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PREFACE

The Great Recession of 2008-9 was preceded by the Great Moderation, a
period thought to have lasted about twenty years. Yet, almost ten years since
the Global Financial Crisis, there is impatience with and worry about the state
of the global economy. Over two centuries ago Thomas Jefferson, in a letter to
William Smith, argued that upheaval and rebellion are desirable as a demon-
stration of the need to set right an order that threatens a nation’s liberty: “The
people cannot be all and always well-informed. The part which is wrong will
be discontented in proportion to the importance of the facts they misconceive.
If they remain quiet under such misconceptions, it is lethargy, the forerunner
of death to the public liberty”! And so it seems that the financial crisis has led
to a resurfacing of misconceptions, the introduction of new myths, and a feel-
ing that rebellion is brewing over the importance and authority of the central
banks and the principles of good practice in the conduct of monetary policy.

This turn of events is perhaps made worse because central bankers espe-
cially became fond of repeating to the public that they were following a rule,
albeit flexibly. Of course, flexibility taken to an extreme implies that rules are
not followed. It is not surprising, perhaps, that a backlash against how central
banks are conducting themselves emerged and has yet to dissipate. As the fi-
nancial crisis deepened in 2007 and 2008, and then again as the 2010 sover-
eign debt crisis in Europe took hold, central banks were no longer seen as the
forward-looking institutions that set the current stance of monetary policy
with an eye to their short- to medium-term forecasts.

Central bankers insisted that the usual strategy had to be interrupted,
owing to having to cope with the crisis and the Great Recession that, for a time,
threatened to turn into the Great Depression. But we are still given to believe
by the governors and presidents of major central banks, almost a decade later,
that we continue to deal with the aftermath of events that are receding into
memory. As a consequence, they argue, there is a need to continue delaying
some semblance of a return to normal. But the rationale and methods used
to justify their continued interventions in the financial system are becoming
more difficult to defend, at the same time as the central bankers, with some
justification, argue that accountability for performing the tasks that have been
set for them by government leaves them with little choice but to keep trying.

'"Thomas Jefferson (1787), “Letter to William Smith,” Paris, November 13, available from the Library
of Congress, https://www.loc.gov/exhibits/jefferson/105.html.
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By the time I began writing this book, research was surfacing that told us that
“normal” is not what we were led to believe it was—that is, the pre-2007 years
of the Great Moderation. Instead, slower economic growth and permanently
lower interest rates lay ahead, at least as far into the future as can be seen.
I still recall participating in a panel session at a Bank of Canada Conference in
September 2004 that was devoted to the measurement and usefulness of the
“natural” rate of interest. This concept conveys the degree to which monetary
policy is tight or loose, and it was long thought by central bankers as some-
thing to be avoided in public discourse because of the difficulties of explaining
a rather arcane concept. The consensus was that, as critically important as the
concept of a “natural” interest rate is, estimates of it are subject to a sufficient
amount of uncertainty so as to be very imprecise. Yet, more than a decade later,
new estimates are being debated in public as if the published point estimates,
in their downward trend, are sufficiently precise as to confirm that a new era
of secular stagnation is under way. If that is true, then it is clear that policies
of the nonmonetary kind need to be considered. However, well over a decade
since that conference, the lack of precision about an unobservable variable
remains so large that it is far from clear where we stand.

But the same feeling of certainty that led the central banks to congratulate
themselves as the financial storm was brewing is beginning to seep into the
policy debate about the inevitability of slower future economic growth. As if
all of this was not enough, the notion that simple rules can be followed flex-
ibly, leaving aside a role for the stability of the financial sector, has now been
replaced by difficult questions about how to simultaneously manage inflation
control and mitigate the risks of another financial crisis through macropru-
dential means. Trade-offs between the two objectives must be considered,
not to mention the domestic and international coordination problems arising
from these developments. Domestically, the central banks need to confront
new or reformed governance arrangements, while at the international level,
officials debate minimum standards that are acceptable to all. Decades after
the politics was largely taken out of monetary policy, the situation has been
reversed. Central bankers are seen, rightly or wrongly, as interfering where
previously doing no harm was their credo and, worse still, implementing poli-
cies that potentially impact the income distribution, a field that has always
been the province of government policies.

This book concerns the positions taken by the central banks over the past
decade or so, how the crisis has shaped the thinking of central bankers more
generally, and what the future might hold for the place monetary authorities
occupy as one of the institutions responsible for economic stabilization. All
analyses of central banks and monetary policy require a retrospective view, but
one that is, to be hoped, grounded in fact, with just enough speculation when,
as is often the case, the data are contradictory or even murky. Personalities
play arole, of course, especially in crisis conditions, but there are potentially so
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many to consider, and their fates are so intertwined with the events over which
they responded to but could not control, that I instead prefer, and believe it
more fruitful, to consider what the central banks as institutions have done,
rather than try to second-guess the motives of the principal participants in
a drama that continues to unfold. There are plenty of books on the subject of
personalities, and no doubt many more to come.

My previous book on the evolution of central banking (Siklos 2002) ended
on a hopeful note regarding the future ability of monetary policy to remain
successful in the face of the political and economic pressures felt by the central
banks. This book’s conclusions are somewhat less optimistic about the future
prospects for the central banks. Indeed, I hope the title hints as much.
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Moderation Before the Storm

The Backdrop

The term The Great Moderation was apparently coined in 2002 in an aca-
demic paper written by Stock and Watson.' The name was used to good effect
two years later by Ben Bernanke, then Federal Reserve governor and chair
of the Board of Governors of the U.S. Federal Reserve System (the Fed), who
argued that the “[monetary] policy explanation for the Great Moderation
deserves more credit than it has received in the literature” (Bernanke 2004).
Nevertheless, the same 2002 study by Stock and Watson highlighted the
role played by “good luck” Put simply, circumstances beyond the control
of policymakers conspired to bring about years of small economic shocks
that gave rise to lower inflation and real GDP growth variability. To this
day, academics and policymakers debate the relative merits of the good luck
versus good policies explanations for the turn of events between the mid-
1980s and 2006.2

Less than a decade later, Fed Chair Ben Bernanke would express the view that
monetary policy, especially in 2008 and 2009, had saved the U.S. economy—
and by implication, the world economy—from “Great Depression 2.0”
(Wessel 2009; also see Bernanke 2015a). It did not, however, prevent the Great
Recession that followed the financial crisis, which began some time in 2007.
Even if a second Great Depression in a hundred years was avoided, the sub-
sequent slow economic growth, combined with low inflation, was indelibly

!'The study in question was published in 2003. See Stock and Watson 2003.

*There is no widely accepted chronology that dates the beginning of The Great Moderation, but
several studies point to 1984 as the approximate starting point. Stock and Watson were not the only
ones investigating the apparent reduction in the amplitude of business cycle movements. Other well-
known studies that explored the issues include Taylor 1999, McConnell and Perez-Quiros 2000, and
Blanchard and Simon 2001. An early assessment of potential explanations for the emergence of The
Great Moderation is found in Ahmed, Levin, and Wilson 2004, and Gali and Gambetti 2009.
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linked to policymaking behavior. And central banks in particular could not
avoid sharing at least part of the blame for the predicament the global econ-
omy found itself in.

In a BBC broadcast on December 29, 2014,® the former governor of the
Bank of England (BoE), Mervyn King, would end an interview with Ben
Bernanke, who left the Fed at the beginning of that year, by expressing the fol-
lowing sentiment: “It was great fun and fascinating to work with you during
the crisis despite the fact that we were dealing with really serious problems. . . .
I hope the experience was fun for you” The former Federal Open Market
Committee (FOMC) chair, in reply, would temper King’s enthusiasm by re-
sponding: “Well, fun would not be quite the right word”

To this day, we continue to live with the consequences of the dramatic
events that came to be called the Global Financial Crisis (GFC). These in-
clude dramatic changes in the conduct of monetary policy and central banking
stemming from a near breakdown of the global economy. Nor is a return to
a semblance of normality in monetary policy apparent many years after the
world economy hit rock-bottom in 2008. In a sense we have transitioned from
an era of stability and then of crisis, fueled by an era that may be characterized
as the period of the Great Deviation (Taylor 2011), at least when it comes to
describing the stance of monetary policy, notably in the advanced economies.
Discretion has come to replace predictable rules of behavior insofar as the
conduct of monetary policy is concerned. These are some of the themes ex-
plored this book.

Coincidentally, in 2002, when economists began to take seriously the idea
that business cycles had changed, my book The Changing Face of Central
Banking was also published (Siklos 2002). At that time, I concluded that “it
is always premature to declare that policy makers have found the Holy Grail
in the current design of monetary policy.” Little did anyone realize, myself
included, how the script would be rewritten less than a decade after the new
century had scarcely begun.

Indeed, the general impression was that central banks were smug, and
that they had succeeded in running monetary policy smoothly in a manner
that could tame, if not entirely do away with, the business cycle. In 2005,
former Fed Chair Alan Greenspan, in a wide-ranging speech about the
history and practice of economic policies in the United States, closed his
remarks as follows: “[A]lthough the business cycle has not disappeared,
flexibility has made the economy more resilient to shocks and more stable
overall during the past couple of decades” (Greenspan 2005). He was by no
means the only central banker to express such optimism in spite of the care-
tully calibrated words.

*See www.bbc.co.uk/programmes/po2gizmb.
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Not everyone, of course, was in the camp of the self-satisfied policymakers.
In 2006, with little hint of the GFC still to come, William White, at the time
economic adviser and head of the Monetary and Economic Department of the
Bank for International Settlements (BIS), pointed out, “one senses a growing
modesty in our assessment of what we really know” (White 2006). He was
writing about the effects of financial globalization. Other policymakers were
also apparently cognizant of the build-up of financial risks. Roger Ferguson,
former vice-chair of the Board of Governors of the U.S. Federal Reserve,
highlighted in early 2006 that “the outlook for real activity faces a number of
significant risks, including the possibility that house prices and construction
could retrench sharply and that energy prices could rise significantly further”
(Ferguson 2006:3). In spite of warnings here and there, the march toward the
GFC remained, as we now know, largely unopposed.

Equally important, perhaps, is that the events of the past few years have led
academics to revisit the various forms that financial crises take, as well as their
origins and scope. Whereas research has tended to focus on domestic sources
of stress that lead to a full-blown financial crisis, there has been relatively less
attention paid to the fundamental differences between local or regional crises
and global financial crises. One of the complications that has emerged in in-
vestigating these crises is that the global variety can contain an element of con-
tagion not easily reconciled with approaches seeking to associate economic
fundamentals with the emergence of a subsequent crisis. As we shall see in
chapter 3, a one-size-fits-all interpretation of the causes from financial crises
is misleading.! Perhaps equally important is the reevaluation, at least in the
economics profession, of whether policy coordination or cooperation is neces-
sary, a question that had somewhat been put to rest in academic circles in the
years leading up to the GFC.

On the eve of the turmoil that would culminate in the GFC, political lead-
ers in the advanced economies were congratulating themselves on the calm
state of affairs they presided over. The G8 Summit Declaration, published on
June 7, 2007—a mere one month before Banque Nationale de Paris (BNP)
Paribas halted redemption of some investment funds—declared that the
“world economy is in good condition” Indeed, the leaders went on to high-
light how “credit derivatives have contributed significantly to the efficiency of
the financial system” Nevertheless, the Summit Declaration added: “the as-
sessment of potential systematic and operational risks ... has become more
challenging” Clearly, the G8 participants recognized, arguably too late, that
something was in the air. Even so, earlier that same year, on February 10, the

*Indeed, relying on a different set of explanations, Roubini and Mihm (2010: 116) make a simi-
lar point: “the contagion metaphor, so frequently involved, does not fully explain the crisis. ... What
seemed like a uniquely American ailment was in fact more widespread than anyone wanted to
acknowledge”



4 { Central Banks into the Breach

Gy finance ministers noted that “challenges in this subprime mortgage market
do not appear to pose a serious risk to the overall economy.”

Little did G8 leaders know or—for that matter, most of the public they
represented—anticipate what lay ahead. Yet, there had been prominent ex-
pressions of concern leveled at the state of the financial sector years earlier;
unfortunately, these voices were treated as doomsayers.® For example, in 2005,
the BIS’s 75th Annual Report concluded that the “financial sector faces sig-
nificant macroeconomic risks” Interest rates and developments in housing
prices were the main culprits, although the BIS also pointed out that “finan-
cial excesses linked to a generalized complacency toward risks” were also to
blame (BIS 2005:120).” One can, of course, go back even further; for example,
in the aftermath of the Asian Financial Crisis of 1997-98, Andrew Crockett,
then general manager of the BIS, argued that “achieving financial stability is
perhaps the most urgent task facing the world economy at the present time”
(Crockett 1997).

The Way It Was

The arrival of the new century was accompanied by increased confidence that
monetary policy followed a rule focusing on a single instrument—namely, an
interest rate—driven by dual objectives of controlling inflation and ensuring
the economy operates at capacity. However, in keeping with the rule—generally
known as Tinbergen’s Rule,® which matches the number of instruments with
an equal number of objectives—many central banks placed relatively more
weight on achieving the inflation objective. These ingredients constituted the
crucial building blocks for best practice in monetary policy. Similarly, fiscal
policy was ideal when it was not in conflict or at cross-purposes with mon-
etary policy. To be sure, this is an old idea, but it is one that was frequently
ignored, largely because it seemed politically expedient to do so.

> Unfortunately, dating the beginning of the GFC is, to a large extent, in the eye of the beholder.
Different official sources (e.g., St. Louis Federal Reserve, New York Federal Reserve) begin and end
their chronologies at different times. See www.stlouisfed.org/Financial-Crisis, www.newyorkfed.org/
research/global_economy/policyresponses.html. The European Central Bank appears to have removed
its crisis timeline, but the European Union’s Economic and Financial Affairs has posted a chronology;
see http://ec.europa.eu/economy_finance/crisis/index_en.htm.

Eichengreen (2015:355) is one of several authors who reference a 2006 IMF report (IMF 2006:2) on
the state of financial stability in Ireland that included the following commentary: “the financial system
seems well placed to absorb the impact of a downturn in either house prices or growth more generally”
Eichengreen added: “You can’t make this up”

"There were other voices raising alarms of different kinds (e.g., see Shiller 2000; Roubini 2000),
though the degree to which they put their fingers on the potential size of the shock that was to come
is open to question.

$Named after Jan Tinbergen (1952), co-recipient of the first Nobel Prize in Economics.


http://www.stlouisfed.org/Financial-Crisis
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http://ec.europa.eu/economy_finance/crisis/index_en.htm

Moderation Before the Storm } 5

The monetary policy rule, universally referred to as the Taylor Rule (Taylor
1993), was not intended as a device to be followed mechanically, or one that
central bank governors and members of their policymaking committees were
expected to be chained to. Instead, the rule was meant to provide guidance, es-
pecially outside central banking circles, about whether the current setting of
monetary policy was consistent with “best practices” In other words, the Taylor
strategy aimed at simultaneously minimizing the variability of inflation and that
of real economic growth. Nevertheless, it is remarkable how, time and time again,
observers of monetary policy conditions would focus on point estimates of the
appropriate level for the policy rate, oblivious to the reality that mismeasure-
ment and uncertainty rendered such precision questionable. At the very least,
there ought to have been greater recognition that excessive precision in making
economic predictions can be hazardous; indeed, it has never been the strong suit
of economic analysis.” (I return, in chapter 4, to a more extensive discussion of
the role of policy rules in the conduct of monetary policy.)

All these forces are partly reflected in the spread of inflation-targeting (IT)
regimes of various types. Even when numerical targets were not adopted, there
was worldwide consensus that placed primacy on price stability characterized
by low and stable inflation.” Somewhat more contentious is the horizon poli-
cymakers should consider when evaluating their success at managing inflation
(and inflation expectations, as we shall see)." In addition, there is the subtle
but important distinction between indicators of inflation published by central
banks or statistical agencies—called “headline inflation”—and various prox-
ies for measures that exclude highly volatile prices, such as food and energy
prices. The latter are called “core inflation” indicators. (I return briefly to the
distinction later in this chapter. However, for the most part, the present study
focuses on the behavior of headline inflation.'?)

?Instead, analysts and policymakers would tend to find comfort in the notion that there are always
unknowable events that might throw the central bank off its Taylor Rule prediction. This is not the
same thing, however, as granting that point estimates be accompanied by some recognition of a confi-
dence interval surrounding some expected value.

Inflation control and price stability are treated here as synonymous. Of course, strictly speaking,
this is a simplification, since any inflation implies some drift in the price level. Whether biases in the
measurement of inflation or the expectation that bygones ought to be bygones when it comes to price-
level changes (to give two examples) prevent adoption of a price-level target is debatable. Nevertheless,
I will follow the usual convention in this respect, but will return to the question of a price-level target-
ing strategy in chapter 7.

"'"This refers to the so-called transmission of monetary policy. The “long and variable lags” of
around two years is often associated with Friedman 1972. Indeed, Havranek and Rusnak 2013 confirm
that these lags do indeed vary widely across countries, but also that two years is about the correct
horizon to consider.

2The distinction has a technical element to it (i.e., what to exclude, what is considered volatile),
as well as a policy aspect (i.e., what the economic implications are of focusing on one indicator over
another over time), that is best left for a more specialized analysis, if only because cross-country differ-
ences are likely to be substantial.
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Of course, an inflation rate considered to be low in one part of the world
might be deemed too high elsewhere, but there had been general agreement, at
least among policymakers, that inflation rates that are too high and volatile are
economically disruptive. Paralleling the consensus about the relative impor-
tance of adopting a price stability-oriented objective was the belief that central
banks ought to be free from political pressures in deciding the appropriate
monetary policy, though they must also be held to account for failing to meet
any stated objective.

