is a high degree of confidence that they
continue to meet their contractual obligations without interruption or
outside assistance; (ii) that the key markets are stable, in that partici-
pants can confidently transact in them at prices that reflect the funda-
mental forces and do not vary substantially over short periods when
there have been no changes in the fundamentals.

Once again, there are awkward judgments subsumed in the definition,
but it gives a helpful sense of what the bank is trying to assess. Unfortu-
nately, the Icelandic financial crisis of September 2008 showed that the
bank and the Icelandic regulator had failed comprehensively to convert
their analysis into action. Icelandic banks had been allowed to expand
overseas well beyond the capacity of the Icelandic authorities to support
them.!® That failure had important consequences for financial markets
and their regulation throughout Europe, as we shall discuss later.
Others outside the world of central banks have tried to give more speci-
ficity to the definition. Rick Mishkin,!” an academic who has also served
on the Federal Reserve Board, proposes “the prevalence of a financial
system, which is able to ensure in a lasting way, and without major dis-
ruptions, an efficient allocation of savings to investment opportunities.”
There is an attractive clarity and simplicity to this definition, but Allen
and Wood* identify two difficulties. First, “no-one would say that sav-
ings were allocated efficiently to investment opportunities in the Soviet
Union, but the Soviet Union did not suffer from financial instability,
except right at the end of its existence.” Second, the definition is not
easy to apply in practice. It is not possible to know until after the event,
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if indeed then, whether or not savings have been efficiently allocated to
investments.

Another, rather more detailed, definition was proposed in 2003 by
Michael Foot,!8 then a Managing Director of the United Kingdom’s Finan-
cial Services Authority. He suggested that a financial system might be
considered stable if four conditions were met:

o Stability in the value of money.
 Employment close to its natural rate.

e Confidence in the operation of key financial institutions and mar-
kets.

e No relative movements in asset prices that would in time under-
mine the first three conditions.

Foot’s definition has the merit of being largely observable, though an
element of judgment is unavoidably present in the assessment of asset
price movements and of how large moves need to be to threaten stabil-
ity. It has the additional virtue of bridging the worlds of monetary and
financial stability. The main weakness is that the creation of conditions
that promote full employment, in particular, owes much to a range of
other policies, notably in relation to the labor market, which take us a
long way from the normal concerns of central bankers and regulators. If
we define financial stability very broadly, to include aspects of the func-
tioning of the real economy, then we might find it difficult to disentangle
the contribution made to it by the financial authorities.

In the circumstances, it is tempting, and some central banks have been
thus tempted, to eschew attempts to define stability and to focus instead
on what we mean by instability. We may not be able to produce a clear
definition of our desired state of the world, but we may nonetheless be
able to identify malfunctions. In the nineteenth century, Bagehot defined
a crisis as a situation in which “the Bank of England is the only insti-
tution in which people have confidence.”'® In the summer of 2008 we
approached such a state of affairs in London and New York. But we might
hope for a definition that gives us a little advance warning before that
unhappy point is reached.

Some central banks have chosen, privately, to determine a list of reg-
ulated firms that they regard as systemically significant, as a way of
deciding how to focus their efforts. The U.S. Treasury has now proposed
the establishment of a special regulatory regime for such firms. The dif-
ficulty with this approach is that in different circumstances the failure of
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different institutions can either generate systemic failure or not. The con-
cept of “too connected to fail” has entered the vocabulary of regulation
since the collapse of Lehman Brothers. And the prospect of the failure
of a significant number of small firms, as in the Savings and Loan crisis
in the United States or the post-BCCI “small” bank crisis in the United
Kingdom, can be just as threatening. So “systemic,” when applied to a
firm, is a contingent not an absolute qualifier.

Allen and Wood take a different tack. They are concerned to avoid
incorporating into a definition of instability losses that may be incurred
by individuals as a result of their own risk-seeking behavior. As Mervyn
King was, at the beginning of the crisis, they are conscious of the need
to avoid moral hazard. So they develop what we might call the “innocent
bystander” test. They define episodes of financial instability as “episodes
in which a large number of parties, whether they are households, compa-
nies or governments, experience financial crises which are not warranted
by their previous behaviour.” In other words, “a distinguishing feature
of episodes of financial instability is that innocent bystanders get hurt.”

This is, in principle, an appealing approach, and it is certainly helpful,
when regulators and central banks consider the case for intervention,
to ask whether this definition is met. The rescues of Northern Rock in
2007 and Bear Stearns in 2008, neither of which would necessarily have
been regarded before the crisis as systemically significant institutions,
can only be justified by reference to such a test. The authorities in Lon-
don and New York must have concluded that the risks to savers and
investors elsewhere, if these banks failed, were severe. While they may
not have looked “too big to fail,” they may well have been “too connected
to fail.” But the test is not straightforward to apply. In the subprime case,
for example, were the investors in securitizations seeking higher yields
really innocent bystanders? Were they aware of the risks they were run-
ning, or should they have been aware? It is also less helpful in deter-
mining whether the system, or a number of individual firms, is coming
under such strain as to justify preemptive action.

In that context the work done in the Swiss National Bank, and else-
where, to develop a kind of “stress index” may be more promising than
continued efforts to craft a pithy definition of what is bound to be a
complex concept—far harder to define than price stability. The ECB also
undertakes a vulnerabilities exercise that attempts to capture the poten-
tial impact of both exogenous and endogenous risks.2°

In the academic world, Goodhart and others have attempted a simi-
lar exercise, but one that aims to have more predictive content.?! Their
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“Metric for Financial Stability” is based on data on the probability of
default on bank loans, with an adjustment using bank equity prices as a
leading indicator of bank profitability. Their view is that an index along
these lines, and they recognize that their work is very preliminary in
nature, could be the basis for forward-looking provisioning that might
dampen financial crises in the future. (We explore this concept further
in chapter 5 when we discuss what is now called macroprudential super-
vision.) Fell and Schinasi’?> have proposed a rather broader approach,
which they describe as identifying a “corridor of financial stability,” like
an exchange rate target range. They propose a set of indicators that
would help to determine whether the system as a whole is inside or
outside the corridor.

STATUTORY RESPONSIBILITIES

In the light of these definitional and measurement problems it is per-
haps not surprising that few central banks have a clear statutory duty
to pursue financial stability, even though many now describe it as one
of their core purposes or “critical responsibilities.”?3 When they carried
out their survey in 2005, de Haan and Oosterloo noted that only in Portu-
gal was financial stability incorporated in statute,” though a number of
countries have recently been given new mandates in the area, whether
statutory or nonstatutory.?* The Maastricht Treaty makes it clear that
the responsibility for financial stability in the EU does not lie with the
ESCB, without specifying where it does lie, but it places an obligation on
the ESCB to cooperate with those other authorities that are responsible.

Following the Northern Rock crisis the British government decided
that the Bank of England’s stability objective should be put into legisla-
tion. Its previous mandate, for “the overall stability of the system as a
whole,” was enshrined in a letter from the chancellor of the exchequer
(Gordon Brown) to the governor, dated May 20, 1997,2> and in the Tripar-
tite Memorandum of Understanding with the Treasury and the Financial
Services Authority. But after several months of endeavor, the new chan-
cellor, Alistair Darling, decided that the legislation would not in fact
expand materially on the earlier mandate. In a letter to the chairman
of the Treasury Committee of the House of Commons, John McFall, on
June 19, 2008, he said, “in the forthcoming banking legislation we will
set out a high-level statutory objective for the Bank of England to ensure
financial stability.” Ensure is a remarkable word in this context, and a
dangerous hostage to fortune. But, he went on:2¢
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Whereas a monetary policy objective can be set out in clear operational
terms through a quantitative inflation target, financial stability is a con-
cept that is harder to define and measure. Any attempt to do so in pri-
mary legislation would result in an objective which could subsequently
prove inflexible in dealing with the fast-changing nature of global finan-
cial markets. So we will set out a high-level objective for financial sta-
bility in the legislation, and then define it operationally.

The aim was to force the Bank to give greater weight to financial stability
when taking decisions about liquidity provision, and even on interest
rates, though without overtly changing the monetary policy mandate.
The Treasury were frustrated by the Bank’s reluctance during the second
half of 2007 to introduce a “general liquidity facility,” and indeed by its
overall reluctance to intervene in the banking market.

The government went on to explain that a subcommittee of the Bank’s
Court would be responsible for the new duty, and the Bank’s executive
would be accountable to that body for its delivery. But the subcommittee
will be chaired by the governor so, as the Treasury Committee pointed
out, the line of accountability runs from the governor back to himself. In
the light of this we might doubt whether the change will turn out to be of
great significance in the affairs of the Bank. There are well-grounded sus-
picions that, while other aspects of the legislation are substantive, the
idea of a statutory objective was introduced as a political initiative that
was preferable to the acknowledgment that the Treasury made mistakes
of judgment in the Northern Rock affair in failing to require the gover-
nor to lend to the bank earlier (or, indeed, in not lending to the bank
themselves) and in delaying the announcement of government backing
for deposits in Northern Rock—a delay that was a material factor in caus-
ing a run on the bank by retail depositors. Senior Bank of England staff
pointed out at the time that without a new tool to deliver it, a statutory
financial stability objective was unlikely to make much difference to the
way the Bank operates in practice. The governor subsequently put the
point more colorfully:2”

To achieve financial stability the powers of the Bank are limited to those
of voice and the new resolution powers. The Bank finds itself in the posi-
tion rather like that of a church whose congregation attends weddings
and burials, butignores the sermons in between. .. it is not entirely clear
how the Bank will be able to discharge its new statutory responsibility
if we can do no more than issue sermons or organise burials.

In this formulation he implicitly dismissed the idea that changes in inter-
est rates might sometimes have a financial stability justification.

60



FINANCIAL STABILITY

From this brief survey we might identify a broad consensus that finan-
cial stability is a core function of the central bank but that it cannot be
defined in terms other than broad and general ones that give little guid-
ance on policy or action, and indeed that it could even be dangerous so
to do.

But below that broad consensus there are several contentious areas
where opinions and practices differ. They center on the tools central
banks need to pursue such an objective with some chance of success, and
how they should structure themselves to carry out the responsibilities
implied. How can emerging imbalances and tensions be identified? How
transparent should central banks be about their concerns over stresses
and strains in the system? Is there a risk that by drawing attention to
those concerns they will create the very problems they seek to avert?
There is a clear risk that the central bank will forecast ten of the next
three crises, and will gain a reputation as a little boy who cries wolf.
What precise tools do they need? How should they deploy them? What
information does the central bank need and how should it secure that
information? Is it essential, from a financial stability perspective, for the
central bank to have some direct responsibility for banking supervision,
or is it enough for it to have a general oversight role, collecting data from
the direct supervision authority or authorities? Finally, and most contro-
versially, how far should financial stability concerns influence monetary
policy decisions, where the prevailing ideology has dictated an exclusive
focus on retail prices?

To seek to answer these questions, we should first look in a little more
detail at what central banks have been doing so far in the cause of finan-
cial stability—or at least at what they have been saying they are doing.
Much of this information is contained in financial stability reviews, which
are now published regularly by many of them. The declared aim of these
reviews has been to identify emerging tensions in the financial system.
They hinted, for instance, at the vulnerability of several institutions to a
hiatus in wholesale funding, but they did not anticipate the dramatic lig-
uidity consequences of the subprime crisis and, while there were some
warnings of credit risks, there were none that came close to forecasting
the scale of the crisis that ensued. Why not?

FINANCIAL STABILITY REVIEWS

The first central bank financial stability review (FSR) was published by
the Bank of England in the summer of 1996. It was conceived, at least
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in part, as an attempt to assert the Bank’s continued involvement in
financial regulation, as it was suspected that a new government, to be
elected in 1997, might wish to restructure the regulatory system, after
a series of mishaps in both banking and securities markets. The Bank
of England’s own reputation had suffered from the failures of BCCI and
Barings. (Davies was responsible for the launch of the FSR: Green was
also involved.) A second objective was to raise the standard of public
debate on financial stability issues.

In the first respect the innovation was wholly unsuccessful and the
Bank was stripped of its responsibilities for banking supervision the fol-
lowing year, but it was surprisingly influential in other ways. The exam-
ple was widely copied by others. According to a review by Martin Cihak?8
of the IMF, by the end of 2005 almost fifty banks were publishing FSRs,
and many others were actively considering publication.

Some central banks remained hesitant. Cihak reports discussions with
nonpublishers of FSRs who argue that financial-sector issues are too sen-
sitive to be discussed openly and that “the publication of a central bank
analysis at a time of increasing risk to financial stability might precipi-
tate the very shocks or crisis that the central bank was trying to avoid.”
They also argue that, since the central bank does not hold all the levers
for delivering financial stability in its own hands, it may be misleading
to produce a review that implies that the institution has responsibilities
that it does not have. Finally, there are concerns about whether adequate
resources are available to produce high-quality analysis.

These increasingly seem to be minority concerns. A more reasonable
worry today is that the number of FSRs is escalating to such an extent
that the impact of any individual review may be very modest indeed, or
possibly even counterproductive. The number of FSRs, and the onset of
chronic financial instability, seem to be positively correlated! Almost all
OECD countries, and a number of others, publish them, usually twice a
year. There are now twenty-five regularly produced FSRs in Europe, thir-
teen of them by central banks in the euro area, where the ECB itself adds
another. There is a risk of redundancy at best and confusion at worst. It
is hard to avoid the conclusion that in the euro area wide-ranging FSRs
have become part of the justification for the continued existence of sub-
stantial National Central Banks in individual member countries who have
lost their monetary policy responsibilities to the European Central Bank.

What reasons do the banks themselves give for publishing FSRs? In
2007, Oosterloo et al. reported, on the basis of a survey of central banks
themselves, that three main reasons are advanced:29
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e To contribute to the overall stability of the system.
e To increase the accountability of the financial stability function.

o To strengthen cooperation on financial stability issues between the
various relevant authorities.

These are conventional and politically correct responses, and we may
take them with a pinch of salt, especially the accountability point. It is
more interesting to analyze the content of the reports, as both Oost-
erloo et al. and, separately, Cihak have done. Oosterloo et al. focus on
the extent to which the FSRs incorporate the Financial Soundness Indica-
tors (FSIs) that have been developed by the IMF in an attempt to provide
a comparable basis for assessing the relative health of different coun-
tries’ financial systems. The core set includes statistics on deposit takers,
while a broader group includes figures on nonbank financial institutions,
real estate markets, and so on. The IMF recognizes that these data can
only be guidelines, but it has encouraged member countries to calculate
them on a harmonized basis and to release them quarterly.

Strikingly, the central banks that publish FSRs are sparing in their
publication of the FSIs. On average, a central bank FSR includes only
a third of the FSIs, and only 53% even of the core indicators on deposit
takers. Almost 80% of them do publish core indicators on capital ade-
quacy, which lie at the heart of the Basel Capital Accords, but only 16%
publish all three indicators relating to the asset quality of the banking
sector. Half of all central banks publish no indicator at all on liquid-
ity, and almost 90% do not publish data on the net open position in
foreign exchange. The diversity of practice is hard to explain. It is not
related to the relative sophistication of the markets or banks involved.
For example, Poland publishes 50% of the full set of indicators, while
De Nederlandsche Bank reveals only 10%. As Oosterloo et al. neutrally
observe, “this analysis suggests that central banks have some scope to
improve on the public availability of FSIs.” It is likely that, following the
crisis, more will do so.

Cihak takes a more subjective approach. He has designed an assess-
ment framework for FSRs that incorporates twenty-six principles (see
table 3.1), ranging across clarity about the aims of the document, the
coverage (for example, does it cover the risks that may emerge in the
financial sector as a whole or is it focused on one subsector only), the
consistency of the assessment approach over time, etc. Reviewing forty-
seven countries’ FSRs against these principles, he grades them on a four-
point scale, from fully compliant with the principles (graded 4) to not

63



CHAPTER THREE

Table 3.1. The proposed “CCC” framework for assessing FSRs.

Clarity Consistency Coverage/contents

A. Aims Al. The definition of A3. The definition of AS5. The definition of
financial stability financial stability financial stability
should be clearly should be a standard  should cover both the
indicated. part of the report, absence of crisis and
A2. The aims of the presented consistently resilience to crises.
report should be across reports. A6. Financial stability
clearly indicated. A4. The statement of  should be defined

aims should be a both in general terms

standard part of the and in operational

report, presented terms.

consistently across A7. The aims of the

reports. report should be
comprehensive.

B. Overall B1. The overall B2. The overall B4. The overall

assessment assessment should assessment should be assessment should
be presented clearly linked to the cover the key topics.
and in candid terms. remainder of the FSR.

B3. There should be a
clear link between the
overall assessments
over time, making it
clear where the main
changes took place.

C. Issues C1. The report C2. The coverage of C3. The coverage of
should clearly issues should be the financial system
identify the main consistent across the  should be sufficiently
macro-relevant reports. comprehensive.
stability issues.

D. Data, D1. It should be D4. The results should D5. The report should

assumptions, clear what data are be presented in a use available data,

and tools used to arrive at the consistent manner including those on

results presented in
the report.

D2. It should be clear
what assumptions
are being used to
arrive at the results
presented in the
report.

D3. It should be clear
what methodological
tools are being used
to arrive at the
results presented in
the report.

across the reports.

individual
institutions.

D6. The report should
use the available tools.
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Table 3.1. Continued.

Clarity Consistency Coverage/contents
E. Structure El. The structure of  E3. The structure of ES5. The structure of
and other the report should be the report should be the report should
features easy to follow. consistent across time allow covering the key

to make it easier to topics.

follow for repeat E6. The other features
users. of the report should

E2. Other features
of the report—such
as its length,

frequency, timing, E4. The other features be designed to
public availability, of the report should support its coverage.
and links to other be designed to

central reports— support its

should be designed  consistency.
to support its
clarity.

25
20
15
10
5
0

Number of FSRs

1.0-1.5
1.5-2.0

2.0-2.5
2.5-3.0
3.0-3.5
3.5-4.0

— Y~ Y

Noncompliant Overall grading Fully compliant

Figure 3.2. How do existing FSRs compare with the proposed criteria.?®

compliant at all (graded 1), and concludes that many of them are incom-
plete and inadequate (figure 3.2). Very few include all the principles he
sets out.

What explains the differences in coverage and depth between the FSRs
published by different central banks? Cihak finds, unsurprisingly, that
the gradings are positively correlated with both economic development
and the size of the financial sector, and that the reviews tend to improve
over time. A number of central banks are clearly learning by doing in this
area. Most interestingly, he finds that “gradings are on average higher
for central banks not directly involved in day-to-day supervision, partly
reflecting that the overall assessments are more candid.” This conclu-
sion offers some support to those who argue that a central bank without

65



CHAPTER THREE

direct responsibility for institutional supervision may take a more objec-
tive and critical view of financial-sector trends, rather than being primar-
ily concerned with defending the record of its supervisors and maintain-
ing confidence in the banks it oversees, even when that confidence might
be misplaced.

Itis clear from both these analyses that the concrete benefits delivered
by FSRs are so far very modest. They may have informed public debate,
but there is little evidence that they have been effective as early warning
systems, or that they have changed behavior in the financial authorities
or in firms themselves. Reviewing the editions published in 2006, when
the imbalances that led to the credit crisis in 2007 were becoming starkly
evident—with risk premia at record lows, credit growth escalating, and
asset prices in unknown territory—Cihak finds that “virtually all (96 per-
cent) started off with a positive overall assessment of the soundness of
the domestic system (characterizing the health of the financial system as
being, e.g., ‘in good shape,’ ‘solid,’ or at least ‘improving’).” This strongly
suggests that central banks are, frankly, either poor at assessing emerg-
ing tensions in the financial system or, as Cihak himself suggests, they
“may prefer to present the financial system in a positive light, partly
because problems may be seen as a result of bad policies, and partly
because of the fear that a negative assessment might trigger a decline
in the confidence of the system.” An external review of the Norwegian
FSR in 20033 produced support for this argument. The reviewers noted
that the government had been obliged to intervene to bail out insurance
companies in Norway in 2001, yet only in 2002 did the FSR recognize
that the sector had gone through a turbulent period. While the problems
were being addressed, the central bank’s financial stability function was
silent.

Those who were involved in drafting FSRs during the period acknow-
ledge some of these criticisms. They do not think their quality or pre-
science can be measured by statistics on coverage of IMF indicators. They
maintain that a careful reading suggests they were, overall, far from Pan-
glossian in tone. They draw attention to the legitimate concern to avoid
publishing a laundry list of worries that might, but probably would not,
crystallize. How high should the threshold of confidence be before a cen-
tral bank highlights a potential problem whose identification might itself
cause a collapse of confidence? While acknowledging these anxieties, we
nonetheless conclude that central banks should in future err more on the
side of pointed analysis and be less afraid to be precise about emerging
risks and imbalances.
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So we conclude from this assessment that in the first area of poten-
tial activity in pursuit of financial stability—the public identification
of emerging issues—many central banks have been performing poorly.
Their FSRs are too bland and fail to highlight emerging stresses that
might alert private-sector participants to the risks they are running, and
might cause them to modify their behavior, in a timely way. Indeed it is
often unclear at whom the reviews are addressed, and there is little evi-
dence that they are even read by those in private-sector firms, especially
by the members of their boards, who might need to act on them.

There seems little point in this booming industry of financial stability
analysis if it is to be sanitized, with any potentially risky observations
removed. What is worse, participants in international meetings convened
to discuss financial market stress, whether at the BIS or in the Banking
Supervision Committee at the European Central Bank, report that this
lack of candor is replicated in those forums, with national central banks
reluctant to admit, even to their counterparts overseas, that there are
any potential problems in their banking system.

Another related problem is that many existing FSRs seem to pay little
attention to the global reports produced by the IMF, the BIS, and the FSF.
Since 1999, following the Asian financial crisis, the IMF has produced
its own Global FSR. Unfortunately, perhaps partly as a result of the sen-
sitivities of its board members with respect to their own countries, the
IMF has been very cautious in drawing attention to emerging tensions in
the system. In a speech on the reform of the IMF in 2006 Mervyn King
asked rhetorically if it had followed Keynes’s injunction to engage in
“ruthless truth-telling.”3! King’s own answer was clear. The phrase, he
says, does not “conjure up memories of any of the international meet-
ings I have attended.” His point is reinforced by an examination of the
IMF’s views on some of the financial market developments that led to
the crisis. The April 2006 edition of the Global FSR commented on credit
default swaps:32

There is growing recognition that the dispersion of credit risk by banks
to a broader and more diverse group of investors, rather than warehous-
ing such risks on their balance sheets, has helped make the banking and
overall financial system more resilient. The improved resilience may be
seen in fewer bank failures and more consistent credit provision. Con-
sequently the commercial banks may be less vulnerable today to credit
or economic shocks.

The BIS has at times been more outspoken, and it was certainly more
forceful than the IMF in advancing its view of the asset and credit bubbles
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that burst in 2007. We discuss the role of the BIS, both generally and
in this specific case, in chapter 10. The FSF produced a regular private
assessment of vulnerabilities in the financial system for its members
from 1999 onward, using staff resources from member central banks and
regulators. Yet there is little sign that these assessments have informed
the FSRs of most individual countries in a useful way.

While it would be unrealistic to expect central banks, or indeed anyone
else, to be able to forecast the nature and especially the timing of future
crises with any accuracy, and while acknowledging the risk of warning
too frequently, there is a clear need for stronger linkages between the
IFIs and individual central banks, and for greater candor on the part of
both. Without that, the continued explosion in the number of FSRs will
deliver diminishing, and even perhaps negative, returns. There have been
regular calls from G7 leaders, notably Gordon Brown, for an effective
early warning system to identify emerging crises. The FSRs published
so far have not fulfilled that objective, partly because the content has
been opaque and partly because the warnings (often oblique) have not
resulted in any precautionary actions. The G20 summit of April 2009
instructed the FSF’s successor, the Financial Stability Board, to “collab-
orate with the IMF to conduct Early Warning Exercises to report on the
build-up of macroeconomic and financial risks and the actions needed
to address them.” It remains to be seen whether this process will be any
more effective than its predecessors. The FSB will need to be far bolder
than its predecessor in the future.

In the United Kingdom the tripartite arrangements provide a forum
for the Bank of England to highlight emerging risks. Yet issues like the
financial stability implications of growing wholesale funding of the U.K.
banking system, and particularly the vulnerable position of Northern
Rock, were apparently not raised in that setting, even if there were veiled
references to them in the FSR.

So it is clear that simply writing elegant prose, dotted with multicol-
ored graphs, has little impact. If no consequences flow from the analysis,
and if the analysis itself is sanitized, there is no useful purpose served
by all this activity. Some would go on to argue that the answer is straight-
forward. They maintain that the problems have been accentuated by a
gradual tendency to narrow the responsibilities of central banks, and
specifically to remove their direct supervisory powers. Surely, the argu-
ment runs, for the financial stability responsibility of a central bank to
carry any weight, the bank must itself be the supervisor of the bank-
ing sector, which allows it both to acquire superior insights into the
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system’s vulnerabilities and to act directly on concerns it might have
about, for example, the amount of capital in the system. How valid is
that argument?

CENTRAL BANKS AND BANKING SUPERVISION

All central banks contribute to financial stability through their influence
on banking regulation relating to liquidity and capital. G10 central banks
have always been members of the Basel Committee on Banking Super-
vision, whether or not they have direct responsibility for institutional
supervision in their own country. (Since 2009 a number of emerging-
market and other central banks have also been included.) So they have
an input to the crucial task of setting the framework for capital reserv-
ing. But the question of whether or not a central bank should also be
responsible for the direct supervision of individual institutions remains
highly contentious, and international practice varies widely. It is gener-
ally acknowledged that central banks need information on the banking
system, both because the banking system is the principal transmission
mechanism for monetary policy and because of the risk of financial insta-
bility. But whether that information needs to be collected by the central
bank itself, through direct relationships with banks, and whether or not
they need to be engaged in the grubby day-to-day business of supervising
individual institutions is less clear.

Central banks have always had an interest in the soundness of individ-
ual banks in that they have been concerned about the viability of their
counterparties. In some cases, as with the Bank of England, that evolved
into direct oversight of their balance sheets, carried out through the
Discount Office in which other banks discounted their bills. As Capie
et al. point out, “such supervision over the banking system as was car-
ried out by the Bank of England was undertaken by one senior official on
a part-time basis.”®? Not until the late 1970s did this function take on
a separate life and begin to employ a significant number of staff. Else-
where, dedicated agencies were set up. In the United States the Office of
the Comptroller of the Currency was established in 1864, half a century
before the Federal Reserve itself was founded. Other countries like Ger-
many, Canada, and Sweden also established government agencies out-
side the central bank. So there has never been a standard model of bank
oversight in operation around the world.

In our guide to global financial regulation®* we set out the state of
play internationally on this fraught question, as it was then, and briefly
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explored some of the arguments that had led different countries to the
solutions they had reached. No consensus view can be found. We pointed
out that in 2006, out of a sample of 143 countries, in 50 of them the
central bank has no supervisory responsibilities and in a further 29 it
shares banking supervision responsibilities with another agency, while
in 64 countries it does have the prime responsibility. A more recent,
larger sample, quoted in chapter 2 above, shows that around 60 central
banks have no supervisory responsibilities and 120 have some or all of
the supervisory task allocated to them.

We noted that the trend, especially since the creation of the United
Kingdom'’s Financial Services Authority, had been toward regulatory con-
solidation, and that where regulatory responsibilities had been consoli-
dated in a single entity, that entity was typically outside the central bank,
except in some smaller jurisdictions. By 2006, forty-nine countries had
set up integrated regulatory authorities, thirty-nine of them outside the
central bank. We were aware at that time of a number of other countries
that were reconsidering their regulatory arrangements and several were
moving toward an integrated scheme outside the central bank. But in a
number of cases the credit crisis, and especially the very visible prob-
lems in the U.K. banking system, has caused these reexaminations to
be put on hold. After a long period of relative calm in global banking
markets, in which the possibility of disorderly bank failures seemed to
have receded to a more remote horizon, issues related to bank rescues
and the provision of lender of last resort support once again assumed
prominence, and the links between supervisors and central banks again
appeared crucial.

In the United Kingdom the Conservatives announced in July 2009 that,
if elected, they proposed to reverse the regulatory consolidation of a
decade earlier and to return to the Bank of England not just banking but
also insurance supervision. (Their proposals would abolish the FSA in
its current form and replace it with a consumer protection agency and
a market regulator, though the structure of the latter was left unclear.
These arrangements would be unusual internationally and the British
system would interface awkwardly with international groupings.) In the
United States the Obama Administration proposed that the power of the
Federal Reserve should be extended to the supervision of all firms that
could pose a threat to financial stability, even those that did not own
banks. That idea has proved controversial in Congress and among the
other regulators. At the time of writing, the outcome is unclear.
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It is therefore timely to reexamine the arguments for and against
brigading banking supervision alongside the other uncontested respon-
sibilities of the central bank for monetary policy, payment system over-
sight, and the provision of emergency liquidity assistance and lender of
last resort facilities.

Practices in the United States and the United Kingdom differ markedly
on this important issue, and indeed on many others, such as the nature of
deposit protection arrangements and the appropriate role for the central
bank in the payment system (see below). So the arguments can be well
described by reference to the contrasting positions taken in Washington
and London.

The Federal Reserve has long argued that it is essential for a central
bank to maintain a role in banking supervision, even though its own
role has in fact covered only a part of the banking system. The Federal
Reserve shares the responsibility for regulating and supervising the U.S.
financial system with a number of federal and state government agen-
cies. It supervises state-chartered banks that are members of the Federal
Reserve System, the U.S. operations of foreign banks, and, in some cases,
the foreign operations of U.S. banks. It also serves as the umbrella super-
visor of all bank and financial holding companies, though the bank sub-
sidiaries of those holding companies are often supervised by other agen-
cies. For example, the commercial banking activities of holding company
subsidiaries with national bank charters are supervised by the Office of
the Comptroller of the Currency. But although their coverage is partial,
and the result of several accidents of history, the Fed has long argued
that it is essential for a monetary authority to have some direct links
with the banking system, not only for financial stability reasons but also
to assist with the conduct of monetary policy. A paper published by the
Federal Reserve Bank of Boston in 1997 argued that3>

Confidential supervisory information on bank ratings significantly
improves forecast accuracy of variables critical to the conduct of mon-
etary policy, which supports the argument that central banks should
have bank supervision responsibility.

The validity of this analysis is contested by others.

Shortly after his appointment as chairman of the Federal Reserve, Ben
Bernanke articulated a trenchant defense of the Fed’s role, with explicit
reference to the British government’s decision to separate supervision
from the Bank of England.3® He argued that “The Fed’s ability to deal with
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diverse and hard to predict threats to financial stability depends criti-
cally on the information, expertise, and powers that it holds by virtue
of being a bank supervisor and a central bank.” While acknowledging
the partial coverage that the Fed’s shared powers give it, he noted that
“The Fed’s supervisory activities provide it with a window onto finan-
cial institutions that it does not regulate and onto developments in the
broader financial markets.” So, through the directly supervised entities,
the Fed can acquire knowledge about entities supervised by others, and
indeed about unregulated firms like hedge funds. He noted, further, that
given that the Fed lacked explicit legal authority to oversee systemically
important payment systems, its powers in that area “derive to a consid-
erable extent from its bank supervisory activity.” So banking supervision
in practice plugged a legal gap in relation to payment systems.

He further maintained that at times of financial stress, while

some of the expertise that proved most valuable was derived from the
Fed’s non supervisory activities...nevertheless, examination authority
and the knowledgeable and experienced examinations staff have often
proved essential.

In its provision of liquidity in previous financial crises, especially after
the September 11 terrorist attacks, the Federal Reserve

benefited from its knowledge of liquidity management practices of key
institutions, their funding positions, and their financial conditions, as
well as from its ability to evaluate the collateral provided by institu-
tions requesting funds. This information and expertise, gained in part
through its supervisory role, allowed the Fed to supply the needed lig-
uidity efficiently and without undue risk.

Overall, his conclusion is that

the supervisory authority of the Fed has significant collateral benefits
in helping it carry out its responsibilities for financial stability...and,
when financial stresses emerge and public action is warranted, the
Fed is able to respond more quickly, more effectively, and in a more
informed way than would otherwise be possible.

(It is not clear that these structural advantages helped the Fed to identify
the problems with structured debt, or off-balance-sheet vehicles, that
were at the heart of the financial crisis that originated in its jurisdiction.)

While Bernanke pegged his speech on a reference to the UK. reforms
a decade earlier, and while the Northern Rock episode clearly posed a
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challenge to the reformed U.K. structure, his speech could also easily be
read as an attack on the structure of the European Central Bank, which
has no banking supervision responsibilities of any kind. Yet we might
note that the ECB responded quickly and effectively to the liquidity cri-
sis in the summer of 2007. Indeed, in the early stages its responses were
faster and more decisive than those of the other central banks crucially
involved. The absence of information gleaned from its own direct super-
vision activities did not seem to be a drawback in that case. The ECB
argues that the existence of some central banks within the euro area
who do have supervision responsibilities gave it the essential “DNA” to
sense the appropriate actions to take.

On the other side of the debate, two sorts of arguments have been pre-
sented. First, there is the case in favor of regulatory integration, bring-
ing together the supervisors of different types of financial firm in one
agency. Second, there are specific arguments advanced against giving the
monetary authority direct responsibilities for banking supervision.

In principle, these arguments may be separated, though they tend to
come together, since few central banks have shown enthusiasm for tak-
ing on direct responsibilities for the supervision of nonbank financial
institutions. So far, if we set aside institutions like the Monetary Author-
ity of Singapore and the Irish central bank, in rather small jurisdictions,
only one sizable central bank, De Nederlandsche Bank in Amsterdam,
has been prepared to extend its reach into the prudential supervision of
insurance companies and securities firms. And it did so only after losing
its monetary policy responsibilities to the European Central Bank. It is
possible that other national central banks in the euro area may now be
prepared to go in that direction, notably those in Spain, Italy, and per-
haps France. There are powerful arguments for combining the prudential
supervision of banks and insurance companies. More cynically, it may be
sensible to use the central bank for this purpose if no other function for
the institution can be found and its staff cannot be transferred. Propos-
als in the United States and the United Kingdom could also move in the
same direction.

The first set of arguments, for regulatory integration, are well set
out in two papers by Clive Briault, formerly of the Financial Services
Authority.37:38 The points he makes are as follows.

e The growth of financial conglomerates has blurred the boundaries
between subsectors of the financial industry and the traditional
functional approach no longer matches the structure of either firms
or markets.
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e There is therefore a clear need for regulatory oversight of a finan-
cial conglomerate as a whole.

e While it may be possible to manage this oversight through a lead
regulator approach, a single regulator is able to generate a number
of efficiency gains and there are important economies of scale and
scope, as well as a simplification of the overall relationship between
the firm and the regulator.

e A single regulator should be more efficient in the allocation of
scarce regulatory resources, using a system of risk-based super-
vision.

e A single regulator ought to be in a position to resolve inevitable
conflicts between the objectives of prudential soundness and con-
sumer protection.

¢ A single regulator strengthens accountability as the responsibility
for the oversight of any individual firm is clear.