Monetary policy, in spite of the availability of greater quantities of data, re-
mains an art. There was recognition that implementing policy rules and the at-
tainment of low and stable inflation rates were goals to be achieved in a flexible
manner. Therefore, the onus was placed on central banks to become more trans-
parent and to communicate not only more frequently but also more clearly. Once
again, this line of thought spread globally. However, as central banks emerged
from the crisis, and as voices were raised about the slow and disappointing return
to pre-crisis economic growth levels (if not growth in interest rates), forces were
mobilizing to increase political pressure on the monetary policy authorities.
Simultaneously, several of these same central banks were resorting to their old
habit, supposedly long since discarded, of “surprising” the markets, or deliber-
ately masking their intentions with opaque forms of guidance, at the same time
as they were assuming even more responsibilities for economic stabilization.”

A Turn for the Worse

As the second decade of the twenty-first century comes nearer to a close, we
still live with the fallout from the GFC. That crisis seamlessly turned into the
euro crisis of 2010, whose end—if it has indeed ended as this is written—
continues to be debated. Even as some central bankers, in light of the experi-
ence gained over the past several years, argue that the emphasis on price stabil-
ity is not misplaced but, rather, needs reengineering, others are less sanguine
about evincing too strong an attachment to low inflation lest we ignore the
real economy or, perhaps more emphatically, the consequences of financial
instability. As a result, unlike the first years of the new century that ushered in
a globalization of sorts in the conduct of monetary policy, the years since 2007

1 Certainly, fiscal policy also emerged from its passive state, but this would be short-lived. An initial
return to favor active management of aggregate demand through government spending and taxes was
soon overturned as worries about the prospect of low inflation, low economic growth, and rising debt
levels—rightly or wrongly—dominated the policy debates soon after the worst of the GFC faded from
view. In chapter 5, I again consider the influence of fiscal policy and public debt in regard to central
bank policy during the last decade or so.
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have given the impression of greater divisions regarding tactics and strategy in
the conduct of monetary policy.

Strange as it seems, academics and policymakers in the United States had for
many years previously given thought to the risks of a crisis in the aftermath of
the stock market crash of 1987. This event cemented the reputation of then Fed
Chair Alan Greenspan. As the following comments, from a volume edited in 1991
(Feldstein), suggest, we collectively overestimated the resilience and the ability of
advanced economies to absorb economic shocks:

“[T]he financial stresses of recent years had relatively little effect of real
economic activity” (Summers 1991:137). Even Minsky, the author whose
name would be lent to the “Minsky moment” that financial markets appar-
ently experienced beginning in 2007, declared: “I thought we might as well
hear about the hypothesis from the horse’s mouth. ... [T]he financial insta-
bility hypothesis is addressed to this economy [i.e., the U.S.] rather than to
an abstract economy” (Minsky 1991:158). He later goes on to credit the Fed
for supporting financial entities that would otherwise engage in fire sales and
credits this development with the result that “no generalized or long-lasting
interactive process that led to a wide and deep decline of asset prices has
taken place during the post-war period” (163). The Fed would be reminded
of this again in 2008.

Equally telling are the remarks by former Fed Chair Paul Volcker, who would
stress that: “We need to move to a stable financial system partly so that monetary
policy itself can be free to act more in response to concerns about inflation and
the stability of the currency instead of in defense of the financial system itself”
(Volcker 1991:179).

Finally, for those who might argue that the GFC was the singular financial
event since the Great Depression of 1929-1933, Paul Samuelson declared: “On
every proper Richter scale, the 1987 crash rivaled that of the 1929 crash” He then
warned: “Reacting and overreacting to each and every market crisis by macro
policy can alter the historic pattern of GNP response to panics” (Samuelson
1991:169).

All the foregoing sentiments are worth keeping in mind when thinking
about what central banks have done over the past decade.

Changes in the macroeconomy and finance since 2000 alone have been
nothing short of wrenching. Yet, if the results of a survey of thirty-nine central
banks, representing well over 9o% of global gross domestic product (GDP), are
to be believed, in some respects very little has changed in this decade (Siklos
2016a). A monetary policy that aims to deliver stable prices without actually
ignoring the performance of the real economy, is still thought to be the best
that a central bank can do. The difference today is that there is an almost knee-
jerk acceptance of the idea that central banks also ought to concern themselves
with stability of the financial system.
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The difficulty begins, however, when they are asked how to define finan-
cial stability." Matters become still more complicated when they are asked not
only what instruments are required for the maintenance of financial system
stability but also which institutions should be responsible and accountable for
achieving such an objective. More often than not, policy analysts and other ob-
servers express their discomfort with the ability and efficacy of the broad range
of policies labeled “macroprudential” These questions also raise the possibility
that central banks have fallen into a kind of diversifier’s fallacy by taking on re-
sponsibilities for which they are ill-suited or are at a competitive disadvantage
relative to other existing institutions or new ones specifically designed to carry
out a narrow set of objectives."” (The issues relevant to this matter are explored
in greater detail in chapters 5 and 6.%)

To provide background for the chapters that follow, this chapter offers a
broad overview of macroeconomic and institutional developments that have
a direct bearing on the conduct of monetary policy in particular and central
banking more generally. As the events of the past decade or so were global in
nature, it is useful to consider the record of the larger advanced economies,
followed by the smaller open economies that led the way with adoption of
policies geared toward inflation control. I also touch on the performance of
other major regions of the globe, including emerging market economies.

It is useful to subdivide the period following 2000 into three phases. From
2000 to 2006, we see the Great Moderation reaching old age, with hints of
the instabilities to come, in the bursting of the tech bubble in 2001 and the
first wave of worries over possible deflation spreading beyond Japan, as well as
rising asset prices.” By the mid-2000s, much of the world would experience
the last time central banks, at least in advanced economies, would orchestrate
a tightening cycle of monetary policy.

The years 2007 to 2010 are characterized by a financial crisis that originated
in the United States but soon became global. Then, from 2011 to 2015, we have

“] return to this issue in the next chapter.

" The analogy to portfolio investment is instructive. While we are often told that diversification
reduces risk, this is true only if the assets in the portfolio are largely uncorrelated. In the case of central
banks, the additional responsibilities can create incentives that may well prevent one division’s per-
forming in society’s best interests because doing so conflicts with another, more influential or powerful
division.

16 Also, see Lombardi and Siklos 2016.

71t is interesting how small was the impact of Japan’s experience with failed banks and deflation
in the early 1990s on policymaking elsewhere. Reactions ranged from “It can’t happen here” to “How
could they have allowed it to happen?” Of course, there were attempts to provide lessons for the rest
of the world, however these discussions often got sidetracked, either because critics exaggerated the
economic consequences of deflation (which continues to stalk Japan twenty years later) or because
we overestimated our own ability to avoid Japan’s policy mistakes. Like Japan, however, much of the
Western industrial world began to experience an aging population, an unwillingness of governments to
implement needed structural reforms, and a low inflation that often skirted with deflation.
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the recovery phase as the global economy struggled to return either to normal
or to a “new normal” of slow economic growth combined with continuance of
ultra-loose monetary policies.

Needless to say, there is an element of arbitrariness in this subdivision of
the 2000 to 2015 era. That much will soon become apparent. Nevertheless, the
proposed demarcation points will be helpful in fixing ideas. Other than the
difficulty of fitting in the eurozone debt crisis, which overlaps with the global
recovery phase of 2011-15, these three periods represent the tectonic shifts that
occurred not only in the macroeconomic environment but also in the thinking
of policymakers about the role of central banks and the appropriate conduct
of monetary policy."

A Bird’s Eye View of Global Macroeconomic Activity
and Institutional Developments

To conserve space, only essential explanations are provided about the data
summarized here.”” Beyond the usual variables presented in reviews of the
record of the central banks, I also offer less commonly mentioned aspects,
in part to highlight the dramatic changes that have taken place in monetary
policy since at least 2000.

CENTRAL BANK DEEDS AND WORDS

Perhaps unsurprisingly, considerable attention has been focused on the be-
havior of policy rates used by central banks around the world to guide market
expectations concerning monetary policy. While most advanced economies
have relied on an interest rate as the primary, if not sole, instrument of mon-
etary policy for over a decade, the rest of the world transitioned to this form of
policymaking only at around the turn of the century (e.g., Ho 2010). This de-
velopment took place in conjunction with the global movement toward setting
price stability as the principal goal of monetary policy. In several emerging
markets, this prompted adoption of a numerical inflation objective.”” While
it is common in empirical studies that seek to evaluate the record of inflation
targeting (IT) to assume that policymakers have a homogeneous view of what

" Where possible, data until 2015 are used. However, owing to data limitations when research for
this book was completed (mainly in 2015), or other constraints that limited my ability to update the
data, some samples end in 2014.

' An online appendix providing details about sources, definitions, and transformations is available;
see www.pierrelsiklos.com/into_the_breach.html.

#The online appendix lists the countries that have adopted an inflation control objective, the adop-
tion date, and the acceptable ranges where applicable; see www.pierrelsiklos.com/into_the_breach.
html.


http://www.pierrelsiklos.com/into_the_breach.html
http://www.pierrelsiklos.com/into_the_breach.html
http://www.pierrelsiklos.com/into_the_breach.html
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this kind of policy strategy entails, nothing is further from the truth. Once the
observer moves beyond some concept of price stability, the manner in which
the IT program is interpreted and implemented differs across countries.”
(I return to this issue later.)

Figure 1.1a plots policy rates for the G4 economies—namely, the United
States, the United Kingdom, Japan, and the eurozone since 2000. Figure 1.1b
repeats the exercise for five emerging market economies that also happen to
have adopted various forms of I'T since 2000. In both groups of economies, the
downward movement toward the zero lower bound (ZLB), generally viewed
as the floor for nominal interest rates that central banks set,”” is clearly visible.
Of course, the advanced G4 economies reached the ZLB very quickly—soon
after the GFC of 2008 occurred. Only the European Central Bank (ECB) was
a laggard. It took a sovereign debt crisis and an economically weak eurozone,
followed by a hesitant recovery, to finally push the central bank to reduce the
policy rate to zero level.”

Turning to the IT economies in emerging markets shown in figure 1.1b, we
find the story is a little more complicated. First, whereas the financial crisis
clearly had an impact on the conduct of monetary policy in these economies,
we also observe a reversal in the direction of policy rates soon after the crisis
reached a peak in 2009 in almost every economy shown except Mexico. There
are at least two major forces at play, with the globalization of finance assuming
arole in the background. Several economies experienced an inflow of funds as
investors reached for higher yields, since interest rates in the advanced econo-
mies became relatively less attractive (more on this later). Other economies
experienced a surge in inflation, which prompted a few central banks to actu-
ally raise their policy rates. The combination of these developments also influ-
enced the behavior of exchange rates, which appreciate in light of the inflow
but depreciate in response to higher inflation rates. Regardless of the relative
strengths of the respective factors at play, there are clear indications that mon-
etary policies in the advanced economies spill over into other economies.

The foregoing developments also illustrate that something that ought to
work in theory need not always work in practice. For example, it is commonly
assumed that IT central banks allow the exchange rate to float freely. If, how-
ever, the central banks in question choose to intervene in foreign exchange
markets, the ability of the exchange rate to act as a shock absorber is dimin-
ished. Nevertheless, the presumption made about the relationship between

2l Also see Siklos 2008b, 2010a.

2'That is, until some central banks introduced negative policy rates. I come back to this develop-
ment in chapters 6 and 7.

A great deal of attention was paid to the introduction of negative interest rates by the ECB.
However, as this is written, these rates apply only to deposits at the central bank. The main refinancing
operation (MRO) rate hit zero in 2016 and is usually considered to be the ECB’s policy rate.
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Source: IMF International Financial Statistics CD-ROM (February 2015).

(b) Central Bank Policy Rates in Selected Emerging Market Economies, 1999-2014

Note: For Brazil, the target SELIC (Sistema Especial de Liquidagio e Custodia) rate is used; for Indonesia, the Bank
Indonesia (BI) rate is used; for Mexico, the overnight rate is the one shown; for South Africa, the repo rate is employed;
for Turkey, the overnight rate is plotted. The dates shown indicate when the countries in question adopted a form

of inflation targeting (year and quarter). BR is Brazil, MX is Mexico, ID is Indonesia, ZA is South Africa, TR is Turkey.
Source: IMF International Financial Statistics CD-ROM (February 2015).
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interest rates in advanced economies and those in emerging markets is that
these economies operate as if they are on an equal footing. This is not the
case, however. The impact of policy changes in advanced economies, notably
the United States, on expectations in emerging markets is also influenced by
other responses not immediately visible in plots such as the ones shown in
figure 1.1a.

Financial systems across the globe are not equally developed, the policy
credibility of the central banks in question is far from identical, and the insti-
tutional quality and fragility of the central banks are likely to be quite different
across countries and over time. Indeed, if the response to spillovers of these
kinds is inadequate, then imbalances in the global financial and economic sys-
tems are likely to be exacerbated. As we shall see, a global response has been
to rely increasingly on regulatory measures or to impose additional frictions
to stem or counteract the perceived inability to deal with spillover effects due
to extraordinary circumstances, such as faced by the advanced economies
after 2007.

Unfortunately, these reactions, generally labeled “macroprudential” in
nature, can conceivably exacerbate existing imbalances and can arguably lead
the world away from the age-old wisdom of “keeping one’s house in order” as
a best practice in policymaking. Put differently, the emergence of spillovers
in policy debates risks decision makers’ adopting treatments that may well be
worse than the cure. (I consider the policy questions raised by these develop-
ments in chapters 5.)

As the role of the policy rate in signaling the stance of policy has
diminished—clearly reinforced by the maintenance of policy rates at or near
the ZLB for over six years and counting (see figure 1.1a)—so has the rise of
central bank communications as a critical complement to the monetary au-
thorities’ attempts to influence markets, as well as the public’s views about
the economic outlook.? As Thaler (2013:329) points out, “When dealing with
Humans, words matter”?

This shift in emphasis is often reported but rarely quantified in any mean-
ingful manner. Nevertheless, if communication is thought to be effective and
essential to our understanding of the role of central banks, then its impact
ought to be observable in some fashion. Figures 1.2 and 1.3 provide an illustra-
tion of the U.S. case. Other examples will be introduced later (e.g., in chapter 4)

2 The study of central bank communications has become a growth industry of sorts. There is a large
literature that attempts to incorporate a role for what central banks say, not just what they do. See, for
example, Blinder et al. (2008); Holmes 2014; and Schonhardt-Bailey 2013. In spite of the increased in-
terest in the topic, there is considerable disagreement about how to quantify a role for communications
alongside the other variables examined in this chapter.

#The “Humans” that Thaler is referring to are unlike the optimizing individuals at the center of
macroeconomic models. They are, instead, rife with biases, including overconfidence.



Moderation Before the Storm } 13

80 - r 900
[
1
60 - 'l 800
)
40 # 700
(]
)
1
g 207 ? x $ [000 =
o 1 [] L =
o i ! I IS}
= o4 comens fopoot 500 S
. ! 1
7] \ " ' ad 1 3
<
2 o - ' *HT‘ V"} 1oLaoo
4 1
o« b \ |
_40 4 e /) 1| 300
® b / fr \ 1
CIE R a W () -
—60 4 A T ot gliaf! 1O aney \ el 'L aoo
i R | l
é 1
_80 LU LU UL UL L L L L L L L L U U B TT IIIIII 100
DO O = = N N T T O O > > 0 QD DO ~ N NmM
PIPPIIILIIIIIILIYIYIILA A
e L = - - QO o o = = S g o =g “"'E
S22 83228F23c L2 22223
LT by T REIII N REFTSFERIP

—o— Fed funds rate changes --e-- Word count-press releases

FIGURE 1.2 Fed Funds Rate Changes and the Word Count of FOMC Statements

Note: The shaded area and the vertical dashed lines highlight the period of the GFC and the implementation of
unconventional monetary policies (i.e., QE1 to QE3). Source: Author’s calculation based on statements from the
Board of Governors of the Federal Reserve System (www.federalreserve.gov/monetarypolicy/fomccalendars.
htm).

to marshal the potential significance of communication as one of the defining
characteristics of the conduct of monetary policy in the 2000s.

Figure 1.2 plots changes in the Fed’s funds rate—the policy rate of the U.S.
Federal Reserve (left scale)—measured in basis point against the word count
of the press release that accompanies decisions of the Fed’s policymaking body,
the Federal Open Market Committee (FOMC). The bottom axis indicates the
dates when the FOMC meets. The shaded area highlights the recession that ac-
companied the financial crisis, often referred to as the Great Recession, while
the vertical dashed lines indicate approximately when the Fed introduced the
constellation of policies that have since been referred to as quantitative easing
(QE). The QE name underscores the shift in emphasis by central banking
away from changing prices (i.e., changing the policy interest rate) and toward
changing quantities (viz., the composition of the central bank’s balance sheet;
see later discussion).

There are at least two salient features captured in figure 1.2. First, there was
a long period following 2008 when the Fed funds rate remained unchanged.
This was preceded, around the time of the GFC, by large reductions in the
policy rate. Prior to that there were frequent, but gradual, rises and declines in
the Fed funds rate. Indeed, the pattern of the Fed funds rate prior to 2008
had become one of the bones of contention concerning the performance of


http://www.federalreserve.gov/monetarypolicy/fomccalendars.htm
http://www.federalreserve.gov/monetarypolicy/fomccalendars.htm
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monetary policy during the dying days of the Great Moderation.?® Until the
GFC occurred, the length of press releases announcing FOMC decisions re-
mained fairly stable. There was an upward movement during the period when
the Fed slowly, but persistently, raised the Fed funds rate, and this mostly dissi-
pated in the early phases of the GFC. As the financial crisis deepened, however,
there was a sharp rise in the word count of the press releases, no doubt in part
reflecting the unchanging Fed funds rate; but as 2013 ended, also there was a
response to growing interest not only in what the Fed said but also about when
the current policy was likely to change.

Markets often scrutinize every word in the FOMC’s press releases. Many ob-
servers focus on parsing the Fed’s announcements, hanging on certain words or
expressions such as “exceptionally low” interest rates for “an extended period,”
“forward guidance,” and “patience to normalize the stance of monetary policy;
to give just a few examples. To be sure, this is understandable because key ele-
ments of the press releases are repeated over time. Nevertheless, the sentiment
expressed in those press releases, or in other central bank documents, may
change in subtle ways that a simple tracking of the number of words cannot
grasp. Figures 1.3a and 1.3b illustrate this limited capacity.

Figure 1.3a plots the count for words in the press releases that communicate
the FOMC’s impression an economic recovery is under way.”’ Also shown in
the figure are the National Bureau of Economic Research (NBER) recession
periods and the unconventional policies introduced following the GFC (also
see figure 1.2).” A good example is the recession of the early 2000s, which
was brief and is thought to have been, at least partly, associated with the tech
bubble burst and its aftermath. Shortly after the trough of the 2001 recession,
the Fed’s statements reflected a belief that a recovery was under way. This sen-
timent proved correct, as the economy entered the longest phase of economic
expansion the NBER has ever recorded.” Indeed, there is effectively no re-
corded mention of words associated with (economic) recovery until the tail
end of the Great Recession of 2008-9.

Notwithstanding the pros and cons of algorithms meant to quantify words
and language, it is striking that the Fed began to include language indicat-
ing an incipient recovery in place. Unfortunately, this was overly optimistic
(see later) and the FOMC began to backtrack, albeit briefly, in conveying the

% By historical standards these are large as well. Changes that equal or exceed 50bp are almost
unheard of prior to the GFC and are generally reductions in the fed funds rate. Indeed, roughly two-
thirds of the time in the United States the policy rate does not change at all. See Siklos 2002: table 4.3.

¥The particular manner in which this sentiment is measured and evaluated is explained in
chapter 6.

*The NBER is considered the arbiter for deciding when a recession begins and ends in the United
States. Although based on observables, the precise dating of recessions and recoveries also involves
judgment by members of the business cycle dating committee.

2 NBER business cycle dates are available since the mid-nineteenth century. Expansion is defined
from trough to peak in the business cycle; see www.nber.org/cycles.html.


http://www.nber.org/cycles.html
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System.

(b) Balance of Opinion in FOMC Statements

Note: See the online appendix for greater details concerning expressions deemed positive or negative. Also, see the

notes to figure 1.2 for an explanation of the shaded area and the vertical dashed lines. Source: Author’s calculation

based on statements from the Board of Governors of the Federal Reserve System.
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message of recovery. However, by 2010, a resurgence in sentiment about eco-
nomic recovery was observed that remained persistent until the end of the
period shown in figure 1.3a. Indeed, one may interpret the decline in language
about recovery as a proxy for the slow but steady return to more normal eco-
nomic conditions.

More generally, we can evaluate the extent to which FOMC press releases
balance positive and negative sentiments about economic and financial
conditions. An illustration aiming to deal with this question is provided in
figure 1.3b. It is interesting to observe that, on balance over the full period,
positive sentiment exceeded, by a wide margin, negative sentiment in each
press release. The only time the gap was closed was in June 2007—that is,
around the time the financial crisis erupted, which would soon prove far
more damaging than anyone had expected at the time. Indeed, it is also
worth highlighting that positive sentiment rose, paralleling Bernanke’s ret-
rospective view expressed in April 2008, that the bailout of Bear Stearns was
necessary.”® Whether he or his colleagues on the FOMC believed this action
was sufficient is another matter. Soon after, positive sentiment declined and
negative sentiment in the press releases rose. However, the gap remained
high again, perhaps reflecting Bernanke’s subsequent view that the Fed
would do “whatever it takes” to extricate itself from the crisis environment it
found itself in.”! As the U.S. economy began to recover, and financial condi-
tions improved, positive sentiment rose, but so did negative sentiment—an
indication perhaps that the Fed did not want to give the impression that
normalization of policy rates was at hand. Clearly, there is potentially great
value in attempting to understand, if not quantify, central bank statements
and not just their deeds.

MACROECONOMIC PERFORMANCE INDICATORS

I now turn to the two traditional variables used to evaluate the conduct of
monetary policy—namely, inflation and real economic growth. Figures 1.4 and
1.5 provide the relevant plots. Figure 1.4 provides four different views of infla-
tion performance (a-d). Graph (a) shows the inflation record in three large
economies—the United States, the United Kingdom, and Japan—together
with inflation rates in three regions of the world: advanced economies, East

¥ “[T]he damage caused by a default by Bear Stearns could have been severe and extremely difficult
to contain. Moreover, the adverse effects would not have been confined to the financial system but
would have been felt broadly in the real economy through its effects on asset values and credit avail-
ability” (Ben Bernanke, Testimony on the Economic Outlook, Joint Economic Committee of Congress,
April 2008; www.federalreserve.gov/newsevents/testimony/bernanke20080402a.htm).

*“The Federal Reserve has done, and will continue to do, everything possible within the limits of
its authority to assist in restoring our nation to financial stability,” New York Times, February 19, 2009;
www.nytimes.com/2009/02/19/business/worldbusiness/19iht-fed.1.20300659.html?_r=o).


http://www.federalreserve.gov/newsevents/testimony/bernanke20080402a.htm)
http://www.nytimes.com/2009/02/19/business/worldbusiness/19iht-fed.1.20300659.html?_r=0)
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Asia, and emerging markets.”? The darker shaded area represents the broad
consensus that low and stable inflation, at least in advanced economies, con-
sists of inflation rates between 1 and 3%. The lighter shaded area identifies
deflation—that is, negative inflation rates.

Japan, of course, stands out because its inflation rate has been low to nega-
tive for well over a decade. At the other end of the spectrum are the emerging
market economies (EME) whose inflation rates exceed, sometimes by a wide
margin, the standard applied to advanced economies. Nevertheless, it is strik-
ing that, by the early 2000s, inflation rates even in EMEs did not look too far
out of place when viewed against the rest of the world. Indeed, a large portion
of the world experiences low and stable inflation rates that are broadly within
the range considered consistent with standard definitions of price stability.

The remaining three graphs provide a visual reminder of how unusual the
period since the late 1990s has been. Graphs (b) through (d) characterize the
inflation process around the world as having passed through three phases
during the past few decades. From the late 1960s, known as the start of the
Great Inflation era (e.g., see Bordo and Orphanides 2013), rates of price change
responded similarly in the face of the two oil price shocks of the 1970s, but
inflation rates ran away from the rest of the world in emerging market and
developing economies (figure 1.4¢). The 1980s and early 1990s (figure 1.4¢) saw
inflation rates diverge to a much greater extent than was previously the case.
This also captures differences in policy strategies to control inflation across the
globe. Finally, we observe in figure 1.4d a different version of figure 1.4a, which
makes clear how inflation rates in different parts of the world began to show
signs of convergence.

Policy strategies remained diverse. However, the stagflation of the 1970s,
and the costs of high inflation in the 1980s, convinced policymakers that lower,
if not low, inflation rates, together with stability in inflation rates, represent
best practice in the conduct of monetary policy. Of course, as pointed out at
the beginning of the chapter, the extent to which these outcomes reflect delib-
erate attempts to achieve low and stable inflation rates, as opposed to a series
of fortuitous and mild economic shocks outside the control of monetary (or
fiscal) policy, remains unclear.

Figure 1.5 considers the history of real GDP growth. Repeating the exer-
cise that was conducted for inflation, figure 1.5a highlights the global nature of
the Great Recession of 2008-9. Certainly, the results were large and affected
all parts of the globe, though some advanced economies such as the United
Kingdom and Japan suffered comparatively greater loss than others, say the
United States. (The role of the central banks in these developments is a topic

*Definitions for country groupings follow the International Monetary Fund’s (IMF) classification
as reported in its World Economic Outlook Database; see www.imf.org/external/pubs/ft/weo/2014/01/
weodata/index.aspx.
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I address throughout the remainder of this book.) Emerging markets, as a
group, were not spared either, but the hit they took was mild compared to the
earlier drop in output growth that occurred during the Asian financial crisis
of 1997-98, which also spilled over into Japan. Hence, the Great Recession is
perhaps more aptly named the Global Recession.

The remaining parts of figure 1.5 reveal that for real GDP, growth over the
decades was an outcome reminiscent of the global experience with inflation.
Hence, as seen in figure 1.5d, there was strong co-movement in economic
growth across many regions of the globe. Not surprisingly, some observers
began to refer to the “coupling” of business cycles to describe observed pat-
terns in economic growth (e.g., see Kose, Otrok, and Prasad 2010; Bordo and
Helbling 2010; and Siklos 2013b). Nevertheless, this interpretation glosses
over the fact that there are clearly observable and persistent differences in the
growth rates of emerging market and developing economies relative to the
advanced and eurozone economies. In terms of the rise in levels of real GDP,
this implies that the nonadvanced world has been effectively closing the gap
in incomes with their counterparts in the advanced economies. Note, how-
ever, that as 2014 ended, the gap between the advanced and the rest of world
has shrunk. These gaps have been more pronounced since the late 1960s (see
figure 1.5b and 1.5¢), as different parts of the world seemingly operate at dif-
ferent speeds.

The record of the 1970s is marred, of course, by two oil price shocks. These
shocks, ostensibly stemming from the supply side of the economy, are rather
different in nature from the financial shock that spilled over and became a
demand shock leading to the Great Recession of 2008-9.% Similarly, the “de-
coupling” of business cycles in the 1980s (see figure 1.5¢) took place in the
context of low growth and inflation (see figure 1.4a), giving rise to the possibil-
ity of stagnation. Of course, this is a phenomenon previously experienced in
advanced economies following the oil price shocks of the early to mid-1970s.
Meanwhile, Asian economies are seen as entering an era of spectacular growth
that was only temporarily interrupted in the late 1990s by the financial crisis.
A comparison of figures 1.5b and 1.5¢ with the record of real GDP growth since
the 2000s (figure 1.5d) also highlights the remarkable relative stability of eco-
nomic growth rates over almost two decades of history. Therein lay the source
of the notion of a Great Moderation in economic performance.*

1t should be noted that textbooks usually label the oil shocks of the 1970s as supply-side events.
Of course, the inflation that resulted from these events may not have been exclusively driven by supply-
side factors alone. Indeed, some (e.g., Parkin 1980) argue for a monetary explanation. The debate has
not ended decades later, with other views not entirely in accord with the textbook story (e.g., Blinder
and Rudd 2013).

**The connection between these developments and central bank policies and strategies was the
focus of Siklos 2002.



Moderation Before the Storm } 21

THE FORWARD-LOOKING SIDE OF MONETARY POLICY

Retrospectives dealing with monetary and financial policies generally attempt
to evaluate what went right or wrong. Nevertheless, a central element in the
story of monetary policy since at least the mid-1990s is the increased emphasis
on the forward-looking nature of policymaking. This turn of events was ush-
ered in by adoption of inflation-targeting (IT) objectives that required central
banks to commit themselves to inflation control. Indeed, as pointed out ear-
lier, the commitment was sometimes expressed in terms of a specific numeri-
cal value or range of numerical objectives (also, see the online appendix). As
a result, a central bank’s reputation and credibility increasingly were linked to
inflation performance.

Nevertheless, these same central banks understood that inflation perfor-
mance would eventually depend on the markets’ and households’ expectations
of inflation. This aspect of policymaking became the core of how monetary
policy was delivered. As noted previously, the forward-looking nature of mon-
etary policy placed a heavy burden on the monetary authority’s ability to com-
municate its intentions, and when necessary, explain why outturns did not
meet forecasts. (This last part of the story is one I shall also return to fre-
quently in later chapters.*)

How was the movement portrayed to describe the conduct of monetary
policy in terms of expectations in actual behavior? At this stage, only a very
limited answer is provided. For example, the forward-looking nature of
policy should have meant that central banks would be encouraged to release
their own forecasts, as opposed to relying exclusively on market-based fore-
casts. With a few important exceptions, we have to wait until the mid-2000s
for many central banks, even in the advanced economies, to publish their
own forecasts. Moreover, even today, there are relatively few central banks
that publish forecasts made by the actual policymaker or individual member
of the policymaking committee. Instead, the forecasts tend to be produced
by staff and based on econometric models, with the added touch of human

#“With an explicit target for inflation and the central bank accountable for achieving that target,
there is a strong incentive to be as forthright as possible about any trends in the economy likely to influ-
ence inflation, the decisions policymakers may have to take to achieve the targets, the shocks that may
temporarily push inflation outside the target range, and the pace at which inflation can be returned to
the target” (Thiessen 2001: 78-79). Gordon Thiessen was governor of the Bank of Canada from 1994
to 2001.

*¢The increased emphasis on measures to hold central banks to account was also thought to be one
way to deal with the time inconsistency problem, wherein policymakers would normally be tempted
to boost the economy in an attempt to exploit the short-run trade-off between inflation and economic
activity. Whether this trade-off operated as predicted in textbook descriptions is open to debate. Also
debatable is whether the temptation to exploit any trade-off is unnatural to central bankers, who wish
to be reappointed, as opposed to governments, which wish to remain popular and whose politicians
hope to be reelected.
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judgment.”” Figure 1.6 illustrates some aspects of the forward-looking poli-
cies by plotting current calendar year and one-year-ahead private-sector fore-
casts.”® And, for the time being, the forecasts examined have been produced
by professional forecasters. Needless to say, other types of forecasts should
also matter to a central bank. (I consider other forecasts, and their implica-
tions, in the context of a discussion that follows about forecast disagreement.)
The forecasts shown in figure 1.6 represent average inflation (a) and real
GDP growth (b) across a fairly large number of forecasters.” There are several
interesting features that carry over to the experience of many other economies,
as we shall see later. In the case of inflation, current-year forecasts tend to be
more volatile than one-year-ahead forecasts—a reflection of how current news
is more likely to impact forecasters’ very near-term outlook. Indeed, since a cur-
rent calendar year and the following year’s forecasts tend to follow each other,
this suggests that economic shocks tend to have a temporary effect on forecasts.
Given the availability of commodity and energy prices, not to mention the asset
price volatility to be described later, this poses a problem for central banks that
only temporarily shows up in headline inflation. Indeed, successfully commu-
nicating the distinction between headline and core inflation (see earlier defini-
tions) remains one of the important challenges for central banks, despite the
appeal of policy regimes that emphasize the importance of price stability.*’
Next, fluctuations in inflation expectations take place within a fairly narrow
range. Nevertheless, since the financial crisis, average inflation rates have
tended to fluctuate around 2%, or slightly under this value. It is worth keeping
in mind that the Fed adopted a 2% medium-term objective in 2012."
Deflation is rarely forecast, though there was again a temporary overreaction
at the height of the GFC. As we shall see, the range of inflation forecasts partly
depends on institutional factors, some of which are discussed later, as well as
external factors, such as the international spillover effects mentioned previously.

¥ One exception to the central banks’ willingness to be held to account for their own forecasts is the
U.S. Federal Reserve. I discuss Fed and FOMC forecasts in chapter 3.

*The forecasts, as shown in the figure, are a little problematic because they are fixed-event type
forecasts—that is, they are an expectation covering a particular calendar year. It is often more natural
to think of forecasts extending over a fixed horizon, such as a forecast for a year ahead or more. The
distinction is one I return to it briefly in later chapters. For the time being, however, this complication
need not detain us.

*¥These are known as consensus forecasts. The number and identity of the forecasters changes
across countries and over time. Not surprisingly, there are many more available forecasts for the
U.S. and advanced economies than for smaller economies.

10 0f course, forecasts for core inflation do exist, but they are neither as frequently publicized nor as
intensively studied as headline inflation forecasts. See, for example, Siklos 2017, forthcoming.

“'The objective was set in terms of the index of personal consumption expenditures (PCE), which
differs from the consumer price index (CPI) portrayed in the figure; see www.federalreserve.gov/new-
sevents/press/monetary/20120125c.htm. The differences are not especially critical for the arguments
that will follow. Moreover, for a cross-country study of the kind done here, headline CPI data are more
likely to be comparable across economies.
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The stability of inflation expectations is not necessarily replicated around
the world. This gives rise to an element in the story of central banking over the
past decade that has received relatively less attention, but may well represent a
critical aspect of their search to earn and retain credibility—that is, the extent
to which forecasters disagree. Indeed, the risk that forecasters might become
lethargic or inattentive, and broadly accept the outlook of the central banks is
a risk, especially when a large economic shock comes along. Otherwise, the
response of expectations to current news events and the relationship between
this year’s and next year’s inflation forecasts is a phenomenon that is largely
replicated on a global scale.*?

Several of the stylized facts described earlier for inflation forecasts carry
over to real GDP growth forecasts. However, other than possibly during the
era of the Great Moderation, there is no obvious trade-off between expected
inflation and expected output growth.

At this juncture it is worth pausing briefly to highlight another feature of
the macroeconomic and financial environment that continues to preoccupy
policymakers— namely, economic policy uncertainty (EPU).** While it may
be convenient to conflate, say, forecast disagreement with uncertainty, the two
concepts can be rather different. Disagreement, in its purest form, reflects dif-
ferent interpretations by forecasters of what the future holds based on what is
known. Uncertainty, in contrast, is a response to the unknown element once
policies have been proposed or put into place.

In view of the events of the past few years, it comes as no surprise that
there is considerably more interest in the concept of EPU. As we shall see in
chapter 4, several other policy indicators are available for this purpose. In the
meantime, figures 1.7a and 1.7b illustrate empirically the potential differences
in the two concepts, based on U.S. data.

Figure 1.7a is a scatter plot linking an indicator of inflation forecast dis-
agreement with a widely used measure of EPU.** The 45 degree line indicates
whether the two measures move in lockstep. Clearly, they do not. While there
is a small positive relationship between the two, there are also wide variations
in the relationship between the two concepts. The ellipse around the line of
best fit also suggests a statistical link between the two proxies, but there is
considerable scope for the two to move independently.

A different take on the same issue is shown in figure 1.7b, which presents
a scatter plot of the relationship between inflation forecast disagreement and

“Indeed, Morris and Shin 2002 raise the theoretical possibility that central bank forecasts effec-
tively influence other forecasts. Hence, the transparency associated with the publication of forecasts
can be counterproductive. Svensson 2006 refutes their analysis, which depends on the prior as-
sumption that the central bank is completely credible. This need not, of course, always be the case.

* As the name implies, the index attempts to capture, relying on multiple news sources, references
to uncertainty about the direction taken by economic policies; see Baker, Bloom, and Davis 2016.