Empirical evidence to prove or disprove these arguments is hard to find.
Arguably, the global financial crisis has demonstrated that all structures
are equally ineffective. But shortly before the crisis erupted, Cihak and
Podpiera of the IMF attempted to assess the performance of the differ-
ent models then in operation.3? They attempt an assessment of whether
integrated supervision is associated with higher quality of regulation and
lower cost.

Their primary proxy for regulatory quality is compliance with interna-
tional regulatory standards, as assessed by the IMF in their now-extensive
program of Financial Sector Assessment Programs. In addition, they look
at (pre-crisis) nonperforming loans as a proxy for banking system qual-
ity. They find that integrated regulators comply more effectively with
international standards (figure 3.3). Furthermore, they assert that “coun-
tries with integrated supervisory agencies enjoy greater consistency in
quality of supervision” and that “this greater consistency is not asso-
ciated with diluting the overall quality of supervision, as on the con-
trary...integrated supervision is associated with a high overall quality
of supervision.” On the other hand, “integrating supervision does not
seem to be associated with significant reduction of supervisory staff.”

Their conclusion is that “integrated supervision may be associated
with substantial benefits, particularly in terms of increased supervisory
consistency and quality.” The study is of some interest, but the proxy for
regulatory quality is doubtful. Formal compliance with global standards
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is a good starting point, but in itself it says little about the quality of
enforcement.

The second set of arguments, related to the problems of combining
prudential supervision of banks and monetary policy, do to some extent
overlap with the arguments for a single regulator: if banking supervision
is left in the hands of the central bank, and if the central bank is reluctant
to take on other forms of oversight because of a fear of dilution of effort,
or of implicitly extending the safety net to nonbanking institutions, then
the claimed benefits of a single regulator cannot be achieved. But there
are four further arguments against incorporating banking supervision
into the central bank.

e There could on occasion be a conflict of interest that might tempt
a central bank to loosen its monetary policy stance because of con-
cerns about the financial health of the banks it regulates, which
might put price stability at risk, to the disadvantage of the econ-
omy as a whole. Buiter argues that this issue did arise in the United
States in 2007-8, and that the Fed overreacted to financial-sector
concerns: “cognitive regulatory capture of the Fed by Wall Street
resulted in excess sensitivity of the Fed not just to asset prices but
also to the concerns and fears of Wall Street more generally.”40

¢ A loss of credibility could arise from perceived regulatory failings
and this may damage the central bank’s reputation and therefore
its authority to conduct monetary policy.
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e Supervisory responsibilities imply a different type of accountabil-
ity, and a different and closer relationship with the political author-
ities, which may cut across the independence a central bank needs
in the conduct of monetary policy.”

e There is an argument for the separation of lender of last resort
and supervision responsibilities on the grounds that a lender of
last resort that is also responsible for ongoing supervision may
be tempted to intervene in support of an institution—in part to
cover up the inadequacy of its own supervision. This might there-
fore mean that nonviable institutions could be inappropriately sup-
ported by the central bank, generating moral hazard and therefore
potential financial instability in the future.

For a decade, from 1997 to 2007, these arguments appeared to be gain-
ing ground in international debates, as evidenced by the growing num-
ber of integrated regulators. An awareness that the U.S. regime was over
elaborate, costly, and confusing, and the apparent growth of London’s
market share in mobile international financial business, contributed to
a growing view that the British government had stumbled on a success-
ful formula. (The 1997 reform was not proceeded by a White Paper, or
any consultation process, and its timing was dictated by the monetary
policy reform that was the government’s top priority at the time.) The
FSA, with its streamlined staffing, risk-based regulation, and principles-
based framework, was widely admired. A series of reports in the United
States on their own regulatory scene, some commissioned by politicians
anxious about job losses in New York, drew attention to the many advan-
tages of the U.K. model.#! Integrated regulation became the “flavor of the
month.”

The failure of Northern Rock in the summer of 2007 was an unpleas-
ant shock to the international reputation of the new London model of
regulation. Northern Rock was a purely domestic mortgage bank that
had grown rapidly over the previous three years, at times accounting for
almost a quarter of all new mortgages issued. By the summer of 2007 its
balance sheet was over £100 billion in size. Its growth had been fueled by
aggressive use of an innovative, if by no means unique, funding model,
based on securitizations through off-balance-sheet vehicles. It relied on
securitization for some 80% of its funding—a far higher percentage than
any of its competitors. When the liquidity crisis hit, the bank was no
longer able to securitize its growing mortgage book and did not have
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adequate access to wholesale markets to carry the exposure on its own
books. It was obliged to seek assistance from the Bank of England.

After a period of reluctance, during which the governor argued that
to rescue a bank from the folly of its own excesses would create moral
hazard and promote instability in the future, the Bank advanced around
£30 billion of short-term funding in conjunction—perhaps rather late in
the day—with a government guarantee of the deposits. The authorities
then sought to sell the bank to a private-sector bidder or consortium,
but by the end of the year it proved impossible to do so and it was taken
into public ownership, as many had argued was inevitable.

The nationalization outcome was embarrassing enough for a Labour
government that had come to office on the basis that nationalization was
no longer part of its policy platform, but the circumstances of the failure
were, perhaps, even more difficult to present. There was a strong per-
ception that the authorities had acted indecisively, and with inadequate
coordination. Answers given by the three authorities to the Treasury
Committee and to Parliament did not convince the Committee, or public
opinion, that the system had worked well. There were strong rumors that
the Bank of England had been reluctant to provide support, and that the
Bank, the FSA, and the Treasury had taken very different views. It was not
clear who was in charge when the crisis hit. The tripartite arrangements,
enshrined in the memorandum of understanding published in 1997 and
revised in 2006, looked to many to be unclear and ineffective.

There was also much criticism of the characteristics of the U.K. deposit
protection scheme, which gave 100% protection to retail depositors only
on the first £2,000, with 90% protection up to £35,000. The scheme was
also a post-funded mechanism, which depended on a post-event levy
from surviving banks. And the absence of a special resolution scheme,
which could allow the early payout of retail creditors, generated uncer-
tainty about the speed at which depositors would be paid out, even if
a deposit was guaranteed. These fears contributed to the retail run on
Northern Rock.

Subsequently, an internal audit report published by the FSA itself4?
highlighted many inadequacies and weaknesses in the supervision of
Northern Rock. It had been categorized as a retail institution in a reor-
ganization of the authority in 2003-4 and supervised alongside insur-
ance companies, while the principal risk to its business model lay in
its reliance on wholesale funding in the securitization market. Concerns
expressed within the authority about the funding model and the rapid
growth of the institution had not been followed up. The report led to a
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major overhaul of that part of the FSA. A National Audit Office review,
focusing primarily on the Treasury’s role, confirmed that the Treasury
had not been well equipped to handle the failure of a large bank, and
indeed had been aware of the flaws in the bankruptcy procedures for
some years.*3 No parallel review of the Bank of England’s role has been
undertaken but it was widely assumed that there were lively disagree-
ments within the Bank on the position of Northern Rock and the case
for liquidity support for a potential purchaser. A leak of the imminent
provision of large-scale assistance to the BBC created conditions of such
uncertainty that retail depositors queued to withdraw their money—the
first run on a bank in the United Kingdom for over 150 years. When the
Federal Reserve facilitated the rescue of Bear Stearns by J.P. Morgan with
a line of credit exclusive to J.P. Morgan, criticisms of the Bank’s reluc-
tance to do the same in London were revived. On the other hand, when
the Californian bank Indymac suffered a bank run in July 2008—in spite
of the existence of the Federal Deposit Insurance Corporation with its
huge fund, a special resolution mechanism, and a 100% deposit protec-
tion scheme up to $100,000—that suggested that the earlier praise in
London for the U.S. system may have been overdone.

For the purposes of this argument, the key consequence of the North-
ern Rock affair was that the question of central bank responsibility for
supervision was reopened. Members of Parliament on the Treasury Com-
mittee, leading opposition politicians, and others argued that the gov-
ernment’s reform could now be seen to have been a mistake, and that
banking supervision should be returned to the Bank of England. In its
majority report, the Treasury Committee made a slightly different sug-
gestion, which would have created a kind of parallel regime within the
Bank of England.** At the other end of the argument, there were sugges-
tions that, while the division of responsibilities in the tripartite agree-
ment was unsatisfactory, the direction of change should be to give more
responsibilities to the FSA, making it the effective lender of last resort.*>
Another point that emerged in the postmortem, which should not have
been a surprise, was that the tripartite MOU was asymmetrical. Influ-
enced by the Johnson Matthey affair, it provided that the Treasury could
veto the provision of support by the Bank but could not mandate it. The
Treasury perception in the past was that the Bank was too ready to sup-
port its banking clients. Yet other aspects of the 1997 reforms could
be seen as distancing the Bank from banks, though under Eddie George
there was little sign of that distance. By 2007, however, the institution’s
bias went in the opposite direction, and the Bank did not leap to the
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support of the commercial banks in difficulty. The Bank itself also noted
that the provision of lender of last resort facilities made it vulnerable
to the contagion effect from bank failure, even though it had lost super-
vision to the FSA. The damaging effect of the crisis on the Bank’s rep-
utation was measured by the regular tracking surveys of credibility for
monetary policy purposes. That confirmation reinforced the arguments
of those who believed that the Bank neglected the banking system at
its peril.

In its own response the government concluded that there should be
no shift in the formal responsibility for supervision.*® Instead, the gov-
ernment focused attention on reforms to the deposit protection scheme,
which was perceived to be too restrictive and too slow in operation, and
on the creation of a special resolution regime for failing banks, which
clarified the position of depositors in the event of a windup and would
facilitate an earlier payout to depositors. The rational concern of retail
depositors was that their funds could be tied up in a lengthy bankruptcy
procedure, even if they were eventually paid out. The government also
imposed some changes on the Bank of England itself, to strengthen its
focus on financial stability through the creation of a new committee of
the Bank’s Court. That committee was described as a mechanism for
holding the governor to account on financial stability matters. The sub-
text seemed to be a hope by the Treasury that it would override a reluc-
tant governor in a future Northern Rock case. Yet, as we have seen, the
committee is to be chaired by the governor himself. Other changes, of a
more cosmetic kind, were made to the Bank’s governance structure. In
May 2009 the size of the Court was reduced, and more members with
financial-sector experience were to be appointed. These reforms partially
reversed changes made by Gordon Brown in 1997.

While the government did not explain the reasons for these changes
with any clarity, it was perceived that the Bank had, in the previous few
years, moved too far away from financial markets. Meetings between
senior officials and leading bankers had been cut back. In the past, gov-
ernors met an advisory group of bank chairmen regularly. Those regu-
lar meetings were abandoned after 2003, in favor of an annual dinner
that precluded serious discussion. Mervyn King was determined to move
away from the past notion of the Bank as “mother hen” of the City, some-
times indeed acting as a kind of spokesman for the banks to government.
He also abandoned the Bank’s third “core purpose” as it was known: a
rather loose objective that gave it a license to intervene in city matters
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wherever it chose—often in ways that were much welcomed by the pri-
vate sector.

At the same time, the Bank’s senior staffing had changed. Many of the
staff with greatest experience of the financial sector had transferred to
the FSA a decade before. At the time of the crisis the two deputy gov-
ernors were both former Treasury officials, neither of whom had live
financial market experience. The most senior official with recent exper-
tise on financial market issues had recently retired, and staffing levels in
the financial stability wing of the Bank had been cut back. The govern-
ment showed little concern about these changes when they happened,
but its conclusion after Northern Rock was that they had affected the
Bank’s sensitivity to market developments and that that, rather than any
fundamental structural flaw, was behind the debacle, and indeed behind
the broader failure of the U.K. authorities to respond to the strains and
imbalances in the financial system that developed in the years 2004-7
in particular.

In his review of the U.K. regulatory system, and its performance in the
run-up to the crisis, Adair Turner diagnosed the reason for the failure
to respond to the buildup of risks as follows:*”

The Bank of England tended to focus on monetary policy analysis as
required by the inflation target, and...that analysis did not result in
policy responses (using either monetary or regulatory levers) designed
to offset the risks identified. ... The FSA focused too much on the super-
vision of individual institutions, and insufficiently on wider sectoral
and system-wide risks.... The vital activity of macro-prudential analy-
sis, and the definition and use of macro-prudential tools, fell between
two stools...the problem was not overlap but underlap.

He recommended a number of ways in which the future relationship
between the Bank and the FSA could be defined, but not a fundamental
review of their respective responsibilities. Prime Minister Gordon Brown
also rejected structural change. The Conservative opposition commis-
sioned their own review by James Sassoon, a former senior Treasury offi-
cial, who had at one time been responsible for the tripartite structure.*8
This report recommended improvements to joint working, which went
in the direction of the Turner proposals. It also questioned whether the
new legislation brought in to strengthen the Bank of England’s role in
financial stability had in fact put in place the basis for a sensible relation-
ship between its financial stability and monetary policy responsibilities.
Sassoon also opened up broader questions of regulatory structure with-
out recommending a particular alternative. However, the Conservatives
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finally decided on radical structural change, including moving banks and
insurance companies back under the direct supervision of the Bank of
England and creating a Financial Policy Committee alongside the Mone-
tary Policy Committee that would be responsible for the overall stability
of the financial system and for operating macroprudential regulation (to
which we return below). They argue by reference to the Obama Admin-
istration’s proposals for the Federal Reserve—even though those pro-
posals were conceived to compensate for the absence of an integrated
supervisor in the United States.

Was the Labour government correct to take the view that no funda-
mental reform of the structure of responsibilities was required or did
the Northern Rock affair demonstrate more fundamental flaws in the
U.K. arrangements that it was difficult for the government of the day,
having been responsible for introducing them, to acknowledge?

Before answering these questions we should travel back west across
the Atlantic, where the whole question of the U.S. financial regulatory
structure has been opened up. There were many concerns about the
Byzantine U.S. system before the crisis erupted, but the events of 2007-8,
and especially the SEC’s unsure response, gave new impulse to the case
for change, which had previously faced seemingly insuperable politi-
cal obstacles. The then Treasury secretary Hank Paulson launched a
“blueprint for regulatory reform” in March 2008.%° In introducing it he
noted that the

current regulatory structure was not built to address the modern finan-
cial system with its diversity of market participants, innovation, com-
plexity of financial instruments, convergence of financial intermedi-
aries and trading platforms, global integration and interconnectedness
among financial institutions, investors and markets.

He noted that the functional division at the heart of the U.S. system

is at odds with the increasing convergence of financial service providers
and products. It creates jurisdictional disputes among regulators, and
it is a likely result that some financial services and products were
exported to more adaptive foreign markets.

The conclusion the U.S. Treasury reached, having assessed different
international models, was to recommend an approach based on objec-
tives, which would link the regulatory structure to the reasons for regula-
tion. So they proposed three separate regulators: one focused on market
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stability across the entire financial sector (the Federal Reserve); a regula-
tor focused on the safety and soundness of those institutions supported
by a federal guarantee; and a regulator focused on protecting consumers
and investors.

The details of how the consumer protection regulator would be con-
structed are not relevant here. From the perspective of financial stability,
Paulson argued that the Federal Reserve was the natural choice for that
task, but that in future the Fed’s role “would continue through traditional
channels of implementing monetary policy and providing liquidity to the
financial system.” This role “would replace the Fed’s more limited role
of bank holding company supervision.” So while the Fed would have the
authority to roam across the financial system for information, it would
no longer be involved in direct institutional supervision, as it had been in
the past. So, far from concluding as a result of the previous nine months
of market turmoil that the Bernanke argument for a direct role in insti-
tutional oversight had been strengthened, the U.S. Treasury argued the
reverse. It argued that the market stability, or financial stability, regula-
tor needed a broad vision and access to the whole of the financial sector,
but that it did not need to be engaged in day-to-day activities in relation
to what was, after all, only a subset of deposit-taking institutions that,
in turn, were a subset of those firms that could create threats to the
stability of the system.

Shortly after its publication, market events added force to the Paul-
son analysis. The Fed concluded that it could not allow the failure of
a relatively small broker-dealer, to use the anachronistic phrase still
in use in Washington, and engineered a rescue of Bear Stearns. At the
same time, access to the discount window for investment banks was
extended, which implied a regulatory relationship between the Fed and
the investment banks that had not existed in the past. The SEC was ner-
vous but accepted the inevitable, with a remarkable acknowledgment of
the shortcomings of the functional approach to which it had clung for so
long. Announcing a new Memorandum of Understanding on information-
sharing with the Fed, Chris Cox (chairman of the SEC at that time) said:°

Years ago, when the dividing lines between commercial and investment
banking were bright, the high level of coordination we are establishing
today was not a priority for the U.S. government. But today, the intercon-
nectedness of mortgage and lending markets, credit derivatives, securi-
tizations, and counterparty relationships requires the U.S. government
to adopt a more coherent and coordinated approach.
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In September 2008 the regulatory frontiers shifted in an even more
fundamental way. The U.S. authorities decided not to rescue Lehman
Brothers. The reasons for this fateful decision are still not wholly clear.
The New York Fed was well aware of the risk of serious instability if a
large broker-dealer went down. They went to great lengths to engineer a
rescue by Bank of America and then, when they refused to be involved,
by Barclays. Some argue that the refusal of British regulators to allow
Barclays to guarantee Lehman’s trades when the market opened, with-
out consulting shareholders, was the crucial point that scuppered the
deal.>! Others maintain that Barclays themselves, in the course of their
due diligence, decided that it was unwise for them to proceed. Without
a potential purchaser, Tim Geithner, then the president of the New York
Fed, maintained that “the Fed just did not have the legal authority to act.”

The Lehman Brothers failure precipitated a major crisis of confidence
in almost all U.S. financial institutions. The remaining investment banks,
Goldman Sachs and Morgan Stanley, came under particular pressure and
were soon at risk of bankruptcy themselves. Merrill Lynch found timely
refuge in the bosom of the Bank of America, a maternal embrace that
the latter came soon to regret. The Fed’s response was to facilitate an
emergency conversion of both the remaining large “broker-dealers” into
“bank holding companies,” subject to Federal Reserve oversight and with
broader and deeper access to the Fed’s support facilities. Thus a whole
category of institution disappeared in a matter of weeks. The Fed’s con-
solidated oversight led quickly to a reduction of leverage on the part of
the investment banks. By the end of 2008 their leverage ratio was around
half what it had been a year earlier and it fell further in 2009. The change
in status means that they are now able to take retail deposits. It also led
to the removal of the SEC from its position as consolidated supervisor,
a role which it had never carried out with great enthusiasm.

These changes, unplanned as they were, added force to the arguments
for regulatory reform. It became commonplace to argue that the U.S. sys-
tem was damaged beyond repair and needed comprehensive overhaul.
The near-collapse of AIG, supervised by the New York State Insurance
Commissioner and the office of the Thrift Supervision—an odd couple—
added pressure for the creation of a federal insurance charter. The fail-
ure of AIG was perhaps the most dramatic illustration of the dysfunc-
tionality of the U.S. system.

Some academic critics of the U.S. system went further. Howell Jack-
son of the Harvard Law School argued for the creation of a U.S. Finan-
cial Services Authority that would be consistent with, and complement,
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the expansion of the Federal Reserve Board’s role in overseeing mar-
ket stability.”® He set out a four-phase approach to reform beginning
with enhancement of the coordinating role of the President’s Working
Group on Financial Markets. The Committee on Capital Markets Regula-
tion, chaired by Hal Scott of Harvard, produced a comprehensive report
on the global financial crisis in May 2009 that again recommended the
creation of a U.S. Financial Services Authority, though it would differ
markedly from the U.K. version in that the Fed would continue to set
capital requirements.>?

It was always highly unlikely that the Scott or Jackson approaches
would find favor in Congress, or indeed that the Paulson blueprint would
be implemented in full. There are many vested interests, both institu-
tional and political, in the American system that would make an inte-
grated model of the kind the Treasury had advocated difficult to achieve.
Battle lines had already been drawn and by the time the Obama Admin-
istration outlined its own proposals in June 2009 many of the rational-
izing elements of the Paulson proposals had lost traction. There was
strong resistance to a merger of the SEC and the Commodity Futures
Trading Commission. The state insurance regulators were hostile to the
idea of a federal charter for nationally significant insurance companies.
The regional Federal Reserve Banks saw their role diminishing if feder-
ally chartered banks were removed from their purview, even if the gov-
ernors in Washington themselves could see advantages in the broader
role envisaged for the Fed.

In March 2009, ahead of the G20 summit, the Obama Administration
produced an outline of its own proposals for institutional reform.>* The
first element was to create a “single independent regulator” with respon-
sibility for systemically important firms and critical payment and settle-
ment systems, regardless of whether those firms owned a depositary
institution. The main characteristics of systemic importance were iden-
tified as the financial system’s interdependence with the firm, its size, its
leverage (including its off-balance-sheet exposures), its degree of reliance
on short-term funding, and, crucially, its importance as a source of lig-
uidity and credit for the real economy. The regulator’s focus would in
future be on what the firm did, and the potential for it to create systemic
risk, and not on its legal form (a reflection of the approach taken in the
United Kingdom’s Financial Services and Markets Act).

Intriguingly, the statement did not immediately identify the Federal
Reserve as the existing institution best placed to take on this role, though
some of the criteria are close to the core concerns of central banks.
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However, at the same time, a separate statement was issued, confirming
the Fed’s critical responsibilities in the fields of financial and monetary
stability.

In the event, after some months of deliberation, the new Adminis-
tration came out in favor of a new role for the Federal Reserve.>> In
issuing the paper describing the approach they boldly appropriated the
URL www.financialstability.gov. Although some consolidation of bank-
ing supervisors was proposed, through the creation of a national bank
supervisor to supervise all federally chartered banks, the Fed was given
responsibility for the consolidated supervision of all companies that
owned a bank, and of all large, interconnected firms whose failure could
threaten the stability of the system. Thus, although the creation of a fed-
eral insurance supervisor was resisted, a large complex group like AIG
could no longer escape consolidated supervision.

The Obama proposal did not quite amount to giving the Fed an
overarching responsibility for financial stability. Instead, a new Finan-
cial Services Oversight Council, chaired and staffed by the Treasury
and including the main federal financial regulators, would be set up
to identify emerging risks in firms and markets, fill gaps in super-
vision, and facilitate policy coordination and dispute resolution. This
arrangement is a cousin of the United Kingdom’s’s Tripartite Commit-
tee, as it brings together the monetary, fiscal, and supervisory authori-
ties. This makes sense, as the crisis has highlighted the interdependence
of the three functions in the prosecution of both monetary and financial
stability.

In the euro area developments took a different course, though the
preservation of a strong role for the central bank in supervisory pol-
icy was a common element. A European Systemic Risk Board under the
aegis of the ECB was created, as proposed by Jacques de Larosieére (this is
discussed in greater detail in chapter 7). The Board can issue risk warn-
ings of a general or specific kind, addressed to the Council of Ministers,
or to one of the EU-wide committees of supervisors (which are to be
characterized in the future as “authorities”).

In both cases, therefore, after some flirtation with a structure that
would leave authority for financial stability in the exclusive hands of
the central banks, a tripartite framework has been proposed, recogniz-
ing that monetary, fiscal, and regulatory powers may need to be used, in
different combinations at different times, and that a coordinating frame-
work was therefore essential.
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So how has the financial crisis left the argument on the appropriate
role for central banks? We think that it has not fundamentally altered
the balance of the arguments set out in our earlier guide, though in Lon-
don it did point to weaknesses in practice and in coordination. In fact,
the key failing was political—the Treasury’s reluctance or inability to
take timely decisions on bank support or depositor guarantees. The cri-
sis certainly also produced a strong argument in the United Kingdom
and the United States for resolution of the long-outstanding question of
bankruptcy procedures for banks and investment banks, and of the sta-
tus of depositors in those procedures. It also revealed that the political
appetite for a deposit insurance scheme based on an element of coinsur-
ance was very modest indeed. The case for reform of deposit insurance
was, as a result, strongly made out. There is no point in a regime of coin-
surance if the government is to underwrite deposits 100% in the event of
a bank failure, as it did in the case of Northern Rock, and as many other
governments have since done.

But as far as the role of a central bank in supervision is concerned, our
conclusions are as follows.

e No single model of supervision is clearly superior to all others.
There are examples of single regulators that work well, and exam-
ples of hiccups in those regimes. Equally, some central bank super-
visors seem to have performed well. In other cases, the additional
insights they were supposed to possess have made little difference.

e We now have it on the authority of the U.S. Treasury that a system
based on the legal form a firm takes has many drawbacks, and the
earlier defenses of the U.S. system by successive Fed chairmen have
been abandoned. The U.S. system has been found wanting in crisis
conditions.

e The process of integration of different subsectors continues apace,
and argues for, at the very least, formal structures of cooperation
between different regulators, as the Fed and the SEC have belat-
edly acknowledged. The new Financial Services Oversight Council
should fill that gap.

e The lessons from the crisis are focused on the nature of lender
of last resort provision, the importance of robust oversight of lig-
uidity, the need for early preemptive action and rapid resolution
mechanisms for failing banks, and the importance of depositor pro-
tection schemes in which retail depositors have confidence, rather
than on regulatory structures.
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e The crisis also points to the importance for a central bank of good
links with regulators, on the one hand, and with market partici-
pants, on the other. A central bank that begins to behave like a mon-
etary policy institute, as the Bank of England had arguably begun to
do, risks finding itself dangerously behind the game when a crisis
strikes.

¢ Central banks clearly need individuals in senior management posi-
tions to have experience of, and an instinctive understanding of,
the dynamics of financial intermediation, including both banking
and securities markets, and the use made of securities markets by
other intermediaries, especially insurance companies.

e Carrying out the day-to-day tasks of prudential regulation of indi-
vidual institutions is neither necessary nor sufficient to create the
understanding of financial stability, and the threats thereto, that
a central bank needs. Indeed it may serve to reduce the institu-
tion’s objectivity and candor. But the central bank does need first-
hand knowledge of systemically important institutions, focusing
on their liquidity, funding, and capital adequacy. It should equip
itself to obtain that knowledge, even if some duplication of regula-
tory oversight is thereby created.

e A form of tripartite structure is inevitable, bringing together regu-
lators (whether within or without the central bank), the monetary
authority, and the fiscal authority. The Canadian and Australian
systems, which incorporate such arrangements, performed well in
the crisis, suggesting that the U.K. structure was not to blame,
rather the way decisions within it were made.

We continue to see advantages in an integrated model of regulation,
whose ultimate justification has not been undermined by the crisis,
and in separation of frontline regulation from the monetary authority,
though in the particular circumstances of the euro area we can see attrac-
tion, in the case of countries with a functional breakdown still in place,
in the Dutch model, where integrated prudential regulation is collo-
cated with the operational, if not the policymaking, arm of the monetary
authority. It is particularly attractive in circumstances in which politi-
cians do not have the courage to engineer a move of staff from the central
bank to an outside agency, which was essential in constructing the FSA.
(The fact that the main Dutch banks entered the crisis in as vulnerable
a state as any gives pause as to the effectiveness of De Nederlandsche
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Bank as a supervisor, but does not necessarily invalidate the structural
case.)
As the Financial Times argued in a leading article in June 2008:°6

Over the past 40 years, the guardians of financial stability within cen-
tral banks have lost power to markets and to international commercial
banks. Most of all they have lost power to the monetary policymakers
within their own institutions. Monetary policy is high profile and of
constant interest; financial stability hits the headlines in a crisis once
or twice each generation. The risk that it becomes a backwater is con-
stant. Nonetheless, monetary policy and financial stability cannot be
separated...the challenge is to build a central bank where the two func-
tions can coexist.

We agree.

But we do not think they can coexist usefully as two separate “wings,”
to use the old Bank of England terminology. The analysis of financial mar-
ket developments, captured in FSRs, has not often influenced debates in
the MPC. A similar disjuncture is also visible in other countries. By the
same token, bank supervisors, even when they are in the central bank,
often have little awareness of the monetary policy dimension. This is
clear from their contributions in international committees. The need is
to integrate the core functions of the central bank, so that the two forms
of stability can be seen as interconnected. We discussed some of the
practical implications in our discussion of monetary policy and asset
prices.

But defining the composition and remit of a new-style financial stabil-
ity operation in a nonsupervisory central bank is not straightforward. In
our view it should, at least, perform the following functions:

¢ It should develop a robust set of indicators of financial stress that
will act as the underpinning of a frank and pointed FSR. We note
that nonsupervisory central banks have a better record of produc-
ing frank FSRs.

¢ It should coordinate its work closely with the IMF, FSB, BIS, and the
other central banks in systemically important centers.

¢ It should patrol the regulatory frontier, seeking market intelligence
from both regulated and unregulated firms, and identifying the
need to adjust the frontier from time to time.

¢ It should regularly assess the opportunities for regulatory arbi-
trage (a function that is much harder for supervisors, with their
inevitable focus on regulated firms, to perform).
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It should contribute to the assessment of the need for counter-
cyclical capital requirements (see the section on macroprudential
oversight in chapter 5).

It should develop its own list of systemically important firms,
whether regulated or not, and regularly debate that list with the
line supervisors.

It should ensure that wholesale markets are resilient to the fail-
ure of a major counterparty, including, for example, settlement
arrangements for OTC derivatives, collateral arrangements in repo
markets, or margining practices.

It should feed its views on financial-sector stresses into the mone-
tary policy process. If there is no link between monetary and finan-
cial stability, the argument for a formal financial stability role for
the central bank is much reduced. So stresses in the financial sys-
tem, “excess” growth of credit, and the inflation of asset price bub-
bles need to be seen as political justification for changes in interest
rates.

It should make a substantial contribution to policy on capital, lig-
uidity, and operational risk in the key global committees.
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Financial Infrastructure

Whether or not they have the statutory responsibility for banking super-
vision, central banks play the key role in the day-to-day functioning of the
financial system. They are, almost everywhere, the authorities empow-
ered to provide liquidity to the banking system. They are also often the
overseers of payment systems, and the linked settlement systems for
securities and foreign exchange. Sometimes they manage government
debt, though the practice has become less widespread in recent years.
In each case, the crisis has challenged previous assumptions about the
responsibilities that central banks should have in these areas, and how
they should carry them out.

These functions are sometimes carried further and expressed as a
general responsibility for the smooth functioning of financial markets
in a central bank’s jurisdiction. That may also translate into a quasi-
promotional role, as the central bank seeks to ensure that its own offer-
ings, and those of financial firms in its financial center, are internation-
ally competitive.

LIQUIDITY MANAGEMENT

As Philip Turner explains in “Central banks, liquidity and the banking
crisis,”! one of the functions of financial intermediation is to liquify illig-
uid investments. He quotes Keynes as observing that “capital markets
provide liquidity to make investments which are ‘fixed’ for the commu-
nity more ‘liquid’ for the individual.” This is true for banks as well as for
capital markets more generally. It is a natural role of banks to be illiquid
themselves, and for that reason it has long been a core function of cen-
tral banks to deal with the circumstance in which a bank has to repay a
short-term deposit or other liability unexpectedly and cannot liquidate
its loans or investments to do so.

90



FINANCIAL INFRASTRUCTURE

Liquidity problems were at the heart of the financial crisis that began
in the summer of 2007. The change occurred very rapidly. In late 2006
conditions were very easy; there was talk of “excess” liquidity seeking a
good home. But liquidity can be at its most vulnerable when it appears
strongest. Defenses designed by firms to cope with their idiosyncratic
risks may be of limited use when market-wide liquidity is under stress.
Liquifying assets, increasing retail deposits, and slowing asset growth
are often impossible when all banks are trying to do the same thing.
The strains were first visible in the mortgage and structured credit mar-
kets, as investors shunned new securitizations, resulting in a wave of
involuntary reintermediation. That in turn put pressure on the liquidity
position of banks and broker-dealers. The first signs of the emerging
crisis were seen in the asset-backed commercial paper market in the
early summer of 2007, when issuers began to find it difficult to roll over
existing issues, and impossible to issue new paper. Investor nervousness
was especially evident in relation to off-balance-sheet vehicles related to
banks, notably structured investment vehicles. Some were liquidated and
others migrated back to the balance sheets of their sponsors, aggravat-
ing their funding problems. Liquidity demand surged, while investors
were nervous about their banking counterparties, creating a sudden and
protracted disruption in the interbank markets.

The disruption, and the continuing liquidity strains, were evident from
the unprecedented widening of spreads between overnight and three-
month rates. In normal times, three-month Libor rates are usually a few
basis points above overnight rates, but from late July 2007 there was a
rapid and sharp widening, reflecting both investor preference for liquid-
ity and rising risk premia, in part driven by uncertainty about where the
subprime and other losses lay. The credit and liquidity dimensions of the
crisis were therefore very closely linked, and the relative contribution of
each is hard to assess. The BIS conclusion was that?

The behaviour of Libor banks’ credit default swap spreads vis-a-vis
Libor overnight index swap rate spreads suggests that, while credit con-
cerns have indeed played a role in driving interbank rates through the
turmoil, liquidity factors have accounted for much of the dynamics.

The Bank of England publishes and monitors, in its FSR, an index of
market liquidity based on three factors:3

o tightness, as measured by bid-offer spreads for gilts, foreign
exchange contracts, and FTSE 100 equities;
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Figure 4.1. Financial market liquidity.?

e depth, based on an assessment of the size of trades possible with-
out impacting market prices; and

e premium, a measure of the prospective premium in the corporate
bond market as a compensation for liquidity risk.

The index trended upward from 2000 to the middle of 2007 (figure 4.1)
and was at historic highs in the early part of the year, before declining
very sharply from August onward. The fall was remarkable, but the his-
torical record shows that the buildup of liquidity tends to be a gradual
process while downward adjustments are often sharp—albeit not always
as precipitous as the movement in late 2007.

Central banks reacted to these developments in what the BIS them-
selves called a number of “extraordinary and unprecedented ways.” In
all cases they engaged in interventions on an unusual scale and at longer
maturities. Most also, sooner or later, broadened the range of collateral
they were prepared to accept. (In the ECB case the range was already
much broader than in the United Kingdom or the United States.)

The ECB was, in fact, the first to react, on August 9, with a huge injec-
tion of liquidity, front-loaded at the start of its maintenance period (it
was unwound later). The Federal Reserve held late supplementary auc-
tions the following day. The Bank of England did not change its liquidity
operations in August, maintaining its limited range of assets accepted
as collateral. As late as mid September the Bank rejected the case for
general injections of liquidity against a wider range of collateral on the
grounds that to do so “would encourage in future the very risk-taking
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that has led us to where we are.” Underlining the point—with an oblique
but acid reference to Chuck Prince of Citibank who said, just before he
was forced to resign, that while the music continued to play his bank was
“still dancing”—the governor maintained* that “the provision of large
liquidity facilities penalises those financial institutions that sat out the
dance, encourages herd behaviour and increases the intensity of future
crises.”

Mervyn King attracted some criticism for this unforthcoming stance.
Larry Summers accused him of being a moral hazard fundamentalist who
misunderstood the insurance analogy.” Others argued that the Bank’s
tough line, and failure to appreciate the scale of the crisis, aggravated
the difficulties faced by Northern Rock and helped to precipitate its col-
lapse. At the least, it made management of the crisis considerably more
difficult. It could also be said to be at variance with the Bank’s traditional
policy, as set out by Eddie George in 1993, that when the Bank intervenes
shareholders lose everything, senior management lose their jobs, but the
institution survives.b

Even the exceptional market interventions by the Fed and the ECB were
not successful in reducing the three-month spread, which continued to
be an expressive indicator of market dysfunctionality. The central banks
then shifted their focus to the direct provision of term funding. The
Bank of England offered larger three-month tenders, the ECB added a
six-month tender facility, and the Fed introduced a new term auction
facility. These measures significantly increased the proportion of term
funding in the total facilities made available to the market.

There was a coordinated effort to relieve liquidity pressures in Decem-
ber 2007, organized by the Fed, the ECB, the Bank of England, and the
Swiss National Bank. But once again these arrangements proved inad-
equate. The problems were exacerbated by liquidity hoarding by the
banks themselves, which further reduced the pass-through to nonbanks.
The authorities’ actions were criticized at the time as being “too little
too late.” Nouriel Roubini argued that the provision of liquidity to only
depository institutions would not be enough. As he pointed out,”

The severe liquidity and credit problems affect today a financial market
dominated by non-banks that do not have direct access to the liquidity
support of the Fed.... They are now at risk of a liquidity run as their
liabilities are short-term while many of their assets are longer-term and
illiquid...so monetary policy is totally impotent in dealing with the
liquidity problems and the risks of runs on liquid liabilities of a large
fraction of the financial system.
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This critique, rejected at the time, was broadly accepted by the Fed in
March 2008, when the near-bankruptcy of Bear Stearns compelled them
to intervene directly in the funding of investment banks for the first time.
The Fed made available a large overnight nonrecourse loan to J.P. Mor-
gan through the discount window to allow it to take on the obligations of
Bear Stearns. At the same time, recognizing the risk of further instabil-
ity, and using its power to provide exceptional financing in “unusual and
exigent” circumstances, the Fed established a new Primary Dealer Credit
Facility through which it would in future be able to lend to an investment
bank (and indeed other corporations) if the latter could not find needed
credit from its commercial banking counterparties. The securities lend-
ing program was also changed, with the creation of a new term-lending
securities facility.

The justifications offered by the Fed for this unusual move were reveal-
ing. Tim Geithner, then the president of the New York Fed, acknowledged
that the earlier moves had not solved the problem.® He attributed that
failure to the changing structure of financial markets over the previous
thirty years and the move away from a bank-dominated system to one
in which “credit is increasingly extended, securitized and actively traded
in a combination of centralized and decentralized markets.” There had
been a dramatic increase in the amount of financial intermediation occur-
ring outside the core banking system. As a result, investment banks “now
perform many of the economic functions traditionally associated with
commercial banks, and they are also vulnerable to a sudden loss of lig-
uidity.” The rescue of Bear Stearns could therefore be justified on con-
ventional grounds: had the firm been allowed to collapse there would
have been collateral damage for a range of innocent bystanders. Geith-
ner rejected the charge that additional moral hazard had been created on
the grounds that the shareholders of Bear Stearns had suffered a massive
loss (though the subsequent settlement provided an amount per share
almost five times larger than the Fed had initially envisaged). For rea-
sons not fully explained at the time, or since, the U.S. authorities took a
different approach in September 2008 when Lehman Brothers failed.

The Bear Stearns rescue was heavily criticized, by Buiter among
others,? though Summers took the view that he would also not have
wished to carry out the experiment of seeing what the consequences of
an investment bank collapse would be.!® We saw the dramatic conse-
quences of such a collapse in September. But the remarkable aspect of
the justification offered by Geithner was its long-term nature. If he is
right in his analysis of these long-term trends, why had there been no
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earlier change in the way the Fed provided liquidity to U.S. markets? The
collapse of Drexel Burnham years earlier had shown just how exposed an
investment bank could be to a liquidity run. And if even the smallest of
the major investment banks could not be allowed to fail, why had it not
been subject to proper oversight before? The Bear Stearns rescue was,
therefore, a watershed, and a recognition that the U.S. authorities had
been operating according to an outdated model of intermediation and
regulation—one, furthermore, that they themselves knew to be obsolete.
The implications for the U.S. regulatory system are far-reaching.

Elsewhere, the ECB did not change its facilities again, though it did
continue to provide huge volumes of support at the beginning of each
maintenance period. It was able to make a virtue of the fact that it
already accepted a broader range of collateral than its counterparts,
partly because its liquidity arrangements were a compilation of those
it inherited from the central banks that had come together to form the
European System of Central Banks. The characterization of its support
facilities as the “litterbin of last resort” did not deflect it.!! The Bank
of England did, under pressure from the banks, revise its own scheme
significantly in April 2008, introducing a special liquidity scheme that
greatly broadened the range of assets accepted as collateral, and length-
ened the terms of support provided.!2

As the crisis developed through the fall and winter of 2008, and espe-
cially after the failure of Lehman Brothers, the authorities were obliged
to intervene in the markets on a larger and larger scale, and to take
even more extensive collateral, as the debt markets stubbornly refused
to reopen. The central banks became, in a sense, market-makers of last
resort. In the United Kingdom the Treasury, through the Bank of Eng-
land, guaranteed certain kinds of bank debt. But liquidity provision quite
soon proved insufficient, and solvency support from governments was
needed. In almost all developed countries direct injections of capital into
systematically important banks resulted in either de jure or de facto
nationalization of large parts of the system of financial intermediation.
It became clear that in the exceptional circumstances of the credit cri-
sis the traditional central banking toolkit had proved inadequate. As
more banks tried to liquidate their positions, prices fell further, and
liquidity problems turned into severe concerns about solvency. As Paul
Tucker put it, central banks had moved on from the familiar, historic
role of lender of last resort and needed to look at other instruments,
in effect becoming the market-maker of last resort, or even the capital
provider of last resort.!3 Some commentators even described this role

95



CHAPTER FOUR

as “market-maker of first resort.” (See Turner! for a detailed analysis of
the various techniques adopted and their implications.)

So the consequences of the crisis for central banks in their role as
providers of liquidity to markets (and indeed for regulators) have been
highly significant, and have caused them to rethink the principles and
practice of liquidity management, by reminding them yet again that
banks are structurally illiquid institutions. Three interlinked sets of
issues arise:

e How can commercial and investment banks’ own liquidity manage-
ment be improved to introduce more robust shock absorbers into
a system that has been shown, as it often has in the history of
banking, to be dangerously unstable?

e How can the regulatory oversight of liquidity be strengthened? How
should liquidity regulation be adapted to take account of central
banks’ own operational practices? What are the cross-border impli-
cations of changes in individual countries’ practices?

e How do central banks’ arrangements for liquidity support need to
be changed to accommodate the changes in credit creation and
intermediation that Geithner described?

LIQUIDITY MANAGEMENT IN BANKS

Banks, and other financial institutions, got a nasty surprise in 2007.
Assumptions they had made about the continuous availability of inter-
bank funding for solvent firms were proved to have been overoptimistic.
Banks found themselves without stocks of high-quality assets that they
could quickly turn into cash. Northern Rock and, later, Halifax Bank of
Scotland were the most visible and dramatic cases among U.K. commer-
cial banks. The problem spread through the banking systems of North
America and Europe. A review by regulators in the main financial cen-
ters identified many weaknesses in liquidity management, even in the
biggest global firms.!* Some had no internal incentives in place to man-
age liquidity, and business lines were often not charged for building
contingent liquidity exposures. Treasury functions were frequently not
closely aligned with risk management processes. Contingency funding
plans were based on incomplete information, and the potential liquidity
needs of off-balance-sheet vehicles were ignored. This sorry catalog of
failings came as a shock to boards and even to senior management.

In the short run the conclusion reached by many was that they should
protect their own sources of liquidity at all costs. This individually
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rational strategy contributed to the continuation of the crisis, as inter-
bank markets became heavily constricted. Banks declined to lend to long-
standing counterparties, which made the problem worse.

In the longer term firms concluded that they needed to work on greater
diversification of funding sources, which in turn may involve greater
diversity of asset portfolios. A report by the Institute of International
Finance summarized the lessons learnt.!® Furthermore, internal assess-
ments by firms themselves demonstrated that liquidity concerns had not
been properly reflected in internal pricing mechanisms. Trading desks
whose strategies depended heavily on access to short-term interbank
financing had not been charged a realistic price. Some of the changes
needed to correct these deficiencies were obvious. Firms need to create
incentives for business lines to recognize the liquidity risks inherent in
their business models. That is particularly true in the case of asset secu-
ritizations. Banks should also stress test liquidity risk management. In
particular, they should understand the conditions in which their balance
sheets might expand during times of market stress and they should pre-
pare contingency plans.

But however prudent and cautious firms may be in the short term there
will always be a temptation for them to economize on liquidity, or liquid-
ity insurance more generally, especially in view of the pressure on banks
to increase profits and return on equity. Holding short-term liquid assets
is costly, and experience shows that the half-life of lessons from near-
death market episodes is surprisingly short. In more normal times the
powerful incentives to economize on holdings of cash and low-yielding
liquid assets will reassert themselves. So the challenge for supervisors
and central banks is to underpin the prudent behavior to which interme-
diaries now say they are firmly committed. Indeed banks may for a time
have been recklessly prudent in the immediate aftermath of the crisis,
but if they are not to begin dancing again when the band strikes up once
more, this new prudence will need to be underpinned by revised super-
vision arrangements that will operate effectively in peacetime as well as
in war.

SUPERVISION OF LIQUIDITY

Banks have a strong financial incentive to minimize their holdings of
liquid assets. The amount they actually hold at any time is largely deter-
mined by the opportunity cost and their perception of risk. The state
of the cycle is therefore influential, and there is evidence that banks
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systematically hold less liquidity in an upturn and more in a downturn.
They are also, however, influenced by their perceptions of the likelihood
of lender of last resort support being made available. It is not easy to
measure that effect, though there are case studies that cast light on it.
Banks in Argentina reduced their liquidity measurably when the central
bank implemented a repo agreement at the end of 1996 that strength-
ened its ability to assist the market.!® Using the Fitch ratings of U.K.
banks as a proxy for the likelihood of LOLR support, Aspachs et al.l”
conclude that “the greater the potential support from the central bank
in case of liquidity crises, the lower the liquidity buffer the banks hold.”
They are also influenced by their expectations of the future course of
interest rates. Diamond and Rajan have shown that the incentives for
banks to become illiquid increases with the expectation that future inter-
est rates will be low. They comment;!8

With global savings pouring in, and with the Federal Reserve emphasiz-
ing its willingness to pump in liquidity and cut interest rates dramat-
ically in case of a sharp downturn (the so-called Greenspan put), it is
not surprising that banks are willing to take liquidity risk.

So there is some empirical support for Mervyn King’s moral hazard
argument. There is therefore a clear case for intervention by supervi-
sors to require banks to hold more liquidity than they would other-
wise, as part of the implicit “social contract” between the banks and
the authorities.!® Governments allow banks to engage in more maturity
transformation by offering the prospect of liquidity support, but the
risk of the need for that support crystallizing is mitigated by obligations
placed on them to hold buffers of capital and liquidity. Those buffers will
need to be stronger in future, to offer greater protection to taxpayers,
who have been obliged to undertake expensive rescues.

Charles Goodhart, the historian of the Basel Committee, has pointed
out that the declared intention of the Committee on its formation in
the 1970s was to underpin the capital and liquidity adequacy perfor-
mance of the main international commercial banks.?? But notwithstand-
ing the trenchant academic criticisms of Basel II, the Committee’s record
in relation to capital is far stronger than it is in relation to liquidity. The
first capital accord did reverse the downward trend in capital adequacy,
but there was no parallel accord to underpin bank liquidity. Supervi-
sors found it difficult to reach international agreement on the subject.
While they continued to reflect unproductively, banks continued to run
down their liquidity stocks. Fifty years ago, around 30% of British clearing
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bank assets were held in the form of highly liquid instruments: largely
cash, Treasury bills, and short-dated government debt. By 2007 they held
about 0.5% in cash and perhaps another 1% in other traditional liquid
assets.2! There was “guidance” issued by the Committee in 2000, but
this fell well short of a mandatory regime, and the guidance appears to
have had little or no impact.

Since the crisis, the Committee has attempted to fill the gap. Indeed it
was firmly told to do so in April 2008 by the FSF22 on behalf of the G7
finance ministers. The outcome was a set of “principles for sound lig-
uidity risk management and supervision,” first issued in June 200823 —a
very rapid turnaround for the Basel Committee. After a short consul-
tation period, a slightly revised version was issued in September 2008.
The language of the principles is suitably tough. Words like “vigorous”
“strong,” and “robust” pepper the text, and supervisors are encouraged
to “intervene in a timely manner” to address deficiencies.

This tough talk, however, proved to be a substitute for tough action, as
is often the case. The detail of the principles is less impressive. There is
a remarkable lack of analysis and calibration. Indeed the only numbers
in the report are ordinal: there are seventeen numbered principles. Of
course it is hard to dissent from the fine sentiments expressed. Who can
disagree with the idea that a bank should ensure that “it maintains suffi-
cient liquidity, including a cushion of unencumbered, high quality liquid
assets, to withstand a range of stress events”? Or that it should have
“a robust framework for comprehensively projecting cash flows arising
from assets, liabilities and off-balance-sheet items over an appropriate
set of time horizons”? But if these principles are not turned into hard-
edged operational guidelines, they are unlikely to change behavior.

The report said many eminently sensible things about liquidity policies
and the role of the banks’ boards, and about the need to consider lig-
uidity in different currencies (dollar liquidity was a particular problem
for European banks in 2007), which in fact closely parallel the recom-
mendations by the Institute of International Finance. But the Committee
hedged its bets heavily on off-balance-sheet vehicles. Structured invest-
ment vehicles were at the heart of the problem for many banks, and
when their liquidity requirements fell back on the sponsors they were
surprised to find that their balance sheets and funding needs were grow-
ing, contrary to the assumptions that lay behind their funding models.
The paper said only that the question of whether or not they should be
consolidated for liquidity purposes should be decided on a case-by-case
basis. More importantly, the Committee was silent on the fundamental
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question of whether banks should now reverse the trend toward holding
a smaller and smaller proportion of liquid assets. In the case of capital,
the first accord was entirely clear about its headline objective: banks
should, overall, strengthen their capital base. Even the second accord,
criticized in other respects, began from the presumption that supervi-
sors should not be seeking to reduce the system’s capitalization overall.
Rather it should be seeking to ensure that capital was better distributed
in relation to a more sophisticated and fine-grained understanding of
risk. As for the quantum of liquidity, the Committee appeared to be
agnostic on whether or not more is required. It limited itself to the obser-
vation that “liquidity problems are typically low frequency but poten-
tially high impact events.”

Undoubtedly, setting liquidity standards is more difficult than deter-
mining capital adequacy. Confidence is an elusive element in the equa-
tion, subject to irrational factors. Liquidity is contingent on how a bank
is positioned structurally in the interbank market, among other things.
All this makes liquidity harder to model than capital. But the latter has
benefited from a much higher investment of intellectual capital, particu-
larly by central banks. Goodhart warns against the danger of mandatory
minimum liquidity standards by reference to the metaphor of

the weary traveler who arrives at the railway station late at night and, to
his delight, sees a taxi there who could take him to his distant destina-
tion. He hails the taxi, but the taxi driver replies that he cannot take him,
since local bylaws require that there must always be one taxi standing
ready at the station. Required liquidity is not true, usable liquidity.

But he nonetheless argues that there is a need for some kind of method-
ology to measure the degree of maturity transformation and to assess
stock liquidity. This exercise has not yet been undertaken by the Basel
Committee.

In a consultation paper issued in December 2007, the FSA attempted
to get closer to an assessment of how much liquidity a bank should
hold.2* It argued that it is in principle possible to calculate a distribu-
tion of the risk of failure of a bank through illiquidity at any point in
time, and then to determine a risk appetite on the part of the super-
visor (and perhaps the bank itself). In other words, the supervisor can
require the bank to hold liquidity at all times so as to reduce the risk of
failure on the grounds of illiquidity to, they suggest, 1 in 200 per year.
Michael Foot argues that this ratio is far too high. Banks fail for reasons
other than insufficient liquidity, so a 1 in 200 event just because of a
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liquidity shortfall might be consistent with an unacceptably high rate of
failure overall.2> But the principle of setting a risk appetite, and deriving
a liquidity requirement from that, is reasonable. Foot sees the key crite-
rion as being to “ensure that the minimum liquidity required provides
enough time for any bank above a minimum size to be rescued or closed
in an orderly fashion.” It is unfortunate that, internationally, no progress
seems to be being made toward an agreed regime. Supervisors have not
so far been able to translate this objective into a practical requirement.
With only fine words available from supervisors, considerable weight will
continue to fall on central banks as the last-resort providers of liquidity.

As the scale of the crisis became clearer, regulators became tougher.
In October 2008 the Bank of England published proposals for a further
reform of its market operations.?% In future, there will be four main
avenues of assistance:

o Areserves averaging scheme for eligible banks, with reserves remu-
nerated by the Bank if they remain within a target range.

e Operational standing facilities, available on demand at a modest
premium rate.

o A “discount window facility” through which banks may borrow gilts
for up to thirty days, for a fee, against a wide range of collateral.

e Open market operations through short- and long-term repos of-
fered through both variable-rate tenders and outright purchases.

In parallel, the FSA published its own proposals for enhanced liquidity
requirements?’ which would require banks to hold significantly larger
proportions of their balance sheets in the form of highly liquid assets
in the future. One of the explicit aims of the new policy is that it should
“act as a check on unsustainable expansion of bank lending, during
favourable economic times.” It would also produce “less reliance on
short-term wholesale funding, including on wholesale funding from for-
eign counterparties.” This was an implicit recognition that the previous
regime had allowed imprudent reliance on wholesale funding. Changes
of this kind, if and when implemented, will have an impact on the struc-
ture of market rates. Central banks will have a close interest in them
because of the potential consequences for the monetary transmission
mechanism.

In his review of the regulatory response to the banking crisis, Adair
Turner, the new chair of the FSA, went further.?® He argued that it was
“essential to restore liquidity regulation and supervision to a position of
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central importance,” and he proposed a “core funding ratio” expressed as
retail deposits plus long-term wholesale funding as a percentage of total
liabilities. The ratio (as operated for some time in Hong Kong and Singa-
pore) could be a backstop rule or an indicator to identify overall macro-
prudential risks. As Turner recognizes, tightening liquidity requirements
in this way would imply less maturity transformation than would other-
wise occur, with some economic cost. This might, however, be a price
worth paying to strengthen the resilience of the system.

CENTRAL BANKS AND LIQUIDITY

The central lesson of the crisis from the liquidity perspective was well
described by Geithner in his apologia for the Bear Stearns rescue:

We need to redesign the set of liquidity facilities that we maintain in nor-
mal times, and in extremis, in the United States and across other major
central banks. And these changes will have to come with a stronger set
of incentives and requirements for the management of liquidity risk by
financial institutions with access to central bank liquidity.

He also called for “a stronger set of shock absorbers, in terms of capital
and liquidity” in institutions that are critical to the functioning of the
market.

Progress toward the second objective has been slow, but the liquid-
ity facilities of the major central banks have already been revised in a
number of respects, as detailed by the BIS. The problem is that in their
collective response to the crisis the central banks were pushed into mea-
sures that go further than they would have wished in normal times. While
they may have clung too long to the moral hazard argument while the
house was on fire, as if in the insurance world, as the Bank of England
certainly did, they have now become market-makers of last resort for a
wide range of risky assets, and even the close haircuts imposed on some
of them may not fully compensate for the additional risks they have
taken on. As Mervyn King argued in June 2008,29 central banks needed
to learn from the experiences of the previous year and put in place a
liquidity facility that worked in all seasons—both normal and stressed.
That facility needs a pricing structure that encourages banks to manage
liquidity risk prudently. The haircut arrangements in place are not fine-
grained enough to produce such incentives: they are in place primarily
to protect the central bank’s own balance sheet at times of stress.
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Tucker!'3 summarizes the goal as being

To reduce the cost of disruptions to the liquidity and payments services
supplied by commercial banks. The Bank does this by balancing the
provision of credit insurance against the costs of creating incentives
for banks to take greater risks, and subject to the need to avoid taking
risk onto its balance sheet.

At the same time, the facility needs to overcome the stigma problem
that plagued the use of central bank facilities through the crisis. Banks
reasonably feared that the knowledge that they were using a “special”
facility—one put in place, in the words of the Federal Reserve Act, to deal
with only “unusual and exigent” circumstances—would create a crisis
of confidence among their other counterparties. Some institutions have
made a practice of using the available facilities at times when they may
not have been obliged to use them, and have sometimes been encouraged
to do so, to create an assumption that they are available to be used,;
others have shunned them, making the effect on the interest rate curve
less powerful.

One potential response to the stigma effect is to make such assistance
secret. But while it seems that it might well have been possible for the
Bank of England to make an emergency loan to Northern Rock with-
out immediate disclosure (and it subsequently did make massive undis-
closed loans to Royal Bank of Scotland and Halifax Bank of Scotland), it
seems unlikely that, on a continuing basis, liquidity operations can be
undisclosed for very long. There are grounds to believe that, in the EU at
least, the provisions of the Market Abuse Directive would preclude undis-
closed assistance over an excessively extended period, because share-
holders would be misled about the condition of their investment. The
trend over many years has been toward greater transparency in central
bank operations, and greater use of market prices, so to resort to the for-
mer practice of clouding the central bank’s actions in “decent obscurity”
would be to swim against the tide. It was always assumed in the past
that, if the central bank’s objective in providing support is to help the
system as a whole, there would be few grounds for complaint about dis-
creet support for a troubled bank. The arrival on the scene of large-scale
short-sellers has challenged that assumption. Secret support for a failing
institution may threaten the profitability of the trades, and potentially
give grounds for legal action.

Goodhart argues that we should take a different tack.?® The problem
begins, as he sees it, with “a continuing and misplaced reverence for the
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Bagehot dictum that central banks should only lend to individual banks
at a penalty rate.” This is bound to generate a stigma. His solution is to
require all banks to borrow an initial tranche of funds from the central
bank at all times. The cost of this initial tranche would be deliberately
low, indeed it might even be zero. The pricing of additional borrowing
would be varied by scale and duration, and the quantum available for
an individual institution would be set as some percentage of eligible
liabilities. The sizes of the tranches available, and the pricing attached
to them, could be varied. So at a time of liquidity stress the bank could
increase the size of a given tranche to effect an easing in liquidity. The
instrument could be exercised by the new Financial Stability Committee
of the central bank, or whatever the decision-making body on financial
stability is called, giving it a usable tool, which it does not currently have.
The amounts of funding available to each bank would be published in
advance, though utilization of the facility would only be disclosed after
the event.

Goodhart’s scheme is a bold attempt to solve the stigma problem, if
somewhat complex in operation. We can, however, see problems with it
in practice. What if the initial amount is not enough? What if a bank con-
siders that it needs a tranche that is appreciably larger than the going
rate? There would still be a risk that the market would discover the
tranche in which an individual bank was borrowing.

The involvement of central banks in a wider range of instruments has
also muddied the waters when making a distinction between intervention
to provide liquidity to individual banks or alternatively to the market as
a whole. There have also been purchases of instruments, such as com-
mercial paper or corporate bonds, that have the additional and quite
different motive of stimulating activity in those markets. These activi-
ties raise questions of accountability. Does central bank independence
stretch that far? We think not, and note that in the United States, while
the Fed has used its umbrella power to act in “unusual and exigent cir-
cumstances,” it will in future need the prior approval of the U.S. Treasury
secretary.

There is also an important cross-border dimension. International
banking business often involves three central banks: the central bank
in the country where the bank is conducting its business; the central
bank where the bank is headquartered; and the central bank of the juris-
diction that the currency used comes from.

As Turner explains, the question of which central bank should take
responsibility for emergency liquidity has always been difficult. The issue
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was extensively discussed among central banks in the early 1970s when
the investment of the large oil surpluses in the foreign branches of banks
increased the risk of a general liquidity problem if there was a significant
withdrawal of short-term funds. Which central bank should be responsi-
ble for the liquidity problem: the home or the host? After much debate
the G10 central bank governors concluded in 1974 that “it would not
be practical to lay down in advance detailed rules and procedures for
the provision of liquidity.” This remains the formal position, though
it became the general presumption that the host-country central bank
would have the initial responsibility for providing liquidity support to
a foreign bank, but that the home-country central bank might become
responsible very soon after such support became necessary.

This cross-border aspect has relevance in relation to the question
of whether liquidity can be regulated on a national or international
basis. The answer will depend on how likely it is that agreements can
be reached on the resolution of cross-border banks that face failure. If
agreement is unlikely, the regulators will want to ensure that each bank
in its jurisdiction has enough liquidity onshore. If liquidity requirements
are tightened on a national basis, then it will have an inhibiting effect on
the scale of cross-border business. So there is a clear risk that steps taken
to tighten national liquidity regimes may hinder trade and investment
flows, if no overall global approach is agreed. Addressing this is a task
for the Financial Stability Board.

The currency angle is also important. In the recent crisis many banks
found themselves in difficult funding positions where currencies were
mismatched. To help mitigate these problems, cross-border swap oper-
ations were put in place enabling central banks with limited foreign
exchange reserves to lend foreign currency to their own banks, as well
as reducing other disturbances in domestic money markets. Such swaps
were conducted on a very large scale so that by late 2008 outstanding
usage of foreign exchange lines by the ECB, the Bank of England, and the
Swiss National Bank exceeded $300 billion.

It remains to be seen whether the new arrangements now in place,
which have been constructed to give banks an incentive to manage their
own liquidity more effectively in future, will prove adequate. In a crisis,
there is little need to encourage banks to hoard liquidity: from 2007 to
2009 they did so overenthusiastically, if anything. The test comes when
credit conditions return to normal. When the band strikes up again, will
the dancers again cavort with gay abandon as they did from 2004 to
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20077 Or will the new, tougher regulatory requirements act as an effec-
tive constraint?

PAYMENT SYSTEMS

The second area in which central banks may contribute to financial sta-
bility is in the oversight of systemically important payment systems.
Certainty that when payments are made they will also be received is,
as we suggest in chapter 1, one of the assumptions that society makes
when engaging in economic activity. Yet that assumption is also fragile.
The systems that central banks oversee include “clean” payment sys-
tems (like CHAPS in the United Kingdom) and those, like Euroclear, that
involve linked flows of cash and securities. Their traditional aims have
been to promote safety and certainty, economic efficiency, and adap-
tation to the changing needs of innovative financial markets. They are
also banks themselves, and they could not undertake the transactions
on the balance sheet through which they implement monetary policy if
there was uncertainty about the completion of those transactions. Final
settlement of transactions is ultimately undertaken through payments
involving the central bank’s own liabilities.

Members of payment systems are exposed to liquidity as well as credit
risk when they incur credit exposures to other members of the system.
The system may act as a transmission mechanism for financial problems
in one or more members, creating a domino effect that may cause con-
tagion to other participants. Indeed the system itself may be a source of
systemic risk through operational failure or malfunction.3! The different
types of risks that may arise have been helpfully codified by the Bank of
England.

Many enhancements to these systems, long desired by central banks,
have been introduced in recent years, largely made possible by tech-
nology improvements. In particular, the introduction of real-time gross
settlement, even if it took decades to achieve, has helped to eliminate the
buildup of settlement exposure and of so-called Herstatt risk (the risk
that in foreign exchange trading one party will deliver foreign exchange
while the other counterparty fails to do so) between financial institu-
tions as a result of the exchange of high-value payments and securities
settlements.

As a comprehensive response to these potential risks the G10 gover-
nors oversaw the drafting of a set of “core principles,” by the Committee
on Payments and Settlement Systems (CPSS) in Basel, for systemically
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important payment systems in 2000.3? Central banks are formally com-
mitted to these principles, which were also endorsed by I0OSCO on
behalf of securities regulators, but while the framework has been widely
accepted, the practical role played by different central banks in their
domestic payment systems varies widely.

In an extensive review published in 2003, Tanai Khiaonarong of the
Bank of Finland identified three main models of involvement (though
there is a degree of overlap between them in individual countries):33

(1) The minimalist approach, in which the private sector takes prece-
dence in promoting payment systems efficiency, with the central
bank’s role limited to providing settlement account services, col-
lateral, and liquidity facilities. The systems in use in Australia,
Canada, Finland, and the United Kingdom are examples of this
approach.

(2) The competitive approach, exemplified by the United States, in
which the public and private sectors compete, but in which the
central bank owns and operates interbank funds-transfer systems,
recovering its full costs from the participants.

(3) A public service philosophy, in which the central bank owns and
operates a majority of, if not all, interbank funds-transfer systems.
The system used in Thailand exemplifies this third strategy.

From an efficiency perspective, Khiaonarong strongly prefers the first
approach. He finds that it is “more efficiency enhancing than the compet-
itive and public service approaches, due to higher cost-reducing effects,
stronger private-sector involvement, and the avoidance of the central
bank’s conflicting role as a regulator.”

A similar conclusion was reached by Green and Todd of the Fed-
eral Reserve Banks of Chicago and Minneapolis respectively. They argue
that3*

A recommended strategy involves specialization in providing services
where the central bank has a comparative advantage—notably ser-
vices directly related to providing a comprehensive, secure system of
accounts for interbank settlement...the strategy would have the Fed
rely on means other than direct service provision to help ensure that
services are provided efficiently and equitably.

Again, one argument advanced, and reinforced elsewhere3> by Green, is
that if the Fed is a major participant in the system, and hence a benefi-
ciary of it, this argues against the Fed as its regulator.
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While these arguments rest primarily on the efficiency case for low-
key central bank involvement, they overlap with the financial stability
argument.

Traditionally, payment system oversight was regarded as part and par-
cel of the relationship between the central bank and its counterparties,
and not necessarily as a separate function, but as banking supervision
was split away from central banks, some, like the Reserve Bank of Aus-
tralia, began to formalize their role. In Australia the 1998 Payment Sys-
tems (Regulation) Act gives the RBA formal powers to regulate the sys-
tems and determine risk control and efficiency standards, though in the
Australian case the regulation has in the event focused heavily on access
and competition rather than on financial stability issues.3% Indeed, the
RBA is specifically charged with using its powers in a way that “will best
contribute to...promoting competition in the market for payment ser-
vices.” Green is strongly of the view that this is not an appropriate role
for the central bank, and is far better left to the competition authorities.
Most other countries seem to implicitly take this view as well.

While it is generally true that the oversight of payment and settlement
systems has become more distinct and formal over the last fifteen years,
there remains a remarkable diversity of practice in terms of what powers
banks have and how they exercise them. Of the major developed-country
authorities, in five cases—the ECB, Germany, the United Kingdom, Japan,
and Sweden—the responsibilities are set out in a statute or, in the case
of the ECB, a treaty. In another four countries—Canada, Hong Kong, the
Netherlands, and Singapore—there is specific legislation related to over-
sight that gives the central banks distinct responsibilities. Seven others
have partial powers, but these stop short of full oversight responsibil-
ity. In the United States the Fed has derived its powers from a series
of enactments related to other functions, such as banking supervision,
but has hitherto lacked a focused set of powers. Its “Policy on payment
system risk” is expressed in nonstatutory form.

With the deference and respect that central bankers like to show to
each other in public, a CPSS report in 200537 presented this diversity
without comment, though it noted that “the effectiveness of oversight
is likely to depend on there being an appropriate match between those
responsibilities and the tools the central bank has to carry out oversight.”
It is hard to avoid the conclusion that there is great scope for tidying up
the legislation in many places. Of course legislating in this area is rarely
likely to be a top political priority (though a crisis can make it so, as it
has in the United Kingdom and in the United States).
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Among the options on offer, the Canadian model is attractive. The
Bank of Canada does not own or operate payment or other clearing or
settlement systems, though it does maintain settlement accounts and
provides final settlement. Its oversight role is clearly set out in the Pay-
ment Clearing and Settlement Act of 1996. As the Bank of Finland paper
notes, “the Canadian payment system has been regarded as one of the
most efficient in the world.”

In the United Kingdom, the Bank of England has long relied on informal
oversight, as described under the 1997 MOU, though that merely codified
what had long been understood to be the position. In 2000, a report for
the government by Don Cruikshank recommended that a new authority
should be set up explicitly to regulate payment systems, but his concerns
were primarily with competition and access rather than with systemic
risk.3® He believed that the clearing banks had resisted new entrants
and maintained a cosy cartel, which a new competition authority could
deal with by mandating open access for all economically significant sys-
tems. The Bank successfully resisted the proposal to establish a separate
authority. But the informal position in which the Bank found itself came
to seem as increasingly anomalous. In June 2007, Governor Mervyn King
described this as “unfinished business” from the MOU. Informal powers
could only go so far, he said.3? “To have responsibility without power
is the misfortune of the bureaucrat,” he went on. The Banking Act of
2009, stimulated by the need to respond to the Northern Rock crisis,
regularized the position, after a decade of masterful inactivity on the
government’s behalf.

In our view codification of the powers available, and the way in
which those powers might be exercised, is welcome and would be valu-
able in other jurisdictions. It would meet the laudable commitment
to transparency enunciated by the CPSS (and to which the ECB has
since responded with a comprehensive report on its oversight activi-
ties) and would mark a further move away from the “governor’s eye-
brows” approach to central banking, which is increasingly anachronistic
in today’s financial markets.

After long defending the Fed’s informal role*? there were signs in
2009 that the U.S. authorities recognized the problem. In congressional
testimony in March*!, Tim Geithner, the Treasury secretary, noted that
federal authority was incomplete and fragmented, and concluded: “We
need to give a single entity broad and clear authority over systemically
important payment and settlement systems and activities.” But the com-
plexity of doing so was demonstrated in the following sentence: “Where
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such systems or their participants are already federally regulated, the
authority of those federal regulators should be preserved and the single
entity should consult and coordinate with those regulators.” So while the
problem was acknowledged, the simple solution of giving new author-
ity to the Federal Reserve to oversee payment, clearing, and settlement
systems was only finally proposed in June 2009 as part of the Obama
Administration’s reform package.

The interest of central banks in the safety of payment and settlement
infrastructure was further reinforced by the structural risks confirmed
by the crisis in the arrangements for over-the-counter (OTC) derivatives
markets, and they have put increased pressure on market participants to
replace bilateral arrangements with central counterparties (CCPs), forc-
ing all transactions onto the same platform or set of platforms. This will
reduce risk, though a CCP can still itself fail and needs to be brought
under some form of oversight.*? Some market participants have resisted
these proposals on the grounds that they may inhibit competition. In our
view, given the malfunctions demonstrated in the crisis of 2007-8, when
many complex, bespoke bilateral deals proved difficult or impossible to
unwind, they are well-justified on risk-reduction grounds.

FINANCIAL SYSTEM EFFICIENCY

Central banks’ responsibility for market infrastructure has often ex-
tended far beyond narrow payment and settlement issues, and they have
been interested in and involved themselves in many other aspects of the
functioning of a modern financial center.