“1bid.
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an indicator of the certainty communicated in Fed press releases.*® We might
expect a negative link between the two, since more certainty ought to translate
into less disagreement, but the greater the sentiment of certainty expressed
in Fed monetary policy press releases, the more forecasters seem to disagree.
Note, however, there is considerable variability around the link, as seen from
the ellipse around the line of best fit.

The bottom line is that forecasters might disagree because they interpret
incoming economic and financial information differently. This need not be a
reflection of poor monetary policy, although it does say something about the
influence of central bank forecasts. In contrast, changing EPU can reflect un-
happiness and unease with which policymakers, including central bankers, are
perceived to deal with outstanding policy challenges. Obviously, rising levels
of EPU ought to prompt policymakers to revisit their strategies.

Turning briefly to the record of real GDP growth forecasts, arguably the
most interesting stylized fact is that, since the financial crisis, forecasters on
the whole tend to be more optimistic about the future than before 2008. Before
the Great Recession, forecasters were just as inclined to be pessimistic as be
optimistic about the next calendar year’s economic performance. Moreover,
other than the temporary but sizable drop in real GDP growth, the mean fore-
cast for real GDP growth during the most recent recession does not appear to
show signs suggestive of secular stagnation.*® Whether this is a reflection of
wishful thinking or an outright rejection of the thesis is unclear.”

FINANCIAL ASSET PRICES COME INTO VIEW

Up until this point, the emphasis has been on macroeconomic developments,
both past and expected, with a detour to deal with the increased emphasis
on central bank communications. However, events since 2007 took place in
response to a major financial crisis that would later be deemed one of the most
serious in history, and one with global repercussions. Hence, it is vital to in-
clude an overview of global developments in a few asset prices. Figure 1.8a
plots housing and stock market price indicators for a broad range of econo-
mies and regions of the globe. These two assets, perhaps more than any others,
capture the forces that led up to and followed the financial crisis.

“This proxy is generated based on a particular algorithm that is explained in more detail in
chapter 6.

¢ Secular stagnation is the revival of an idea that dates to the 1940s—namely, that an economy can
be caught in a low economic growth trap (e.g., see Summers 2014; Eichengreen 2015). Escaping from
this trap is made more difficult when interest rates are exceedingly low, as in the ZLB state many cen-
tral banks find themselves in, when there is great emphasis on achieving financial system stability, and
when governments are reluctant to resort to fiscal policy to stimulate aggregate demand. For a recent
review of the debate, see Teulings and Baldwin 2014.

¥ Regrettably, a wide range of real GDP forecasts going back decades is unavailable. Some of the
available forecasts for the United States only go back to the 1970s. It is doubtful whether the time series
is sufficient long to adequately test for the presence of a permanent reduction in real economic growth.
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Figure 1.8a shows the evolution of housing prices in selected economies
around the world.*® Rising housing prices are a feature of many emerging and
advanced economies. Nevertheless, not all economies experienced the boom-
and-bust pattern seen for the United States and the United Kingdom. Indeed,
the “bubble” in housing prices burst long ago in Japan, which has seen housing
prices fall steadily since the late 1990s. Similarly, while housing prices in the
eurozone have also risen over time, the rate of increase has been modest and
effectively dissipated once the financial crisis and then the eurozone’s sovereign
debt crisis are factored in. In any event, the eurozone example is not necessarily
as informative if we examine the experience of housing prices in some of the
member economies of the single-currency area (bottom of figure 1.8a). Spain
is one example that largely mirrors the experiences of the United States and
United Kingdom, as is Ireland (not shown), while housing prices have risen
more consistently over time in France. Germany’s experience is interesting
since housing prices remained flat until the GFC. Since then, housing prices in
Germany have risen more rapidly than in any of the other jurisdictions shown.
Finally, there are the economies that, for the most part, have defied crises and
threats of bursting bubbles, such as Hong Kong and Singapore.

Once the financial crisis is factored in, the picture around the globe be-
comes far more varied. In addition, the record of the eurozone highlights the
sheer heterogeneity of member countries’ experiences through the first decade
and a half of the new millennium.

As yields on conventional financial assets, such as bonds and other similar
instruments, declined, pulled down by central bank interventions in financial
markets (notably in the G4 economies; see figure 1.1), the other financial asset
that would be influenced by monetary policy actions was equities. Figure 1.8b
plots developments in stock price indexes in the G4 economies. Japan, at least
relatively speaking, is the oddity again, owing to the bursting of another bubble
over a decade earlier. While stock indexes have displayed an upward trend
since shortly after the depths of the GFC were reached, the clear standout is the
United States. Stock prices in the United Kingdom recovered from their lows,
but by the end of 2014, were only just above the peak reached in 2007, while
equity prices in the eurozone had yet to fully recover during the period exam-
ined. Overall, the picture is a little more mixed than is sometimes portrayed.*

Indeed, it is worth noting that equity returns (not shown) began to drop
in 2014 in much of the G4. The following year, 2015, would see more turmoil
in equity markets as contagion from Chinese stock markets would further

*The data are shown using a normalized scale (rate of change deflated by the standard deviation of
the series) so that the different economies’ data are presented in a comparable manner.

*With asset returns low in response to low inflation expectations, aided by a sluggish global mac-
roeconomic environment, households and companies are thought to gravitate to equities (and hous-
ing), pushing up their prices. See, for example, Filardo 2000; Gilchrist and Leahy 2002; Bordo and
Jeanne 2002; Joyce et al. 2012; and Clarida 2012.
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FIGURE 1.8 (a) Property Prices Around the World, 2000-2014

Note: Not all property prices are, strictly speaking, comparable across countries. See the online appendix for
further details. Source: Bank for International Settlements.

(b) Stock Market Indices in the G4, 2000-2014
Note: Share price index levels are shown. For the US, it is the DJIA. For the UK, it is the FTSE All-Share index. For
the eurozone (EZ), it is the mean of share index values for France (CAC), Germany (DAX), Italy (Milan), and Spain

(Madrid). For Japan, the Tokyo Stock Exchange index is used. Source: IMF International Financial Statistics CD-
ROM (February 2015).
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depress equity returns. These developments would begin to put to rest simplis-
tic notions that a continuation of monetary policy easing would endlessly prop
up equity markets because of investors’ search for higher yields.

The foregoing merely highlights the emergence of a financial cycle to ac-
company the business cycles that has typically been the focus of stabilization
policies.”® Unfortunately, as we will discover in later chapters, even if there is
little disagreement about its existence, there is considerably less agreement
about how best to characterize or contain it. As with the parallel concept of fi-
nancial stability, there is little movement toward a consensus definition. What
we do know is that financial markets are subject to boom-and-bust cycles,
and that financial asset price movements, especially large ones, have real eco-
nomic consequences.™ Finally, there is occasional grudging acknowledgment
of an important role for credit. The latter can be illustrated in a variety of
ways, but more often than not, the central bank is brought into the picture
as a lender of last resort or via balance sheet operations, as we shall soon see.

GLOBAL INDICATORS

The phenomenon of globalization, financial or otherwise, suggests that the
spillovers discussed previously may well have also played a role in international

*Borio (2012) and Koo (2015, 2008) are the two analysts often associated with raising the impor-
tance of the financial cycle in explaining macroeconomic outcomes.

*'Laidler 2011 reminds us that the economist’s habit of invoking stylized facts in the form of “cycles”
is a longstanding one, going back at least to the nineteenth century when the notion of a trade cycle,
wherein an economy goes through periods of stagnation and episodes of prosperity and excitement,
was fashionable in policy circles. These descriptions are reminiscent of the boom-and-bust cycles we
discuss nowadays.
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financial asset price developments. There exist a number of ways to illus-
trate the implications, but for the time being, only two are mentioned here.
Figure 1.9a plots the evolution of foreign exchange reserves in select econo-
mies. Figures 1.9b through d reveal something about the regulatory response
to the rise of global financial flows.
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FIGURE 1.9 (a) Foreign Exchange Reserves in Selected Emerging Markets, 1995-2014

Note: Reserves are in millions of US dollars. MX is Mexico, JP is Japan, ID is Indonesia, HK is Hong Kong, CN is
China, BR is Brazil. Source: IMF International Financial Statistics CD-ROM (February 2015).

(b) Capital Controls Around the World, 1995-2013

Source: Fernandez et al. 2015. The data used here is their aggregate indicator of capital controls. A lower value
signifies greater capital market openness.

(¢) Capital Controls in the G7,1995-2013

Note: See notes to graph (b). CA is Canada, FR is France, DE is Germany, IT is Italy, JP is Japan, GB is the UK, and
US is the USA.

(d) Capital Controls in the G20, 1995-2013

Note: See notes to graph (b). AR is Argentina, AU is Australia, IN is India, KR is Korea, RU is Russia, SA is Saudi
Arabia, TR is Turkey.
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Figure 1.9a shows foreign exchange reserve levels, evaluated in U.S. dollars,
for six economies, four of which are emerging market economies. The accu-
mulation of foreign exchange reserves is especially noticeable in the case of
China, of course, but the phenomenon is not completely restricted to emerging
market economies, as is evident in the example of Hong Kong. Japan’s experi-
ence with rising foreign reserves looks less impressive perhaps, but it is worth
keeping in mind that the dollar amounts measured on the right-hand scale are
ten times the ones on the left-hand scale. Although the extant literature has
suggested a number of motives for accumulating foreign reserves,” ranging
from the prudential to the mercantilist,> the evidence suggests that there is an
element directly influenced by domestic policies in the patterns observed over
the past several years, leading to prolonged periods of reserves accumulation
that can be traced back to the conduct of monetary policy.

Empirical attempts to establish whether foreign exchange holdings are ad-
equate, but not necessarily optimal, generally rely on the benchmark known
as the Greenspan-Guidotti Rule (or G-G; see Greenspan 1999; Guidotti et al.
2004). A ratio of 1 in the level of external debt with a maturity of up to one year
to total external debt ought to provide adequate protection against an eco-
nomic shock that threatens the external position of the domestic economy.*
Why such a rule would apply to economies that either do not borrow from
abroad or do so modestly is unclear. Nevertheless, the rule does indicate a level
of concern about insuring against adverse capital outflows. Moreover, since so
many countries exceed this rule, often by a wide margin (e.g., see ECB 2008),
the practice of accumulating large quantities of foreign exchange holdings is
regarded as something of a puzzle.

The observed pattern of foreign currency reserve accumulation only partly
reflects the choice of exchange rate and monetary policy regimes. It is also a re-
flection of the ability and willingness of countries to limit movements of capital.
Even if the consensus during the 1990s was favorable toward a laissez-faire view
of capital mobility, one fallout from the GFC was the return to favor of attempts,
occasionally labeled “macroprudential,” to impose limits on the free movement

*2Filardo and Siklos 2016 briefly survey the existing motives for building the stock of foreign exchange
reserves. That study was interested in investigating why countries in the Asia-Pacific region accumulate
reserves in some cases over prolonged periods of time. First, it is found that the best protection against
costly reserves accumulation is a more flexible exchange rate. Second, the necessity to accumulate re-
serves as a bulwark against goods price inflation is misplaced. Instead, a strong link is found between
asset price movements and the likelihood of accumulating foreign exchange reserves. Hence, such poli-
cies may be costly and a consequence of divergent monetary policy strategies. That study also contains a
brief survey of the extant literature. Also, see Bordo, Humpage, and Schwartz 2015 for the U.S. experience.

3'There are different interpretations of mercantilism, but I am here referring to the policy that
equates a favorable balance of trade with desirable economic outcomes.

**Jeanne and Ranciére 2006 specify a model whose aim is to quantify the size of foreign exchange
reserve holdings needed to satisfy precautionary motives. They conclude that the G-G Rule is plausible
under certain circumstances and, hence, they provide a theoretical rationale for this type of rule.
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of funds across borders. Nevertheless, it is difficult empirically to determine
how restrictive countries are in their attempts to reduce capital mobility.”

An expression of how some economies responded to economic financial
developments in the major advanced economies, especially the United States,
has been to absorb the effects of trade surpluses, relatively higher economic
growth, and interest rates through the accumulation of foreign exchange
reserves.

Figures 1.9b through 1.9d provide annual data for an average overall indica-
tor of the intensity of capital controls for various regions and select economies
around the globe. The higher the value of the indicator, the greater are the re-
strictions on both inflows and outflows of capital. The index ranges from o to a
maximum of 1. Other than for some G20 economies, there appears to be little
permanent impact from the financial crisis. Even among the G20 economies,
there is a shift back toward more liberal policies following what, in retrospect,
appears to have been a knee-jerk reaction to the GFC.

Although it is not possible to assign a statistical interpretation to differences
in the index values, there is a clear and persistent gulf between the G7 and the
G20 economies. The latter group, of course, includes the Gz, an indication
that divisions remain concerning important areas of international financial
and monetary policies. Nevertheless, even among the G7 economies, there is a
slight reduction in capital mobility, although this takes place before the GFC.
Figure 1.9b examines the changes in the intensity of capital controls among the
G7 members. Other than Canada, Japan, and Italy, all other economies became
less friendly toward capital mobility and, except for the United Kingdom, the
changes that took place preceded the financial crisis.

Indeed, there is a broader decoupling of sorts between groups of economies
and regions of the world when it comes to the imposition of capital controls.
Figure 1.8d shows quite clearly that capital controls are more likely to prevail
in emerging market economies than in the advanced economies, and that the
movement to tighten, or not to loosen, is not directly associated with the crisis
but, rather, preceded the events of 2008-9 in several cases (e.g., Argentina,
Brazil, Turkey).*®

The foregoing reactions of countries, particularly among EMEs, reflect the ac-
cusation leveled especially at the United States that it has alternatively engaged ina

> Fernandez et al. 2015 is one recent attempt to devise indicators of the intensity of capital controls.
Among the many virtues of their indicators is that they attempt not only to capture limitations on
inflows of capital, the traditional response, but also controls over outflows.

61t was only after the GFC that the IMF began to favor the use of capital controls as part of the
macroprudential toolkit. While the theoretical rationale for resorting to capital controls under cer-
tain circumstances is reasonable (for example, see Ostry et al. 2012; and Korinek 2011) the same lack
of comfort about the ability of macroprudential policies to deal with ongoing imbalances and policy
divergences applies to these tools. Moreover, if policymakers cannot be trusted to do the fine-tuning
necessary in other areas of regulation (e.g., financial supervision), then it is hardly convincing to expect
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currency war and is implementing a beggar-thy-neighbor policy. What observers
came to label “spillover effects” from monetary policy played a significant role in
previous G2o meetings (e.g., in 2014). Put differently, the United States and, eftec-
tively all economies that introduced unconventional monetary policies (UMPs),
were attempting to redistribute economic growth toward their own economies,
an accusation that threatened cooperation and the cohesiveness within the G20.”

Needless to say, there is an inconsistency between nations adopting a rhe-
torical stance that amounts to defending their economic sovereignty and the
fact, amplified by the GFC, that they are simultaneously helpless in the face of
foreign economic shocks. A portion of the inconsistency is due to the adoption
of different mechanisms to defend economic autonomy, such as capital control
measures invoked by policymakers in some economies to a failure to allow the
exchange rate to act as a shock absorber.

Of course, not all spillovers are benign or can be explained by differences
in economic fundamentals. There are also contagion effects that transcend
policies considered to be sound. Finally, even in economies that have demon-
strated longstanding support of floating exchange rates, there is belated rec-
ognition that, for financial markets, a floating exchange rate can be a mixed
blessing. For example, policies that keep interest rates low may be justified on
economic grounds and have favorable exchange rate implications (i.e., cur-
rency depreciation)—unless, that is, there are countervailing policies to stem
excessive domestic indebtedness. Hence, it is far from obvious that the com-
bined effects will remain positive.

Ultimately, as many observers have repeated over several decades, keeping
one’s house in order is the best defense against having to face these dilemmas
and the negative connotation given to spillover effects. (I return to this issue
in the next chapter, where institutional and policy implications not given suf-
ficient attention in the extant debate are discussed.)

CENTRAL BANK BALANCE SHEETS ENTER THE PICTURE

I complete the tour d’horizon of the global economy by focusing on some in-
dicators that pertain more directly to the behavior of central banks. It was
noted previously (see the discussion concerning figure 1.1) that the global fall

the same policymakers to successfully manage capital controls, let alone plan an exit strategy for their
removal. Needless to say, the topic remains a contentious one. To be fair, there are likely instances
where capital controls may well have succeeded, but any such examples are dwarfed by cases where
capital control policies have failed and are difficult to introduce or remove with ease, especially in
emerging market economies (e.g., Pasricha et al. 2015; Eichengreen and Rose 2014).

7 Currency wars, or competitive devaluations, and beggar-thy-neighbor policies have a long history.
See, for example, Eichengreen 1992. The latest complaint of a currency war apparently triggered by the
United States was leveled in 2010. Subsequently, the U.S. dollar began to appreciate and complaints about
U.S. monetary policy began to show up in the form of spillover effects. Also, see Lombardi, Siklos, and
St. Amand 2017 forthcoming, and for a rebuttal of critics of U.S. monetary policy, see Bernanke 2015a.
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in policy rates, together with the attainment of the ZLB in several advanced
economies, has shifted the emphasis in our understanding of monetary policy
from prices (i.e., interest rates) to quantities (i.e., central bank balance sheets).*
Nowhere is this effect more visible than in the behavior of total assets on cen-
tral banks’ balance sheets. Figure 1.10 plots the size of central bank assets as a
percentage of GDP in the G4. Arguably, these are the economies most directly
implicated in the GFC; hence, the shift to the balance sheet to provide ad-
ditional monetary easing is most evident in these economies. Even before the
crisis, the Bank of Japan’s (BoJ) balance sheet was elevated, a legacy of the first
“lost decade,” as successive bouts of easing of various kinds were introduced.
In the years leading up to the crisis, the BoJ was already showing signs of at-
tempting to shrink its balance sheet, only to return to a more aggressive stance
once the financial crisis was under way.

The return of Shinzo Abe as prime minister, and the appointment of
Haruhiko Kuroda to succeed for Masaaki Shirakawa as governor of the central
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FIGURE 1.10 G4 Central Bank Assets, 2001-2014

Note: The raw data are in billions of domestic currency units (month end, not seasonally adjusted data). Data
are normalized as deviations from the mean scaled by the standard deviation. Source: Bank for International
Settlements.

¥ Not long after the influential work of Gurley and Shaw 1960 the profession ceased to show much
interest in the degree of substitutability between inside (i.e., private debt) and outside (i.e., fiat) money.
Also pertinent in the debate is McKinnon’s work (1973). According to Mehrling 1997, McKinnon saw
money as a form of wealth, the standard orthodoxy, while for Gurley and Shaw 1960, money is, at least
partially, a form of debt. A useful summary of the debate is found in Lagos 2006.
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bank in 2013, resulted in a massive expansion of the BoJ’s balance sheet that
easily dwarfs levels achieved by the other economies shown in the figure.
Only the ECB and the Bank of England (BoE) reversed course as early
as 2012. The ECB’s move would eventually be reversed in the winter of 2015
(not shown), when a eurozone version of QE was introduced. In the United
Kingdom, evidence of a return to more normal economic conditions and the
expiration of special programs contributed to a gentle reversal of the size of
its balance sheet. What is absent from figure 1.10 are any imminent signs that
balance-sheet values will return to normal any time soon.” Indeed, the dis-
tance between current policy rate levels in the economies shown in figure 1.10
and what passes for “normal” (see figure 1.1) is large enough that inflated bal-
ance sheets will remain for the foreseeable future. Indeed, the pre-crisis con-
sensus of one policy instrument (namely, an interest rate) and one policy ob-
jective (a range of acceptable inflation rates) is likely one of the casualties of the
events of 2008-9. What figure 1.10 does not reveal is that the twin concerns of
maintaining economic stability and maintaining financial stability are driving
the current monetary policy strategy, and may well be seen as incompatible.

CENTRAL BANK INDEPENDENCE AND TRANSPARENCY

Clearly, the current state of affairs facing the central banks derives partly from
two other developments alluded to earlier but that may well be reversed in
the not too distant future. First, the autonomy of the central banks became a
globally accepted phenomenon. Figure 1.1 provides a graphic breakdown of a
numerical estimate of central bank independence up to the eve of the GFC in
2008. Whether the economies are grouped into advanced, G2o, or the rest of
the world,* there is a remarkable convergence in the degree of autonomy that
the central banks enjoy. With independence come expectations of a commit-
ment that good policies will be adopted and followed.

Of course, the fear that monetary policy is subject to abuse, ordinarily in the
form of excessively high inflation rates, unless it is shielded from political influ-
ence is a very old one. However, it was only well after the end of World War II
that prevention of this kind of abuse experienced by a public institution could be
obtained via laws that enshrine the autonomy of the central bank.® And the price

¥ Assuming a return to pre-crisis conditions balance sheet levels is deemed desirable. The “new
normal” view argues against a return to pre-2008 values. As we shall see (especially in chapter 7), there are
good reasons to argue both that central bank balance sheets will remain inflated for the foreseeable future
and that allowing unlimited freedom to change the composition of the balance sheet is not desirable.

€0 Other combinations produced comparable results (not shown).

' For at least a century and a half, best practice in central banking consisted of a significant private
involvement. For example, this was considered integral to Alexander Hamilton’s vision of a central
bank for the United States shortly after it declared independence. “To attach full confidence to an
institution of this nature, it appears to be an essential ingredient in its structure that it shall be under a
private not a public direction” (as quoted in Chernow 2004:349).
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for granting unfettered control over short- to medium-term monetary policy is
greater public accountability facilitated via transparency.

Perhaps the most obvious indicator of the influence of central bank au-
tonomy is the transparency of the central banks. Just as quantitative measures
of central bank autonomy can be somewhat arbitrary,* the process of deciding
the degree of central bank transparency is based on an evaluation of observed
practices.®® Figures 1.12a to 1.12¢ indicate how far the central banks listed are
from some ideal that could be characterized as complete transparency. This is
evaluated in terms of an indicator that ranges from o to 15. Hence, maximum
distance to complete transparency is 15, indicative of a central bank that is
entirely closed to public scrutiny. Complete transparency implies a distance of
o. The indicator is a simple aggregation of fifteen characteristics that capture
the nature and type of information publicly provided by central banks.

As with central bank autonomy, the distance measure considered here as-
sumes that all the essential features equated with complete transparency have
been properly captured. Yet, the provision of information is not enough. The
information also has to be clear to audiences representing a wide spectrum of
understanding of economic and financial issues.

Figure 1.12 subdivides the indicators by region. On balance, the monetary
authorities in advanced economies are more transparent than elsewhere, es-
pecially when contrasted with central banks in selected economies outside the
advanced countries and the BRICS (figures 1.12b and 1.12¢).** Yet, even in the
advanced economies, there is considerable variation in central bank transpar-
ency. Of course, it is also possible that our indicators of transparency fail to

2 Moreover, there is the difficulty of making the distinction between de jure and de facto forms of
independence. The former refers to a numerical indicator of central bank independence based on an
economist’s interpretation of the law defining and constraining central bank behavior. The latter is oc-
casionally based on the impact that, for example, elections might have on the stance of monetary policy.
De jure indicators have, on the whole, proved relatively more popular over time. The distinction mat-
ters, since the rule of law is not held in the same esteem everywhere and laws are, in any event, subject
to different interpretations. See Siklos 2008a; Forder 2000; and Posen 1995 for an array of opinions on
the subject.

*The BIS has conducted a series of surveys in recent years intended to evaluate how central banks
communicate. See BIS 2009 and Filardo and Guinigundo 2008. The index of central bank trans-
parency used here (see Siklos 2011) has been constructed on an annual basis since 1998, and was
originally developed by Dincer and Eichengreen 2014, and was updated to 2013. The index aggregates
fifteen attributes that describe the type and content of information released by central banks. The
fifteen attributes are aggregated into five broad categories: political transparency, which measures
how open the central bank is about its policy objectives; economic transparency, an indicator of the
type of information used in the conduct of monetary policy; procedural transparency, which pro-
vides information about how monetary policy decisions are made; policy transparency, a measure
of the content and how promptly decisions are made public by the central bank; and operational
transparency, which summarizes how the central bank evaluates its own performance (see the online
appendix for details).

*BRICS stands for Brazil, Russia, India, China, and South Africa.
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capture elements not well established before the GFC. Forward guidance and
the management of expectations in a QE environment are two examples of
factors difficult to incorporate into existing proxies for transparency. (I return
to these examples in chapter 4.)

In any case, even more striking is how, by the early to mid-2000s, improve-
ments in transparency stalled in most countries and regions of the world. This
may be surprising if one believes that the crisis ought to have raised levels of
transparency. Alternatively, the central banks may believe that greater trans-
parency can contribute to more instability. As noted earlier, crucially, trans-
parency need not be equated with clarity. Of course, I am assuming that trans-
parency is properly measured. Since the crisis, the manner in which central
banks “speak” has changed, and their overall communications strategy has
been evolving. More generally, the degree of perceived transparency is always,
to some extent, in the eye of the beholder.

Conclusions

The overview of the principal forces affecting the performance of economies
and the potential role played by monetary policy and the central banks as in-
stitutions hints at the issues that require fleshing out in subsequent chapters.
Nevertheless, a few broad conclusions emerge at this point. The past decade
and a half in economic terms has been eventful, to say the least. Central banks
appear to have stepped in to close the breach, as it were, arguably ending up
doing some of the work that other institutions and governments were inca-
pable of doing or were unwilling to do.

However, unlike the claim made by several authors (e.g., El-Arian 2016),
central banks were the “only game in town” well before the GFC. It is simply
that, after 2008, the failure to recognize this as not a durable strategy became
obvious. As we shall see, this, too, is an old lesson that policymakers are having
to learn again.

Academics, and policymakers more generally, were lulled into believing
that monetary policy ought to focus primarily on stabilizing the real economy.
Financial markets were assumed to be largely free of frictions. Even the analy-
sis of the theory of monetary policy (Woodford 2003), which remains seminal
to this day, has only one reference to financial markets and none to the concept
of lender of last resort that is critical for understanding the origins and evolu-
tion of central banking.

If this is indeed the case, then the issues that need to be addressed include
the implications of the monetary policy choices that were made, whether there
were better ways of dealing with the events that transpired at the time of and
following the GFC, and perhaps just as important, whether central banks
will choose or be forced to step back from their outsized role in stabilization
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policies.® After all, it is doubtful that all indemnification agreements can an-
ticipate every future state of the world.

The state of play in central banking at the beginning of the millennium ap-
peared to suggest that there was no gain in requiring the monetary authority
to meet a complex set of objectives relying on a vast array of policy instru-
ments. Instead, a clear objective, not necessarily but preferably legislated in
some fashion, with an easy-to-follow and equally clear instrument, ought to be
all we can ask the central bank to be accountable for. Additionally, the public
expects the fiscal and monetary authorities to operate in tandem, supporting
each other when required but not to set the respective stances of their indi-
vidual policies to give the impression they are in conflict with each other.

The financial crisis led to emergency measures of a dizzying variety as cen-
tral banks, even if they shared part of the blame for the conditions that threat-
ened a Great Depression 2.0, responded as they saw fit during the unfolding
events.

The response of governments and central banks was nothing short of a rep-
etition of an age-old principle that governments, when pressed, will do what-
ever it takes. As James Madison is said to have written over two centuries ago
in one of the Federalist Papers: “No axiom is more clearly established in law
or in reason than wherever the end is required, the measures are authorized;
wherever a general power to do a thing is given, every particular power for
doing it is included.”®® To be sure, there would be resistance to these principles
from several quarters, as we shall see. However, short-term expediency would
be the order of the day for years to come.

More than seven years after the global economy hit rock-bottom, there is
an impression that policy thinking has moved away from the truths frequently
repeated, especially by central bankers. Complexity can no longer be avoided,
rules of conduct have been modified, transparency need not always be ben-
eficial, and the meaning of central bank independence has been redefined in
ways that have not been adequately debated in public.

To be sure, there continue to be prominent voices advocating a return to
the pre-GFC consensus that monetary policy should have a singular focus—
namely, maintaining price stability. Arguments leading to this conclusion have

% Central bank forays into wider areas deemed part of stabilization policy have led to accusations
that fiscal and monetary policies are becoming intertwined. Directives and indemnification agree-
ments are essential, as we shall see, for the two principal arms of stabilization policies to keep a com-
fortable distance from each other. Another implication of the narrowing of the gap between central
banks and government is the worry that the former are being dragged into using monetary policy
as well as, presumably, macroprudential policies, for redistributive purposes. Since interest rate and
inflation changes always redistribute wealth, from borrowers to lenders and savers, or vice-versa, a
certain amount of passive redistribution is always a by-product of monetary policy. See, for example,
Brunnermeier and Sannikov 2012.

% From the Federalist Papers, no. 44A; see http://avalon.yale.edu/18th_century/fed44.asp.
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sometimes been referred to as “divine coincidence’®’ Strong forces are sugges-
tive of the lesser evil of more inflation,*® although monetary history has not
been kind to the record of central banks in reducing inflation levels deemed
excessive without the attendant significant economic costs. Finally, policymak-
ers ability to rein in the financial sector’s tendency to generate crisis after crisis
is questionable, though there is, for the time being, what appears to be a con-
certed attempt to at least try to address the problem on an international scale.

The last crisis appears to have exhausted much of the publics trust and
policymakers’ capacity to respond to another GFC. We now face the dilemma
of how far back the pendulum can swing before creating conditions that are
even more hazardous than those encountered on the eve of the GFC. It re-
mains to be seen whether, to paraphrase Lenin, “sometimes history needs a
push” becomes germane if we end up going too far in the wrong direction.
Approaching a decade of living in a crisis-like environment, we sense there are
plenty of reasons to be apprehensive, only somewhat mitigated by some signs
of hope.

The remainder of this book explores whether the foregoing impressions are
defensible. A more hopeful interpretation is that the road ahead, following a
triumph in policymaking as this century began by dealing with a global finan-
cial crisis, may well lead to a new triumph or, in the case of monetary policy,
a return to the central bank as once again subservient to an excessive politici-
zation of monetary policy, which would be a relic of an earlier era of central
banking (Siklos 2002).

“The concept is a theoretical one and it equates price stability with the stabilization of output.
However, this result only holds if fairly strict, and likely unrealistic, assumptions are correct. See, for
example, Blanchard and Gali 2007.

¢ One prominent supporter of this position is Ken Rogoff, at Harvard. See, for example, Rogoff 2008.
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When Finance and the Real Economy Collide

Policymaking, Fast and Slow

Pre-crisis, when monetary policy and financial stability could be neatly sepa-
rated, certainly in theory if not in practice, seemingly there was an obvious
reason to do so. Economic shocks were small and apparently benign, and
financial markets operated behind a veil that facilitated economic activity, but
where frictions were sufficiently minor as to be largely ignored. It is not for
want of trying that the possibility of experiencing the real effects of financial
instability was largely suppressed. Some indications were given in chapter 1.
Even trying to define the term “financial stability” was a matter that pre-
occupied some policymakers many years ago. Indeed, Andrew Crockett in
1997, at the Jackson Hole Symposium, began his plea to take financial stability
seriously as a policy goal by defining it as follows:

I will take financial stability to apply to both institutions and markets. In
other words, stability requires (1) that the key institutions in the finan-
cial system are stable, in that there is a high degree of confidence that
they can continue to meet their contractual obligations without inter-
ruption or outside assistance; and (2) that these key markets are stable,
in that participants can confidently transact in them at prices that reflect
fundamental forces and that do not vary substantially over short periods
of time when there have been no changes in fundamentals. (Crockett
1997: 9)

Post-crisis, it is not surprising that so much effort is devoted to model-
ing financial markets as networks, since this is a means for understanding the
precise linkages between participants in the financial sector. Nevertheless, we
continue to grapple with an array of terms for what undermines financial sta-
bility. Crockett’s definition is a fine one, but implicitly at least, it abstracts from
the planning horizon of investors versus central banks, among other inherent
biases we have come to learn can plague the financial system.
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While some observers point to globalization or to the role of the financial
cycle! as the primary candidate for the development of financial instability, the
proximate explanation is more likely to include the speed and ease with which
information spreads. What bedevils policymakers to this day is their inability
to predict which event is likely to be the tipping point that renews financial
crisis conditions.

Economists are fond of referring to “fundamentals” as the driving force for
real and financial activity. These are the economic variables that theory and
accumulated empirical evidence suggest drive changes in the indicators, such
as inflation levels, real economic growth, or the state of the financial sector.
Yet, one person’s fundamental variable may be someone else’s less critical piece
of information. Sometimes this is due to disagreement about the source of
the problem, which tends to be exacerbated in crisis conditions. Though it is
only a few years after the events that began in 2007, one can fill a library with
books on various facets of the GFC, reflecting wide opinion on the subject.
Alternatively, the source of instability could be inattention, or simply compla-
cency, about a problem widely thought to be brewing. An obvious example
of the latter is the ongoing sovereign debt crisis in the eurozone, where it ap-
pears that serial disagreements have delayed the day of reckoning for dealing
with Greece’s inability to operate within the single currency and for following
unchanged policies. (We return to the example of the eurozone in the next
chapter.)

Suffice it to say that inattention is rife among market participants. It is
unclear, of course, whether instability is the result of a natural tendency to
underestimate the probability of a unique event or it is a belief that moral
hazard is a pervasive condition that will always prompt policymakers to
adopt a bail-out solution. In both cases, decisions take on the appearance of
gambling. For example, if we completely dismiss the possibility of a financial
crisis with global repercussions because it is thought to be inconceivable,
then when such an event does materialize, it calls to mind the black swan
metaphor’—even if we see that, after the fact, there may well have been signs
pointing toward a major shock. Similarly, the moral hazard phenomenon
is quite pervasive; in a world where information is typically asymmetric,
there is incentive to shift risks if someone else, such as taxpayers, can bear
the costs. Regardless, there is always an unavoidable conflict between the
needs of monetary policy that, under normal circumstances, requires “slow”

'A difficulty in making the link is partly the result of a lack of consensus on measures of the scope
of globalization and the meaning of financial stability (see later in chapter). See, inter alia, Berger et al.
2000; Obstfeld, Shambaugh, and Taylor 2005, as well as references to the financial cycle in chapter 1
this volume.

2The black swan metaphor was made popular by Taleb 2007, who uses this it to describe the char-
acteristics of rare financial events.
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thinking and the behavior of financial markets where, more often than not,
“fast” thinking is the rule.?

The search for greater arbitrage opportunities, facilitated by technologi-
cal innovations, allows central banks to monitor and potentially react daily,
if not even more quickly, especially to events that influence the financial mar-
kets. Of course, this assumes that all the necessary data are indeed available.
Unfortunately, as even central bankers have discovered (sometimes to their
dismay), there continue to be important gaps in what is knowable about the
functioning of financial markets. This information gap is occasionally facili-
tated by the institutional environment and sometimes by restrictions on the
activities of the central banks.

The monetary authority in most industrialized countries is typically respon-
sible for maintaining price stability. Monetary policy focuses on information
available at infrequent intervals, usually monthly or quarterly (e.g., CPI infla-
tion, GDP growth). Of course, some observers believe that macroeconomic
data can be extracted more quickly. Indeed, there is a growing literature that
seeks to exploit disaggregated information to generate new forms of aggre-
gate data. Now-casting is one such example, intended to provide policymakers
with more timely information about the state of the economy and the financial
system.*

Alternatively, technological improvements have raised significantly the
volume of available information on a global scale. As a result, there is greater
scope to determine the sources of influence and changes occurring at both fi-
nancial and macroeconomic levels. Analysts refer to “Big Data” as the product
of this growth in available information, and they have developed new tech-
niques to extract meaning that can illuminate the economic outlook or explain
past sources of stress in the financial system. Curiously, or perhaps because the
ability to exploit all available information remains at an early stage of develop-
ment, little of this data has yet to filter down to a level where the monetary au-
thorities are comfortable with it, or are able to communicate relevant findings,
or can demonstrate the success of these information-gathering methodolo-
gies. Instead, a parallel effort aims to reduce the complexity created by the ac-
cumulation of vast amounts of information by seeking to reduce the potential
number of explanatory variables to more manageable levels. In other words,

*The intellectual debt to Kahneman and his colleagues for some of the ideas in this chapter is obvi-
ous. See, for example, Kahneman 2011. Bernanke’s (2015a) memoirs are also instructive in this regard.
The former chair of the FOMC admits that focus on monetary policy and choosing the words to be ut-
tered on behalf of the FOMC, which require patience and extensive and time-consuming deliberation,
were difficult when serial crises in various parts of the financial system required quick, occasionally
ad hoc solutions.