For the most part, this involvement has developed in an unplanned
way. Often the central bank has identified a problem and simply stepped
in to fix it. On other occasions, market participants themselves have
invited the bank’s participation. As an active market participant, and
one usually unbound by tight budget constraints, it is often able to act
expeditiously and independently. The range of ad hoc tasks that cen-
tral banks have taken on in the past is remarkable: oversight of self-
regulatory organizations or exchanges; honest broker in trade disputes;
manager of insolvency or debt workouts; interface between the markets
and the government; promotion of the local financial center; leader of
trade missions; even, in the United Kingdom, direct developer of set-
tlement systems—the Bank of England took over the leadership of the
London Stock Exchange’s ailing plan to dematerialize securities, which
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led to Crest. (This last example has now been emulated by the ECB in its
own Target 2 Securities project.)

When the Bank of England tried in the early 1990s to define its own
role in this area, faced with confusion and some overlap within the insti-
tution, it adopted the formulation of a “third core purpose,” to promote
the efficient functioning of the financial system, alongside its monetary
and supervisory roles. While they have not categorized them in quite the
same way, other central banks have typically carried out many of these
functions alongside their other, more formally specified tasks.

Over time, with the greater emphasis on the use of law to resolve dis-
putes, and the ever-widening scope of statutory regulation to replace
self-regulatory organizations, some elements of this role have fallen
away. Also, active involvement as a market promoter can be inconsis-
tent both with the degree of independence needed for the monetary role
and with the degree of distance and objectivity needed in the supervisory
area. Cheerleaders for a financial center will usually wish to attract as
many institutions as possible to that center. The regulatory gatekeepers
will often wish to turn some doubtful applicants away. These respon-
sibilities therefore have to be kept separate. There are still quite often
cases where central banks sponsor and support promotion agencies. In
our view this is undesirable. But there are nonetheless many opportu-
nities for a central bank to promote sensible enhancements to the mar-
ket’s infrastructure in ways that do not cut across monetary or financial
stability responsibilities. The Federal Reserve-led initiatives to promote
more rapid settlement of derivatives and to increase on-exchange stan-
dardization of contracts are good examples. They are now being turned
into a formal regulatory framework. So some flexibility to intervene to
promote market efficiency, in the interest of the bank’s principal func-
tions in relation to the reliability of financial transactions, is valuable.
It is wrong, however, to see it as a distinct core purpose sitting along-
side the other two. If an intervention cannot be justified by reference to
either monetary or financial stability, it is unlikely to be appropriate for
the central bank to be in the lead.

DEBT MANAGEMENT

In their comprehensive review of the institutional arrangements for pub-
lic debt management, Currie et al. of the World Bank note that “until the
late 1980s, public debt management tended to be considered an exten-
sion of monetary policy.”*3 As debt levels rose in many OECD countries,
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following the expansionary fiscal policies of the 1960s and 1970s, the
implications for inflation of high government debt became of central
concern. So it became widely accepted that the central bank should not
facilitate higher borrowing through “printing money.” As Currie et al.
show,

This thinking led to clear and narrow price stability objectives for cen-
tral banks, to their greater independence from the government and
to the prohibition for central banks to finance the fiscal deficit. Debt
issuance to parties other than the central bank became the sole way to
finance the deficit. This was also the logic under which the Maastricht
Treaty forbade overdraft facilities and other types of credit facilities
for governments, or the direct purchase of government securities in
the primary market by the future ECB or EU central banks.

This approach in turn led many of those countries in which the cen-
tral bank remained the agency that issued and managed public debt
to rethink. Where governments borrow exclusively on open markets, at
market rates, it is easy to separate government funding from central
bank liquidity management. A BIS survey of forty-one central banks in
2008 showed fewer than a quarter with government debt or asset man-
agement responsibilities.** Some countries set up freestanding agencies
under the ministry of finance, or managed debt in a department of the
ministry. In some cases the separation of the bank from debt policy was
gradual. In other cases, as in the United Kingdom, the separation was
sudden, and announced with some fanfare as part of the reorganization
of financial oversight and monetary policy in 1997. The government, at
the time and subsequently, advanced three reasons for the establishment
of a new Debt Management Office:#>

e That both debt policy and its implementation should be, and be
seen to be, unaffected by short-term monetary policy considera-
tions. A central bank with monetary policy independence might be
thought to have insider information on the future course of interest
rates, which might make potential purchasers of debt suspicious.

e To guard against potential conflicts of interest between debt man-
agement and monetary policy that could undermine the objective
of minimizing the cost of financing the deficit.

e The general desire to create a clearer allocation of responsibilities
among the public bodies responsible for financial policies.

This change was barely controversial at the time. It was submerged under
what were seen as more significant moves to create a single regulator and
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anew Monetary Policy Committee. Although there were those within the
Bank of England who regretted the move, the governor accepted it as a
condition of independence on interest rates, seen as the greater prize,
for which sacrifices of other functions could be justified.

The UK. statement of policy gradually became the orthodoxy, sup-
ported by other research.*6 Advice given to emerging-market countries
by the IFIs suggests that “professionalism and accountability can best
be achieved when debt management is assigned to an agency that is sep-
arate and autonomous from the political process.”” But practices still
vary, even within the EU. Among euro area members, around half, includ-
ing France, manage debt through offices within the Treasury, without
formal delegated authority, while the rest, led by Germany, have estab-
lished special debt-management offices to which operational responsi-
bilities are delegated.*8

In the euro area no central bank has the task. It is seen as incompatible
with the degree of independence from government required by the Maas-
tricht Treaty. Outside it the Danish central bank, for example, retains the
responsibility for central government debt management on behalf of the
Ministry of Finance. They defend their role as “an efficient way to solve
some of the unavoidable needs for the coordination of issues related to
monetary and fiscal policies.”® They argue that coordination is essen-
tial, whether or not there are separate authorities, and that the potential
conflicts can be avoided if the policy rules are clear. Critics point out,
however, that the Danish case is unusual, in that their monetary policy
amounts to a fixed link with the euro, so it is arguable that the central
bank does not enjoy policy freedom in the usually understood way.>?

But this broad consensus was challenged in the crisis of 2009, when
the Federal Reserve and others began to buy in public debt, to ease mon-
etary conditions further once the zero interest rate band was reached.
Some argued that the advent of “quantitative easing made the separa-
tion of duties look distinctly odd.” In evidence to the Treasury Commit-
tee, Charles Goodhart said that he would “sack the Debt Management
Office” and simply not issue gilts for a period, thus achieving the same
end.”! Tim Congdon of Lombard Street Research characterized the pro-
cess whereby the DMO issues debt, while the Bank buys it in, as “quite
idiotic.” If the Bank ran the DMO it would simply issue fewer gilts in the
first place and achieve monetary easing by buying bank debt.>? It is rec-
ognized within the Bank that without the acquiescence of the DMO the
Bank cannot control the pace of quantitative easing.
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There is no doubt that in the extreme circumstances of 2009 the sepa-
ration of duties in operation in most developed countries was effectively
overridden. It is clear in retrospect that the claims made, especially in the
United Kingdom, for the eternal superiority of a system in which policies
on interest rates, and on debt management, were rigorously separated
for all time have been revealed to be operational only in “normal” times.
We doubt it would make sense in the longer term to return debt manage-
ment to the central bank. What is required, however, is more effective
coordination of functions, and a recognition that monetary and financial
policies cannot be put in distinct boxes. When the system is under severe
stress, all levers must be at the disposal of the authorities, irrespective
of the organizational location of powers.

In all these areas, therefore, the crisis revealed the need for reform
in the way central banks go about their business. But the biggest flaw
in the approach taken by the monetary authorities in the run-up to the
explosion was the failure to react to bubbles in the housing market and
in other asset markets. We turn now to that controversial issue.
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Asset Prices

Perhaps the fiercest controversy in the world of central banking in the
last few years has centered on the extent to which monetary policy
should respond to changes in asset prices—whether equities, property,
or, most particularly, housing. The arguments for and against doing so
rumbled on through the early years of the century, in Basel, the IMF, and
the scholarly journals, and burst into the open in late 2007, as the sever-
ity of the credit crisis began to be understood. The issue lies at the heart
of the critique of central banking in the Greenspan years, which has now
become more fully articulated.

The strong-form version of that critique maintains that the crisis was
“made in the Fed.” Steve Roach, the former chief economist of Morgan
Stanley and a longstanding critic of Alan Greenspan, does not mince his
words:!

Central banks were asleep at the switch. The lack of monetary disci-
pline has become the hallmark of an unfettered globalization. Central
banks have failed to provide a stable underpinning to world financial
markets and to an increasingly asset-dependent global economy...it is
high time for monetary authorities to adopt new procedures—namely
taking asset markets into explicit consideration when framing policy
options.... As the increasing prevalence of bubbles indicates, a failure
to recognize the interplay between the state of asset markets and the
real economy is an egregious policy error.

Roach’s call for a shift away from “one-dimensional fixation on CPI-
based inflation” has been reinforced by arguments that the CPI has been
giving false readings as a result of the entry into the traded economy
of huge new super-competitive nations—especially China. Competition
from China held down prices of traded goods, and indeed the wages
of manufacturing workers, while leading participants in financial mar-
kets grew incontinently rich, recycling excess liquidity created by central
banks misled into a belief that inflation had been conquered and that a
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productivity revolution was under way. The critics consider that this
reading of inflation was fundamentally wrong. The CPI itself was really
“Chinese Price Inflation”? held artificially low by the Chinese export
boom. In fact, during the so-called Great Moderation a massive expan-
sion of credit was under way, which in turn led to mispricing of risk and
asset price bubbles, all under the noses of central bankers myopically
monitoring their narrowly defined inflation objectives.

Indeed the period demonstrates an interesting asymmetry. Central
banks used imported low, or even negative, inflation to declare victory in
hitting their inflation targets while running a relatively loose monetary
policy—as measured by the low level of real interest rates, for example,
or by the Taylor rule—for much of the 2000s. (The Taylor rule specifies
by how much a central bank should change interest rates in response
to the divergence of actual from potential GDP and actual from target
inflation. Specifically, it says that the interest rate should be one and a
half times the inflation rate, plus half the GDP gap, plus one.) But when
commodity prices rose they argued that it was necessary to exceed the
target for a period.

Taylor himself has produced a strong critique of Fed policy from 2001
onward. He points out that interest rates in the United States were, from
the end of 2001, held significantly below the level that his rule would
have indicated (figure 5.1). Indeed by 2004 rates were fully three per-
centage points lower—what he describes as “an unusually big devia-
tion,” going on to say that “there was no greater or more persistent
deviation of actual Fed policy since the turbulent days of the 1970s.”
He argues that this deliberately loose monetary policy, implemented in
response to a fear of Japan-style deflation, was the direct cause of the
house price boom and subsequent bust. He further shows that European
countries in which the deviation from the rule was greatest experienced
similar house price bubbles.? (Defenders of the Fed suggest that here
was another motive at play, namely fear of collapse of the bond mar-
ket and consequential damage to the banks with long bond positions—a
kind of financial stability concern.)

Less aggressive critics than Roach and Taylor acknowledge that the
judgments that central bankers made from 2001 to 2007 were defensi-
ble, and that it is unreasonable to expect them to manage asset prices as
they control consumer price inflation, but nonetheless argue that they
could have done more than they did to moderate the massive escala-
tion in asset prices and credit expansion that preceded the crash of
2007. While accepting that many central banks have a narrow statutory
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Figure 5.1. Deviation of policy rates from the Taylor rule. Source: OECD data
taken from Charlie Bean’s Schumpeter Lecture at the Annual Congress of the
European Economic Association, Barcelona, August 25, 2009.

obligation to meet an inflation target, the welfare losses that have
resulted are so great that some risks could and should have been taken
in an attempt to head them off. Sushil Wadhwani, who was an external
member of the Bank of England’s MPC for three years, believes his col-
leagues were captives of an outdated, almost religious belief in efficient
markets:* “They would rather carry out inflation forecast-targeting pol-
icy on the assumption that financial markets are efficient and there are
no bubbles.” The idea that financial markets might exhibit serious and
sustained dysfunctionality was alien to them. The assumption had to be
that prices were reflecting fundamental factors of supply and demand.
Who were they to question their sustainability?

Willem Buiter, also a former external member of the MPC, says the
same about the membership of the Committee, which in his view had>

quite a strong representation of academic economists and other pro-
fessional economists with serious technical training and backgrounds.
This turned out to be a severe handicap when the central bank had to
switch gears and change from being an inflation-targeting central bank
under conditions of orderly financial markets to a financial stability-
oriented central bank under conditions of widespread market illiquidity
and funding illiquidity.

Robert Shiller has advanced a related critique, pointing to the dra-
matic moves in asset prices in the early years of the century, which were
quite unprecedented and impossible to justify by reference to supply
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and demand, in the case of housing, or earnings, in the case of equity
prices. He points to a version of what he calls “group think” that blinded
central banks to the unsustainable nature of the trends observed. We
can identify another asymmetry here, which is sometimes known as the
“Greenspan put.” When asset prices rise, the central bank ignores “exu-
berance” and lets the good times roll. Yet when prices fall, that can be a
justification for relaxing policy.

At the time, most central bank governors did not accept the argument
that asset prices were giving dangerous signals. It would be wrong to
suggest, though, that there was one single view within the central bank-
ing community. Inside the central bank tent, so to speak, there were
dissenting voices, some of them articulate and strident. Bill White, the
chief economist at the BIS, also argued strenuously for a greater focus
on credit expansion and asset prices, and did so well before the crisis
hit. Surely, he argued, there was a point at which it was possible to iden-
tify mispricing and bubbles?” Why could interest rate policy not take
some account of the risks posed by escalating asset prices, just as it did
with other risks to inflation and growth? BIS economists became closely
identified with the proposal that the monetary authorities, even those
with a tight inflation objective focused on retail prices, should have been
prepared to “lean against the wind” of asset price escalation. The phrase
became associated with a particular critique of the Federal Reserve ortho-
doxy, generally supported at the time by the Bank of England. (Though it
is fair to say that the Bank did maintain interest rates at a rather higher
level than the Fed in the run-up to the correction.)

White went on to argue that there were stronger grounds, even
stronger than in earlier periods, for looking at financial-sector devel-
opments, and their potential to threaten rapid and sustainable output
growth, as new indicators that ought to help guide the conduct of mon-
etary policy.

White concluded that the many benefits of stable prices did not extend
to excluding financial-sector shocks and that, just as there was a will-
ingness to tolerate the first-round effects of negative supply shocks
on inflation, there should perhaps be a willingness to tolerate defla-
tion arising from positive supply shocks. Having accepted that the sta-
tus quo had brought many benefits in terms of the Great Moderation,
White argued that, with a monetary policy focused on price stability,
the endemic procyclical characteristics of the financial system, demon-
strated over the centuries, would only meet with resistance to the extent
that they triggered inflationary pressures. He thought that responding
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to the subsequent downturn following the bursting of a credit bubble
through asymmetrically easier monetary policies could set the stage for
a new set of imbalances, unless these policies were reversed promptly,
which might not be easy. If positive supply-side shocks were also accen-
tuated by easier credit conditions, then policy could actually positively
enhance the usual procyclical tendencies in the financial system. The
pursuit of similar policies in successive financial cycles might, for an
extended time, maintain output growth and price stability, but could
also compound the underlying financial exposures. Unless the regime
was changed there was a risk of disruptive deflation, along with equally
disruptive adjustments in financial markets.

White proposed that the policy framework needed to be changed. He
suggested that the policy horizon should be pushed out far beyond the
then-conventional two years to see the full effects on prices of finan-
cial imbalances accumulated over many years. Recognizing the costs of
cumulating financial imbalances, constraints would have to be put on
policies designed solely to deal with today’s problems, given that they
risked creating significantly larger problems in the future.

He recognized that such a shift posed major political challenges. In
particular, it would not be easy to convince those affected by higher rates
that tightening was required: not to resist inflation over the traditional
horizon but to avoid an undesirable disinflation over a still longer period.
It was not easy to identify serious imbalances sufficiently robustly or to
gain recognition for the fact that overextended personal or corporate
balance sheets could result in a reduction in economic growth to rates
well below potential.

At the same time, monetary policymakers would need to explain why
they should undershoot near-term inflation targets in order to respond
to emerging financial imbalances and should be expected to explain, not
why they had missed a short-term inflation target, but why they had
chosen not to respond to what might be seen as a dangerous buildup of
such imbalances. Such steps would demonstrate greater symmetry over
the credit cycle. Greater resistance in upswings would obviate the need
for asymmetric easing in the subsequent downturn and all the associ-
ated problems arising from holding policy rates at very low levels for
sustained periods.

White could see that it could be difficult to make these changes. “One
hopes that it will not require a disorderly unwinding of current excesses
to prove convincingly that we have indeed been on a dangerous path,”
was his prescient conclusion in early 2006.
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Andrew Crockett, the general manager of the BIS, and in effect the G10
governors’ most senior hired hand at that time, articulated a version of
this argument himself, in 2003:8

In a monetary regime in which the central bank’s operational objective
is expressed exclusively in terms of short-term inflation, there may be
insufficient protection against the buildup of financial imbalances that
lies at the root of much of the financial instability we observe. This
could be so if the focus on short-term inflation control meant that the
authorities did not tighten monetary policy sufficiently preemptively
to lean against excessive credit expansion and asset price increases. In
jargon, if the monetary policy reaction function does not incorporate
financial imbalances, the monetary anchor may fail to deliver financial
stability.

In a paper that rejected the argument out of hand, Charlie Bean,
now deputy governor of the Bank of England, stigmatized Crockett’s
argument as “the heterodox view.”® In Bean’s view a forward-looking
inflation-targeting central bank should bear in mind the longer-run con-
sequences of asset price bubbles when setting current rates, with no
need for an additional monetary response to asset price movements.

The central bank response to this heterodoxy, both before and dur-
ing the crisis, was robust—though not quite universally so, as we shall
see. As might be expected, Alan Greenspan himself led the counterat-
tack. He challenged every link in the chain of argument. In his view it
was not possible to identify when a bubble was inflating, and even if it
were possible so to do, a monetary policy response would be ineffec-
tive. Referring explicitly to “leaning against the wind” he asserted that “I
know of no instance where such a policy has been successful.”!? He fur-
ther maintained that it would almost certainly be undesirable to attempt
to respond in a way that might constrain markets and hinder the pro-
cesses of innovation. Instead, central banks should forget about preven-
tive measures and focus on policies to mitigate the fallout when a crisis
occurs and ease the transition to the next expansion. On this view, while
liberalized capital markets may well be prone to booms and busts (and
there is evidence that the incidence of busts is growing), the net result
remains positive in terms of economic welfare. Attempting to interfere
directly in the process of the creative destruction that accompanies these
intermittent crises would be unwise and counterproductive.

These contrasting points of view seem to admit little possibility of
accommodation. Yet there are more recent signs that central banks,
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faced with the massive value destruction of the years 2007-9, are becom-
ing more pensive about their record. There are signs that some are taking
aless strident line—though in this particular area Greenspan himself has
continued to offer an unrepentant apologia pro vita sua. (His celebrated
apology related rather to what he now sees as a misplaced belief in the
ability of private-sector firms to act effectively in the defense of their
shareholder’s interests.) It is therefore worth picking through the details
of the dispute to see if the outline of a new and potentially more effec-
tive approach might emerge—one that does not compromise the success
achieved in anti-inflation policy but gives somewhat greater weight to
financial stability.

To do so it is useful to parse the argument into a series of issues on
which different points of view are advanced. On the first two, the germs
of a revised consensus can be identified. Divergences open up on the
later questions. Finally, we offer our own view on the way forward.

Question 1. Should central banks target asset prices?

Here there is a large measure of agreement. The locus classicus of the
case for taking more account of asset prices in the setting of mone-
tary policy, by Cecchetti et al.,!! says that “it is important to empha-
size that...we are recommending that while [central banks] might react
to asset price misalignments, they must not target them.” So the argu-
ment is not about adjusting the definition of inflation on an ad hoc basis
as asset prices fluctuate—it is about how far decision makers should
take account of asset price misalignments in setting interest rates and
in determining the appropriate inflation forecast horizon. Advocates of
leaning against the wind believe that central banks seeking to smooth
output and inflation can do so more successfully if they set rates with
an eye toward asset prices in general, and misalignments in particular.

Question 2. Should the measure of inflation targeted include an element
of asset price, and particularly house price, inflation?

As Goodhart points out!? this is a crucial question as, if asset price
changes are not incorporated in the measure of inflation that the author-
ities are enjoined to stabilize, they may express well-founded anxieties
about asset price inflation from time to time but lack a framework within
which to respond to them in an effective way. His argument is that the
case for incorporating a measure of house price inflation into the tar-
geted rate is far stronger than it is in the case of equity prices. The
link between equity price rises and subsequent changes in retail price
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inflation is weak, whereas the relationship between house price move-
ments and subsequent output and inflation is much stronger. Alchian
and Klein!3 and others argue that a correct measure of inflation should
include asset prices because they reflect the current money prices of
claims on future, as well as current, consumption.

Yet the current definition of inflation used in the United Kingdom and
in the euro area excludes any element of housing costs. In the United
Kingdom the target rate was changed from the RPI, which did include an
element of imputed house rental, to the CPI, on the model of the Har-
monised Index of Consumer Prices used in the euro area, in 2003. The
potential risks inherent in the change were little remarked upon at the
time, except by Goodhart and other academics. Some central bankers
welcomed the change. John Vickers, when he was chief economist of
the Bank of England, argued that while policymakers might wish to
draw on asset price information, asset prices should not be in the tar-
geted measure of inflation—largely on the grounds that volatility would
be transmitted to the price measure, complicating measurement and
accountability.!4

Since then, the Bank of England has changed tack and has accepted
that it would be preferable to change to a measure that did incorporate
an element of housing costs. The question is in the hands of, or perhaps
in the long grass at, Eurostat, as it has been for some years. It is hard
to understand why progress has been so slow, even acknowledging the
conceptual problems and the difficulty of establishing a set of metrics
that take account of the different types of housing tenure and finance
across Europe. Mervyn King himself has expressed public frustration
with the lack of urgency displayed.!>

So there also appears to be an emerging consensus on this point after a
period in which central banks favored a more restricted definition of con-
sumer prices. But just how sizable an element of housing costs should
be incorporated in the target rate is likely to prove far more controver-
sial. In the United States, the index includes an estimate of the price of
owner-occupation based on a survey of rental costs. Cecchetti has calcu-
lated the impact on U.S. inflation were that element to be replaced by an
index of home sale prices.!® The effect is dramatic. Over five years from
2000 recomputed inflation would have been three quarters of a percent
a year higher than under the CPI index used (figure 5.2). In the United
Kingdom, the effect would have been even greater: the recomputed RPI
including house price inflation would have been between 2% and 4% a
year higher over the last decade (figure 5.3).
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It is unlikely that a recomputation on that scale is what King has in
mind. And one might question how useful it would be to respecify the
index in this way. Would the Bank of England have kept interest rates
significantly higher for some time on these grounds? Only if they were
persuaded that there was indeed a serious misalignment, and on that
question opinion is divided. So while some readjustment of the index
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might be helpful as a signaling mechanism, it is highly unlikely that the
adjustment would be anything like as dramatic as Cecchetti’s calcula-
tions imply. Of course a preemptive rise in rates earlier in the bubble
would have been likely to reduce its scale: indeed that would have been
its purpose. And the effect would be greater if economic actors expected
policymakers to react in this way. But the addition of some element of
housing consumption within the index does not solve the problem of
how monetary policy, or indeed other policies, should react to sharp
changes in house prices: if there is no immediate pass-through to core
inflation, for example.

Question 3. Is it possible to identify serious price misalignments, and are
they of legitimate concern to monetary policymakers?

Unless it is possible to know with some degree of confidence that asset
prices are in unsustainable territory, it is not possible to know how, if at
all, to respond to them.

Some say that it is quite impossible to know, ex ante, whether or not a
bubble has inflated. Ben Bernanke, before he joined the Federal Reserve,
was a skeptic, noting in a paper written with Mark Gertler that!” “advo-
cates of bubbles would probably be forced to admit that it is difficult
or impossible to identify any particular episode conclusively as a bub-
ble, even after the fact.” He went on, nonetheless, to acknowledge that
“episodes of irrational exuberance in financial markets are certainly a
logical possibility, and one about which at least some central bankers
are evidently concerned.” Greenspan’s position on this point is curious.
When he made his celebrated comment about irrational exuberance in
December 1996 he appeared to have reason to believe that prices (at that
time the principal concern was with the level of the Dow Jones Index)
were misaligned. Perhaps the subsequent experience—the index contin-
ued to rise for some years after his gypsy’s warning—caused him to
rethink. He now argues that it is impossible know when misalignments
occur and that central banks should limit themselves to a focus on poli-
cies that mitigate the fallout when it occurs.

Others strongly dispute the argument that misalignments cannot
be identified. Cecchetti argues that there are long-run measures that
can help to identify mispricing. In the equity markets extravagant
price/earnings ratios that could not be explained by changes in dividend
policies or a fall in the equity risk premium were a powerful leading indi-
cator of trouble in the dot-com boom. More recently, a dramatic fall in
the risk premium on high-yield bonds, which ran for a couple of years
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at something close to half its long-run average, was a strong sign of
mispricing there. In the case of housing there are price/earnings ratios,
and perhaps more importantly price/rental income ratios, that point to
the likelihood of downward shifts. The growth of credit aggregates may
also be helpful in identifying unsustainable asset price increases. These
indicators cannot be used as automatic triggers, and misalignments may
persist for some time (as they did in the U.S. and U.K. housing markets).
But, as Wadhwani contends, the uncertainties are no greater than in many
other areas in which the monetary authority has to take a view on the
basis of highly uncertain assumptions: “it is not obvious to me that it is
any easier to estimate the output gap than to identify bubbles.”*

These arguments, combined with the dramatic effect on opinion of the
credit crisis, are clearly influencing views within monetary authorities.
Bernanke’s attitude is now somewhat more nuanced. He has accepted
that there can be circumstances in which asset price fluctuations are of
legitimate concern to policymakers and that there can be sources of non-
fundamental price fluctuations that can be identified. One of the sources
is what he calls “poor regulatory practice,” whereby through explicit
liberalization, or perhaps through the exploitation of opportunities for
regulatory arbitrage, credit availability is radically enhanced, with con-
sequential effects on asset prices. This condition, which he described in
2000, seems to have been amply fulfilled in 2005-7. Credit creation out-
side the banking system escalated dramatically through the use of securi-
tization and resecuritization and through the exploitation of off-balance-
sheet vehicles that attracted a lower capital charge. Credit standards
were relaxed, especially in relation to borrowing for house purchase in
the Anglo-Saxon economies and in relation to leveraged private equity
deals. That relaxation should have been an additional warning sign.

The second possibility is indeed irrational behavior by investors, which
he concedes may be observed from time to time. And he accepts, fur-
thermore, that booms and busts in asset prices have important effects
on the real economy. His concern is not so much the so-called wealth
effect, whereby household spending is depressed by falling net worth,
but the balance sheet channel. Firms and households use assets as col-
lateral for borrowing. As asset prices fall the value of that collateral falls,
generates an unplanned increase in leverage, and impedes access to fur-
ther credit. Financial firms “which must maintain an adequate ratio of
capital to assets can be deterred from lending...by declines in the value
of the assets they hold.” This perfectly describes the painful adjustment
process of 2007-8, which was highly resistant to post-event changes in
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interest rates. It is therefore surprising that Bernanke was not more con-
cerned by what he saw in 2006, and more ready to act. Of course he
inherited a policy stance from his predecessor that was inimical to this
kind of analysis. But it also seems that he, along with his colleagues
in the other major central banks, was not persuaded that interest rate
changes were an appropriate response to a house price bubble, even one
that showed every sign of reaching alarming proportions. This leads us
leads to the next question—one on which opinions differ starkly.

Question 4. Even if we can identify misalignments, and believe that some
price adjustment is bound to occur, is it rvight to use interest rates to try
to moderate the expansion and bring forward the adjustment?

It is striking how often in this debate, which may seem arcane to many
observers, the opposing sides caricature each other’s positions in the
worst tradition of political point scoring. So advocates of the use of the
interest rate weapon prefer to use the nonthreatening metaphor of “lean-
ing against the wind,” suggesting nothing more hazardous than a brisk
walk in a warm overcoat on a breezy morning. Those who resist it typi-
cally raise the stakes by talking of the risks of trying to “prick bubbles,”
which sounds an inherently more hazardous activity, likely to be accom-
panied by loud noises and collateral damage. So Wadhwani,* for example,
talks of a gentle “tilt” in policy to reduce the risks of further inflation of
an emerging price bubble, while Bernanke!” argues that there is no such
thing as “safe popping,” and that “bubbles can normally be arrested only
by anincrease in interest rates sharp enough to materially slow the whole
economy.” His argument is based on his reading of the inappropriate-
ness of the Fed’s policy in the period leading up to the Wall Street crash
of 1928 (of which he is a distinguished historian), when the main effect
of a tight monetary policy was to slow the economy rather than to prick
the equity price bubble. The Fed, he says, “passed into the control of a
coterie of aggressive bubble-poppers.” He has no intention of repeating
the same mistake. As Keynes put it:!8

A rate of interest, high enough to overcome the speculative excitement,
would have checked at the same time every kind of reasonable new
investment. Thus an increase in the rate of interest as a remedy for
the state of affairs arising out of a prolonged period of abnormally
heavy new investment, belongs to the species of remedy which cures
the disease by killing the patient.

Elsewhere, though, he does say that he agrees that to raise the rate of
interest during a boom may conceivably be the lesser evil.
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In Bernanke’s view, and the point is repeated regularly by his col-
leagues in the United States and elsewhere, the scale of interest rate
changes needed to make a significant impact on a price bubble, whether
in the equity or property markets, would be so large as to threaten the
health of the economy overall and would inflict greater damage on eco-
nomic welfare than a policy of benign neglect followed by aggressive
easing to mitigate the adverse consequences of the crash, if and when it
comes.

Inflation-targeting banks also argue that it would have been impossible
to justify holding rates higher than they were, in response to concerns
about asset prices, at a time when inflation on the chosen indicator was
comfortably within the target range. Certainly it would have been hard
to justify the kind of large rise that, they say, would have been necessary
to make a significant difference. A quarter of a point here or there would
not have done the trick. The Bank of England points out that inflation
did run below the range for a period in 2004-5, in part as a response to
concerns about house price inflation. (Butitis hard to find much evidence
in the MPC minutes to prove that this was in effect a “leaning against the
wind” policy.)

Elsewhere, however, we can find such evidence. The Reserve Bank
of Australia explicitly justified its interest rate policy by reference to
inflated house prices, and it appears to have had some impact on mod-
erating their further growth. The Riksbank in Sweden was even clearer
about its decision making. Lars Heikensten, the former governor of the
Riksbank, wrote:1?

With house prices increasing drastically, risks for the real economy have
been perceived to be bigger. On a few occasions in 2004-05 the Riks-
bank did for that reason not follow a strict inflation-targeting rule. We
“leaned against the wind,” in the sense that we did not take rates down
as quickly as we could have done considering the outlook for inflation
alone. ... We explicitly referred to asset prices in our published minutes,
press releases and speeches—and received some criticism for that.

The Riksbank believes that their actions did have a helpful effect on
the expansion of asset prices in Sweden, though the country did not
avoid a fall in 2008. The ECB, too, maintains that it takes asset prices
into account in the monetary pillar of its analysis—though faced with a
highly divergent pattern of asset price movements across the euro area
the practical consequences may be limited.

So there is a clear fault line here within the central banking fraternity—
though in public both sides are generally keen to play it down. The

127



CHAPTER FIVE

experience of 2007-8 strengthened the hands of those who favor lean-
ing against the wind, and the language used by governors has begun to
change, but the Greenspan tendency is not down and out. Indeed with
the greater freedom available to a former central banker, Greenspan has
been active in defending his position, both in the press and between
hard covers.?’ Even in the summer of 2009 Mervyn King was unrepen-
tant. He argued that while maintaining price stability “did not prevent
a recession induced by a financial crisis,” nevertheless “diverting mon-
etary policy from its goal of price stability risks making the economy
less stable and the financial system no more so.”?! This suggests that
the Bank of England will not in practice allow its monetary policy to be
influenced by its new financial stability mandate, legislated in 2009.

Both sides are agreed, though, that interest rates are not the only
weapon that can be used. Even central banks that paid little attention
to bank regulation before the crisis have begun to take more interest in
capital requirements. This leads us to the fifth question.

Question 5. How does consideration of the exchange rate alter the
analysis?

If countries raise interest rates primarily to limit domestic asset price
increases, unwanted exchange rate appreciation could result, with poten-
tially damaging consequences for trade, output, and investment. This
has been a dilemma for some open-economy countries and can have
global implications if U.S. interest rates are raised for this motive. It has
heightened the pressure to seek out other policy measures that might
affect asset prices in the desired way without having the additional effect
of generating major shifts in exchange rates.

Question 6. Should we try to find and use other mechanisms to moderate
extravagant credit expansion and associated asset price bubbles?

Almost all central bankers would now answer yes, in principle, to this
question, whether or not they believe that interest rate changes should
also in some circumstances be used to that end. Indeed some seem to
argue that while it is not possible for central banks as monetary authori-
ties to spot a bubble, bank regulators should certainly be able to do so. A
more sophisticated version of the argument, advanced by a senior gov-
ernor, is that the burden of proof on bank regulators is not as high as
it is on monetary policymakers. Regulators contest the point, highlight-
ing that regulatory decisions are in some countries subject to judicial
appeals, unlike interest rate moves. The certainty needed to raise inter-
est rates, given the likely impact on economic activity as well as on asset
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prices directly, is higher than is needed to justify a precautionary rise
in capital ratios for banks active in the markets whose behavior is of
concern. So regulators can afford to take a chance, now and again, with
fewer downside risks. Macroprudential adjustments to ratios are there-
fore a preferable response to bubbles. In a BBC interview in December
2008 John Gieve, then of the Bank of England, made the argument that

one of the main lessons (of the crisis) is that we need to develop some
new instruments which sit somewhere between interest rates which
affect the whole economy and activity, and individual supervision and
regulation of individual banks. ... We need to develop something which
bridges that gap and prevents the financial cycle and the credit cycle
getting out of hand.

Our view is somewhat different. Raising capital ratios as a precaution-
ary move will also affect the economy as a whole unless regulators use
some kind of sectoral approach: raising capital requirements only in rela-
tion to mortgage finance, for example, which is likely to be a politically
unpopular move. There is an argument, based on the Modigliani-Miller
theorem, that reducing bank leverage should not increase the overall
cost of capital for banks, as their riskiness is thereby reduced. But taxa-
tion affects this calculation significantly, and it assumes a smooth tran-
sition to a lower average return on equity for banks. So increased cap-
ital requirements are likely to increase the effective cost of credit, and
thereby to reduce investment and growth. Any form of credit rationing
will feed through into prices through interest rate changes, which will
themselves affect the monetary stance. So a macroprudential mechanism
is not an easy option and it should not be seen as wholly distinct from
monetary policy adjustments. It may nonetheless be justified as a useful
additional tool.

Conclusions

But before considering the regulatory dimension, and how to fill the gap
Gieve identifies, how should we conclude on the “leaning against the
wind” arguments?