*Now-casting essentially seeks to forecast the current state of the economy based on a combination
of large amounts of data from a variety of sources measured at different times, sampled at different
frequencies, and with varying levels of accuracy. See, for example, Giannone, Reichlin, and Small 2008.
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rather than attempt to distill vast amounts of data, an alternative strategy sets
out to avoid being caught in the trap of not seeing the forest for the trees.

Even if, as is likely, vast amounts of disparate information can improve the
accuracy of macroeconomic information, one must still ask: to what end?
After all, the availability of more information means policymakers must con-
front both practical and intellectual constraints that have yet to influence the
strategy of monetary policy.

What are some of the issues involved? For example, lags in the effects of
monetary policy are generally believed to be long and variable, while the
impact of other forms of central bank interventions in the financial markets
(e.g., changing the central bank policy interest rate) potentially have a far more
immediate impact. Since the GFC, the added twist is that interventions in the
financial markets have real economic implications we are only now beginning
to comprehend. As a result, there is a potential conflict between being overly
concerned about minute-by-minute developments in financial markets and
attaining a specific monetary policy objective whose horizon extends to the
medium term. The risk is that monetary authorities become myopic or suffer
from tunnel vision, overreacting to what appear to be random or inexplicable
events from the perspective of meeting the overall objectives of monetary
policy.

History offers many examples of policymakers who have displayed short-
sighted behavior in one form or another, triggered by the misinterpretation or
ignorance of available evidence. Milton Friedman (1992) reminded us some
time ago that innocuous acts of policymakers whose full implications are not
considered can have disastrous economic consequences. Several incidents of
this kind were recounted in a collection of articles he called Money Mischief. >
Taylor (1998) suggests that frequent monetary policy regime changes during
the last century in the United States reflected a failure to accept that a set of
rules consistent with “good” monetary policy is ultimately the most desirable
form of policymaking. (The role and function of such rules is developed in
greater detail in chapter 4.)

Other examples of myopia or tunnel vision include coordination failures
throughout the 1970s among the central banks and governments in the in-
dustrial countries,® and the failure to anticipate the magnitude of the financial
crises in both the more recent and the distant past (e.g., GAO 1996 and Fischer
1998). Of course, it should be noted that focus on a specific event need not

*Friedman was also fond of simple policy rules like the k-percent for growth in the money supply.
Concerns over how much discretion policymakers, particularly in the area of monetary policy, ought
to apply and remain consistent with best practice have been an academic preoccupation for some
time. An early summary of the relevant issues is found in McCallum 1999, but of course, Kydland and
Prescott 1977 remains the classic reference.

¢Volcker and Gyohten 1992 is an authoritative and entertaining account.
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always be a symptom of bad policymaking or shortsightedness. Hence, the
U.S. Federal Reserve Board’s reaction to the stock market crash of 1987 is gen-
erally regarded as having sent the right signals, even if the event was a singular
one for which any long-term consequences for monetary policy were unclear
(see chapter 1). The Fed’s responses to the failures of Lehman Brothers and
AIG in 2008, arguably, are examples that appeared to be the correct responses
in theory at the time, but proved almost disastrous in practice. So, what may
seem like a myopic response to some may not look that way when viewed from
the broad macroeconomic perspective.’”

It seems worthwhile, then, to debate the pros and cons of shortsightedness
by the monetary authorities when events are constantly bombarding those
policymakers. It is also critical to understand the inevitable collisions that
occur between the needs of monetary policy and the quest for financial sta-
bility. The conflicts between these objectives can lead to an overreliance on
attempts to limit all forms of behavior deemed “excessive” The resulting reac-
tions exaggerate the appearance of financial stability through a form of finan-
cial repression, but they do so at the risk of limiting monetary policy’s ability
to meet its stated objectives. Unfortunately, there is as yet no comprehensive
theoretical or policy solution to, let alone consensus on handling, the trade-off
implicit in simultaneously conducting fast and slow policymaking. However,
there is a need to better understand the strategy of monetary policy and what
can be done to reform it, so that at least we can develop a way forward to miti-
gate future problems.

Monetary Policy Meets the Financial Stability Motive

Until the GFC, the usual narrative from the central banks was that the best way
to maintain financial stability was to adopt a price stability objective. Economic
historians were, of course, well aware that while price stability can assist with
the maintenance of financial stability, it is no guarantee of it. However, the
myth served to conveniently permit separating monetary policy from finan-
cial system stability.® For the time being, I will dispense with the question
whether this strategy was best accomplished via a formal inflation target; even
academics are careful not to make too strong a causal link between the two.

’T have essentially left out the role played by individuals or groups who deliberately exploit gaps in
the regulatory and supervisory system, as well as those who are able to inveigle investors into believ-
ing that relatively high returns can be earned while simultaneously keeping risks in check. Unethical
behavior is also a facet of most financial crises, as Sorkin 2009, Lewis 2010, and Morgenson and Rosner
2011, among others, remind us. Unfortunately, even as the worst of the crisis has passed, elements of
bad behavior in the financial sector apparently persist. See, for example, Tenbrunsel and Thomas 2015.

8See, for example, Laidler 2011.
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Indeed, as the crisis wore on, a debate took center stage over whether conven-
tional monetary policy—namely, changes in central bank policy rates—was
too blunt an instrument to tame financial imbalances. Central bankers were
often left arguing that shaping expectations and warning of the consequences
of excessive borrowing and debt ought to be sufficient to prevent monetary
policy from creating crisis-like conditions. Macroprudential policies, also
sometimes discussed, were not widely known, understood, or thought to be
vital supplementary weapons in the monetary policy arsenal.’

Post-crisis, central bankers have been far more vocal about the differences
between monetary policy and financial stability. Strategies for the former, it
was thought, were well understood, while the latter was a work in progress.
Conflict between the two was always resolved by notions that macroprudential
policies would be available to deal with threats to financial system stability.
Nevertheless, just as monetary policy strategies in retrospect look incomplete,
this was even more pertinent in the case of macroprudential policies. The re-
action in most instances, often independent of whether the central bank was
believed to be at fault or not for the crisis, was to heap greater responsibilities
onto the monetary authorities. As we shall see, this can be viewed as an odd re-
sponse that raises serious questions about the future role of the central banks.

What else can we say about the links between monetary policy and finan-
cial stability? Since the epicenter of the global financial crisis was the United
States, the focus here is naturally on developments there. To be sure, the expe-
riences of other regions and countries are likely to have been somewhat differ-
ent; however, even if what is true is largely applicable to the United States, the
spillover of Fed decisions mattered greatly for the rest of the world. In any case,
the arguments that follow are likely applicable also to the eurozone, Japan, and
the United Kingdom. That is, what happens in the G4 cannot help but have a
global impact.

The Chicago Board Options Exchange (CBOE) has its Volatility Index
(VIX), which has become a popular indicator of choice for the state of finan-
cial stability. The VIX is an indicator we shall encounter repeatedly in this
book, as academic research has seized on it as a gauge of “fear” in the financial
markets. The VIX measures the implied volatility of S&P 500 index options (to
buy or sell at some specified future price), thereby reflecting the short-term
view of investors who hedge their bets against future behavior of the stock
market. And since the stock market is often thought to be the harbinger of

° A brief definition was provided in the first chapter. Unlike pre-crisis monetary policy that, at the
risk of some exaggeration, consisted of one instrument ( interest rate) and one objective (preserving
price stability), macroprudential instruments that permit the central bank, or some other agency, to
intervene in financial markets via regulations, taxation, or other means of introducing frictions. We
return to these issues in chapter 6.
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things to come in the economy, any sudden shifts in the VIX are seen as point-
ing to the risk of future changes in stock market performance.”

Since the crisis, other indicators have been proposed and created, but it is
unclear how many additional insights are possible concerning the potential
trade-offs between monetary policy and financial stability of the kind exam-
ined here and incorporated into alternative measures." Skepticism about the
nature of any trade-off can be readily illustrated. Consider figure 2.1, which
illustrates the dilemma faced by many central banks. As noted earlier, any
theoretical trade-off between financial stability and monetary policy is hypo-
thetical, but it is likely nonlinear or at least subject to some threshold effect.
One can well imagine a range wherein the central bank is hesitant to react to
changes in the link between financial stability and monetary policy for reasons
already alluded to—namely, the incompatibility between the normal planning
horizon of the monetary policy objective and the shorter horizon that finan-
cial market participants likely maintain.

Figure 2.1 plots the VIX against either U.S. headline inflation" (the top two
graphs) or core inflation (the bottom two graphs). The range of 2 to 3% infla-
tion is considered desirable, certainly among central banks in the advanced
world. It is less clear what constitutes normal financial stability conditions
based on the VIX, though the range of 10 to 20 on the VIX is certainly within
the “long-run” historical norm. The straight lines represent the linear regres-
sion estimates to give a general idea of the potential trade-off between the two
factors. Of course, there is no reason to expect any such relationship to be
linear. (I briefly return to this issue later.)

For the figure, I assume that the monetary authority remains at least neutral
in the square defined by “normal” conditions for the two variables.” “Neutral”
here is interpreted as the condition whereby inflation is at an acceptable level
given the prevailing stance of monetary policy (i.e., at current central bank
policy rate levels) while the historical evidence would also suggest no alarm

There is an enormous literature that finds an empirical link between macroeconomic fundamen-
tals and risk; see, for example, Bloom 2009.

. There are plenty of other indicators, including the St. Louis Federal Reserve’s Financial Stress
Index (STLFSI) and the Chicago Federal Reserve’s National Financial Conditions Index (NFCI).
Relying on a variety of methodologies, all seek to combine the information from a large number of
financial time series. When plotted together (not shown here, but see the online appendix), they behave
in similar ways, particularly when market conditions are under severe stress or in crisis.

2U.S. policymakers favor the PCE index. Equivalent measures beyond a few economies are difficult
to find, whereas there is greater comparability in CPI inflation across the globe. In any case, the results
are broadly similar if we use the Fed’s preferred measure.

B Clearly, to the extent that there are factors external to either the VIX or inflation, the monetary
authority can reserve the right or deem itself to be responsible for a response even if inflation and the
VIX happen to be in the neutral zone. We leave out this possibility at present, but return to such an
eventuality in the final chapter.
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FIGURE 2.1 The VIX and Inflation, Pre- and Post-Crisis

Note: CPTINF_US is U.S. CPI inflation; CPIEXEINF_US is U.S. core inflation (excludes food and energy prices). VIX
represents an indicator of the volatility of equity prices and the resulting index is derived from or implied by
options on the S&P 500 index as calculated by the Chicago Board Options Exchange (CBOE) .

bells sounding from the financial markets that would prompt policymakers to
issue warnings of imminent financial instability.

If we think of the period from 2000 to 2007 as the high-water mark for
the Great Moderation, then the VIX-headline inflation combinations hover
relatively close to or well within the neutral zone, and even more so when core
inflation is considered. Core inflation, after all, is the preferred measure of in-
flation to guide the conduct of monetary policy because it strips away volatile
prices (i.e., food and energy) that should not trigger a monetary policy re-
sponse, at least in the short run. Although there is the appearance of a negative
relationship between the VIX and inflation, it is relatively weak. It is weaker
still when the sample consists of the crisis and post-crisis samples. Moreover,
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there is a clear departure from the neutral zone whether inflation is measured
in headline or in core terms. Outliers abound, unlike the comparatively smaller
cloud of data that characterizes the pre-crisis sample. Indeed, the rise in finan-
cial stability (i.e., the drop in the VIX) from the height of the financial crisis,
arguably starting in late 2008 and extending to the end of 2014, is dramatic.

Notice, however, that the negative trade-off apparently turns positive
when we consider core inflation. Moreover, there is much more variation,
both pre- and post-crisis, in the financial stability proxy than in inflation.
Nevertheless, between the third quarter of 2002 (2002Q3)—that is, near the
end of the Fed’s sharp easing of monetary policy in the aftermath of the
dot.com bubble burst—and the second quarter of 2006 (2002Qz2), when the
Fed neared the end of a tightening cycle, there was hardly any change in
core inflation while headline inflation more than doubled. Financial stability
actually rose during the tightening cycle. Therefore, if policy rate increases
represent a blunt instrument for maintaining financial stability, that effect is
not apparent in this episode of U.S. monetary history. In contrast, the con-
tinued easing of monetary policy after 2008 has brought about a dramatic
rise in financial stability.

Finally, the crucial years 2007 and 2008, when monetary policy began a
dramatic easing last seen only a few years before, in 2001-2, display signals
coming first from the link between the VIX and inflation in neutral territory,
followed by a bias, if anything, toward a need to tighten policy, as both indica-
tors of inflation rose as did the risk of financial instability. The Fed, of course,
adopted the opposite course of action and failed to openly tighten the stance
of monetary policy.* All these stylized facts serve to complicate the narrative
that links financial stability to monetary policy.

This discussion highlights the lack of confidence one should have in the
kind of trade-off that has been suggested in some quarters; rather, the link may
be episode- or event-specific and not a regular feature of the data.” Inflation
ultimately reacts to changes in monetary policy. Figure 2.2, therefore, shows
the Fed funds rate—the Fed’s policy rate—over the same period. Beginning in
December 2008, the Fed funds rate reached the zero lower bound (ZLB) as the
U.S. central bank resorted to its balance sheet to further ease policy. In lieu of
showing the swelling of the Fed’s balance (see, however, chapter 3), the figure
shows a “shadow” rate—that is, what the policy rate might have been had it
turned negative once it reached the ZLB. There is a large reduction in financial

! Arguably, the reduction in long-term Treasury bonds purchases by the Fed, coupled with an ap-
preciating U.S. dollar, is tantamount to an end of the loosening phase of monetary policy. Since the
Fed, by design, kept all eyes focused on the fed funds rate, any hint of policy tightening was out of
direct view.

>Whether central bankers believe in the existence of this trade-off is subject to subtle interpreta-
tion of their views on the subject. See, for example, Issing 2003 and Poloz 2014.
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Note: The thick solid line is the observed Fed funds rate; Wu-Xia is a shadow Fed funds rate proposed by Wu and
Xia 2016. Krippner, from Krippner 2015, is an alternative measure of the same shadow rate. Source: Data can be
downloaded from www.frbatlanta.org/cquer/research/shadow-rate.aspx?panel=1.

instability between the peak of the financial crisis and the end of 2014, while
there is hardly any movement in either headline or core inflation rates.

In spite of the Fed’s stronger emphasis on inflation performance, consistent
with the profession’s view that both economic and financial stability are best
served by a policy geared toward ensuring low and stable inflation, its dual
mandate explicitly requires a concern for real economic performance. A dif-
ficulty is that links between financial stability and real economic performance
are even more opaque than those between financial stability and inflation per-
formance. Therefore, I consider next how economic policy uncertainty (EPU),
combined with a changing monetary policy stance, may be linked to real eco-
nomic performance.

Figure 2.3 reveals several notable features of U.S. macroeconomic perfor-
mance since the start of the new century. First, there has been a clear drop
in economic growth across the two samples examined, 2000-7 and 2008-14.
It is this kind of performance that has contributed to the notion that the
U.S. economy and others have slipped into secular stagnation. While more
policy certainty (i.e., a lower value for the indicator) appears to be associated
with improved economic performance, the post-crisis link was driven almost
entirely by several quarters of negative economic growth. Otherwise, there
seems to be nothing that connects economic performance to EPU, at least
over a relatively short period. Since the bulk of the combinations depicted in
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FIGURE 2.3 Economic Policy Uncertainty and Real GDP Growth, Pre- and Post-Crisis

Note: EPU: US is the measure of economic policy uncertainty, from Baker, Bloom, and Davis 2016. RGDP: US is
US real GDP growth. The downward sloping lines represent lines of best fit (i.e., estimated via least squares). The
shaded areas define a possible range of “normal” economic growth rates. Source: EPU data can be obtained from
www.policyuncertainty.com/index.html.

the figure occurred well past the height of the crisis (i.e., after 2010), it does
not appear to be the case that easing the monetary policy, or an unchanged
Fed funds rate, has improved economic performance, even if EPU decreased
dramatically. Even if a less accommodating monetary policy would likely
have produced a worse outcome, it is unclear how continued policy easing
could contribute to a return to economic performance of the kind experi-
enced before the crisis.

Patience Meets the Need for Action

The availability of data at very high sampling frequencies may well lead cen-
tral bankers to display a lack of understanding of or foresight about the con-
sequences of their pronouncements and decisions; this would be evidence
of myopic behavior. Alternatively, central bankers may be subject to tunnel
vision, as when they focus on a particular problem, leaving aside the possible
spillover effects of their actions. Both conditions are examples of shortsighted
behavior that manifests itself in a number of ways.

A set of clear monetary policy objectives ought to limit the incentive of
the policymaker to react too frequently to shocks whose effects are likely to
be transitory, assuming the public sees it the same way and does not change
its behavior. Indeed, it is sometimes forgotten that the spread of inflation tar-
geting (IT) is explained, in part, by policymakers’” acceptance that having less
discretion can improve the focus of policy. Having limited options can also
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constrain central bank communications. Consequently, framing a monetary
policy objective in terms of an inflation target—and if day-to-day news events
have at most a transitory effect on price movements—ought to prevent a cen-
tral bank’s from becoming overly reactive, thereby reducing the chances that it
will be viewed as myopic.

Alternatively, for a central bank with no explicit objective or, rather, a mul-
tiplicity of objectives, it is not obvious that any central bank reaction can be
characterized as myopic. In this case, the cost may well be measured as a loss of
credibility or trust, since both the markets and the public can develop exagger-
ated expectations about a monetary authority’s ability to deal with a constant
stream of events. Alternatively, a central bank that does not feel compelled to
respond to events or to explain itself vis-a-vis specific objectives risks feeling
political pressures and will likely shoulder excessive blame or become overly
defensive when those expectations are not met.

It is clear from many central bank publications that policymakers’ vision—
and here I include the fiscal authorities also—of what constitutes “best prac-
tice” in monetary policy has narrowed considerably in the last few years, in the
sense that inflation control is viewed as the mainstay of monetary policy. As
we shall see, while this represents a sign of progress and must be given some
credit for the world economy’s ability to avoid a Great Depression 2.0, it still
constitutes an incomplete monetary policy strategy.

Clearly, ignoring the potential informational content of all events may result
in a central bank that is excessively shortsighted.' Similarly, when institutions
such as the IMF or the BIS, partly as a result of their historical or perceived
mandates, pressure policymakers to focus a disproportionate amount of atten-
tion on a specific aspect of economic performance, such as the current account
balance, the budget deficit, or the capital adequacy of banks, this also raises the
potential for tunnel vision in conducting policy.

An alternative form of tunnel vision or myopia emerges when, for ex-
ample, a central bank reacts too quickly to some news events, as opposed
to too often, without allowing time to pass for more sober economic analy-
sis to confirm whether the impact on some stated policy objective is likely
to be sufficiently large to breach an inflation or other policy target.” The
ECB’s decision to raise the policy rate twice during 2011 is sometimes seen
in this light.

16 As also claimed, for example, by Séderlind and Svensson 1997.

In this connection, the analysis by Orphanides 1997 is interesting since he argues that more rea-
sonable assumptions about data availability lead to policy recommendations quite different from ones
that are obtained using final estimates. Adherence to a Taylor-type rule underpins Orphanides’s analy-
sis, whereby a central bank sets a benchmark interest rate according to the output gap and changes in
the inflation rate. I consider the Taylor Rule policy prescription in greater detail in chapter 4.
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There is little doubt that central banks are more forward looking than some
of the empirical literature on central bank reaction functions gives them credit
for. Nevertheless, it is also the case, cognizant of the inaccuracies and measure-
ment biases inherent in several macroeconomic aggregates, that central bank-
ers rely on a number of proxies for leading economic indicators and do not
mechanically apply simple rules. Typically, central banks rely on a “portfolio”
of models to generate inflation forecasts, as well as other informal information-
gathering techniques in their conduct of monetary policy.” The reason is that
myopic behavior can be less stabilizing than pure foresight.”

One can also conceive of myopic behavior as the outcome of a misunder-
standing of, say, sources of price changes in a market economy. For example,
some (e.g., Johnson and Keleher 1996) have argued that central banks should
focus their attention almost exclusively on the behavior of commodity prices
as a reliable guide to inflationary pressures. While central banks certainly do
not ignore such information, it is doubtful that they are solely guided by move-
ments in these prices, whose relationship with the overall objectives of mon-
etary policy are still not well understood, since there are potentially several
other, equally useful signals of future inflation performance.” Hence, a form
of myopia emerges when the central bank chooses to restrict information it
considers when facing policy decisions.

Since policy objectives, formal or not, are stated in terms of the levels of
some aggregate, there is also the possibility that the volatility of time series—
more apparent in data sampled at a higher frequency—may not be fully taken
into account by policymakers.? Part of the reason might be the difficulty of dis-
tinguishing between the phenomena called “meteor showers” and those called
“heat waves” A meteor shower gives the impression of events that originate
from one source—namely, the domestic economy. In contrast, a heat wave im-
plies that volatility spreads across economies. This resort to metaphors is only
partly the result of incomplete knowledge about how volatility can influence
economic and financial activity.

The foregoing suggests that there are good reasons for the central bank
to be patient. Or, as Blinder wrote almost twenty years ago, “good policy

Judgment is often also applied, though exactly how this is understood or translated into action is
almost always unclear.

1 Also, see Siklos 1999. Some of the ideas in this chapter are drawn from that article.

»n the sense that shocks arising from such markets are accommodated unless it is felt that there
have permanent inflationary consequences. In I'T countries, this shows up in the focus on inflation
performance net of certain caveats as an indicator of policy success. These caveats, as discussed in
chapter 1, include indirect taxes and food and energy price shocks.

Z'There is an implicit presumption here that volatility somehow has a negative connotation for eco-
nomic performance. There is a large literature dealing with the connection between inflation levels and
inflation volatility. The economic significance of that link is debatable, at least for advanced economies
but less so for EME.
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decisions require patience and a long time horizon” (Blinder 1999:118). But
how does patience manifest itself? Is patience a sign of caution, informed
by the need to carefully identify the transitory from longer-term or more
permanent shocks??? Does patience contribute to fostering a policy of gradu-
alism or inertia in policy decisions? There are certainly plenty of reasons to
favor patience in policymaking. It has been known since at least Brainard
(1967) that uncertainty ought to temper the incentive of policymakers to
react to every wiggle in the data.”® This is especially true for monetary policy,
a point highlighted by Sack (1998) thirty years after Brainard’s contribution.
Gradualism is also behind Woodfords (2003) analysis, since it provides
the central bank with a mechanism to influence longer-term yields and,
hence, permits monetary policy to be potentially effective across the term
structure.”

Part of the difficulty is that caution and patience also represent opportu-
nities for financial markets to influence a central bank’s decision making—a
point made cogently by former policymakers, including Blinder (1999) and
Stein (2014), based on their first-hand experience sitting on the U.S. Federal
Reserve’s policymaking committee. It is likely that their counterparts at other
major central banks can tell similar stories. Much of the emphasis has been
on how changes in policy rate levels can be influenced by market perceptions.
This is understandable. As revealed in figure 2.4, for a selection of economies
where policy rates serve as the principal instrument of monetary policy, other
than during crisis periods, one is hard-pressed to find policy rate changes
that depart from the 25bp (or .25%) model for a period of over sixteen years.
Even for Brazil, where the macroeconomic and financial challenges are ar-
guably greater than in the other economies shown, large policy rate changes
took place only approximately 40% of the time.”” There are other ways of

2Qr, for that matter, demand-side versus supply-side shocks that require different types of policy
responses. A demand shock—say, of the positive variety—is expected to be inflationary and stimu-
late economic activity. Hence, a tightening of monetary (or fiscal) policy is appropriate. In contrast,
a positive supply-side shock (e.g., a fall in oil prices) should stimulate aggregate output and reduce
inflation. Unless the central bank responds by reducing interest rates, monetary policy will be seen
as being tightened. In both cases, expectations, as well as the size and persistence, of shocks are criti-
cal ingredients in the policy response. Moreover, policymakers must successfully identify one type of
shock versus the other.

#Economic models on which this conclusion is based assume that uncertainty is multiplicative.
Since the economic variables of interest are related to each other, possibly in a nonlinear fashion, mul-
tiplicative uncertainty is a plausible assumption. Otherwise, one could assume that uncertainty was
additive.

2 Still others (e.g., Rudebusch 2002) are skeptical of the gradualism argument because interest rates
are not as predictable as they should be when interest rates are thought to change smoothly over time.
This argument presumes, of course, that we have a clear idea of how interest rates across the term
structure are related to each other.

#Since the central bank of Brazil meets monthly, there were over 190 meetings during the period
shown in figure 2.4.
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quantifying gradualism, including measuring inertia based on estimates of a
policy rule, such as the Taylor Rule (which I consider in chapter 4). In any
event, all these approaches suggest a considerable amount of gradualism in
policy rate changes.

Because of the tension between tunnel vision and myopia in policymaking,
and the desirability of patience in conducting monetary policy, together with
the difficulty of identifying a link between financial stability and monetary
policy discussed in the previous section, one can ask whether policymakers
ought to incorporate some indicator of volatility in influencing the degree to
which they can afford inertia in meeting monetary policy objectives.?® The
“tapering” episode of 2013 (see later) is one illustration of how policy can in-
fluence or be affected by bond market developments. Similarly, the on-and-off
sovereign debt crisis in the eurozone highlights the response and volatility of
long-term government bond yields in that part of the world. Of course, there
are plenty of other examples that underscore the need to consider not only
level effects but also the impact of financial asset price volatility, including the
series of decisions taken by central banks referred to as quantitative easing
(QE) policies (which I will explore in chapter 6).

Figure 2.5 illustrates some of the challenges facing the monetary authorities
in fast and slow policymaking environments. The plot, for U.S. data, shows
futures prices for U.S. sovereign bonds (Treasuries) for maturities ranging
from two to thirty years. The vertical lines highlight selected events during
the period shown. The sensitivity of bond prices is roughly inversely related
to the term of maturity, with longer-term bonds more volatile than short-term
ones. The three episodes of QE in the United States, introduced once the Fed
reached the ZLB, are identified, along with the taper comment in the wake of
Bernanke’s testimony, and speeches in May and June 2013.

Notice, however, that there were apparently several other episodes when
bond price volatility surged or fell. In particular, the ECB’s decision to raise the
policy rate in the summer of 2011, followed by a decision the following month
to enhance liquidity in the eurozone via the long-term refinancing operations
(LTRO), appears to have played as much havoc, if not more, than some of the
domestic actions taken by the Fed. What, then, is a central bank to do? Caught
between the need for sober second thinking and pressures to respond to a fast-
paced financial world, there seem to be few options other than to be selective
when and/or whether or not to react to day-to-day shocks.

%A series of technical issues with Taylor Rules led Siklos and Wohar 2005 to propose that the
interest-rate-setting behavior of the Fed ought also to be conditional on volatility, largely because infla-
tion rates were originally found to have such effects. Hamilton 2010 also highlights volatility clustering
and persistence in the Fed funds rate, with implications about views held concerning macroeconomic
phenomena. Stein and Sunderam 2016 explicitly allow for bond market volatility to influence the Fed’s
desired policy rate setting behavior.
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Source: Datastream for bond futures; Federal Reserve Bank of St. Louis Financial Crisis timeline, www.stlouisfed.
org/Financial-Crisis; and the ECB.

Yet, the crisis has taught us a few principles. One principle has to do with
the overall policy strategy of the central banks. More important, central banks
must be more forthcoming about the types of events that are likely to impinge
on financial stability versus events that threaten monetary policy objectives.
Too often the two are confused; yet, as we have seen, any trade-offs between
these functions are ephemeral and poorly understood. Another is the belief
that forward guidance, or some variant that shall be addressed in more detail
in chapter s, is the vehicle for helping smooth over market overreactions.?”
Since its introduction, forward guidance has lost a lot of its appeal, and rightly
so. Its power and usefulness are a myth, except under particular circumstances.
The reason for this is not the conditionality of any forward-guidance strategy.
Most sensible individuals understand that central banks, not to mention other
public officials more generally, cannot commit without taking into account
as yet unknowable future economic conditions. To do so would not only be
unrealistic but also be irresponsible, since such behavior flies in the face of the
duty of central bankers to meet a policy objective and to explain their actions
in a credible manner.

¥ Forward guidance is just one of a set of policies that central banks have used for years to convince
the financial markets and the public of likely future changes in the stance of policy conditional on
its outlook or some other metric. Markets, at least in theory, are supposed to be guided by these an-
nouncements, and the central bank is presumed to have the credibility for delivering on any threats or
promises made to act in the future.


http://www.stlouisfed.org/Financial-Crisis;
http://www.stlouisfed.org/Financial-Crisis;
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One difficulty here is that economists continue to hold dear the idea that
the monetary authority has an information advantage over the financial mar-
kets. In truth, the only advantage that central bankers might have is their abil-
ity to process vast amounts information, draw the correct inferences, and set
monetary policy accordingly. The notion that a central bank knows best when
to act is far-fetched. It is for this reason, just as the correct policy was to launch
QEx1 in 2008, that the ECB’s decision in 2011 to twice raise the policy rate is
now widely seen as a bad decision.” Both resulted in volatile reactions in the
financial markets. Similarly, Chair Bernanke’s announcement that bond pur-
chases would eventually be tapered off affected bond price volatility because
the markets did not yet share, rightly or wrongly, the Fed’s view that the time
was right to reduce the amount of policy easing. Indeed, the Fed eventually
delayed the start of that tapering off from September 2013 to December of the
same year. Notice that, once the policy began, hardly a ripple was felt in the
financial markets. Hence, rising or falling volatility per se should not to trigger
policy changes or bouts of forward guidance. Instead, central banks appear
better at communicating and sounding decisive when their views are more
closely aligned with those of the financial markets. To be sure, there is the
risk that the central banks will follow the markets. However, it is worth keep-
ing in mind that the issue concerns financial stability, not monetary policy
objectives. There continues to be plenty of scope for monetary authorities to
preempt on those grounds. It is precisely for these reasons that communicat-
ing monetary policy concerns is vastly different from communicating worries
about financial stability.

The Inevitable Collision?

As suggested in the previous section, policymakers who suffer either from
myopia or tunnel vision can effectively be seen to conduct monetary policy
as if they are rationally inattentive.”” Even if both forms of behavior are not
present, there exists a less obvious source of potential policy errors—namely,
model misspecification. While central bankers are fond of repeating that they
look at “everything,” it is also the case that the conduct of monetary policy
in recent years has relied more heavily on models and forecasts. This is not

% QOther central banks also raised their policy rates. For example, the BoC raised the overnight
rate three times beginning in 2010, before and after the scheduled end of its forward guidance policy.
A retrospective analysis does not appear to give rise to the same complaints as the harsh ones leveled at
the ECB, however (inter alia, Sandbu 2015).

#That is, policymakers make the best possible decisions, but as their time is constrained or their
concern is for multiple issues simultaneously, they cannot be attentive to all forms of available informa-
tion. See, for example, Wiederholt 2010 and Sims 2015 for a general summary of the extant literature
on the subject.
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only because of the central banks’ success in taming and controlling inflation
over two decades but also because financial and economic globalization have
helped raise the potential complexity of economic relationships. Paralleling
these developments has been the tremendous growth in the capacity of staff in
the central banks to process vast amounts of information using their models
and forecasts.

Yet, if models are misspecified, or if they omit important determinants in
the transmission of monetary policy, or if they simply misinterpret the under-
lying forces at work in influencing economic outcomes, then no amount of
comparative advantage by the monetary authority in the realm of data collec-
tion and analysis will spare the institution from bad decision making. Central
bankers, of course, respond by claiming that judgment is applied when deci-
sions are rendered. No doubt this is true, but the role of judgment is difficult
to identify based on the decisions taken, particularly when these same central
bankers are “data dependent” without ever specifying whether some types of
data matter more than others. Moreover, explanations in press releases or the
minutes of policy meetings are often insufficient to reveal the extent to which
judgment was applied in reaching a decision. Finally, as discussed earlier, the
mere persistence of policy rate changes suggests that an important contributor
to gradualism or inertia is, in fact, caution. It is also the case, since consider-
able weight is attached to the forward-looking nature of policy, and the central
bankers themselves have in recent years opted to publicize more the role of
economic forecasts, that the technical aspects of policymaking have played a
considerably larger role than ever as recently as ten or fifteen years ago.

Although several examples could not doubt be marshaled to substantiate
some of these claims, I present two examples here. These could also be char-
acterized as indicative of the fast and slow forces that impinge on the conduct
of monetary policy.

One of the many developments that have occurred in the conduct of mon-
etary policy during the past decade has been the proliferation of techniques
to provide forward guidance or to reduce the surprise element in monetary
policy. I return again to the question of forward guidance as practiced during
and after the GFC in chapter 5. For the time being, I focus on one important
element of forward guidance—namely, the introduction of a forward interest-
rate track of some kind. That is, some central banks began to publish indicators
of anticipated movement in future short-term interest rates—notably, future
expectations of the central bank’s policy rate. Typically, the central banks that
had adopted a numerical inflation target were at the forefront of this develop-
ment, as it provided a further signal of guidance, as well as a reaffirmation of
the importance of transparency and the need for policy to be forward looking.

Another characteristic of several central banks that adopted this approach
to policymaking is that they operate in small, open economies where changes
in interest rates weigh on the exchange rate, and vice versa. Nevertheless, even
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when markets are ostensibly well prepared for a policy rate change, the central
bank’s views about the outlook for inflation and output, and by implication
interest rates, will also be partly conditioned by its views about exchange-rate
developments. However, if the release of this kind of information creates col-
lateral damage via unexpected changes in the exchange rate, is such an ap-
proach a step too far? Does this introduce a needless potential for collision
between markets that think fast and central banks that are generally mandated
to think slow?

For example, on July 26, 2007, the Reserve Bank of New Zealand (RBNZ)
increased the official cash rate (the RBNZ’s policy rate, or OCR) by 25 basis
points, a move that was believed to have been broadly expected by finan-
cial markets.”® Nevertheless, by the end of the day, the New Zealand dollar
(NZD) depreciated slightly below half a percent against both the Australian
(AUD) and the U.S. currencies. Was there anything possibly newsworthy in
the RBNZ’s announcement? The RBNZ explained that “we think the four suc-
cessive OCR increases we have delivered will be sufficient to contain inflation”
Was “negative” news about inflation (i.e., higher imminent inflation), which
prompted the RBNZ to tighten, have been “good” news for the exchange rate
(i.e., a depreciation of the NZD)? If so, was the effect temporary enough that it
could safely be ignored by the RBNZ as part of its strategy to look past transi-
tory shocks? Even if a move of the RBNZ’s policy rate was widely anticipated,
the forward-looking sentiment in the wording of the RBNZ’s statement may
have independently influenced market expectations about the direction of
change in the exchange rate.

Indeed, in a study of the NZD,* it was found that, contrary to expectations,
the NZD appreciated in the face of a favorable monetary policy surprise.’” If
the latter is considered “bad news” about inflation, this translates into “good
news” for nominal exchange-rate movements. For example, a monetary policy
shock equivalent to a 100 basis point policy rate decrease explains a 3.3% ap-
preciation of the NZD-AUD exchange rates.” More generally, monetary
policy surprises were found to have large effects on the exchange rate.