In our view it is clear that central banks must pay more attention to
asset price bubbles than they have in the recent past. The output costs
of bubbles are large. The IMF estimate that equity market busts are typi-
cally associated with a 4% GDP loss, while sharp house price adjustments
generate output losses twice as large.2? So house price bubbles are more
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worthy of attention, especially, as is usually the case, where they are
linked to rapid credit expansion, whose unwinding may directly damage
the functioning of the financial system and hence the transmission of
monetary policy. We agree with those who argue that?3

accommodating monetary policy over the period 2002-5, in combina-
tion with rapid market innovation, would seem in retrospect to have
been among the factors behind the run-up in asset prices and conse-
quent financial imbalances—the (partial) unwinding of which helped
trigger the 2007 market turmoil.

As Bean of the Bank of England now concedes, “the events of the past
couple of years have clearly tipped the balance in favour of taking pre-
emptive action.”?*

We are not persuaded by the argument that bubbles cannot be iden-
tified ex ante. Of course assessing price misalignments is not an exact
science, but nor are many other aspects of monetary policy. All interest
rate judgments are based on an assessment of risk, and on the consider-
ation of a range of possible outcomes. There are indicators that can be
used to identify potential misalignments, as Cecchetti points out.

Furthermore, we believe that asset prices should be identified as an
explicit factor in the consideration of policy. It was, for example, a mis-
take in the United Kingdom to exclude housing costs from the CPI, and
an element of those costs should be reincorporated into the index as
soon as possible. This would help to explain policy responses that are
rooted at least in part in observed price movements.

It is not enough to say that an inflation-target regime can, without
amendment, take full account of asset price moves. Inflation forecasts
are usually based on assessments of likely inflation at a horizon of two
years. It is possible, in principle, to imagine a regime that looks at longer
horizons, to allow the possible long-term impact of asset price misalign-
ments to feature explicitly in decision making. Indeed the BIS Annual
Report 2008/09%° supports such an approach. Lengthening the time hori-
zon substantially may complicate the exposition of policy more than
would a statement that explains that on occasion policy will be influ-
enced by asset prices and credit expansion, and why. A policy refor-
mulation along these lines does not seem to us to pose any significant
threat to the clarity of inflation targeting, which is a legitimate central
bank concern.

Both the Swedish authorities and those in Australia have justified rate
changes along these lines in the past, with what seem to have been
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beneficial effects. Nor do we think that this amounts to an attempt to
“prick bubbles.” We do not accept that very large increases would nec-
essarily be needed to have an impact on asset price movements. The
impact on expectations of a more explicit attitude to asset prices may in
itself have an impact on price movements, and we see monetary policy as
just one of a range of possible responses. We do not think, however, that
an interest rate response can be excluded on the grounds that it is too
difficult, or too dangerous. Nor do we accept the argument that interest
rates affect the economy as a whole, whereas raising capital ratios does
not. A change in capital ratios is also a blunt instrument. Much credit
is created outside the banking system, and any repricing of credit, how-
ever engineered, will have broad macroeconomic effects. The dangers of
allowing bubbles to inflate for too long have been vividly demonstrated
in the last two years. A policy that attempts to respond in some way
to extreme asset price moves (in either direction) and to related devel-
opments in credit could enhance overall macroeconomic stability.2% It
is one important way in which monetary and financial stability aims can
and need to be brought together. As the IMF Research Department under
Olivier Blanchard has argued, “the mandate of monetary policy should
include macrofinancial stability, not just price stability.”?” After all, as
the BIS points out, macroeconomic stability is built on the foundations
of a stable financial system.

We do not know precisely what former Fed Chairman William McChes-
ney Martin thought about popping bubbles, but his famous suggestion
that the Fed should take away the punch bowl just as the party gets going
could be interpreted as support for the general idea.

THE ROLE OF REGULATION

None of this should be read as implying that we reject the case for regu-
latory policies that try to work more directly on asset prices themselves.
The argument for more explicitly countercyclical adjustments of capi-
tal ratios is well-made, though we find it interesting that central banks
have rediscovered the link between monetary policy analysis and bank-
ing regulation only in the aftermath of the crisis. There was little sign
of such interest in the years of expansion. The case developed by White,
Borio, and others at the BIS was given little support by the Fed or other
major monetary authorities. It is hard to avoid the conclusion that the
new focus on regulatory policy is something of a smokescreen to conceal
other policy errors, especially in monetary policy. Furthermore, although
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the second capital accord, Basel II, with its generally procyclical bias, is
often presented as a purely regulatory intervention, it was in fact devel-
oped in the early years of the century with the central banks firmly in
charge of the process through their chairmanship, and oversight, of the
Basel Committee.

In his defense of the Fed’s policy leading up to the crisis, Mishkin
argues in favor of maintaining the monetary policy mixture as it was
before, in which central banks should look at asset prices and adjust pol-
icy as required to achieve maximum sustainable employment and price
stability, but with no explicit role for asset price moves themselves.28
This seems dangerously complacent, especially as the changes he would
like to see in regulatory policy are so vague as to be meaningless. He calls
for a new regulatory framework that “should be structured to address
failures in information or market incentives that contribute to credit-
driven bubbles.” How? Well, more research is required. Indeed it is. And
as former regulators (and central bankers) we are acutely conscious of
the need not to ask the regulatory system to bear a greater load than it
can sustain. Surely part of the burden of responding to financial instabil-
ity must be borne by the central banks in their monetary stability role?
The demand for credit must be influenced by the level of interest rates,
even if that is not the only factor.

Before considering the regulatory arguments further, there is one addi-
tional dimension of the problem that should be mentioned.

Our assessment, and indeed most of the academic literature on the
point, proceeds from the assumption that in each monetary policy juris-
diction there is a set of asset classes whose prices are likely to move
together. Of course we know that house prices behave in different ways
in different parts of the United Kingdom and the United States, but it
is possible within an integrated economy to disentangle the reasons for
regional price differentials based on relative economic prosperity. So it
is generally meaningful to refer to the Case-Shiller index in the United
States and the Halifax or Nationwide indices in the United Kingdom.

Within the euro area this approach works much less well. Real house
prices have behaved in remarkably different ways in different euro area
countries over the last decade. On average, prices in the original twelve
members have risen by just under 50% in real terms since the exchange
rates were fixed in 1997. But in Germany prices have risen scarcely at all,
while in Spain real prices had risen almost 120% by 2007 and in Ireland
the rise was some 170% (figure 5.4). (In both cases prices have fallen
sharply since.)
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Figure 5.4. Real increase in house prices over the last decade. Source: David
Miles (derived from the ECB, National Statistical Offices, the IMF, the European
Mortgage Federation, the Italian Ministry of Infrastructure, and Morgan Stanley
Research).

So while house price rises in Europe as a whole have not been such as
to cause concern to the ECB, and could not have been used as a justifi-
cation for preemptive tightening, there are individual countries in which
the bursting of the housing bubble is bringing painful economic adjust-
ments in its wake. In these circumstances the burden of policy response
necessarily falls on areas other than monetary policy. Indeed it may be
necessary in those countries to consider more aggressive use of targeted
capital regulation at the national level; changes in tax policies relating
to transfer taxes (stamp duty) or to mortgage interest relief where that
applies may also be necessary. This may be just one dimension of the
problem of a “one-size-fits-all” monetary policy for a diverse area that
exhibits few of the characteristics of an optimal currency zone. But it
is a particularly acute problem at present, and one that may require an
idiosyncratic response.

MACROPRUDENTIAL OVERSIGHT

We have argued that monetary policy decision makers in central banks
should pay more attention in the future to the creation of credit, both
within and without the banks, in reaching decisions on interest rates.
But the interest rate weapon is powerful and blunt. There will be cir-
cumstances in which it will be more appropriate to act directly on the
expansionary appetites of banks themselves, through adjusting capi-
tal requirements. We have to recognize, though, that the application of
additional capital requirements for macroeconomic reasons, not directly
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related to the risk positions of individual banks, is not straightforward
and would require new participants and new processes. Furthermore, as
explained above, there would be feedback effects to interest rates and
hence monetary policy.

The recently rediscovered jargon in this territory speaks of “macropru-
dential oversight,” defined in the Turner Review as oversight that is2?

designed to identify the trends in the economy and in the financial
system which have implications for financial stability and as a result
for macroeconomic stability and to identify the measures which could
be taken to address the resulting risks.

The term “macroprudential” is not at all new, with the G10 central
banks devoting much attention to “macroprudential policy” as long ago
as the mid 1980s.3° It was probably devised in the Bank of England in
the context of the deliberations of the G10 governors group chaired
by Alexandre Lamfalussy in 1979. That group was charged with the
examination of different possible approaches to limiting the growth of
banks’ international lending. The Bank of England representatives in the
group argued strongly for the microprudential aspect of banking super-
vision to be placed in a wider context and put forward a number of
proposals including changes in capital ratios, control of banks’ country
risk exposure, and maturity transformation. The Lamfalussy group then
consulted the predecessor to the Basel Committee of Banking Super-
visors, who rejected the proposals not only for technical reasons but
also because of the lack of prudential justification for increases in cap-
ital requirements. They were also concerned about a potential conflict
between macroeconomic and prudential aims. Intriguingly, in the light
of current debate, the chairman of the group of supervisors advancing
this view was Peter Cooke, also of the Bank of England. So even within a
supervisory central bank views could differ markedly. The debate, unre-
solved then, has resurfaced.

If itis accepted that, in future, central bankers and supervisors should
try to incorporate an understanding of the state of asset and credit mar-
kets into their decisions on capital requirements, with the aim of “leaning
against the wind” of unsustainable booms, then we need to consider by
whom, and on what grounds, decisions to require more capital would
be made. The answers to these questions depend on precisely what
the ambition is. One can imagine prudential supervisory interventions
designed to “protect banks from the cycle,” or ones that are designed to
reduce the contribution to instability by the financial sector: “protecting
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the cycle from the banks.” At the extreme would be attempts to seek
to moderate the business cycle itself, by inducing banks to lean against
it. In our view the ambition should be the more limited one of dampen-
ing the impact of booms and busts in the banking system on the wider
economy, which points to a lead role for regulators, supported by central
banks where they are separate.

In order to deal with competition issues it would be essential for a
framework for these decisions, if not the decisions themselves, to be
made on an international basis—it would be unreasonable, and contrary
to the spirit of the Basel process, for a bank in one country to be put
at a disadvantage by its domestic supervisor imposing a macropruden-
tial adjustment when others were not doing so, unless it were clear that
the economic circumstances were very different in its country. On the
other hand, there are indeed differences from country to country, and
these would need to be taken into account. As figure 5.4 shows, in the
decade up to the start of the credit crisis, real house prices rose by over
60% in the United States and by over 100% in the United Kingdom, yet
they fell slightly in Germany. So a common framework is required, but
one that can be adapted to the circumstances of individual banks. In
the case of global banks operating in many different markets through
branches or subsidiaries, there will be a need for host-supervisor adjust-
ments to be agreed by the home supervisor, which will not be easy,
though the decision by the G20 summit to create supervisory colleges for
the largest global institutions could create a decision-making framework
within which those judgments could be reached.

The existing international capital regime, Basel II, provides a way of
thinking about how such a framework might work. Pillar I sets a basic
capital requirement for the bank based on an assessment of loss prob-
abilities related to its own portfolio of loan assets. Pillar II provides for
decisions on individual capital requirements to be set, bank by bank, by
reference to the idiosyncratic risks of their credit portfolios and the qual-
ity of their management. But there is no place in the accord at present for
a supervisor to take a view that, however high the quality of a bank’s book
might appear to be, risk spreads have narrowed too far and asset prices
have escalated in a way that will be unsustainable for borrowers. Since
the calculations of probabilities of default, and losses given default, are
essentially historical, even where supervisors seek to apply them on a
“through the cycle” basis, they are not forward-looking and they carry
the risk of procyclicality. So a supervisor looking at the balance sheets
of mortgage banks in the United States and the United Kingdom early
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in 2007 might well have considered that a reduction in capital require-
ments could be justified, on the grounds that housing loan losses had
been very small during the previous decade—a period of rapidly rising
house prices. Yet in retrospect we can see that the level of house prices
reached in 2007 was unsustainable.

Three questions arise. How do we know when asset prices are out of
line? Who would make such an assessment, if one were to be made? And
how would we adjust capital requirements, on an equitable basis, were
we to decide that it was appropriate to do so?

The honest answer to the first question is that it will not be possible
to be certain of price misalignments in advance. But many elements of
prudential regulation are similarly uncertain. Supervision is also a busi-
ness in which calculated risks must be taken. Supervisors are regularly
required to make judgments on the basis of imperfect information, and
uncertain forecasts, as indeed are monetary policymakers. As we have
argued in the monetary policy context, to say that it is simply impossible
to identify asset price bubbles, and that all that can be done is to mop up
afterward, is a counsel of despair. Furthermore, academic analysts, and
indeed some central banks, have begun to develop metrics that show
promise in identifying mispricing and incipient financial stress. There is
an emerging technology on which to build. Much further work is needed,
of course, but there is time to produce a workable scheme: asset price
booms are not likely to be a pressing problem for supervisors and banks
in the next couple of years.

The second question is also difficult. One obvious answer would be to
say that this should be a job for the Basel Committee, on the grounds that
the Committee devised the new accord and should therefore be responsi-
ble for adapting and implementing it. Unfortunately, the Committee has
not demonstrated the fleetness of foot that would be required to make
the judgments necessary. It took almost a decade to produce Basel II. And
while the Committee’s meetings typically start with a tour de table during
which countries describe developments in their jurisdictions, the focus
is more on regulatory developments than on macroeconomic ones. Even
supervisory central banks do not send macroeconomists to the Commit-
tee. They send people well-versed in the often mind-numbing detail of
the risk buckets.

So, while it would clearly be for the Committee itself to agree a formal
codicil to the accord to admit of macroprudential adjustments if this
were necessary, we do not consider it to be the right body to make deci-
sions in real time on the case for overall adjustments to bank capital.
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Indeed, surprisingly to outsiders, the Basel Committee spent very lit-
tle time in the revision of the accord considering how much capital, in
aggregate, should be required in the banking system. It made an assump-
tion at the start of the process that the quantum of capital, overall, was
broadly appropriate and concentrated almost all its attention on how
that capital should be distributed. No serious macroeconomic analysis
lay behind that decision, which began as a kind of planning assumption
but gradually assumed the status of unchallengeable doctrine. It was also
forgotten that, if capital requirements are set that there is no discretion
to run down in bad times, banks will need to hold substantially more in
good times if they are to have flexibility when times are hard. Otherwise
they could be faced with the need to raise capital urgently just when this
might be most difficult.

By late 2008 the shortcomings had become apparent and the G20
leaders commissioned work to put in place more effective prudential
arrangements, involving finance ministries, central banks, and account-
ing standard-setters, as well as banking supervisors.

The academic community has also entered the debate. The transpo-
sition of any assessment of the evolution of credit, asset prices, risk
spreads, and so on into an agreement to raise capital requirements would
require the exercise of careful judgment. Goodhart and Persaud3! have
argued that, instead, an automatic mechanism should be introduced,
whereby each bank would have a basic allowance of asset growth, linked
to the country’s inflation target and long-run GDP growth rate. Asset
growth above this rate would be given a higher weight in the calculation
of capital requirements, providing an automatic dampener on the growth
of a bank’s balance sheet. They propose, as a sighting shot, that capital
adequacy requirements would be raised by 0.33% for each 1% “excess”
growth in bank asset values. So, if a bank grew its assets at a rate of 21%
above its allowance, its minimum capital requirement would rise from,
say, 8% to 15%.

We are not attracted by the idea of an automatic escalator of this kind.
Indeed we are suspicious of any approaches to supervision that seek to
remove judgment from the process. There can be unsafe banks whose
assets are declining relative to the market, perhaps because counterpar-
ties are suspicious of them. While unusual market share growth can be
a good indicator of poor pricing or credit decisions, or of a risky fund-
ing strategy as in the case of Northern Rock, it may also be an indicator
of superior management and better business focus. An automatic stabi-
lizer of this kind could ossify market shares and indeed offer protection

137



CHAPTER FIVE

to sleepy banks, whose competitors would be constrained from taking
share from them. There would be a risk of returning to the days of lend-
ing ceilings and “window guidance,” which were discredited decades ago.
It might have the paradoxical effect, in the longer run, of weakening the
banking system.

In the wide-ranging Geneva Report on the World Economy 1132 Good-
hart, Persaud, and others presented further possible techniques for
adjusting capital requirements by adjusting the normal microprudential
capital ratios by a coefficient relating to the macroprudential assessed
risk. They argue that the best measures of an institution’s contribution
to macroprudential risk are, in addition to its rate of expansion, its lever-
age and its maturity mismatch (taking into account market liquidity at
times of stress) and that these factors be combined to generate an addi-
tional capital requirement for each bank. The precise calibration of such
adjustments would be complex and judgmental. Other ideas, such as
adjusting capital requirements over time for the deviation of the rate
of growth of GDP from its long-term average, were advanced in a CEPR
report in 2009.33

The G20 made a start on trying to devise new arrangements in
April 2009.34 They resolved that, until global recovery was assured, the
international standard for the minimum level of capital should remain
unchanged, and existing buffers above the minimum should be allowed
to decline in deteriorating economic conditions. But they decided in prin-
ciple that, once recovery was under way, prudential regulatory stan-
dards should be tightened. The FSB, the Basel Committee, and the BIS
Committee on the Global Financial System, working with the account-
ing standard-setters, should work on a new approach that would mit-
igate procyclicality, including a requirement on banks to build buffers
of capital in good times, which could be drawn down when conditions
deteriorate. These recommendations included a mandate to the Basel
Committee to address observed shortcomings in the risk models used
by firms as part of the Basel II process, in stress testing, and in the use
of credit ratings. They also tasked the accounting standard-setters with
reviewing the provisioning and valuation requirements that some had
seen as exacerbating the crisis.

Adjusting capital requirements to the state of the economic cycle will
be very difficult. Decisions to impose higher capital requirements would
require courage on the part of economists and supervisors. But if the
assessments were agreed by central banks from a broad range of coun-
tries, they would have authority and would give line supervisors the
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cover they need to impose unpopular “taxes” on their banks. We need
to recognize that, at bottom, a macroprudential tool is a tax—and one
whose cost would largely be passed through to borrowers and savers.
Now would be the right time to introduce a system of this kind, when
the memories of the crisis are fresh and the wounds still raw.

We can see, therefore, that a macroprudential override is more than a
theoretical possibility. But the technical and political difficulty of agree-
ing a new mechanism should not be underestimated. Some of the advo-
cates do not seem to appreciate the delicacy of what is proposed. A
higher capital requirement is a tax on the banking system, or a rise in
effective interest rates, or a bit of both. It will not be popular when
imposed, especially as, by definition, it would be introduced at a time
of economic optimism, when the need for tightening might be hard to
explain. It is the famous punch bowl problem in a different form. A con-
tinuing strong political commitment by the G20 finance ministers would
certainly be required to make such an exercise successful.

LEVERAGE RATIOS AND QUANTITATIVE CONTROLS

The G20 also decided in April 2009 that risk-based requirements should
be supplemented with a single, transparent, non-risk-based measure that
is internationally comparable, that properly takes account of off-balance-
sheet exposures, and that could help to contain the buildup of leverage
in the banking system. Some authorities have used leverage ratios in the
past, and others were already moving in that direction. The Canadian
Office of the Superintendent of Financial Institutions applies a maximum
gross leverage ratio of 20:1. The Swiss banking regulator added a new
leverage ratio to its existing capital requirements in December 2008.3°
The Swiss are particularly concerned about the absolute size of their two
major banks in relation to Swiss GDP, so a constraint on overall leverage,
even if it is not risk based, is attractive to them.

Leverage ratios have divided the international regulatory community
for some time. Their advocates, who have included some of the U.S. bank
supervisory agencies, have argued that they are a useful adjunct to the
model-based determinants of capital requirements, as a relatively simple
constraint on the growth of banks’ balance sheets relative to their capital.
Critics, which in the past included U.K. supervisors (in both the Bank of
England and the FSA), argued that a leverage ratio can have a perverse
effect in creating an incentive for banks to invest in more risky assets
in order to generate higher returns for a given quantum of leverage.
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There are also awkward definitional questions: notably the treatment
of off-balance-sheet exposures. (A useful discussion of leverage ratios,
dynamic provisioning, and other potential countercyclical measures can
be found in the Bank of England’s FSR for October 2008.36)

Turner concludes that the arguments for imposing a gross leverage
ratio are compelling and that the FSA will argue in favor of an inter-
national agreement on definition and level. It may be that a consensus
emerges on this point. But it is not clear that a leverage ratio would
in itself deliver the needed additional capital in exuberant times. Cer-
tainly it did not do so in the United States in the past. We believe that
a new mechanism will be needed to have a more effective countercycli-
cal impact. It is therefore encouraging that the introduction of lever-
age ratios is seen by the G20 and the FSB as an integrated part of a
broader package of measures to rectify shortcomings in the previous
arrangements.

Turner also examines the case for some other quantitative restric-
tions (on loan-to-value rates in the mortgage market, for example) with-
out reaching a firm conclusion. The past UK. experience of quantita-
tive credit controls through the control of terms of borrowing was not
encouraging, though in some other countries it is believed that house
price escalation has been contained by this means. In our view they need
to be justified on consumer protection, rather than prudential, grounds
and are unlikely to be a major bulwark against the kind of financial crisis
recently experienced, which spread to countries both with and without
these restrictions in place.

The broad conclusion here must be, however, that these potential
interventions cannot be seen in isolation. They will all affect credit con-
ditions. In each country there will be a need for coordination between the
functions of regulation and monetary policy, wherever the operational
responsibilities are located in institutional terms. This interdependence
carries some implications for central bank independence—a subject to
which we now turn.
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Structure, Status, and Accountability

INDEPENDENCE

The movement toward central bank independence has seemed unstop-
pable in recent years. In Germany it was a postwar reaction to prewar
hyperinflation. Elsewhere it was largely a reaction to bouts of inflation in
the 1960s and 1970s. As Cukierman has pointed out, “There is mount-
ing evidence that the legal independence of most central banks in the
world has increased during the nineties to an extent that appears to be
a veritable revolution in central bank legislation.”! In a survey by Fry
et al., carried out for the Bank of England in 2000, 71% of banks say they
enjoy independence without significant qualifications (though in devel-
oping countries the figure is only 57%).2 Indeed, as Lastra says, “central
bank independence has become a kind of ‘graduation issue for countries
wishing to exhibit or consolidate their credentials in monetary stability
and fiscal restraint.’”3

It now seems to be received wisdom that price stability and economic
performance are both enhanced by independence, or at least that price
stability is maintained while economic growth is not adversely affected—
a rare economic “free lunch,” one might say. As Buiter argues, “A com-
mitment to price stability through the pursuit of an inflation target by an
operationally independent central bank has become the canonical model
of monetary policy in an open economy with a floating exchange rate.”*

Independence was not, however, historically linked to an inflation tar-
get. Since 1951 the Fed has enjoyed a high degree of insulation from
political interference, while in Europe the movement toward monetary
union required member states to legislate to free their central banks as a
precursor to membership of the Eurosystem. While no U.K. government
has yet seriously intended to join EMU, the departure of sterling from
the ERM created a dynamic that led to Bank of England independence in
1997 (de facto) and 1998 (de jure).
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So have we reached the end of history on this issue? Is there anything
to say other than that if a country seriously wants to pursue price sta-
bility, central bank independence—whether with or without a specific
target—is the necessary and sufficient precondition?

Not quite. Just as Francis Fukuyama’s prediction proved premature,
there are grounds for believing that the debate on the status and respon-
sibilities of central banks is not over. We say that for three reasons.

First, if we look more closely at the landscape we find that there
are many different interpretations of independence. The differences
between the statutes of the ECB, the Bank of England, and the Fed are
marked, and there are intriguing variations elsewhere too: notably in
New Zealand, Australia, and Canada, to say nothing of the diversity of
practice in emerging markets, which we consider later. There are lively
arguments about which model is superior, and indeed about whether all
of them are sustainable in the long run.

Second, there are signs of political discontent. Especially in the EU,
politicians of all persuasions have begun to show frustration with their
inability to influence interest rate decisions, and with the degree of dis-
cretion given to the ECB—even though their governments were of course
responsible for the detail of the Maastricht Treaty that enshrines that
independence. It may be that the degree of independence granted to the
ECB, which follows the Bundesbank model, is greater than is comfort-
able in the political economies of several other European countries. We
should also note that the ECB has some quasi-political responsibilities,
too, such as the public advisory role it has in relation to new applicants
for membership of the euro area and its power to comment on new leg-
islation in the economic and financial spheres. Buiter’s view is that “the
institution has neither the political legitimacy nor the analytical compe-
tence to play such an important part in a quintessentially political and
analytical decision.”

Third, while the Anglo-American consensus may be near complete,
there are academic critics elsewhere who remain to be convinced that
independence as presently defined is the right model, and their crit-
icisms have become more strident as the consequences of the finan-
cial and economic crisis that began in 2007 have become clearer. In
an aggressive polemic called The Incendiaries (this is our translation:
the book is only available in French), Patrick Artus of the Sorbonne and
the Ecole Polytechnique argues that the responsibilities of central banks
should be more effectively coordinated with other social and political
objectives and that independence was conceived as a reaction to the
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inflation of the 1970s and is no longer appropriate in the changed con-
ditions of the twenty-first century. His contention is that within the
euro area, governments have reacted to monetary union, and to the
absence of exchange rate adjustments, in one of two ways: by cutting
unit costs (Germany) or by compensating for losses of competitiveness
through running excessive deficits (Italy, Portugal, Greece). Both are, in
his view, deflationary strategies in the long run, as in the latter case
private agents see the prospect of higher taxes in the future and there-
fore reduce their spending today. So central banks with an exclusive
focus on inflation are fighting the last war: “The argument that inde-
pendent central banks are a bulwark against the inflationary bias of
governments seems to have become very difficult to defend.”” If the
ECB persists in its policies, according to Artus, the consequence could
be the breakup of the euro area, or a lengthy period of Japanese-style
stagnation.

Other less polemical critics have argued that the credit crisis has
demonstrated the need for more effective coordination of monetary
and fiscal policies, and shown that central bank independence must
always be qualified. They have maintained that a government’s inabil-
ity to instruct the central bank to respond to a sharp downturn makes
crisis management more difficult. These criticisms were especially sharp
in the United Kingdom in the summer of 2008 when the Bank of England
was slow to respond to the accelerating recession. It is also clear that
in circumstances in which the conventional weapon of monetary pol-
icy can no longer be used—the zero interest rate bound—further action
must be coordinated by the central bank and the finance ministry work-
ing together. At that point the notion of independence becomes heavily
qualified, especially in relation to earlier efforts to outlaw the monetiza-
tion of government debt. The scale of quantitative easing must be agreed
with the finance ministry. In the United Kingdom in 2009 the total sums
available to the Bank of England were clearly determined by the Treasury,
while the tactics were left to the MPC. The fact that the Debt Management
Office is a separate agency outside both the Treasury and the Bank makes
close coordination inevitable.

It is therefore worth examining whether the case for independence
remains strong, and also whether the emerging criticisms point to
lessons for the future, especially in terms of accountability and trans-
parency, and in terms of the necessary interactions between the central
bank and the fiscal and regulatory authorities.
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THE EVOLUTION OF INDEPENDENCE

Although, as we saw, the numbers of independent banks escalated
sharply in the 1990s, the idea of an independent monetary authority was
hardly new. Montagu Norman campaigned for it throughout his quarter
century as governor of the Bank of England. Emile Moreau, then governor
of the Banque de France, noted in his diary in 1926 the trenchant views
on the subject that Norman had put to him on a visit to London:®

In his view politicians and political institutions are in no fit state to
direct with the necessary competence and continuity this task of orga-
nization which he would like to see undertaken by central banks, inde-
pendent at once of governments and of private finance. Hence his cam-
paign in favour of completely autonomous central banks, dominating
their own financial markets and deriving their power from common
agreement among themselves.

It is interesting to note that Norman emphasized independence from
private finance, as well as from government. That point is less prominent
in debates on independence today, though Blinder attaches importance
to it. “Central banks should assert their independence from financial
markets just as vigorously as they assert their independence from poli-
tics” he argues.” In the case of the New York Fed, Wall Street bankers are
involved in the selection of a president, which looked odd in 2009, given
the banking sector’s heavy dependence on the institution for financial
support.

This also raises the question of whether monetary authorities should
have responsibility for the oversight of financial firms or be at a greater
distance from the financial sector. The Bundesbank long argued that it
was inappropriate for the central bank to oversee the banking sector,
on the grounds that it could then be tempted to prioritize its interests
over those of other sectors of the economy in setting interest rates. We
reviewed the validity of those arguments in chapter 4.

Norman made little headway with his campaign for independence
during his lifetime, and indeed shortly after he stepped down as gov-
ernor the government took the Bank into public ownership, which at
the time seemed a decisive move away from independence. It was fifty
years before another Labour government passed a new Bank of England
Act which gave the Bank the authority to set short-term interest rates.
Indeed, although the Bundesbank was endowed with strong de jure inde-
pendence, ironically under the influence of British officials in postwar
Germany, until twenty years ago most central banks still functioned as
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semidetached departments of their ministries of finance. Their staff were
better paid, a point that always rankles with finance ministry officials.
But the use of their policy instruments was typically coordinated with
other government policies to achieve a range of government objectives
such as growth and a high rate of employment, with exchange rate, bal-
ance of payments, and public debt financing aims subordinated to them.

Many countries nonetheless achieved satisfactory price stability, either
because their governments and central banks worked well together to
contain inflationary pressures or because they pegged their currencies,
under the Bretton Woods system, to the U.S. dollar or the pound sterling.
In the United States the de facto independence of the Federal Reserve
was substantial and the inflation record generally good, which created a
stable anchor for many other countries.

But this good inflation performance broke down in the 1970s: spectac-
ularly in the case of Latin America and significantly in the United States
and parts of Europe. The Bretton Woods institutions designed to safe-
guard nominal stability were no longer performing that function effec-
tively. That failure, combined with the gradual globalization of capital
markets and the dismantling of controls on capital flows, prompted a
search for new types of discipline on inflation.

Over the last two decades a new consensus has emerged, both in the
academic literature and among policymakers and practitioners. Cukier-
man summarizes that consensus as follows:!

The primary responsibility of the central bank is to assure price sta-
bility and financial stability. Without prejudice to these objectives the
Bank should support the economic policies of government. To achieve
its main objective the Bank is given instrument independence. Delega-
tion of authority to a non-elected institution should be accompanied by
accountability and transparency.

Why did this consensus emerge? The simplest answer is based on
time horizons. Because the effect of interest rate decisions on output
and inflation emerges only after a considerable (and uncertain) time lag,
those who make those decisions do not see the impact of the choices
they make for some time—possibly on the other side of an impending
election. The temptation for a politician to delay an unpopular decision,
or bring forward a popular one, may be irresistible. There are many
examples of interest rate reductions ahead of an election that gener-
ated inflation after it. An even more important factor is that disinflation
has the cost-benefit profile of long-term investments. The costs are born
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up front; the benefits accrue over time. The pressures on political deci-
sion makers make it hard for them to make rational decisions faced with
that unappealing trade-off.

If politicians find it difficult to make these decisions, and if it is rational
for them to use interest rates to further their political ambitions, why
might they choose to deny themselves that possibility and hand over
power over those decisions to an unelected agency? Why is a government
willing to make that binding commitment but not the commitment to
price stability itself? Buiter and Sibert offer an answer:8

There are occasional, infrequent interludes of “extraordinary politics”
or windows of constitutional opportunity, during which otherwise
opportunistic actors can commit themselves to enact certain broad,
quasi-constitutional principles or rules, embodied in institutions. They
make this commitment, despite knowing that, once the constitution and
associated institutions have been established, the authors of the con-
stitution will, in the course of “ordinary politics,” regret their earlier
commitment.

They may be right. Certainly many elected officials have been prepared
to delegate powers in this way. But there remains a mystery, as Blinder
remarks. Why have governments not been prepared to make the same
trade-off in relation to tax policy, where there are similar technical issues
and political pressures from interest groups that politicians find it hard
to resist? The answer may be that tax policies inevitably have very visi-
ble distributional as well as macroeconomic consequences, and elected
politicians are not prepared to hand these over to officials.

Whatever the political motivation, can it be demonstrated that better
decisions do in fact emerge from an independent institution not subject
to the pressures of the electoral timetable, and that the self-sacrifice
is worthwhile? The evidence, both theoretical and empirical, while not
unequivocal, suggests that de facto and de jure independence are associ-
ated with lower inflation, though the direction of causality is not easy to
establish.!9-10-11 There was a clear shift to a lower-inflation environment
around the world as the independence movement grew—well before the
disinflationary pressures from China and India began to make them-
selves felt.

But the nature of independence is crucial. Where independence is
purely legal, and where governor turnover around elections suggests that
political influence on the central bank remains powerful, the evidence is,
as one might expect, far weaker. Institutions that are supposedly inde-
pendent but do not have the financial resources to act decisively also
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perform poorly. (We discuss the conditions for financial independence in
chapter 9.) Overall, however, independent banks seem to be less ready to
accommodate inflationary nominal wage increases, as the theory would
predict.!?

Furthermore, there is no evidence that this improved inflation perfor-
mance is bought at the cost of output, other than in the short run. A
number of studies have shown that for developed economies, certainly,
real growth and central bank independence are unrelated. It may also be
true that, in the even longer run, there will be a positive impact on growth
potential, as price stability improves the quality of decision making by
firms and individuals through reducing uncertainty, but it is enough for
the purposes of this argument to establish that independence and price
stability do not seem to come at a long-run cost in terms of output or
employment. This is not to say that independent central banks are not
capable of policy error. There is a risk that they may fall into the hands
of “inflation nutters,” as Mervyn King memorably described those hard-
liners who might wish to stick to an inflation target come what may.
That risk appeared in stark form in 2008, in the United Kingdom and in
the euro area. Some would say, indeed, that it crystallized over the sum-
mer of that year, when both the Bank of England and the ECB remained
preoccupied by the risks to their inflation objectives even in the face of
mounting evidence of a severe recession. This is an important reason
for looking carefully at the nature of the central bank’s remit and its
decision-making structure.

As Alan Blinder has said, independence is a vague concept, capable of
a number of different interpretations.” Appointment procedures differ,
as do the financial arrangements within which central banks operate.
The most important variable, though, is the nature of the goals that the
central bank is mandated to pursue, and how tightly they are defined
by the government. Stanley Fischer characterizes the key distinction as
being between banks with goal (or target) independence and those with
only instrument independence.!3 He recognized that even this typology
was not watertight, and that there is in practice a spectrum of options.
However, as he says,

A central bank with a mandate for price stability but no numerical tar-
gets has more goal independence. A central bank has instrument inde-
pendence when it has full discretion and power to deploy monetary
policy to attain its goals.

The indices of independence that have been developed by several dif-
ferent researchers suggest that there are significant differences between
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the monetary institutions of the G7.14 On all of these measures the ECB
is the most independent central bank and the Bank of Japan the least. On
the goal/instrument axis, the ECB has a price stability mandate enshrined
in the Maastricht Treaty and is able to determine its own definition of
price stability. The Federal Reserve is mandated with the goals of maxi-
mum employment, stable prices (as it defines them), and, more unusu-
ally, moderate long-term interest rates. The instruments are defined in
the mandate as “long-run growth in monetary and credit aggregates.” In
practice, of course, both the ECB and the Fed operate, at least in normal
times, through determining interest rates, though there is a potential
congressional override of the Fed’s decision (which is very difficult to
invoke in practice). The Bank of England has instrument independence
but the government defines the inflation target. Again there is the possi-
bility of a governmental override in extreme circumstances. So far that
override has not been invoked, though there were suggestions in the
early fall of 2008 that the Treasury gave serious consideration to doing
so. Correspondence between the Treasury and the Bank in 2009, in the
context of quantitative easing, reaffirmed the government’s continued
support for the Bank’s discretion, but in terms that reminded the gover-
nor of the primacy of the Treasury’s role.

There have been, and continue to be, lively debates among academics
and practitioners about the merits and demerits of these different
arrangements. But how differently, in practice, do these central banks
behave? It is arguable that when inflation is low there is little difference
in practice. The Bank of England’s current government-set target is to
keep inflation at 2% with a tolerance band of plus or minus 1%. Both the
Fed and the ECB operate without the precision of a numerical inflation
target. The ECB aims to keep inflation below but close to 2%, an asym-
metrical target, while the Fed is assumed to be targeting 2%. The ECB
also continues to refer to its “second pillar” in the form of a monitor-
ing range for monetary growth. One should not exaggerate the practical
consequences of these differences. For a number of years the inflation
performance in the three monetary areas was broadly comparable. But
the distinctions do have consequences. It is observable that the ECB is
more often criticized by politicians for its interest rate decisions than is
the Bank of England. This may in part be due to the difficulty of setting
a single interest rate for sixteen countries with very different economic
structures. But it also seems to be related to the very high degree of inde-
pendence the ECB enjoys. Politicians feel they have no purchase on mon-
etary policy whatsoever. Artus links his critique of the ECB specifically
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to this absence of political influence. This concern lies behind repeated
French attempts, so far resisted by the Germans, to strengthen the polit-
ical institutions of the euro area and to establish a finance ministers
grouping that can more effectively influence the ECB.

If politicians in the United Kingdom criticize the Bank, they must say
whether they are disagreeing with the Bank’s technical judgment on
interest rates, which is a high hurdle, or with the target itself, in which
case they must make representations to the chancellor of the exchequer,
who is able to change it if he or she wishes and has the political support
to do so. (In fact, the target has been changed once since 1997, when
the range was recentered on 2% rather than 2.5%. This happened when
the inflation index was changed from the RPIX—including a measure of
housing costs—to the CPI, which so far does not.) In the euro area this
important distinction does not apply, leaving the ECB more exposed to
criticism.

In the case of the Federal Reserve, criticism is more complex because
of the dual mandate, which does not incorporate any notion of hierarchy
between the objectives for employment and prices. Since the Fed itself
is responsible for reaching a judgment on the trade-off, it has greater
policy flexibility than the Bank of England or the ECB. While the Bank of
England can decide to alter the policy horizon in response to an exoge-
nous shock—in other words, it can decide to tolerate divergence from
the target inflation path for longer on the grounds that bringing infla-
tion back to the target quickly would impose unacceptable output costs
in the short run (as it did in 2008-9)—it is obliged under the current
arrangements to explain the deviation in a public letter to the chan-
cellor. In response to such letters the chancellor ritually reminds the
Bank that, subject to maintaining price stability, it also has a respon-
sibility in relation to growth and employment. In fact, however, during
the lengthy divergence from the target range during 2008-9, which was
clearly attributable at least in part to an exogenous shock from oil and
commodity prices, the government did not adjust the target range, which
raises a question about the way in which the regime will operate in prac-
tice in the longer term. If the target was not changed in these circum-
stances, apparently because of the potential impact on inflation expecta-
tions, then one might ask under what circumstances it would be altered.

APPOINTMENTS

When we describe central banks as independent we are using an impre-
cise term. It might be preferable, indeed, to talk of autonomy. Their
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independence is often constrained by objectives set by government, and
by a variety of accountability mechanisms. And, of course, appointments
to top management positions are made by government. It is hard to imag-
ine that they could be made by anyone else. The practice of appointment
varies. In a majority of central banks the head of state appoints the gov-
ernor, based on a proposal from elsewhere in the government; elsewhere,
the head of state both nominates and appoints.

In some places it is customary for a government to inherit its leading
central bankers from its predecessors, and for them to serve out their
term. In other cases, notably in many emerging-market countries, it is
common for governors to be replaced when the government changes.
Our focus here is primarily on how appointments are made to the major
developed-country central banks, whether there is evidence that politi-
cians seek to influence the conduct of monetary policy through those
appointments, and which processes are in practice most effective at insu-
lating central banks from short-term political interference.

The Federal Reserve System is constructed in a highly complex way,
appropriate for a federal state, which means that political power over
appointments is highly distributed. The Federal Open Market Committee
is the key interest rate setting body. It has twelve voting members. Five
of them are presidents of the District Reserve Banks. The New York pres-
ident is a permanent voting member; the other four seats are filled by
rotation from the other eleven banks on a constituency basis, weighted
by historical economic factors, which has the effect of allowing the pres-
idents of Chicago and Cleveland to serve more frequently than the oth-
ers. Those presidents are in turn appointed by the boards of the Reserve
Banks, made up of bankers and borrowers from the district. The Federal
Reserve Act calls for the majority of each board to be from the “bor-
rowing public,” but the appointments must be approved by the board of
governors in Washington. That approval is not automatic. Some recent
propositions by the District Boards have been sent back by Washington
for reconsideration.

The Federal Reserve Board itself, with seven governor members, is
appointed by the president of the United States, with the advice and
consent of the Senate. Its members nominally serve fourteen-year terms
but rarely do so in practice. The Federal Reserve Act, which legislated
these arrangements, provided for two appointments per presidential
term, but each of the last five presidents has appointed at least three
governors. This complex structure, introduced in 1913 and reformed in
1935, when the Treasury secretary and the Comptroller of the Currency
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were removed from the Board,!> reflects the political need to set a bal-
ance of power between the federal government and the states, between
the Administration and Congress, and between politicians and bankers.
The system has remained essentially unchanged for over seventy years,
although the complexity of the process for securing agreement on names
means that there are often unfilled vacancies on the board of governors,
especially near the end of a presidential term, and this can alter the bal-
ance between Washington and the districts.

The European Central Bank’s governance similarly reflects a balance
between the center and the member states, and the structure clearly
owes something to the example of the Fed. There is an Executive Board,
which is made up of a president, a vice-president, and four other mem-
bers. They come together with the governors of the countries that partic-
ipate in the monetary union in the Governing Council, which sets interest
rates. (There is also a General Council that includes the governors of non-
EMU members of the EU. The General Council is more a dignified than a
useful part of the constitution, however, and the governor of the Bank
of England rarely attends.) Executive board members are appointed to
staggered, eight-year, nonrenewable terms by the heads of state of EU
countries, on the recommendation of the Council of Ministers (minis-
ters of finance in this case), who are required to consult the European
Parliament and the Governing Council of the ECB.

The comparison with the Fed is not straightforward, and in practice the
heads of state or government are dominant in the process. Neither the
Governing Council nor the European Parliament has been able to exercise
any material influence on the appointments that have been made. Heads
of state also, of course, appoint their national central bank governors,
who make up the balance of the membership of the Governing Council.
So far there has been no case of any effective dissent by the European
Parliament, or by the ECB itself, whereas in the United States the Senate’s
preferences have frequently been a significant influence on the outcome,
even though the Senate cannot propose candidates of its own. When in
1996 President Clinton sought to appoint Felix Rohatyn, a well-known
advocate of a less restrictive monetary policy, a fierce response from
Senate Republicans caused Rohatyn himself to withdraw.

The dominance of the heads of state has not prevented controversy.
The appointment of Wim Duisenberg as the first ECB president was
accepted by the French only on the understanding that Jean-Claude
Trichet would succeed him, and when Duisenberg decided to remain in
office rather longer than Chirac wanted, there was an acrimonious row in
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which Duisenberg complained of being treated by Chirac as a “little func-
tionary.” That dispute was eventually resolved when Duisenberg stepped
down at a time of his own choosing, but before the end of his term. Then,
in 2003, the Italian government, in the EU presidency seat, tried to secure
agreement to a change that would have allowed the Council of Ministers
to change the composition of the Executive Board by majority vote, rather
than by unanimity. That assault on the ECB’s independence was firmly
rejected by Trichet and not supported by other members of the Council
of Ministers.

In the case of the United Kingdom all members of the Monetary Pol-
icy Committee are appointed by the government (though nominally the
governor and his two deputies are Crown appointments). The governor
can exercise some influence over the appointment of his two deputies
and the other two executive members of the Bank of England staff who
sit on the MPC (as was evident in the summer of 2008 when Mervyn King
insisted on his own choices for deputy governor and chief economist,
over the wishes of the Treasury and members of the Bank’s own Court
of Directors). For the first ten years of the new arrangements both the
external and internal members were appointed by Gordon Brown with-
out external advertisement or competition, contrary to normal practice
for other senior public appointments in the United Kingdom.

The reputational problems experienced by the Bank over the winter
of 2007-8, when it was argued that the fact that both deputy gover-
nors were former Treasury officials, imposed on the institution over
better-qualified internal candidates with more knowledge of financial
markets, made the government less willing to impose its choices. So in
2008 Brown'’s successor as chancellor of the exchequer, Alistair Darling,
announced that in future the positions would be advertised and that
there would be a formal process of selection involving a selection com-
mittee with independent members, though the final decision would be
made by the chancellor. The role of Parliament in these processes is curi-
ous. Formally speaking, members of parliament have no role. The govern-
ment have always rejected the idea that the Treasury Committee should
be entitled to hold formal confirmation hearings. The Committee itself
has nonetheless adopted the practice of summoning newly appointed
members and writing a short report on their suitability. Indeed in one
case—that of Christopher Allsopp, an Oxford economist—the Commit-
tee concluded that he was not a suitable appointee. The Government
went ahead and appointed him anyway.
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These differences can be partly explained by the different constitu-
tional contexts, but not entirely. The question that concerns us here,
however, is whether the different models of appointment give politicians
the opportunity to influence monetary policy, with potentially damaging
consequences for price stability.

The answer is not straightforward. We must first presume that a pres-
ident, or a government collectively, has a firm point of view about the
tightness or otherwise of policy and, second, that it is possible to know in
advance how a given appointee will in fact behave when given the respon-
sibility to set interest rates. In advance, the only evidence available to
the government may simply be the candidate’s reported comments on
the passing economic scene, if even those are available. Kelly Chang has
attempted to answer this difficult question in relation to both the Fed and
the ECB.16 She models the preferences of FOMC members, essentially by
using the preferences they turn out to express while in office. She then
uses these to assess whether, in appointing them, a president has shifted
the balance of view on the Committee in the direction he is assumed to
favor. The revealed presidential preferences for loose or tight monetary
policy do not follow party lines. Of the presidents she studies, Clinton
emerges as the advocate of the tightest policy and George Bush (the
elder) as the advocate of the easiest. It is hard to escape the conclusion
that there is a risk of circularity in the argument. A president is deemed
a tight money advocate because he appoints people who are positioned
on the tighter side of the FOMC, and is therefore seen to have influenced
policy in his preferred direction through the appointments he made.

But, with these caveats in mind, Chang’s conclusions are inherently
plausible. She finds that presidents do seek to influence policy through
the character of the appointments they make. “Politicians,” she says
“may delegate monetary policy authority to the Fed, but they have never
taken a completely hands-off attitude towards it.” However, she finds
that the complex balance that surrounds Fed appointments, and the
careful phasing of vacancies, limits the ability of any Administration
to influence policy decisively. No branch of government fully dominates
the process, and as with the Supreme Court, presidential terms are not
long enough to allow an individual to appoint a full FOMC in his image.
A president can nudge the balance of opinion in one direction or another
but not radically change it in short order.

In the case of the ECB the problem of determining the prior prefer-
ences of the appointing body, the EU heads of state, is complex in a dif-
ferent way because of the number of countries involved and the larger
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(and, over time, varying) number of voting members on the Governing
Council. To assess the prior preferences of the heads of state involved
in the selection of Executive Board members, Chang takes the average
five-year inflation rate before the country entered the monetary union as
their desired state of the world (a doubtful assumption in a few cases).
She then asks whether the appointment of the first members of the Exec-
utive Board by the heads of state had the effect of shifting the center of
gravity toward easier-money countries, since there were more heads of
state to the easier side of the central point than to the tighter side. In
fact their choices did not shift the central point, suggesting that the veto
power of tighter-money countries was strong. In our view it may also
have reflected the view that the declared purpose of EMU was to share
the price stability achieved in the deutsche mark zone with the rest of
the EU. It was therefore not a surprise that the addition of two more
“loose-money” countries—Portugal and Greece—also failed to affect the
balance. The governments of those countries were not content with their
pre-EMU inflation performance and wanted to improve it. Her conclu-
sions are that in the ECB context it is very hard to use the appointment
process to loosen monetary policy and that the unanimity rule means
that the status quo at the outset, dictated by the Germans in particular,
is extremely difficult to dislodge. The behavior of the ECB in practice
over the last decade would seem to support that conclusion. So while
the appointment process does not include quite the elaborate checks
and balances in place in Washington, it is difficult for any individual or
group to manipulate it effectively.

The U.K. situation is quite different, as we have described. There are no
checks and balances in place. Up to now, the appointment power has lain
almost exclusively in the hands of the government—and indeed in the
hands of one man. Hix et al. at the London School of Economics have tried
to assess the extent to which appointments (of external members of the
MPC) have in fact been used to influence the direction of policy.!” Again
they use the recorded votes of MPC members to assess their position on
what they call a “dove-hawk” or “ease-tightness” spectrum. They then
examine the appointments made by the government between 1997 and
2007 to see whether any pattern emerges. They believe it does:

Even allowing for the uncertainty surrounding our estimates, we found
evidence to suggest that there may have been an influence upon
appointment policy, but that this influence was conditional upon fiscal
policy. Specifically, it appears that when public spending was restrained
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in the run-up to elections, the chancellor may have used MPC appoint-
ments to induce a more stimulative monetary policy (ensuring a more
favourable economic climate) replacing existing MPC members with
more dovish individuals.

On this analysis the U.K. system is potentially more vulnerable to polit-
ical manipulation than are either the U.S. or EMU arrangements. So far,
that vulnerability has not been translated into a measurably weaker infla-
tion performance, but the risk is there. It remains to be seen whether
the new procedures for selecting external members, announced in June
2008, will have any impact on the profile of new appointments. They
should make it more difficult for the chancellor to pack the Committee
with his friends. But the process still falls well short of the best practices
adopted elsewhere in the British public sector, where independent asses-
sors take part in the appointments process to ensure that decisions are
made in relation to objective criteria. Confidence in the United Kingdom’s
anti-inflation policy would certainly be enhanced by measures to remove
the risks that Hix et al. have identified. We would do well, however, to
recall the observation in the U.S. National Monetary Commission’s report
in 1908 (available via the Federal Reserve Bank of St. Louis). Congress set
up the commission to report on “what changes are necessary or desirable
in the monetary system of the United States.” It went on to recommend
the Federal Reserve System. In their commentary on the Bank of England,
which they examined as part of their fieldwork, the authors noted that
“the important place which the Bank of England holds in the financial
world is due to the wisdom of the men who have controlled its opera-
tions and not to any legislative enactments.”

TERMS AND TERM LIMITS

Around the world, relatively few central bankers are subject to term lim-
its. The Riksbank survey to which we referred earlier identified that in
70% of the countries sampled there were no term restrictions: governors
can in principle be reappointed without limit. In only 4% of cases are no
reappointments possible; these cases include the ECB and the Bank of
Spain. For around one quarter there are two- or three-term restrictions.

The question of limits interacts, of course, with the decision made
on the appropriate length of a governor’s term. Here, also, international
practice varies. The modal term is five or six years. Over the last decade,
in practice the average term for central bank heads in developed coun-
tries was 5.2 years, compared with 4.8 years in emerging markets. There
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is a positive relationship between governor turnover and inflation. In
other words, the shorter the governor’s achieved term of office, the
higher the inflation rate. But the direction of causation is unclear: long-
serving governors may be more independent and effective, or high infla-
tion may be the motive for a governor’s replacement.

The arguments in these areas are finely balanced. Most would agree
that short-term limits are undesirable, whether or not reappointment is
possible. If it is not, then the bank is likely to find it difficult to build
up experience and expertise. If reappointment is possible, then short-
term appointees may feel under pressure to act in a way that “pleases”
the government of the day. (The U.K. Monetary Policy Committee, with
three-year terms, may be a case in point.) There is a case, therefore, for
relatively long terms for governors and other senior decision makers—at
least long enough to cover more than one electoral cycle. If the governor
is not subject to reappointment in an election year, that is likely to pro-
mote policy stability. There may also be an argument for a backup limit
on the length of time a governor may serve. The examples of very-long-
serving leaders such as Montagu Norman or Alan Greenspan are not
encouraging. In the later years of their terms they became more auto-
cratic and less receptive to dissenting arguments.

ACCOUNTABILITY

There is a tight link between independence and accountability. As Lastra?
observes,

democratic legitimacy is a prerequisite for an independent central
bank.... They regulate price levels, which is one of the most funda-
mental powers of government, and one of the most practical concerns
of the public at large.

While governments may rationally decide to hand over control of inter-
est rates to technicians, they should also wish to set up mechanisms to
assess the skill with which they have exercised that discretion. In Blin-
der’s words,

Independence and accountability are symbiotic, not in conflict. The lat-
ter legitimizes the former within a democratic political structure.

Here the arrangements in place for the major central banks also differ
markedly, partly as a result of their design and partly because of the
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political context in which they work. De Haan and Eijffinger have com-
pared the legal accountability of the G7 institutions. Their conclusions
are summarized in table 6.1.

Before examining these frameworks we should note, though, that we
are talking about a weak version of accountability. In the central bank
context accountability typically implies a duty to explain the reasons for
decisions, after the event, and to answer questions on them. But rarely
do any consequences, whether financial or otherwise, flow from these
accounts. In most countries central bankers can be dismissed only for
incapacity or gross misconduct, and not for incompetence. (That is fortu-
nate for some.) So in the absence of any penalties or rewards the incentive
effects of accountability arrangements are bound to be modest.

The U.K. framework of accountability is in a sense the most straightfor-
ward. It is also the most rigid. If inflation moves outside the target range
set by the government, the governor must write a letter to the chancellor
explaining why this has happened and what his plans are for ensuring
that the rate moves back into the acceptable territory. For the first nine
years of the new regime no letters were written and Mervyn King quipped
that the art of letter writing was dead, but in 2006 a letter was required,
and another one was needed in 2008-9, as inflation stayed above the
target range for some time. Note that the obligation is symmetrical, and
an explanation is also required if inflation falls below the range. The gov-
ernment is required to reply, either accepting the Bank’s explanation and
rectification plan or rejecting it and requesting a different approach. So
far the replies have not challenged the Bank’s actions. No serious differ-
ences of view between the government and the Bank have opened up,
at least not in public. The Bank is also required to attend regular hear-
ings in front of the Treasury Committee of the House of Commons—a
committee that has grown in importance over the last decade. Indeed
the independence of the Bank has been the most powerful factor in giv-
ing it greater importance than before. In the past, the Bank was largely
accountable, in private, to the Treasury. Now the governor appears far
more frequently in Parliament.

In the case of the Federal Reserve, Congress has long been the princi-
pal locus of its accountability. In his biannual Humphrey-Hawkins testi-
monies the chairman has reported in detail to the Senate Banking Com-
mittee and the House Committee on Financial Services. The status of
Congress makes these occasions of the highest significance. In the past
one heard few claims in the United States that there was an accountabil-
ity, or a democratic, deficit in relation to the Fed, though the question
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Table 6.1. Comparing the (legal) accountability of various central banks.!!

Federal
Various aspects Bank of Bank of Bank of Reserve
of accountability Canada Japan England System ECB

1. Does the central bank Yes Yes Yes Yes Yes
law stipulate the objectives
of monetary policy?

2. Is there a clear No No Yes No Yes
prioritization of
objectives?

3. Are the objectives No No Yes No No
clearly defined? (Yes)

4. Are the objectives No No Yes No No
quantified (in law or (Yes)
based on documents

grounded in law)?

Subtotal on ultimate 1 1 4 1 2(4)
objectives of
monetary policy

5. Must the central bank Yes No Yes Yes No
publish an inflation or (Yes)
monetary policy report of

some kind, in addition to

standard central bank

bulletins/report?

6. Are minutes of meetings No No Yes Yes No
of the governing board of

the central bank made

public within a reasonable

time?

7. Must the central bank Yes Yes Yes Yes Yes
explain publicly the extent

to which it has been able

to reach its objectives?

Subtotal on transparency 2 1 3 3 1(2)

began to surface in 2009 in relation to its role as lender to the private
sector.

In the euro area such criticisms are commonplace. The ECB faces an
unusual problem. The European Parliament remains a weak and poorly
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Various aspects
of accountability

Bank of Bank of Bank of Reserve

Canada

Japan

Federal

England System

ECB

8. Is the central bank
subject to monitoring by
Parliament (is there a
requirement—apart from
an annual report—to
report to Parliament
and/or explain policy
actions in Parliament)?

9. Has the government the
right to give instructions?

10. Is there some kind of
review in the procedure to
apply an override
mechanism?

11. Is the central bank able
to appeal against an
instruction?

12. Can the central bank
law be changed by a simple
majority in Parliament?

13. Is past performance a
reason for dismissal of the
central bank governor?

Subtotal on final
responsibility

Yes

Yes

Yes

No

Yes

No

Yes

Yes

Yes

No

Yes

No

Yes

Yes

Yes

No

Yes

No

Yes

No

Yes

No

Yes

No

Yes

No

No

No

No

No

Total on accountability

11

6

4(7)

organized body. Its own legitimacy is challenged. In many states of
the union only a third, or fewer, of voters bother to turn out in Euro-
pean elections. Members of the European Parliament are often of poor
quality—they are frequently politicians who have failed to secure a seat
in their domestic parliaments. While both Wim Duisenberg and Jean-
Claude Trichet have appeared more regularly in front of the Parliament
than they are required to, they can do little about the lack of what the
French term an “interlocuteur valable.” Perhaps the Parliament will one
day acquire the stature to take on that role but that may take some time.
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Duisenberg did not help to strengthen the mechanism when he explained
that when it came to comments made by European parliamentarians on
monetary policy decisions, he heard but he did not listen. Trichet has
been more careful in his public pronouncements. Accountability to gov-
ernments in the EU is also complex. The president is appointed by the
European Council, though in a way that does not inspire confidence in the
process. The first president, Duisenberg, was the head of the predeces-
sor body, the European Monetary Institute, where he had been selected
by his central bank colleagues rather than by elected officials. Politicians
did not regard that as giving him an automatic right to the ECB job, while
the central bank governors certainly did.

The ECB president, once appointed, cannot appear in national parlia-
ments, and must clearly not be seen to be dancing to the tune of the
government of an individual member state. So the ECB is condemned
by its environment to be accused of a lack of accountability. And the
fact that the Bank is able to produce its own definition of price stability
makes it, in a sense, judge and jury in its own court. (See chapter 7 for
further discussion of the ECB regime.)

Even if it were possible to reach international agreement on the supe-
riority of one of these models, or on a blend of the three, there is lit-
tle prospect of legislative change. In the United States, while there may
be change in the Fed’s regulatory responsibilities, there is no chance of
removing the dual mandate. The credit crunch removed such support
as there may once have been for a more rigorous, inflation-focused def-
inition of the Fed’s remit. Before he took office Bernanke was a noted
enthusiast for formal inflation targets, but it is inconceivable now that
he could secure congressional approval to implement one in the United
States. It would be seen as demotion of the employment objective, which
would be politically impossible to defend, especially at a time of eco-
nomic difficulty. The argument that price stability is the dominant aim
of the Fed, and that an inflation-target regime can still allow sufficient
flexibility to cope with output shocks, would be hard to advance.

In the United Kingdom the government reviewed the legislation affect-
ing the Bank of England after the Northern Rock affair and found no rea-
son to change the inflation-target regime. At times in 2008-9 they may
have regretted reaching that conclusion, as the Bank delayed interest rate
cuts until it could produce an inflation-target-oriented justification for
them. The government would have preferred earlier cuts in an attempt
to offset rises in unemployment. A dual mandate on Fed lines would
have made that easier to achieve. While the Conservative opposition have
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made proposals to change the appointment procedures for members of
the Monetary Policy Committee, they have not so far suggested a dual
mandate, or proposed to delegate target independence to the Bank or
indeed to return control of interest rates to the Treasury.

In the EMU, any change to the statutes of the ECB would require
treaty amendment. The difficulties surrounding ratification of the Lisbon
Treaty show that the chances of treaty amendment are currently close to
nil. That is unfortunate. In our view the ECB would be better placed in the
long run were it to work within a framework more like that of the United
Kingdom, with an inflation target set by the Council of Ministers. But
even if legislative change is off the agenda, there is nonetheless scope
for central banks to help themselves by making their decision making,
and the way in which they communicate with politicians and the public,
more transparent.

TRANSPARENCY

Transparency was historically not coded into the DNA of central banks.
As Karl Brunner!8 put it in 1981, they were

traditionally surrounded by a peculiar and protective political mystique
[that] thrives on a pervasive impression that central banking is an eso-
teric art. Access to this art and its proper execution is confined to the
initiated elite. The esoteric nature of the art is moreover revealed by an
inherent impossibility to articulate its insights in explicit and intelligi-
ble words and sentences.

Buiter!? refers to the priestly tradition of monetary policy: “monetary
policy is a cult whose high priests perform the sacred rites far from the
prying eyes of the non-initiates.” Robin Leigh-Pemberton, when gover-
nor of the Bank of England, reinforced the stereotype with his reference
to decisions of the Bank being taken “in decent obscurity,” while Alan
Greenspan played to the same gallery, with tongue firmly in cheek, when
he observed that if his congressional inquisitors thought they had under-
stood him they were almost certainly wrong. He was, perhaps uncon-
sciously, echoing a former deputy governor of the Bank of England who
explained to the Macmillan Committee in 1930 that “it is a dangerous
thing to start to give reasons.” Another favored conceit was “construc-
tive ambiguity”—keeping the market guessing. (We discuss the culture
of central banks later, in chapter 10.)

On the face of it the mood has now changed, at least in the lead-
ing institutions on which we are focusing attention here. These witty

161



CHAPTER SIX

defenses of opacity are no longer as amusing as they once were, in light
of the perception that the Fed made important and very costly policy
errors in the run-up to the crisis. Transparency is the new orthodoxy:
almost as positive a word as stability in the governors’ lexicon. Gover-
nors rarely now praise obscurity, even when they are being economical
with the truth. Seventy-four percent of them now consider transparency
to be a “vital” or “very important” component of their monetary policy
framework,? though the enthusiasm is less evident in emerging mar-
kets. While as little as fifteen years ago the Fed did not even disclose its
interest rate decisions at the time they were made, that would now seem
extraordinary behavior. Most would, at least on the record, sign up to
Alan Blinder’s conclusion that “the bank should reveal enough about its
analysis, actions and internal deliberations so that interested observers
can understand each monetary policy decision as part of a logical chain
of decisions leading to some objective(s).””

Dincer and Eichengreen?® show that the central banks of all large, sys-
temically significant countries have increased the transparency of their
policymaking and operations over the last twenty years. They review
fifteen subindicators of transparency—including macroeconomic and
inflation forecasting and the publication of minutes and voting records—
to construct an overall index. Their conclusion is that there has been
significant movement in the direction of greater transparency, and that
transparency is typically greater in countries with strong and stable polit-
ical institutions, and in democracies. They also show that more trans-
parency in monetary operations “is associated with less inflation vari-
ability though not with less inflation persistence.”

Why this new commitment to openness? There are two sets of reasons:
the firstis political in nature, the second relates more directly to the price
stability objective itself.

The political reasons relate to the problem of independence and
accountability that we have discussed. Accountability, as we have seen, is
the other side of the coin of independence, and accountability cannot be
effective unless the objectives the central bank is trying to achieve are
clear. Furthermore, the public cannot assess the quality of the bank’s
analysis and economic reasoning unless they know what it is. So trans-
parency is part of the way in which the central bank maintains and pro-
tects its independence. The formal arrangements differ from country
to country. They are most rigorous in the United Kingdom, where the
Bank is obliged by law to publish an Inflation Report, and to publish the
minutes of its Monetary Policy Committee. Broadly similar obligations
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bite on the Federal Reserve, but the Maastricht Treaty imposed no such
requirements on the ECB, although it does in practice publish informa-
tion like that produced by the Fed and the Bank of England. The pres-
ident makes an “Introductory Statement” at the press conference held
after each Governing Council meeting.

The economic case for transparency rests on expectations theory.
Financial markets, in particular, will be influenced not only by the inter-
est rate decision today but also by what they expect interest rate deci-
sions to be in the future. Those expectations about the future level of
short-term rates will influence the long bond rate today, which is an
important element of the transmission mechanism. So the argumen-
tation surrounding a rate decision, and the balance of opinion on the
decision-making body, may be as important as the immediate decision
itself. There is evidence that as central banks have become more trans-
parent the markets have proved better at anticipating future moves, and
as a result monetary policy has become more reliable and fast acting.?!

The same expectation impact may be seen in wage and product mar-
kets. Wage bargainers and price-setters will alter their behavior more
quickly if they, or the commentators they read, can better anticipate
future actions by the monetary authorities. If market participants think
like the central bank, the latter will find it easier to manage expectations
more effectively. There are further arguments, too, relating to the quality
of decision making. If decision makers know they are obliged to artic-
ulate a public defense of the choice they have made, they will need to
ensure that their decisions are intellectually coherent. To quote Blinder
again, “sound policy is explicable; muddled policy is not.”

Blinder is also helpful in proposing a taxonomy of transparency—a tax-
onomy that helps to identify the differences in theory and practice that
still obtain. He distinguishes between transparency about goals, about
methods, and about decisions and decision making.

We have described the differences in goals that derive from the differ-
ent legal mandates under which the major central banks work. Looked
at from the perspective of transparency, the Bank of England has the
clearest mandate, and Blinder therefore prefers it. He praises the ECB,
too, for having provided explicit clarification of its definition of price
stability. The Fed’s objectives, by contrast, he finds too obscure. The
Federal Reserve Act directs it to pursue “maximum employment, stable
prices, and moderate long-term interest rates.” The Fed has chosen not
to amplify these aims with any great precision, preserving flexibility but
sacrificing transparency. Former Fed governor Larry Meyer has argued
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that the Fed could, without sacrificing too much room for maneuver, be
“more transparent about their estimate of the unemployment rate that
is consistent with maximum sustainable employment.”?2 On the other
hand, at times of crisis, the Fed’s balanced objective allows it greater
flexibility. The employment objective is not subordinate to price stabil-
ity and may be used as a justification for cutting rates.

Transparency about methods is Blinder’s second category. This relates
primarily to the central bank’s forecasts. Should they be published? The
key argument for doing so centers, once again, on expectations. Central
bank forecasts are likely to be given more than usual weight by private
economic actors, and therefore may influence behavior. The counterar-
gument is that decision makers may not wish to bind themselves for the
future, as circumstances change. There is also the practical problem of
gaining agreement on the part of a large and diverse group (especially
in the case of the FOMC) to a single set of assumptions and forecasts.
That is particularly true when it comes to the projected path for inter-
est rates. Should the forecast include an estimate of what the monetary
authority itself will do in the future, be based only on unchanged rates,
or assume some path for rates derived from market expectations using
the swap curve? Mishkin believes that it would in practice be impossi-
ble for a committee to agree a forecast on a regular basis.?3> Goodhart
agrees.’* Indeed Mishkin argues that publishing a projection for official
rates “will complicate the communication process and weaken support
for a central bank focus on long-run objectives.”

But, although there are complications, research shows that there is
value in publishing official forecasts of some kind. One study contends
that the publication of detailed forecasts reduced inflation in a sample of
eighty-three countries, even after controlling for other economic charac-
teristics like GDP per head.?> So there is some empirical support for the
proposition that official forecasts influence behavior in a helpful way.

Different institutions have tried to resolve this conundrum in differ-
ent ways. The Fed publishes a staff forecast. So does the Bank of Japan.
The Bank of England publishes a forecast in its Inflation Report, but it
is one that in effect includes a range of possible outcomes. The Infla-
tion Report reflects the views of MPC members but captures the range of
uncertainty by producing fan charts of the likely outcome for inflation,
up to two years ahead, on two different bases: a conventional assump-
tion of unchanged rates and an alternative based on market expectations
of future rates, derived from the swap curve. These fan charts have sub-
sequently been copied elsewhere, and do appear to have made public
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commentary more balanced, with better understanding of the nature
of the uncertainty policymakers face. The Reserve Bank of New Zealand,
which led the way on inflation targeting, produces a forecast that is based
on an assumption of interest rate changes the Bank expects to make in
the future—rather easier to do when there is only one decision maker:
the governor. So, while differences in practice remain, the direction of
travel is clear: toward greater transparency.

The third dimension—transparency about the decision making itself—
is the most difficult and reflects divergent practice at the heart of the
monetary policy process. Again, though, it is an area in which practices
have changed rapidly over the last few years.

In the case of the Federal Reserve, FOMC minutes are published a few
weeks after the meeting and the votes of individual voting members are
revealed (not all those who attend the meetings are entitled to vote—the
regional Fed presidents rotate the rights to vote among their number).
The full minutes are now made public after a five-year lag. The reasons
given for dissenting votes are very brief, however, and reveal little about
the arguments advanced in support of them. It is also the case that dis-
sents from the majority view are relatively rare. Only when a member
strongly disagrees with the majority line is a vote of dissent recorded,
and the terminology of “dissent,” with its implication of heterodoxy, is
in itself revealing.

At the Bank of England a vote is taken at each meeting of the MPC and
the results are disclosed when the minutes are published, two weeks
later. Those minutes give some detail on the points made by the major-
ity and by those who would have preferred a different result. The votes
of each member are also revealed. So the evolution of voting behavior
can be a further guide to the market on the way the Committee’s think-
ing is changing, though critics argue that individual voting can have the
opposite effect, introducing “noise” into the system and both excessively
personalizing the process and creating confusion. The Bank of Japan
now also publishes board votes and minutes, and an official forecast.
But a broader survey of international practice? shows that in only three
other countries are voting records published: Korea, Poland, and Sweden.
Some argue that publishing blow-by-blow accounts of contentious dis-
cussions among committee members can have the effect of heightening
asset price volatility.2>

The ECB does not disclose the minutes of its Governing Council meet-
ings, at which interest rate decisions are taken. In this, and in many other
things, it takes its cue from the Bundesbank, which published its minutes
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only after thirty years. The Bank argues that decisions are reached by
consensus and that the guide to policy appears in the statement issued
at the time of the decision, when the president also gives a press confer-
ence to explain the background. Critics argue that the ECB is therefore
not as informative as the other central banks. Can it be that there are
never dissenting voices on the Governing Council? Does the statement
really reflect the views expressed or was it drafted beforehand by the ECB
staff? While the practice of indicating the Council’s future bias has begun
to be adopted, especially under Trichet, this amounts to materially less
transparency than in London or Washington.

Defenders maintain that the results have been as good as in the United
States or the United Kingdom, and that there is little or no evidence that
the markets have been confused. Quieter voices argue that the method-
ology, while not perfect, is more appropriate for the circumstances of a
new monetary union than a more transparent, vote-based system would
have been. In the early years of the union might there not have been
a serious risk, if their votes had been disclosed, that the governors of
national central banks would have been obliged to vote in line with the
needs of their local economy rather than taking account of inflation-
ary pressures in the euro area as a whole? The NCB governors are in a
curious position. They are appointed to the Governing Council on the
basis that they will exercise their votes on a personal basis, in the inter-
ests of price stability in the entire euro area. Yet they are appointed to
their “day jobs” by national governments and serve on the ECB ex officio.
As Geraats?® argues, “voting opacity could be desirable for a monetary
union in which the central bank reappointments are made by national
governments, as is the case for the ECB.” It would appear that in spite
of its curious structure the ECB has created a collegiate atmosphere, to
a greater extent than might have been foreseen at the outset at least.
We discuss below whether the initial settlement may need to change as
more new members join.

COMMUNICATIONS

Itis clear that what central banks disclose is important, but does it matter
how they do it? In other words, do the channels of communication they
use make a difference?

Although the theory would strongly suggest that it must, as policy is
thought to work in part through influencing expectations, the evidence is
mixed and is not easy to interpret. There is extensive academic literature
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on the point, whose conclusions are ambiguous. Recently, economists
have chosen to focus attention on the impact of different types of state-
ment and news release on interest rate expectations, through interest
rate futures. They assume that if the bank is providing new informa-
tion to the market, that should show up in an increase in the variance
of interest rate futures prices on the day of the communication.2” They
recognize that it is impossible to know whether or not the change is
the one the central bank hoped to see, and that the measurement only
reflects the presence of new information, not its accuracy. However, if
genuinely new information is being imparted, there ought to be some
price movement.

Connolly and Kohler summarize the results of a range of studies car-
ried out in different countries and apply the methodology to a panel of
economies: Australia, Canada, the euro area, New Zealand, the United
Kingdom, and the United States.?8 Their conclusions are that in compar-
ison with other macroeconomic news (output figures, industrial trend
surveys, etc.), “central bank communication is not a large contributor to
overall movements in interest rate futures,” and that communications
from the bank typically add only a few basis points to the standard
deviation of rates on the days they occur. There is, however, a marked
difference in the impact of different types of communication. Commen-
taries following interest rate decisions, whether in the form of a press
conference or otherwise, monetary policy reports (inflation reports and
forecasts), and testimony at congressional or parliamentary hearings all
have some influence on market expectations. The Humphrey-Hawkins
testimonies are especially significant in the United States. In the United
Kingdom the MPC minutes are significant, and do move markets, while
the Inflation Report has little effect on expectations, perhaps because the
minutes are released quite quickly. MPC minutes in effect include evi-
dence on the Committee’s future “bias” through disclosure of the voting
balance.

Speeches by governors and senior officials in the central bank, by
contrast, have much less impact. Only in Australia and, mildly, the
United States is it possible to identify any impact on the market. Even
when speeches on subjects other than monetary policy are excluded, the
impact on the markets is invisible. This will come as a disappointment to
the gubernatorial fraternity, and especially to their speechwriters. If the
Bank of England is in any way representative, a huge amount of effort
goes into preparing speeches for the governors and other members of
the MPC. There may be an educational purpose to this effort, but as far
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as influencing expectations is concerned they need not bother. There is
at the same time a risk of confusion if a large number of individuals
speak for a central bank: “A central bank that speaks with a cacophony
of voices may, in effect, have no voice at all.”%?

GOVERNANCE

The way institutions behave in practice is also influenced by their gov-
ernance structures, whatever formal legal autonomy they enjoy. Those
structures differ markedly from country to country. Some of those dif-
ferences are explained by the different tasks assigned to the institution,
others by the legal and governance context within which they operate.

The IMF have surveyed almost one hundred institutions to map their
board structures against their degrees of policy freedom.3° More hero-
ically, they have attempted to categorize the functions of different
boards, identifying five different types of role a board might play:
advisory, supervisory, policy, management, and implementation (see
table 6.2). The picture that emerges is confusing. In practice, many
boards have more than one function. In our view a simpler distinction is
between determining policy (in other words, setting interest rates (nor-
mally) or managing the exchange rate (where the central bank itself does
s0)), continuing oversight of the institution’s affairs, and day-to-day man-
agement and operations.

The oversight role may or may not involve some formal involvement
in management issues, perhaps including determining the overall bud-
get and staff complement. It certainly involves the core functions of
audit and risk management, usually together with a role in determin-
ing the remuneration of senior staff. In jurisdictions with a tradition
of unitary boards, the role is likely to be somewhat broader; in coun-
tries where corporations typically have two-tier board structures, the
borderline between oversight and management may be drawn in a dif-
ferent place. These differences are of lesser importance than the core
distinction between oversight and policy. To illuminate the different
approaches taken to both, and to try to identify good practice, it is useful
to focus on the details of a few institutions: firstly the Federal Reserve
and the Bank of England.

OVERSIGHT

It is conventional to talk of the “Anglo-Saxon model” of capital mar-
kets. The French like to do so. In practice there are many differences
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Table 6.2. Numbers of members in different boards (end of 2003).39

Governor is
chairman
——t—

<3 4-6 7-9 10-12 >13 Total Yes No Total

Percentage of laws Number
in each group of laws

- -~ -~ surveyed
Policy board 4 28 50 10 8 100 92 8 50
with multiple functions 2 18 28 8 4 60 56 4 30
Implementation board 4 28 47 11 10 100 87 13 95
with multiple functions 1 18 26 5 6 56 47 9 54
Advisory board — 10 10 40 40 100 70 30 10
with multiple functions — — — — 20 20 10 10 2
Supervisory board 1 23 46 14 16 100 74 26 98
with multiple functions 1 14 27 5 8 55 45 10 54
Management board 14 52 24 5 5 100 86 14 21
with multiple functions — 15 14 — — 29 24 5 6

Note: Certain functions may be performed by several governing bodies, but only the body with the primary responsibility is included in this
survey. Figures may not add up; for instance, if the supervisory function is performed by the governor. Percentage figures are rounded.
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between the systems in place in the United Kingdom and the United
States, not limited to the fact that, to the British eye, American profit-
and-loss accounts are presented back to front and upside down.

Different approaches to corporate governance, and especially to the
structure of leadership, are another fault line in so-called Anglo-Saxon
capitalism. In the United States, most corporations are still run by a com-
bined chairman and chief executive. In the United Kingdom, the unitary
model of corporate control is frowned upon. While corporate governance
codes do not absolutely mandate a separation of the roles, they are about
as negative on the practice as they can reasonably be, and in almost all
cases the roles are now separated in large companies, with a chairman
in charge of the board and a chief executive officer managing the affairs
of the company on a day-to-day basis. Few U.S. corporations split the
role, in spite of much recent evidence of the dangers that can result
from the excessive concentration of power in the hands of one individ-
ual. A similar contrast is visible in the governance arrangements for the
Federal Reserve and the Bank of England. At the Fed, the chairman is evi-
dently in executive charge of the institution as a whole, not just of the
FOMC, which sets interest rates, while at the Bank of England, following
the Bank of England Act 2009, a nonexecutive director chairs meetings
of the Bank’s Court, which oversees the management of the Bank. The
governor, of course, continues to chair the MPC.

While the formal change at the Bank occurred very recently, the prac-
tical arrangements were in fact altered in 2003, with the appointment
of Mervyn King as governor. The Bank of England Act 1998 mandated
the creation of a nonexecutive committee of the Bank’s Court, chaired
by a lead nonexecutive director, but it left the chairmanship of the
Court in the hands of the governor. That remained the case under Gov-
ernor Eddie George. The nonexecutive committee oversaw the setting
of salaries, and the other “housekeeping” functions—audit, risk, etc. In
2003 Mervyn King changed things. He asked the lead nonexecutive to
chair the meetings, though since the legislation still required the gov-
ernor to chair Court, there was a formal, five-minute session at the
end of each meeting to meet the legislative obligation. The Treasury
accepted this device as a practical method of bringing the Bank’s gov-
ernance closer to best practice in the private sector without the need
for a change in the law. Then, when legislation affecting the Bank was
proposed for other reasons, following the failure of Northern Rock, the
Court of Governors was reformed, reducing the number of members and
formalizing the nonexecutive chairmanship, so that the governor is now
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no longer even nominally in the chair. The chairman has an office in
the Bank and is expected to devote a substantial amount of time to its
affairs.

The Bank of England is not alone in separating the roles in this way,
though the significance of the chairman role is much greater than is typ-
ical elsewhere. Several other countries have supervisory boards in place,
to oversee management. Such an arrangement is in place in Austria, Bel-
gium, Denmark, and Hungary, for example. In Singapore, too, there is a
board chaired by a former prime minister, while the Monetary Author-
ity of Singapore is run by the managing director. In some recent cases
where governance has been reformed, such as in Iceland, New Zealand,
Norway, and Switzerland, the opportunity has been taken to split the
post of governor from that of chairman of the supervisory board. But in
other major institutions, notably the Bank of Japan and the ECB, the gov-
ernor/president is in sole charge, with oversight mechanisms structured
in different ways. ECB salaries, for example, are set by a special commit-
tee of six wise persons, half of whom are appointed by the Governing
Council and half by the European Council of Ministers.

Those who support a division of roles argue that the public policy roles
of a central bank require governance arrangements that balance auton-
omy and accountability, which points to the need for a supervisory board
to represent the public interest within the institutional structure. If that
is the role of the board, then it is appropriate for it to be chaired by
someone other than the governor. A nonexecutive chairman is likely to
promote freer discussion, and more searching questioning of the execu-
tives. Those with experience of both models maintain that such a differ-
ence was observable when the change was made. The fact that the gov-
ernor does not chair the board enhances its credibility as an oversight
mechanism. The chairman can also act as a buffer between the bank and
the government. With an independent chairman in place it is more diffi-
cult for the ministry of finance to lean on the bank on budgetary or pay
issues, which are an important element of independence.

Opponents, and there are many among the ranks of governors, argue
that it is not appropriate to apply a corporate governance model
designed for private corporations to a central bank. In the case of a pri-
vate company there is the potential for a conflict of interest between
the shareholders and the executive management, especially in the case
of a projected takeover. No such conflict should apply in the case of a
central bank, where the task is to pursue statutory responsibilities, and
there is no reason for a supervisory board and the executive to reach a
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different view on the interpretation of the statute. Indeed, if they do, that
is a recipe for confusion. Whereas it is accepted that some independent
oversight is needed, especially in relation to the budget and salaries,
that can be provided by external auditors, perhaps appointed by govern-
ment, or by a subcommittee of the board on which the governor does
not sit.

We do not find these latter arguments persuasive. In view of the impor-
tance of the functions delegated to independent central banks, they
should be held to the highest standards of corporate governance. The
risks to credibility where questions are raised about the conduct of a
governor can be serious, as the unhappy cases of Ernst Welteke at the
Bundesbank and Antonio Fazio at the Banca d’Italia demonstrated. Both
were forced to resign after publicity about entertainment and gifts. The
fact that Fazio himself chaired the board of the Banca d’Italia made
it difficult for the bank to reach the conclusion that for long seemed
inevitable, following the disclosure of his too-close relationships with
Italian commercial banks and interference in a cross-border takeover.
The lengthy delay before he was removed from office was damaging for
the reputation of the bank.

We therefore share the conclusions of Lybeck and Morris that the
majority of a board primarily responsible for supervising the central
bank should constitute nonexecutive members, or outside individuals,
and that the governor should not be chairman of a supervisory board.
We do not favor the presence of government officials or ministers on
such boards, on which Lybeck and Morris are neutral. There is a risk
that responsibilities and authority are blurred. It is important that the
board owes its principal loyalty just to the Bank, as long as it is pursuing
its legal objectives. Government representatives are bound to have other
considerations in their minds. We do, however, share Lybeck and Mor-
ris’s view that it is helpful if the underpinning legislation is clear about
the respective responsibilities of different types of governing body. Their
survey reveals considerable confusion in practice about where specific
duties lie. The appropriate division of responsibilities may differ some-
what from place to place, but we can see a bright line between policy on
the one hand and oversight of management on the other. Giving respon-
sibility for the hygiene factors of governance, including budgetary con-
trol, to a board with strong nonexecutive representation can be helpful
in practical terms, and can also defend the bank against accusations of
profligacy and ethical failings.
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POLICY-MAKING STRUCTURES

Very different considerations apply to the boards or committees that
make monetary policy decisions. Lybeck and Morris’s survey shows that
in almost half the central banks they surveyed, government officials are
voting members of policy boards. That is undesirable, though a nonvot-
ing member may be a useful channel of communication.

But in the case of policy boards a number of other considerations also
apply. How many members should they have? Is there, indeed, any advan-
tage in having a board rather than an individual? If a board is set up, what
type of people should be appointed to it? How should they reach their
decisions? On all these points there is wide diversity of practice, even in
the large developed economies.

Until the last couple of decades, central banks did not operate explicit
schemes of collective decision making. Many still simply played an advi-
sory role in relation to governments on interest rates. But even those
who had decisive powers normally vested the decision-making author-
ity in individual governors, who may or may not have consulted their
colleagues. Part of the revolution in practice over the last two decades
has been a movement toward making monetary policy by committee. A
few banks still operate a single-decision-maker system, notably those in
Israel and New Zealand, arguing that individual responsibility creates the
strongest form of accountability. But a survey of eighty-eight banks in
2004 showed that seventy-nine made monetary policy by committee.3!
Many switched from the single-decision-maker model to a collective
model at the time of independence. There is no example of a bank moving
in the opposite direction. Even in countries where the governor remains
legally responsible, as in Canada, India, Malaysia, and South Africa, deci-
sions are now made in the context of committee meetings that involve a
vote or the formation of a consensus.

One obvious reason for favoring a committee over an individual is
to protect against the risk that policy becomes subject to the idiosyn-
cratic preferences of a dictatorial individual. As the BIS governance
review points out, “society is reluctant to delegate state power to an
individual.”32 A second reason is that the pooling of knowledge ought to
lead to better decisions. There are powerful general arguments generated
elsewhere in the social sciences, often in the management departments
of business schools, that point to the superiority of group over individual
decision making, and most governments have implicitly accepted these
arguments. Blinder has attempted to produce specific evidence of the
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superiority of group decision making in the context of monetary policy.33
He conducted an experiment using a group of economics students who
were required to simulate monetary policy in a laboratory setting. Each
of the students made decisions on interest rates in a simulated economy,
both as an individual and as part of a five-man committee. The students
would be rewarded for keeping inflation as close as possible to 2% and
the unemployment rate at 5%. (The detailed specification of the exper-
iment was clearly influenced by the Federal Reserve’s objectives.) The
economy was subject to random shocks in each simulation.

The results were striking. Groups outperformed individuals by a clear
margin. The differences were highly significant statistically, and large
enough to be economically important. Furthermore, there was no evi-
dence that the groups made policy more slowly or reacted more slowly
to changed circumstances. The average lag in monetary policy reactions
was about the same in each case. So groups make superior decisions, and
do so no more slowly than individuals. Gerlach-Kristen offers an elegant
theoretical explanation of both phenomena.34

Blinder’s groups were made up of five students. In the real world the
most common size for a policy board or Monetary Policy Committee
(MPC) is between five and ten members.?! The FOMC has twelve voting
members, though it has nineteen speaking participants. The Bank of Eng-
land MPC has nine members, as does the Bank of Japan Policy Board. The
Canadians make do with six, while the ECB now has twenty-one voting
members of the Governing Council. (Their aim is to limit the number to
twenty-one, as we shall see.)

What are the determinants of these size differences? Not surprisingly,
population is a factor: the larger the size of a country, the bigger the rate-
setting committee of its central bank tends to be.3> Countries with open
and democratic political institutions tend to have large decision-making
bodies, while countries with autocratic structures have relatively small
MPCs. Curiously, landlocked countries have smaller boards (and smaller
navies too, no doubt). We cannot generate a hypothesis that explains
this phenomenon. More independent central banks have relatively larger
boards, but with members who serve relatively shorter terms.

There is no hard-edged analysis that points to the optimum size for
an MPC. On the one hand, there are arguments related to efficient infor-
mation processing in favor of a larger number of participants—though,
as Blinder points out, virtually all the data that matter to decision mak-
ers are common knowledge, making this a weak argument. A more sig-
nificant case can be built on the notion that a larger number of board
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members should involve a broader range of experiences and perspectives
and hence be better at dealing with uncertainty. On the other hand, deci-
sion making is likely to become more difficult as board size increases.
Discussions at the board take longer, and there is a risk that subop-
timal decisions are reached under pressure of time. Beyond a certain
point there is a risk that individuals “free-ride” on the analysis of oth-
ers, and that the value of additional viewpoints is small, or conceivably
nonexistent.3%

Two central banks have acted on the assumption that it would be
a mistake to increase the size of their MPC further. Before monetary
union, the Bundesbank, faced with a large increase in its MPC fol-
lowing German reunification, concluded that the increase in size that
would have resulted had all the new Lander been given a seat “would
have greatly complicated that body’s decision-making processes” (see
www.bundesbank.de). More recently, the ECB noted that an increase in
the number of members of the Eurosystem could influence the Govern-
ing Council’s capacity for timely and effective monetary policymaking.3”
The European Council therefore resolved in 2003 to limit the future
number of voting members to twenty-one, on the declared grounds that
“there is aneed to maintain the Governing Council’s capacity for efficient
and timely decision making in an enlarged monetary union.” As soon as
the number of members of the Governing Council exceeds twenty-one
(i.e., reaches six Executive Board members plus sixteen or more national
governors), a rotation system was to be put in place. This new system
involves a complex weighting of member countries by GDP, which results
in less frequent membership of the Council on the part of smaller mem-
ber states. That trigger point was reached when Slovakia joined the mon-
etary union on January 1, 2009.

Is it possible to conclude that there is a maximum size beyond which
an MPC is bound to become inefficient, or indeed a minimum size to
provide adequate protection against “groupthink”? Probably not. The
appropriate size is likely to depend on the size and heterogeneity of
the monetary area, and also on the way in which the MPC makes its
decisions—the issue to which we now turn our attention.

DECISION MAKING

The issue that has generated the most heat among practitioners and aca-
demics in recent years is the optimal decision-making process—if it is
accepted that some form of committee is to be preferred. In part, the
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heat has been generated by somewhat strident advocacy by the British
government, and the Bank of England, of the MPC model, with its indi-
vidual voting and published voting records. (The British model is also
unusual in another respect. In most countries, the policy board is also
responsible for other functions, including the management of the bank.
The U.K. MPC is responsible exclusively for monetary policy decisions.)
Unsurprisingly, that advocacy has caused others to defend their own
models. The advocates of the British system maintain that the MPC max-
imizes accountability as the votes of individuals are registered and gives
the market leading indicators of the Committee’s tendency through the
regular publication of the balance of votes, thus helpfully influencing
expectations. Critics say that the process is over-engineered, that it over-
personalizes what should be an objective process, and that it may mys-
tify the market rather than enlightening it, by creating confusion about
who speaks for the Bank, especially when, as has happened now on a
number of occasions, the governor finds himself in the minority. This
point may have some significance as was shown in August 2009, for
example, when the governor was outvoted on the quantity of asset pur-
chases the Bank should undertake.

Blinder offers a useful way of thinking about this controversy.?8 He
argues that in fact a spectrum of practice can be observed, from individ-
ualistic to collegial committees, with the Bank of England at one end of
the spectrum, along with the Swedish Riksbank, and the ECB at the other
extreme. The Bank of Japan is closer to the individualistic model and the
Fed is closer to the collegial model. Individualistic committees are more
straightforwardly democratic. The processes may be, in Blinder’s words,
“quite messy, because the group process thrives on, indeed requires, dif-
ferences of opinion.” The group may find it difficult to agree what to do.
A series of split votes may give the impression that the committee does
not know what it is doing. A committee may reach a majority decision
but have difficulty in producing an agreed explanation of it, given the
divided opinions. The Bank of England typically does not produce an
agreed post-meeting statement for that reason. This may mean that the
process of getting the markets to think like the central bank, one of the
key aims of transparency, is more difficult in the individualistic model.

Blinder may exaggerate the messy-process point. In fact, the proceed-
ings of the MPC are carefully structured. The main meeting is preceded
by lengthy presentations of the latest evidence by Bank staff, and the
Committee dine together on the night before. The Committee uses the
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dinner for a general discussion about the evolution of the economy since
the last meeting, in the light of what they have heard and read.

At the meeting itself the Deputy Governor for Monetary Policy nor-
mally speaks first and makes a proposal. (This orchestration was agreed
when King was in that role.) Other members then speak, in no set order.
They may, at that point, give their view on the interest rate decision, or
they may wait until the end of the round to do so. The governor usually
speaks last and ends his intervention with the proposal that is put to the
vote (which may not necessarily be the one put forward by his deputy at
the start but very often is). A simultaneous vote is then taken. In princi-
ple, this procedure could allow the governor always to be on the winning
side if he so chooses. In practice, on three occasions so far he has chosen
to vote with the minority. That did not happen under Governor George,
perhaps because on those occasions when he felt very strongly he gave
his view to the Committee at the start of the meeting. Critics argue that
if the governor is in the minority it is difficult for him to then represent
the Bank’s view in public forums, and that since it is the governor, not
the Committee as a whole, who must write to the chancellor to explain
any divergence from the target, he may find himself having to explain
that the target would have been met had the Committee taken his line.
That has not so far happened, and may be a far-fetched scenario.

The counterargument is that, in practice, the public response to the
governor’s minority position was muted. The alternative to the governor
being prepared to vote with the minority on occasion is, logically, that if
he is expected to always vote with the majority, his vote would not count
at all, or that he should act autocratically, seeking to bully a majority of
the Committee to support his point of view. These are reasonable points,
but the question of how the system would operate if the governor were
to find himself in a minority position for a long period is still open. It
is not clear that he could continue to lead the Bank effectively in public
were that to be the case.

Do these arguments point to the superiority of the collegial approach?
Not necessarily. First, Blinder subdivides committees into what he
describes as “genuinely collegial” and “autocratically collegial” commit-
tees. He asserts (and he spent two years as vice chairman under Alan
Greenspan) that under Greenspan’s chairmanship the FOMC was an auto-
cratically collegial committee. Writing in 2004 Blinder said:

Nowadays Alan Greenspan’s mythic status is so intimidating that his
opinion always prevails. Persuasion is almost automatic; all Greenspan
needs to do is open his mouth.
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Dissent was an act of moral, as well as intellectual, courage, as some of
those who dissented attest.

The formal procedures of the FOMC differ from those of the MPC in
significant ways. There are eight meetings a year, not twelve—perhaps a
trivial point, though most past and present MPC members in the United
Kingdom believe that they meet too often and that the legislation, which
mandates monthly meetings, should have allowed more flexibility. There
is a staff forecast available for each meeting, and voluminous data. At
the formal meeting all participants (including those district presidents
who do not have a vote at that time) express a view on the economic sit-
uation in an initial round of comments. They may, at that time, also offer
a view on the direction of policy but are not obliged to do so. The chair-
man then presents a proposal and participants comment on it in turn.
Finally, a vote is taken, with the chairman voting first, followed by the
vice chairman and the other voting Committee members in alphabetical
order.

It is clear that this structure gives the chairman much greater author-
ity than is the case at the MPC. Some studies suggest that the chairman
has a disproportionate influence on the process, by virtue of the pro-
cedures used, and that he effectively exercises as much as 40-50% of
the voting weight in Committee decisions.3? While there may be votes
against the chairman’s recommendation, those votes are, significantly,
termed “dissents,” and carry quite different baggage from that of an MPC
minority vote. In practice, approximately one dissenting vote is regis-
tered in every third meeting: a low rate. The president of the New York
Fed never votes against the proposition put by the chairman, suggesting
prior discussion. And former members of the Committee say that there
is an informal agreement that there should never be more than a couple
of dissenters at any one time, to avoid diminishing the authority of the
chairman.

There is evidence, indeed, that the incidence of dissent declined from
the time when a decision was made to publish the transcripts of FOMC
meetings, in 1993.40 Empirical analysis shows that policymakers then
became less likely to express verbal disagreement with Greenspan’s pro-
posals. This suggests that there are circumstances, especially where the
policy committee is controlled by a dominant chairman, in which greater
transparency of decision making may prevent the full and frank discus-
sion needed to make the best decisions. Indeed the publication of tran-
scripts seems to have had the effect of allowing even greater dominance
by Alan Greenspan.
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Blinder, who left the Fed after disagreements with the chairman,
argues that under Greenspan the Committee became more autocratic
than ever. Greenspan, he says, is “about as dominant a chairman as you
are ever likely to see,” though he acknowledges that there were a few
occasions on which he modified his position slightly, perhaps by allow-
ing a free vote on the so-called “bias.” The Committee still acts as some
kind of check on the chairman, as members may speak out in public, and
sometimes do, but the cards are stacked in his favor. Where the chairman
is wrong there is a clear risk to policy. We consider elsewhere whether,
in practice, Greenspan’s dominance was excessive in the early years of
this century and whether that led to a seriously flawed policy.

The third model is the “genuinely collegial” model. Blinder considers
the ECB Governing Council to be a working example of this model, in
which the chairman seeks out and perhaps builds a consensus and then
persuades recalcitrant members to go along, resulting in something that
is presented as a unanimous decision.

It is hard to know whether this assessment is correct. The ECB’s pro-
cedures are in this respect much less transparent than those of the Fed
and the Bank of England. They have given no public explanation of the
way in which the policy proposition put to the Governing Council is
developed. Anecdotal evidence from participants suggests that there is
in practice an inner group, whose composition has changed over time,
that precooks the proposal. In the early years the key players were Wim
Duisenberg, the Executive Board member responsible for the economic
divisions of the bank, Otmar Issing, Tommaso Padoa-Schioppa, and the
heads of the Bundesbank (Tietmeyer) and of the Banque de France (then
Trichet). It was unkindly said that Duisenberg was the least important
of the group, as a man whose previous monetary policy decision mak-
ing at De Nederlandsche Bank had amounted to taking telephone calls
from the Bundesbank. When Welteke took over at the Bundesbank the
German influence declined for a while, but Axel Weber has reasserted
it. Within the ECB, Lucas Papademos, a considerable economist, is also
very important, along with some other governors, including Draghi of
Italy and Orphanides of Cyprus, a former Fed economist.

In his political history of the euro,*! David Marsh concludes that there
has already been a significant change of regime at the ECB, with the
transition from Duisenberg to Trichet:

Trichet brought far greater decisiveness to the Council than Duisen-
berg, who confined himself largely to summing up and presenting the
conclusions afterwards. Trichet steers meetings with a rigour lacking
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under his predecessor. During Duisenberg’s stewardship of the Council,
Trichet coined the phrase, “We are a team, the chairman is the coach”—a
slogan that, under his firm leadership, fell into disuse.

So the practical difference between the Fed and the ECB may not be as
great as Blinder suggests, especially now that Bernanke is the chairman.
It may therefore be that Greenspan’s era marked the high watermark of
autocratic decision making.??

What conclusions might we reach from this discussion?

An easy conclusion might be, to adopt a cliché beloved of central
bankers defending their idiosyncrasies, that one size does not fit all.
But there do seem to be persuasive arguments to suggest that a commit-
tee structure is likely to produce better decisions than an individual, as
long as the committee is not effectively dominated by one person. The
answer to the latter problem may lie partly in term limits. It is odd that
in the United States the Constitution forbids a president from holding
office for more than two terms, while a Fed chairman may go on and on.
A maximum of two terms of seven years would seem to be a sensible pre-
caution against the overdominant individual. There would also be merit,
in all three cases studied here, in measures to open up the appointment
process to external scrutiny.

The question of voting is more complex. We can see arguments for
both a consensual model and for a formal, publicized, voting model as
in the MPC. The former may well be more suitable at present for a mone-
tary union, where the political environment is such that voting members
could find themselves almost mandated by national governments to vote
in a particular sense at times of economic stress. This conclusion reflects
the anomalous position of national central bank governors that we have
described. Over time it may be possible for the ECB to evolve toward
a more transparent structure, but the first step should be to publish
minutes that expose the arguments presented on all sides without iden-
tification of individual advocates. That would build confidence in the
process by showing that counterarguments had been considered and
would assist further in influencing expectations.

The ECB statutes do in fact provide for decision making by voting if
need be. So far decisions have been made by unanimity or broad consen-
sus defined by the president. Nout Wellink of De Nederlandsche Bank is
one who thinks this may change in the future. As he told Marsh,

The reason why there have been no votes up to now has been partly
to create a feeling of consensus and collegiality during the early years.
There is now less reason to be sensitive on that issue.
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The current Fed procedures have less to be said in their favor. The
terminology and disclosure of dissents is not helpful, especially when
we know that the number does not fully reflect the balance of opinion.
In those circumstances, transparency, which is normally to be preferred
for the reasons we have set out, can have perverse effects. The Fed would
be wise to move toward a model less heavily focused on the chairman.

Finally, the procedures in place in all three institutions are not obvi-
ously well-suited to handling the complex interactions involved in quan-
titative easing, or indeed the kind of interdependencies that are emerg-
ing between interest rate decisions and decisions on macroprudential
supervision. In the United Kingdom, a new Financial Stability Committee
has been put in place to deal with the latter, but this risks reinforcing
the distance between monetary and regulatory policies that contributed
to the crisis. In each case, a better mechanism for linking the two types
of policy decision is required. We return to this question in chapter 12.

181



CHAPTER SEVEN

Europe: A Special Case

The creation of a monetary union between eleven of the member states of
the EU in 1998 was perhaps the most ambitious central banking project
ever contemplated. Although countries have shared a common currency
before, for instance through the medium of a currency board (as in the
East Caribbean and West Africa), the interlinking of central banks on
this scale is without precedent, particularly given the complexity of the
activities brought together and the different characters of the national
central banks, many of them steeped in idiosyncratic historical tradition.
By 2009, sixteen countries had joined the euro area (the most recent,
Slovakia, entered on January 1, 2009) and six more are at various states
of readiness for membership (though there is a severe risk that the crisis
will make it very difficult for them to meet the Maastricht criteria). Of
the EU member states only the United Kingdom, Denmark, and Sweden
had not made a political commitment to join. The market turmoil began
to shift opinion in Sweden and Denmark in 2008, however, as the risks
of remaining outside the zone became apparent. Iceland, not a member
of the EU, began to talk actively of membership. The United Kingdom, by
contrast, remained aloof. Sterling’s steep decline against the euro over
the winter of 2008-9 was widely seen in London as a helpful offset to
recession rather than as a sign of vulnerability.

BUILDING THE MONETARY UNION

The construction of the European Central Bank and the Eurosystem is a
fascinating case study that exposes many of the issues about the nature
of central banking today in a stark form.

The decisions taken at the outset about the nature of the currency
union, and the institutional arrangements that would underpin it, about
which responsibilities should be merged and which should not, about
what should be identical across jurisdictions and what should not, and
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about how much power should be concentrated at the center and what
should remain in the national central banks all posed fundamental ques-
tions about the nature of central banking. National arrangements dif-
fered, each based on historical experience and evolution, the diverse
nature of local banking systems and financial markets, the precise rela-
tionship between finance and government and indeed the wider political
environment, and differing relative priorities based on the preservation
of sound money or on ensuring that the provision of finance met wider
social objectives.

The political background is important because the creation of the euro
had strong political as well as economic motives. The economic motive
was straightforward. Elimination of foreign exchange risk for intra-area
transactions, it was argued, should boost trade, competitiveness, and
growth. But for some of those driving the project—certainly for Pres-
ident Mitterrand and Chancellor Kohl—it was as important that a sin-
gle currency would force greater political collaboration between states
and be the motive power of a stronger federation. Mitterrand also saw
the single currency as a means of reducing each state’s vulnerability to
movements in the capital markets. Why, he asked, should the state!

be at the mercy of volatile capital which does not represent any real
wealth, or creation of real goods? It is an intolerable immorality.

The fact that currency union was a marriage that did not provide for
the option of divorce was seen as a concrete way of minimizing, and
perhaps eliminating, the risk of armed, or commercial, conflict between
European nations. States would need to collaborate because the breakup
of the currency would be almost impossible to contemplate. A state could
clearly defect from the euro area if the overwhelming political will to do
so was present, but the economic and financial costs would be immense,
particularly for a country leaving as a result of perceived weakness.

The political motive was so powerful that it may have blinded some
of the founding fathers to what the commitment to a single currency
involved in practice. Some of the principal architects certainly did not
understand, for instance, that interest rates would be more or less uni-
form. They imagined that, though exchange risk would be eliminated,
national interest rate structures would carry on much as before, with
different financial conditions according to the state of the national econ-
omy. As Karl-Otto Pohl, the former Bundesbank president, has said, at
the time of the Delors report, which defined the architecture of mone-
tary union, the French “were more keen on a system where currencies
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would remain separate but where the parities would be underpinned by
large-scale central bank intervention.”!

The implicit model for the new ECB was the Bundesbank, which had the
anti-inflation credibility needed for the new institution. The decision to
site it in Frankfurt was made in order to emphasize the strength of that
connection. But the differences in national central bank functions meant
that no single model of central banking could easily be adopted. The need
to write a description of the ECB into the treaty creating these wholly
original arrangements required an unusual degree of clarity about what
the functions of the central institution would be. Most central banks have
evolved over time: the ECB had to be brought into being fully fledged with
a constitution set out clearly in treaty language. At the core was the issue
of currency, including the production of notes and coins on the one hand
and their backing by the monetary authority on the other. Then there was
the conduct of monetary policy: the mandate given to the ECB related
solely to inflation, though the Bank is enjoined, without prejudice to the
objective of price stability, “to support the general economic policies of
the Community”—policies that include a high level of employment.? The
Bank was established with a very high degree of insulation from political
interference. It has both target and instrument independence.

Lastly, an exclusive role was given to the ECB in relation to the over-
sight of payment systems—a customary central bank role even if it is
not always legally specified. That role has been gradually extended over
time to the direct provision of payment systems, first through Target 1
and then using the much more centralized Target 2 arrangements, which
are now in turn being extended to include a settlement system known
as T2S (Target 2 Securities). All of these services are provided in some
jurisdictions by the private sector, sometimes in competition.

These responsibilities were broadly agreed. In particular, the strong-
form independence of the ECB was seen as essential if the new currency
was to achieve market confidence. Countries in the deutsche mark zone
wanted to maintain the credibility of the Bundesbank, which had given
them price stability for many years. Countries that had not benefited
from that stability were keen to create it.

The ECB’s responsibilities as defined in the treaty do not, however,
include any kind of banking supervision role or even any explicit respon-
sibility for financial stability. In the negotiations leading up to the cre-
ation of the ECB this was hard-fought territory between very different
schools of thought. There were those who thought that banking super-
vision was an integral part of central banking and so should move to
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the new body; those who thought that it was indeed a customary role of
many central banks but that, because the supervision of banks, and ulti-
mately their support, was a matter of such national interest, it could not
be assigned away to a supranational body; and those few who felt that
formal responsibility for supervision should be independent of mone-
tary policy as a matter of principle. At that time the Bundesbank, which
had the greatest influence on the new architecture, was in the last camp
(though it was always engaged in the practicalities of supervision): its
views have since changed markedly.

The outcome was that supervision was not included within the ECB’s
objectives, but Article 105(5) of the Maastricht Treaty assigns to the
Eurosystem as a whole the task of “contributing to the smooth conduct
of policies pursued by the competent authorities relating to the pru-
dential supervision of credit institutions and the stability of the finan-
cial system.” The treaty also gives the ECB a formal role, both consulta-
tive and advisory, in the rule-making process. It must be consulted on
any new Community legislation relating to financial regulation. Lastly,
provision was made for a simplified procedure through which “specific
tasks concerning policies relating to the prudential supervision of credit
institutions and other financial institutions with the exception of insur-
ance undertakings” could be entrusted to the ECB, without amending
the treaty, if the member states unanimously agreed that this should
happen.

It was never wholly clear what this somewhat opaque language was
intended to mean in practice, nor how this would fit in with the law-
and policymaking functions of the European Commission, the Council
of Ministers, and the European Parliament. It was the outcome of pro-
longed negotiations between people with quite different intentions. The
lack of clarity about just who has responsibility for financial stability has
contributed to a good deal of sterile debate in the last decade. Tommaso
Padoa-Schioppa, a founding Executive Board member of the ECB and sub-
sequently Italian finance minister in the Prodi government, interprets it
as “a last resort clause which might become necessary if the interaction
between the Eurosystem and national supervisory authorities turned out
not to work effectively.”3 He is probably right. Unanimous agreement to
hand new powers to the ECB is only likely to emerge in crisis conditions,
if the system is perceived to have failed. So far that has not (quite) hap-
pened, though there are influential voices in the largest euro area banks
that maintain that the system has shown that it is not equipped to cope
with the failure of a large institution, and that furthermore it imposes
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high regulatory costs on pan-European firms obliged to respond to a
plethora of different regulatory agencies. These arguments were heard
more loudly in 2008, when a number of European banks failed or had to
be rescued by their governments and the ECB began to consider mount-
ing a case for the activation of its contingent power. The consequence
was indeed a new framework for financial stability oversight, which we
discuss below.

THE INSTITUTIONAL ARCHITECTURE

The overall structure of the arrangements for managing the euro has two
parts: a unitary European institution, the ECB itself, and the national cen-
tral banks (NCBs), who collectively comprise the European System of Cen-
tral Banks (ESCB), which includes all EU member states, and the Eurosys-
tem, which consists of the EU countries that have adopted the euro.

The ECB itself has an Executive Board consisting of a president, a vice
president, and four other members appointed for nonrenewable terms of
eight years. (The initial appointments were of different lengths to allow
staggered appointments in future.) The Executive Board run the ECB on
a day-to-day basis, manage its central staff in Frankfurt, and—despite
coming from different economic schools and having varying political
persuasions and different personal skills and temperaments—have the
capacity to form a cohesive center. They are bound together by their close
physical proximity at the summit of the Eurotower (a new headquarters
is under construction), by frequent face-to-face meetings, and by a sense
of European mission in the face of the diversity of approach and opinion
to be found among the national governors.

They each have executive roles but, rather like European commis-
sioners, they are not necessarily appointed primarily to fulfill a speci-
fied function and fitting people to jobs is therefore a challenge for the
president.

By contrast, the governors of the national central banks are appointed
according to national arrangements. They are usually appointed by gov-
ernment but are also subject to independence criteria that mean that,
once appointed, they remain accountable to their national parliaments
or governments as the case may be, but in theory must not be subject to
inappropriate national pressure, at least in relation to their ECB roles.

They invariably have some concurrent national responsibilities: some-
times very important and burdensome ones, such as for banking supervi-
sion. This means that they have split responsibilities. Some of their roles
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carry weighty accountability and indeed legal responsibility toward their
national parliament and legal system, while for monetary policy their
responsibilities are exercised purely at the European level. Each of the
potential models of regulatory organization can be found in the EU and
this has been a complicating factor when attempts have been made to
achieve more effective pan-European coordination.

It could be argued that the NCBs are now not in fact central banks at
all, as the core central banking functions in monetary policy are vested
at the European level in the ECB or in the person of the individual NCB
governor when acting as a member of the Governing Council. The ECB
sets interest rates and provides euro liquidity. Where the NCB is not the
banking supervisor, and is in a jurisdiction with small money and capital
markets, it is, arguably, little more than an economic observatory. The
prime role of the staff is to brief their governor on conditions in the
euro area in preparation for meetings of the Governing Council or the
new European Systemic Risk Board. It would certainly be possible for
NCBs to move more explicitly in that direction were they so to choose.
None has done so to date, and they present themselves in public as “full-
service” central banks, rather than operating arms of the ECB.

MONETARY POLICY

The challenge the ECB faces in the monetary policy field is unparalleled.
Indeed, many thought before its creation that it would prove impossi-
ble to set an interest rate appropriate for such a diverse currency union,
and that any attempt to do so would create such strains that the union
would quickly implode. As Henrik Enderlein puts it, the central prob-
lem is that the ECB provides a monetary policy for a country that does
not exist.* That is why there were so many decades between the ear-
liest discussion of a European single currency and its implementation.
The first serious consideration of the construction of a European mon-
etary union came from the Werner Committee, which reported in 1970.
The Committee proposed a central bank structure on the lines of the U.S.
Federal Reserve but also placed great emphasis, under German influence,
on the need for a high degree of budgetary convergence before a single
currency was attempted.> Werner saw serious risks in a single currency
area if adequate fiscal stabilizers were not available to respond to asym-
metric shocks. While the European Council broadly accepted the report,
the outcome was in fact a series of attempts to promote currency align-
ments, rather than a single currency. Enthusiasts saw these attempts as
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steady and deliberate steps toward EMU; others saw them as possible
endpoints.

Outside Europe the project baffled many observers, especially in North
America (and the balance of opinion in London remained skeptical
throughout). In 2006 Alan Greenspan, recalling the buildup to EMU, said:
“I didn’t think it was going to happen. I am surprised that it worked,
and didn’t think it would last.”® (In view of the post-crisis reassessment
of Greenspan’s reputation, perhaps the architects of monetary union
should have been encouraged to know he was a skeptic.) Martin Feld-
stein of Harvard saw such a serious risk that monetary policy would be
set in a manner inappropriate for important economies that he warned
that EMU could lead to war in Europe. In a private discussion a Cana-
dian finance minister once observed to the then governor of the Bank of
England that he found the plan incomprehensible. Canada found itself
with a single currency, but the economy was so diverse across its regions
that the stance of monetary policy was wrong for most of the country
for most of the time. As often as not, if there was a boom in Ontario
there would be depressed conditions in British Columbia or the Maritime
Provinces, or vice versa. As a result the Bank of Canada usually had no
choice but to strike a balance that left the monetary stance too easy for
some regions and too tight for others. But at least there was some com-
pensation through the federal budget and reasonable labor mobility. In
the EU even these mitigating factors were far more muted. Much of this
analysis was shared by many central bankers in Europe, notably in the
Bundesbank. The MacDougall report,” which examined what might be
needed in terms of fiscal stabilizers, argued in 1977 that a much larger
central EU budget would be needed in a single-currency zone. Indeed
MacDougall argued for a budget of up to 25% of EU GDP to be controlled
centrally, compared with just over 1.2% at present.

There was no political enthusiasm for anything approaching that
degree of budgetary centralization. The size of the Commission’s bud-
get has barely been increased in relation to EU GDP in the intervening
thirty years. Nonetheless, in the late 1980s a second and more deter-
mined attempt to design a monetary union was attempted. The Delors
Commission can be seen in retrospect as the high point of European fed-
eralism. Delors himself chaired a committee—which included Jacques
de Larosiere, Karl-Otto Pohl, and the then governor of the Bank of
England, Robin Leigh-Pemberton—to explore what practical steps were
needed to implement the vision set out by Werner. The Delors report®
of 1989 described a three-stage approach that would lead to a single
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currency at the end of the century. In spite of turmoil in the foreign
exchange markets in the early 1990s the plan was completed more or
less to time. That owed much to the leadership and diplomacy of Alexan-
dre Lamfalussy, the first head of the European Monetary Institute, the
precursor of the ECB, who had also been a member of the Committee.
The emphasis was, however, on the monetary rather than the economic
dimension of EMU (a distinction drawn originally by Werner). In other
words, the institutional arrangements needed to manage a single cur-
rency were put in place without the fiscal convergence and coordination
that the Germans had earlier argued were essential prior conditions. And
the decisions on first-round membership, when Italy and Greece were
admitted on short-term evidence of convergence, were clearly political
in nature. It was considered impossible to construct a monetary union
without Belgium, whose debt to GDP ratio was as high as Italy’s, which
effectively meant that the Italians had to be included, even though the
Germans and others harbored serious doubts about their readiness—
doubts that have been reinforced by more recent developments.

For that reason, and because of the inherent difficulty of the project,
there were many voices, especially in London, prophesying doom. John
Major, as prime minister, famously described Delors’s calls for early
implementation of EMU as having “all the quaintness of a rain-dance
and about the same potency.”® The Bank of England too remained insti-
tutionally skeptical. The two governors who followed Leigh-Pemberton,
Eddie George and Mervyn King, were both hostile to British membership
of the monetary union. Nonetheless, its officials, following in a long tradi-
tion of close Bank of England involvement in EU affairs, remained closely
engaged in the technical construction of the project and subsequently
produced a series of detailed reports!® on practical issues related to the
introduction of the euro that proved of considerable value to the central
banks that did join the Eurosystem.

But despite skepticism in the United Kingdom, and on the other side
of the Atlantic, and despite the lack of sustained economic convergence
among the first wave of members, the arrangements articulated in the
Maastricht Treaty have served for ten years without the kind of inter-
nal crisis that many had predicted. Technically, the euro has been an
astounding success, with none of the teething problems forecast. Infla-
tion averaged 2.1% a year in the first decade: above the ECB ceiling,
but only trivially so. While there were concerns about euro weakness in
the first two years of its existence, it subsequently strengthened con-
siderably against other major currencies. The euro has gained broad
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international acceptance and begun to assume a greater significance in
the investment portfolios of other central banks and sovereign wealth
funds. Estimates suggest that the euro accounted for 18% of official for-
eign currency reserves in 1999 but over 26% in 2007.!! Part of this rise
can be explained by valuation effects, but Jean-Claude Trichet, in partic-
ular, has established the global credibility and status of the ECB presi-
dency. The ECB’s prompt reactions to the liquidity crisis in the summer of
2007 won admirers in European financial markets, notably in London—
though not a sufficient level of admiration to overcome the London mar-
ket’s continued antipathy to the adoption of the single currency in the
United Kingdom.

In retrospect it can be seen that the euro’s first decade was a pro-
pitious one for the launch of an untried experiment. Economic condi-
tions were mainly benign and inflationary pressures relatively subdued.
It remains to be seen whether the euro area will remain as comfortable,
and the ECB’s policies as well accepted, with the ending of the period
of unprecedented economic calm and ready liquidity that has coincided
with the euro’s first ten years. There are ominous signs that with the
onset of recession politicians are more ready to criticize the ECB, and
even the structure of the Eurosystem itself. President Sarkozy of France
has proposed enhanced arrangements for economic governance in the
euro area designed to force the ECB to listen directly to representatives
from governments. Chancellor Merkel of Germany was outspoken in her
criticism of the ECB, and other central banks, in the summer of 2009,
breaking with a longstanding political tradition in Germany.

It is still arguable that, while the euro has worked well in practice, it
does not work in theory. The euro area does not score well in relation
to the standard economic criteria for optimum currency areas and there
are increasing signs that some of the tensions that concerned earlier
critics have merely been dormant rather than having been resolved. Little
progress has been made on the coordination of fiscal policy. Expansion of
the zone will make these problems worse. It will put the existing policies
and practices under stress. We consider below how the ECB, and the other
bodies, may need to adapt.

The monetary policy task has been delicate and complex. In the first
place, the euro area is extremely diverse economically, with regional cen-
ters and markets that develop independently, whether in terms of activ-
ity, of inflation in terms of goods and services, or of inflation in property
values, all of which vary over time. The ECB needs to make a judgment
about where matters stand on average and how they are likely to evolve
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on average. Of course, this is normal for a central bank in a large diverse
economy, though it is aggravated by obstacles, practical and otherwise,
to the free movement of capital and labor, which do not exist in other
geographically large monetary zones. It is inevitable that at any one time
interest rates will be too high for some member states and too low for
others. The ECB is therefore bound to face criticism. The high degree of
independence it has is both an advantage and a disadvantage in these cir-
cumstances. It is advantageous in that politicians may not impose their
will on the ECB, or easily dislodge its management. It is disadvantageous
in that, since the ECB sets its own objective, politicians feel disempow-
ered and react accordingly.

In France, especially, politicians of the left and right have been free
with their criticisms. Sarkozy criticized the July 2008 decision to raise
rates from 4% to 4.25% as “at best pointless, at worst totally counter-
productive.” (In retrospect, he had a point.) More seriously, his advis-
ers were said to believe that granting independence to the ECB had
been a “historic error,” and that a new economic government in Europe
was absolutely necessary as a counterweight.! Laurent Fabius, a former
Socialist prime minister, called for a “more pragmatic and less dogmatic
‘monetary policy’.” He went on to say:

I have seen these remarkable people at the European Central Bank. That
left a negative impression, because I saw in their views, perhaps to
strengthen their power, that they were concerned only with inflation.
Growth and employment didn’t really concern them.

Jacques Delors reinforced the point: “The ECB president puts too much
emphasis on inflation rather than on the total parameters affecting the
economy.”

It is tempting to think that some of these critics did not quite under-
stand the nature of the animal they created in the Maastricht Treaty,
which precisely requires the bank to focus narrowly on price stability.
German politicians, with their Bundesbank history, understand the sit-
uation more clearly, and have shown great impatience with the French.
Finance Minister Peer Steinbruck pointed out:

There is no possibility that France can succeed in reducing the ECB’s

independence... these criticisms by Nicolas Sarkozy have no effect. I do
not know why he rattles the cage like this—it is completely idiotic.

So politicians are powerless to move, and it is not open to the ECB
to hand back its target independence to the Council of Ministers, which
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could not be done without revision of the treaty. But it could revise the
specification. An asymmetric target, with only an upper bound for infla-
tion, is open to misinterpretation and does not give the Bank enough
flexibility to adapt to external shocks without appearing to have failed
in its objective. As de Grauwe argues, while the ECB has demonstrated
some flexibility, there is, as aresult, “too large a discrepancy between the
announced policy strategy and the policy actions of the ECB and this dis-
crepancy damages its credibility.”!? He and other academic economists
argue that it should explicitly adopt a symmetrical target. He also argues
that the ECB would be wise to downgrade the monetary pillar of its price
stability objective. Since 1999 the growth rate of euro area M3 has been
above the indicated range most of the time. This overshoot may yet prove
to have been at least part of the reason for the regional asset price bub-
bles in Spain and elsewhere.

It would also be possible, without treaty change, for the president of
the ECB to mimic the accountability arrangements of the Bank of Eng-
land, to offset the accusation that it is judge and jury in its own cause.
Thomas Mayer of Deutsche Bank!? has suggested that Trichet could
write to the head of the Eurogroup (the finance ministers of the euro area
countries) when inflation moves outside the target range, explaining how
soon and at what cost inflation can be brought down again.

Adaptations of this kind would be helpful to the ECB. In spite of its
success, there is no guarantee that the next decade of its existence will be
easier than the first—indeed the reverse is likely to be true. It is striking
that in the first decade of the euro the economic performance of different
countries has diverged.

Average inflation rates have varied a lot. That may not in itself be
wholly surprising as some countries, notably Ireland, Spain, and other
newer entrants to the EU, have been engaged in a catch-up process. But
the most remarkable development has been the changes in real exchange
rates and competitiveness across the Union (figure 7.1). Germany, which
arguably joined at an overvalued exchange rate, has improved its rel-
ative unit labor costs year on year. Italy and Portugal have done the
reverse, failing to control domestic costs or to enhance productivity.
These trends, if they continue unchecked, are likely to impose strains on
the euro. There have already been political calls in Italy for withdrawal,
though the practical consequences of doing so would be dramatic and
the immediate costs certainly very high. One consequence is that current
account imbalances within the euro area have grown. Some argue that
this is a positive sign and that capital is therefore flowing to the cheaper
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Figure 7.1. Real exchange rate relative to the euro area.
Source: Oxford Economics/Haver Analytics.

countries. But there is so far little sign that this inflow of capital is gener-
ating new and competitive investment, certainly in the larger countries,
such as Italy and Spain.

Budget deficits, too, have varied greatly. Spending disciplines on indi-
vidual member states are weaker than they were before EMU, as the
spreads on their debt are still narrower than they were, though they
widened during the crisis and credit default swap prices rose very
sharply. That is partly because the ECB accepts similarly rated public-
sector debt from all member states on the same basis.

The economic consequences of the financial crisis put increasing
stress on a number of the constituent economies. The severe loss of
competitiveness by Italy, Portugal, and Greece cannot be mitigated by
exchange rate depreciation, while the collapse of credit bubbles in Spain
and Ireland cannot be mitigated by rapid cuts in interest rates.

This led to mounting tension over monetary policy, even though the
ECB loosened monetary conditions by increasing its balance sheet by
over 50% in a year. Rising spreads on government paper in smaller and
less competitive EU countries were only attributable to concerns about
credit risk. The debate on possible withdrawal resurfaced.

Although currencies have been split in the past, this has been under
very constrained circumstances with few cross-border assets or liabil-
ities and where it was relatively politically uncontroversial to identify
which assets and liabilities were to be assigned to the new currency. This
is most unlikely to be the case in relation to the euro. The task of iden-
tifying which euro assets or liabilities should in future be, say, in new
lire or new drachmae would be both technically and politically fraught,
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particularly in circumstances where the purpose of the exercise was to
allow the separating currency to depreciate. Even if achieved, it would
almost certainly lead to defaults that would compound the difficulties.
It is only conceivable that separation could take place when there was
already serious social and political breakdown.

This leaves, then, the burden of adapting to major slowdown to other
tools. These are essentially major supply-side reforms in countries that
have hitherto resisted them and/or a massive increase in the central
EU budget to facilitate transfers to regions in depression, which will be
politically difficult.

These problems cannot all be laid at the door of the ECB, but they
greatly complicate the monetary policy task. The ECB is faced with the
additional challenge that it is limited in the way in which it can interact
with other policymakers. In particular, it has no national fiscal counter-
part that can play a role in handling regional differences that monetary
policy cannot hope to address. This challenge was recognized from the
outset.

F1SCAL POLICY IN THE MONETARY UNION

The laudable intention was to try to articulate an integrated fiscal pol-
icy that would be the standard counterpart of monetary policy. From
the central bank’s perspective, profligate fiscal policies make it more
difficult to conduct a stability-oriented monetary policy.}* At a national
level, high deficits and public debt reduce the scope for governments
to use fiscal policy to stabilize domestic demand: markets may be con-
cerned about the sustainability of public finances and excess govern-
ment borrowing can also contribute to inflationary pressures. In EMU
the elimination of exchange rate movements has weakened the mecha-
nisms through which financial markets exert discipline on national fiscal
policies. Furthermore, the spillover effects of borrowing in one country
on other countries in the euro area are likely to be greater. The costs
of “excess” borrowing may be at least partly spread across the entire
currency area.

In the preparation phase of EMU these arguments were sufficiently
convincing for a fiscal rule to be enshrined in the Maastricht Treaty.
Article 101 prohibits monetary financing of deficits by the ESCB, while
Article 103 states that neither the European institutions nor member
states shall be liable for another member state’s financial obligations.
Article 104 obliges member states to avoid “excessive deficits” assessed
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against the reference values of 3% of GDP for the deficit and 60% of GDP
for debt. Breaches of the reference values trigger an Excessive Deficit
Procedure, which can ultimately lead to financial sanctions.

To bring some structure, and indeed reality, to these requirements,
not least in the face of cyclical developments, it became necessary to
devise a fiscal agreement, known as the Stability and Growth Pact, that
incorporated a process both to analyze fiscal positions and to deter and
correct excessive deficits. The SGP made economic sense but, unfortu-
nately, brute politics intervened. The SGP was conceived by the Germans
largely as an attempt to constrain the feared profligacy of the Italians.
When the SGP also began to constrain Germany itself, and France, its
provisions were watered down. In its own review of the first decade
of the euro, which produced a positive, even at times gushing, verdict
on the new currency, the European Commission nonetheless accepted
that the Eurogroup had not yet proved capable of taking real leadership
on budgetary issues. In particular, “commitments to consolidate bud-
getary positions during the good times have not always been reflected
in budgetary decisions.”!! The report argues for a strengthening of the
Eurogroup as a political and fiscal counterweight to the ECB. Enlargement
of the euro area makes this more important than ever.

However logical, these calls run up squarely against the reluctance
across Europe, after a series of failed referendums on changes to the
Treaty, to envisage any new transfers of power to central institutions. It is
arguable that EMU itself was agreed at a time of unusual enthusiasm for
the “European ideal,” and that many of the consequential changes to pol-
icy and practice needed to underpin it are now not politically practical.

The article in the treaty banning the ECB from the monetary financing
of fiscal deficits is not a standard provision for a central bank, and it has
featured in the debate about the merits of quantitative easing through
the purchase of government debt. It was seen as being of particular
importance to a federal central bank, not just because it would assist the
new ECB in establishing its credentials but also against the background
of fiscal diversity. However, these arrangements mean that there is a
natural tension between the ECB and euro area finance ministries, singly
and collectively, of a character that does not arise elsewhere but that
impinges both on the substance of its policymaking and on its account-
ability, to which we return below. So far it is difficult to maintain that the
Byzantine, and largely ineffective, process for debating fiscal plans at EU
level has put disproportionate pressure on monetary policy, but strains
emerged as the recession of 2008 unfolded. Some countries found their
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debt downgraded by credit rating agencies, in spite of their membership
of the monetary union, which created pressure for spending discipline—
Ireland being an obvious example.

In formulating monetary policy the ECB must take an approach based
on inflationary conditions in the euro area as a whole, despite its het-
erogeneity. It is therefore crucial that the members of the Governing
Council take decisions not as representatives of their own country but
as members of a collective team responsible for the whole area. Duisen-
berg asserted that “the members of the Governing Council consider the
interests of the euro area as a whole; they do not represent their indi-
vidual countries.”!>

In this there is some similarity with the FOMC arrangements in the
United States, where a regional Reserve Bank president will bring to the
table both regional expertise and nationwide perspective. However, the
position of a national central bank governor in the euro area is rather
different because of their position within their own country: they are
usually appointed by a national government and have accountability to
anational parliament. (The Federal Reserve Districts are deliberately not
coterminous with any political authority.) The natural pressures on them
to vote for the monetary stance that best suits their own country can be
intense when it is an outlier from the euro area average. In order to
address this, the independence of each governor is critical, with conse-
quences for the transparency of decision making. The ECB has so far
taken the view that if the votes of individual governors were disclosed,
they would come under pressure to vote in accordance with the eco-
nomic conditions in their home country. We discuss the merits of that
argument below.

The individual members of the Governing Council have certainly
equipped themselves to take their euro area responsibilities seriously.
They have increased resources at the national level to brief themselves
on conditions elsewhere in the euro area, sometimes in addition to local
analysis, sometimes partially to replace it. This has had the result that
analytical resources overall have increased significantly even though
there are fewer decisions to make. This in turn raises an interesting
question about how much analysis is enough to make an adequate deci-
sion in relation to a relatively simple choice: whether to change interest
rates or not and, if so, by how much. We might also ask what sense
it makes for all the central banks to be expending resources analyzing
each others’ economies. Weak budget constraints have allowed National
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Central Banks to increase expenditures in this area without transparent
justification.

But the more fundamental questions are whether the ECB structure
sets an appropriate balance between the center and the regions and
whether it provides a framework for efficient and effective decision mak-
ing. The two points are linked but may be analyzed separately.

While the ECB structure, as we have explained, owed a lot to the Bun-
desbank and the Federal Reserve, in fact it differs from both in terms of
the balance of power within a federal system. The ratio of regional votes
to central votes is much larger. With fifteen national members, the ratio
of regional votes to central votes is 2.5:1, compared with 0.71:1 at the
Fed (seven governors and five regional Fed presidents) and 1.1:1 in the
pre-1999 Bundesbank.16

It is also notable that in the case of the ECB the principle of one man
(usually) one vote was enshrined in the Maastricht Treaty. So among the
founding members Luxembourg had the same weight in decision mak-
ing as Germany. The post-Nice arrangements for rotation make a small
impact on this misalignment, as smaller countries will rotate off the vot-
ing roster more often, but the impact is modest. Helge Berger!” has cal-
culated a “misrepresentation index” based on the sum of the squared
difference between regional vote shares in the Governing Council and
relative economic size. He has compared the ECB on that index with the
Fed and the pre-1999 Bundesbank. In 2001 the index reached a value
seven times higher than for the FOMC or the Bundesbank Council. Even
after the 2003 reform the index will stay very much higher indefinitely
(the precise number will depend on the order of new countries entering:
entry of all the Baltic states before Poland joins would push it up even
higher).

Does this matter if, as Duisenberg claimed, all the national governors
take a euro area perspective? Yes, because there is evidence that they
may not be as nationality blind as he asserted. Meade and Sheets!® have
analyzed the voting records of governors and Reserve Bank presidents
in the Federal Reserve System. They find that regional conditions do
influence voting behavior. For example, FOMC voters dissenting from the
majority view, in favor of lower rates, were from districts with unemploy-
ment rates higher (or lower for votes in favor of higher rates) than the
national average. Similar results were found in the Bundesbank.'? Given
the lack of individual voting records in the ECB they cannot duplicate
that analysis for Europe as a whole, but they do find that interest rate
decisions have almost invariably reflected the majority votes that would
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have been cast based on a similar assessment of national versus Europe-
wide unemployment rates. So there is a risk, if the system remains as it
is, that a policy that does not reflect the needs of the greater part of the
euro area could be imposed based on the votes of governors representing
a small share of euro area GDP.

Both the Bundesbank and the Fed worked over time to reduce the mis-
representation index. The Fed’s introduction of an asymmetrical rotation
scheme in the 1930s had that effect, as did the redrawing of Bundesbank
districts in the 1950s and again after German reunification. Indeed the
2003 change in Europe, modest though it was, can be seen as a contra-
diction to the view that all governors act in the interests of the totality.
If Duisenberg were right, there would have been no need for reform. The
reform still leaves the ECB’s decision making badly unbalanced. (Note,
however, that when the Governing Council votes on financial issues relat-
ing to the ECB itself, only the NCB governors vote, with their voting power
weighted according to the share each holds in the capital of the Bank.)

The Governing Council is also very large by international standards.
With a euro area membership of twenty-four, there would be twenty-
one voting members and thirty people entitled to speak, compared with
twelve and nineteen, respectively, in the Federal Reserve and only nine
in the Bank of England MPC. It is hard to argue that there is a precise
number above which clear decision making becomes very difficult, but
this looks to be at the top end of what is feasible.

All these factors mean that decision making for the ECB differs from
that in other central banks and is presented differently. As we have
explained, the analysis at each policymaking meeting is put forward
by a member of the Bank’s Executive Board and is then debated. The
board member is without national affiliation and represents a view for
the euro area as a whole. It is clear that the proposition put forward is
one that has the support of the Executive Board as a whole and will also
have been discussed with key NCB governors. Though there is no public
information on the point, insiders say that there have been no instances
so far of the original recommendation being overturned as a result of
discussion in the Governing Council. This point is hard to verify as the
debate leaves behind no public record in the form of minutes. The con-
vention that the position of individual Governing Council members goes
unreported remains strictly respected, even privately, and no voting is
recorded or disclosed. The dynamics within the council have been the
subject of both political and academic discussion.?? Although national
positions remain secret, to reduce pressure on individual governors,
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even the cloak of anonymity may not prevent them from advancing a
national case.

While this process lacks the integrity and equity of the MPC process in
London, it may be a realistic way of offsetting, in practice, the misrepre-
sentation effects we have described. Though the center is weak in terms
of voting power, the Executive Board has retained the right of proposi-
tion, which is crucial. And it seeks to ensure, through informal means,
that its proposals stand a strong chance of acceptance.

THE ECB AS A BANK

The ECB is not just a monetary authority: it is also, of course, a bank and
banker to the banks. It conducts the market operations through which
monetary policy decisions are implemented and supplies liquidity to the
banking system with a wide range of counterparties through the medium
of the national central banks. Banks operating in the euro area, whatever
their national origin, may be counterparties of the Eurosystem. The pro-
cess of constructing these arrangements, effectively overnight, when the
euro was launched produced a smoothly functioning money market vir-
tually instantly, but it was achieved mostly by virtue of compromises that
meant that the standards for acceptance of collateral were set so as to
accommodate virtually all the kinds of instrument accepted as eligible by
any one of the preexisting central banks. As Buiter has pointed out, “the
set of eligible collateral for open market operations and at the discount
window and the set of eligible counterparties were defined as the union
rather than the intersection of the previous national sets.”?! Agreement
could not be reached on a more limited set because each NCB, which
remains responsible for implementing these operations, was anxious to
maintain support arrangements suited to their “own” banks. So the vari-
ety of instruments accepted as collateral was much more diverse, and
probably of greater risk, than is the case with the Federal Reserve or the
Bank of England, at least before the crisis. This has led from time to time
to suggestions of insufficient discipline on the part of the ECB both from
within the system and from outside it. It had the happy consequence,
however, that, when the liquidity crisis of the second half of 2007 struck,
the ECB found itself better endowed with vehicles to provide liquidity
readily across the system. It did not need to make structural changes to
cope with the greater market volatility as the Fed and the Bank of Eng-
land did.2? There were suggestions that, faced with continuing liquidity
pressures, some banks exploited this flexibility inappropriately, perhaps
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even with the encouragement of their local central bank or supervisor, by
deliberately issuing securities targeted at securing ECB funding. Partly
as a result, the ECB has since cut back on the range of instruments it will
accept.

By contrast, the ECB is different from other central banks in thatithas a
generally clearer approach than others in seeking to make a distinction
between solvency and liquidity support. Liquidity support may in due
course lead to losses, but the ECB seeks to distinguish between liquidity,
which is controlled at the center, and solvency, or suspected solvency,
support, which must be provided at the level of the NCB, backed by its
own finance ministry. There is, understandably, no provision for loss
sharing between countries when support is given to an individual bank—
so any support that may lead to loss has to be given at the risk of the
local central bank. The local central banks may in turn need to lay off
the risk with the local fiscal authorities. In this respect the arrangement
at the ECB level is different from that at other central banks who, while
still wanting to avoid risk, will at least understand that they may have to
bear any loss in full.

Do these special arrangements required to distribute responsibilities
in the euro area mean that there is unusual uncertainty about the LOLR
arrangements? Not necessarily. It is rather that the division of func-
tions between monetary policy operations and the provision of liquid-
ity, and individual bank solvency support, is laid bare. Generally, this
transparency is helpful. There is much confusion in public debate about
the resources of the central bank. While the credibility, and credit, of
a central bank is usually accepted without question, at least in major
economies, its finances depend ultimately on the finance ministry and
its taxing powers. This became painfully apparent in the Icelandic cri-
sis of 2008. That episode pointed to the concern, which does not arise
logically from the single currency but is frequently voiced in this con-
text, that there are large pan-European banks headquartered in small
jurisdictions whose central bank and finance ministry might be unable
or unwilling to underwrite them, especially if the losses that threaten
their viability have arisen elsewhere? This is in principle a problem of
the growth of cross-border banking, especially within the single finan-
cial market, not of the single currency, but it is posed particularly starkly
in circumstances where the ECB is providing liquidity support yet does
not have a direct view of the bank’s likely solvency. Some argue that
because the closure of an international bank would be likely to gener-
ate cross-border spillovers, and because some small European countries
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might be unable to finance the bailout of their very large banks, central-
ization of crisis management is needed.?3 In 2008, recalling a meeting
of the European Council of Economics and Finance Ministers at which
the decision to establish the ECB was being discussed, former Italian
finance minister Giuliano Amato described the governors as behaving
like ostriches.?* The governors had warned that in the event of a sys-
temic crisis Europe lacked a competent authority but had then required
reference to this to be removed from the communiqué because it could
create anxiety among markets and investors.

The fact that the ECB does not have supervisory responsibilities
under the Maastricht Treaty, while many national central banks do, also
requires responsibilities to be clear. Thinking on this within the Eurosys-
tem itself has evolved, with views differing according to national back-
ground. For those who thought that supervision was an integral part
of central banking it seemed natural that the ECB should have some
kind of role in supervision, even if it did not itself take over the role of
pan-European banking supervisor (though a few supported that idea as
well). However, no governments were prepared to surrender supervision
of “their” banks to a supranational central bank—still less one that was
constructed with a very high degree of independence and with limited
accountability. The result is that national arrangements for supervision
remain in place and are quite diverse. As we have seen, in some cases the
NCB is solely responsible for banking supervision, as in Italy, Spain, and
the Netherlands; in others the NCB continues to perform supervisory
activities but final authority lies elsewhere in an integrated regulator, as
in Austria and Germany; in yet others responsibility lies formally out-
side the central bank, but with central bank involvement through dual
executive roles or provision of resources, as in France and Belgium, or
with no formal role at all, as in Luxembourg or Finland.

These diverse arrangements have been the subject of a continuing
debate about the relationship between the supervisory, financial stabil-
ity, traditional central banking, and monetary policy functions of central
banks. Some of the positions taken are grounded in logical arguments. In
other cases itis hard to avoid the conclusion that the primary objective is
to retain a function for the NCBs that will secure their futures and contin-
ued employment opportunities for their staff. In 2001 the ECB itself took
a formal position on the subject,?> though it is not entirely clear on what
basis it claimed the right to intervene in issues of national responsibil-
ity. The ECB conclusion at that time was that the arguments against com-
bining monetary and supervisory responsibilities—which had concerned
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the Bundesbank, and some governments, in the past—were not forceful
within the euro area, given that the ECB and not the NCBs now holds the
monetary policy responsibility. The conclusion they reached was that
“when viewed from a Eurosystem perspective, the attribution of exten-
sive supervisory responsibilities (i.e., both macro and micro-prudential)
to NCBs is likely to prove beneficial.”

In fact, where an NCB has a supervisory role, its governor wears two
hats: one as an independent monetary policymaker in the Governing
Council with euro area-wide obligations and club loyalty; and another
as supervisor fully accountable under national legislation and trustee
for the aspirations of the national central bank, its staff, and local stake-
holders.

It can readily be seen that the interests of the ECB and its staff, who
are primarily charged with monetary policy, and those of the NCBs and
their staff, who are primarily charged with supervision, may diverge.
Contested territory has included the extent to which those responsible
at the European level for monetary policy and market operations need
to know about the position of individual banks