Figure 2.6 plots the size of monetary policy surprises for New Zealand
during the early 2000s, as estimated from the RBNZ’s forward interest-rate
track. The surprises, measured in basis points, can be quite large. However,

*This view is supported by reports on newswires immediately before the policy rate announcement.

¥ See Karagedikli and Siklos 2013, which serves as the basis for portions of this section. The con-
nection between news about exchange rate changes and inflation was originally made by Clarida and
Waldman 2009.

A favorable surprise is one that allows the central bank not to act when otherwise conditions
might favor a tightening of monetary policy.The size of the response is sensitive to the time span during
which the exchange rate change is evaluated. Nevertheless, the direction of the change is unambiguous.

¥ Readers are reminded that the vertical axes in figure 2.6 are measured in basis points. Hence, it is
appropriate to refer to sobp changes as being large.
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FIGURE 2.6 Market versus RBNZ Forward Interest Rate Track Differential

Note: The difference between the implied 3-month and 6-month horizon interest rates for 90-day bank bills, less
the observed 90-day rate published by the RBNZ. Dates on the bottom axis are day/month/year when MPS
statements and interest rate forward tracks are released. Source: Karagedikli and Siklos 2013.

what is especially noteworthy is that markets consistently overestimated the
direction of future interest rates.* This is a good illustration of the collision
between fast and slow thinking concerning future interest-rate developments.
Another implication of these results is that, apparently, markets clearly inter-
preted the projections as conditional on the RBNZ’s views concerning the ex-
isting macroeconomic environment. Otherwise, there would be little reason
for surprises of the magnitude shown in the figure to be observed. Of course,

* A possibility is that inflation outturns are below expectations as long as they remain inside the
central banK’s inflation target range.
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to the extent that there are persistent differences between the market’s views
of the future and the RBNZ’s view, the results could also signal a lack of cred-
ibility in the projections contained in the forward track. It seems odd, then, as
some critics have pointed out, to suggest that central banks that publish this
kind of information have gone too far. Instead, a case such as this should be
seen as indicative of a central bank that, rightly or wrongly, has not explained
itself convincingly enough.” Alternatively, New Zealand’s experience is more
likely a reflection of the inevitable, if (it is hoped) only occasional collision
between the financial markets and the policymakers concerning the different
horizons involved in their planning.

A second example of forward guidance comes from an exploration of the
effects of globalization, more recently of the financial kind. Even before the
events of the past few years, economists and policymakers had been debating
the apparent contradictions between globalization and the seemingly diver-
gent paths in overall economic performance taken by the emerging and the
more mature economies of the world. We have already seen (in chapter 1) how
economic performance across various regions of the world diverged pre-crisis,
only to briefly converge once the GFC was under way. Divergences would
return once the world economy emerged from the depths of crisis conditions,
but at different speeds. This resulted in a flurry of academic and policy papers,
pre-GFC, asking whether business cycles, globally, were decoupling or not.
Missing somewhat from this discussion was the apparent coupling of mon-
etary policy strategies, to which I return later.

So, is it helpful to think of business cycle correlations as reflecting some
form of coupling or decoupling? Or, is it more realistic to view international
business cycle co-movements as reflecting a mutual dependence that is sus-
ceptible to short-run interruptions or is affected by changing economic fac-
tors? The latter interpretation has the virtue of focusing attention on some
of the main sources of change in business cycle co-movements, as opposed
to the more contentious explanation—that of the impact of “globalization”
More important, one is able, then, to focus attention on the role of the policy
strategy—notably the chosen monetary policy strategy and, consequently, on
the role of institutions.

The choice of monetary policy strategy is an important factor in the mix
explaining the degree of synchronicity in business cycles. The increased em-
phasis of a monetary policy focused on price stability, reflected in the rise of
central bank transparency and the adoption of inflation targets around the
globe, has also proved to be an ingredient in explaining the greater coherence

*The Swedish experience—when the financial markets and the Riksbank, the country’s central
bank, held opposite views about the interest rate outlook—is also reminiscent of the RBNZ’s experi-
ence, although in the Swedish case the travails of the eurozone and a domestic asset price boom figured
prominently. See, for example, Svensson 2013 and Milne 2014.
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in business cycles. Rather than this development’s being seen as capturing the
“globalization” phenomenon, it is preferable to think of it as reflecting a shared
belief in the desirability of inflation control. Nevertheless, this view has not
survived the events of 2007-10 unscathed. Indeed, the future patterns of busi-
ness cycle co-movements may well be influenced by the addition of a financial
stability objective in ways that are still not well understood. This suggests that
there is something left to be desired in our belief that currently popular mon-
etary policy frameworks focusing on inflation control represent coherent or
completely well-defined policy strategies.

Whither Monetary Policy Strategies?

Notions of strategic thinking in the realm of policymaking are a relatively
recent occurrence (Freedman 2014). When applied to monetary policy, stra-
tegic thinking is more recent still, as policymakers, academics, and other ob-
servers have long argued that “rules” of some kind need to characterize, if not
define, the conduct of monetary policy. But rules alone do not a strategy make,
since unexpected events and large shocks—such the ones that occur in the
midst of a financial crisis—also demand a flexible response.

Monetary policy has long struggled with these tensions, and this is partly
reflected in the observation that central bank credibility has, over long periods
of time, swung like a pendulum from when credibility was high under the
classical gold standard before 1914, followed by the high inflation and stagfla-
tion of the 1970s and early 1980s, and not regained until the late 1990s.*® The
introduction of IT enhanced central bank credibility because it appeared to
offer rules of conduct while retaining the flexibility to set those rules aside
when needed. It is largely for this reason that Bernanke et al. (1999) referred
to IT as a framework, since this put to rest the notion that monetary policy
could be carried out by rigidly: “By imposing a conceptual structure and inher-
ent discipline on the central bank, but without eliminating all flexibility, inflation
targeting combines some of the advantages traditionally ascribed to rules with
those ascribed to discretion” (Bernanke et al. 1999:6, italics in original).

The fact that credibility waxes and wanes over time also suggests that a
policy strategy cannot be considered timeless. Indeed, “a strategy cannot be
considered a settled product. . ..[There will be] important moments of deci-
sion” (Freedman 2014:541). IT also has the virtue of lulling the markets, the
policymakers, and the public more generally into believing that, regardless
of complexity, there are valid rules of thumb for evaluating how well mon-
etary policy is conducted, at least in “normal” times. However, these beliefs,

*¢This is the essence of the argument in Bordo and Siklos 2016a, 2016b.
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especially when they become well anchored, not only raise the likelihood of
severe and systematic errors, as Kahneman (2011) observed, but also increase
the determination of central banks to defend a framework or a strategy even
when the evidence suggests the existing strategy needs a rethink. As a result,
the relentless concern with what is measured—say, inflation and inflation
expectations, as opposed to improving our understanding of threats to the
economy from a loss of financial stability—is another risk to the viability of
following an existing strategy. Perhaps unsurprisingly, then, instead of asking
how the current monetary policy framework could be improved, too many
central banks fell into the trap of overconfidence in exclusively an IT strategy
to reverse a loss of credibility and trust in the monetary authorities.

Perhaps this is a natural reaction to the rhetoric used by critics for years,
who have argued that if a central bank targets inflation, it must be ignoring
everything else. This has been said, despite the increased emphasis on adopt-
ing a policy rule (see chapter 4) that parallels the spread of IT and that ought to
have made clear how to balance inflation with real economic concerns in the
delivery of monetary policy. In view of what central banks have said, and usu-
ally done—or even how legislators framed in legal terms their understanding
of an inflation objective—the critics suffer from a form of confirmation bias.
As Kahneman (2011:81) points out: “Contrary to the rules of philosophers of
science, who advise testing hypotheses by trying to refute them, people (and
scientists quite often) seek data that are likely to be compatible with the beliefs
the currently hold”¥

The list of speeches made by central bankers, who repeatedly have tried to
assure audiences that they are not “inflation nutters,” as Mervyn King, former
governor of the Bank of England, put it,*® is partial evidence of the challenge
here. A look at what central bankers say about their IT regimes, together with
the legislation that governs central bank authority in IT economies, ought
to make clear that any inflation objective must be pursued in tandem with
a concern for the general welfare of the population.” Indeed, one difference
between IT in advanced economies and that in emerging markets and other
economies is that the target is more likely to be clearly defined numerically in
the former group than in the latter.

A second difference is the propensity for central banks outside the group of
advanced economies to more explicitly link their mission either to the constitu-
tional position of the monetary authority or to the legislation that defines their
mission. This is partly a reflection of the relative youth of the central banks in

¥ Otherwise known as the confirmation bias phenomenon.

*#See King 1997.

¥ See table 2.1 in the online appendix, which shows what IT and quasi-IT central banks around the
world state as their aims and objectives, together with a separate column indicating the relevant word-
ing of the legislation that defines the remit of these same central banks.
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this part of the world and the comparatively recent acceptance that monetary
policy should be conducted autonomously, free from political pressure.

The focus here on IT economies is deliberate. As others have already pointed
out, adoption of IT spread quickly, beginning in the 1990s. However, less fre-
quently discussed is why IT did not spread quickly beyond small, open econo-
mies in the advanced world. Indeed, only seven countries formally adopted
this kind of framework.** I could be more generous and add the three large,
globally important economies of the United States, the eurozone, and Japan,
as well as Switzerland, even though central banks in these economies categori-
cally deny having adopted this framework. At best, they might be treated as
quasi-IT central banks.

In contrast, twenty-three countries in the emerging world to date have ad-
opted what they call IT.# Details about how IT is practiced in each of these
countries reveal that IT to one central bank is rather different from how it is
in another. This suggests a gap between the impression given by policymak-
ers about the strategy and the actual practice. “Strategy” has become vaguely
defined to mean whatever policymakers decide it means. As Freedman (2014)
points out, the challenge in defining a strategy, as well as the weakness of
any such undertaking, is in finding the right words to characterize it. “Not
only does strategy need to be put into words so that others can follow, but it
works through affecting the behavior of others” (2013:614). Somewhat more
charitably, it would appear that the space between rules and discretion is wide
enough to incorporate a large variety of strategies that several central banks
refer to as IT.

Yet, if a monetary policy strategy or framework is intended to communicate
how economies behave in a more predictable way, that strategy as it is cur-
rently understood is clearly incomplete. That failing emerges in two observa-
tions. First, while the focus of monetary policy has been on inflation control,
and by the 1990s there was plenty of evidence suggesting that price stability
was the surest way to mitigate the amplitude of the business cycle, this objec-
tive was too narrowly defined. In particular, there was the presumption that
the financial system would not interfere too much with the attainment of such
objectives. Even Bernanke and Gertler’s (1989) financial accelerator concept,*
developed to explain how adverse financial shocks can amplify business cycle
downturns, is predicated on the assumption of efficient markets. Second, there
has too often been insufficient attention paid to what the medium- or long-
term goals of monetary policy should be, and there’s been too much emphasis
on short-term objectives. Supporters of this kind of strategy are then left em-
phasizing or overweighting the flexibility of the framework at the expense of

*The United Kingdom is not considered to belong to this group.
4l Again, see the online appendix.
2 Also, see Kiyotaki and Moore 1997.
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providing a menu of actions that might be required to meet longer-term goals
that also ought to be incorporated into a monetary policy strategy. As a con-
sequence, there is limited scope for action in extraordinary times, as well as
inadequately defining the boundary between central bank action and govern-
mental responsibility to communicate what society deems are the long-term
objectives the central bank ought to aspire to.

No one expects, nor is it reasonable to suppose, that any legislation gov-
erning a central bank’s responsibilities can anticipate all contingencies, par-
ticularly ones that involve a financial crisis whose severity and virulence are
often unpredictable. Central bank laws that incorporate a directive when
there is disagreement over the overall direction of policy have proved criti-
cal to understanding the democratic accountability of a central bank (Siklos
2002). Indeed, the GFC brought out the need for thinking about incorpo-
rating a directive when none exists, or contemplating additional directives
in the event of extreme financial stress. Unfortunately, matters are consider-
ably more complicated in this case because, in addition to government, other
institutions (e.g., financial supervisory agencies, deposit insurance agencies)
must be incorporated into the mix.

The challenge here is that, in an attempt to incorporate or, rather, remind
governments and the public that central banks often came into existence to
manage financial instability concerns, their relationship with monetary policy
remains a work in progress. In policy circles, this refers to the role of mac-
roprudential policies intended to supplement existing ones, so as to manage
risks to the financial system. Consequently, the neat separation—in theory if
not in practice—that existed pre-crisis between monetary policy and financial
system stability was no longer valid and necessitated revisiting.

Instead of fashioning new directives, policymakers have instead embarked
on creating new institutional structures that superficially give the appearance
ofletting everyone know who does what in the event of a crisis. Hence, we have
the single-peak arrangement (e.g., the BoE), where the central bank sits atop
the pyramid but responsibility is spread downward via multiple committees
responsible for monetary policy and financial stability. Alternatively, we have
organizations with multiple peaks, with various entities having responsibility
for financial stability, with the central bank remaining accountable for meet-
ing monetary policy objectives (e.g., the Fed, the ECB). To be sure, there is no
single arrangement that is suitable for all countries and all times. However, the
lines of accountability and responsibility for meeting as yet unclear financial
stability objectives remain poorly defined.*

* As evidenced by the debate about the governance of central banks in a world where financial
stability has become a separate objective of policy in several economies. See, for example, Lombardi
and Siklos 2016.
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As in the realm of monetary policy, there needs to be a directive in central
bank legislation to cover the financial stability motive. That directive should
specify that the ultimate strategy for maintaining financial stability be defined
and designed by government, in consultation with the agencies responsible
in this area. The consequences of disagreements or conflicts between agen-
cies also need to be defined. In principle, this arrangement requires greater
oversight by the legislature and transforms the central bank-government re-
lationship from a largely bilateral one to a multilateral one. Finally, account-
ability for failures need to be clearly defined. Perhaps the overarching concern
should be the recognition that failures will happen, that scapegoating in these
circumstances is not desirable, and that mechanisms are in place for when
crises happen.

Clearly, this is a more complex endeavor than the one that defined the pre-
crisis environment, but it is not so complex that it cannot be tackled. Moreover,
the importance of such an arrangement is enhanced by the fact that financial
stability likely means different things to different institutions.** (I return to the
issue raised by the foregoing discussion in the final chapter.)

Strategy is of little value if it cannot be properly communicated. A policy
strategy needs to be expressed in language that the financial markets and the
public can follow. Hence, lessons in good central bank communications rep-
resent an essential ingredient in mitigating the inevitable collisions that will
occur between the real economy and the financial sector, to which I now turn.

Lessons in Communications

Even as the financial crisis was brewing and about to erupt, the major cen-
tral banks that would eventually become ensnared in the GFC emphasized the
need to keep a watchful eye on inflation. Among the hardest-hit economies,
the BoE was officially in the camp of IT, while the Fed had adopted a medium-
term inflation objective and the ECB also defined price stability in numerical
terms. Only the BoJ would take longer to put a firm number on a definition
of price stability that exceeded zero. For all intents and purposes, as pointed
out in the previous section, these central banks had adopted all the principal
elements of IT we have observed elsewhere—typically, small, open economies
that pioneered the implementation of this type of monetary policy strategy.
However, it quickly became apparent that the financial crisis either did not
fit the price stability strategy or was viewed as a phenomenon to be dealt with
separately from any threat to an inflation objective. Explaining to the public the

#See Tucker 2014, 2006 for interesting and even broader views on the relationship between trust in
a central bank and how such institutions should act in emergency situations.
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course of action necessary to maintain some “medium-term” objective was lost,
and the strategy of monetary policy did not fit well with the looming difficulties
to be faced by the financial system. Even less obvious was where the threat to
price stability would originate, as trade and then output began to shrink rapidly
while commodity prices continued to rise (at least until late 2014). Indeed, the
ECB engineered two ill-advised policy rate increases, seemingly oblivious to
the economic storm within and the continuing slowdown of the U.S. economy.
The mantra of price stability was frequently repeated, and action was taken
fairly quickly to stem the loss of liquidity. However, the financial markets and
the public could not understand how separate policies to deal with the financial
crisis fit with the overall monetary policy strategy or framework.

Conditions would deteriorate even further as the global economy emerged
from the financial crisis, with economies rebounding slowly and the problem
turning from fears of too high inflation to fears of deflation. Even though the
United States had faced an earlier episode of very low inflation in the early
2000s, and Japan had been mired in a mild deflation for two decades, once
again the central bankers began to shift the emphasis of their communications
toward the prevention of deflation. The presumption was that all deflations were
bad, even though the evidence on that score was weak.* Precisely as suggested
earlier, the major central banks began to take on additional risks to preserve the
status quo. Once again, there was little clarity about how the various policies
intended to ease conditions in the credit market—that is, QE—would support
the existing framework of policy. Instead, almost before the worst phases of the
crisis had passed, the monetary authority in the United States especially began
to talk about “exit strategies” In Japan, where QE originated, there were com-
plaints that the BoJ’s earlier attempts to deal with the country’s bursting real
estate bubble in the 1990s were given insufficient credit for paving the way for
other major central banks to adopt this kind of policy.*® Of course, observers,
including Bernanke, would point out that the BoJ did not follow a price stabil-
ity strategy, among other failures to enact an effective version of QE.*” Hence,
there was no strategy in Japan’s case, but since central banks in the advanced
economies also chose to return to the ways of obfuscation, any preexisting
strategy became lost in the confusion about how existing actions taken by vari-
ous monetary authorities could contribute to a return to the principal objec-
tives that central banks either set themselves or agreed to be accountable for in
agreements with their political masters. As exit became an increasingly distant

4 See the collection of papers in Burdekin and Siklos 2004. More recent evidence that casts doubt
on the doom and gloom associated with most episodes of deflation is found in Borio et al. 2015.

“Former Governor Masaaki Shirakawa’s 2010 speech about central banks is one example; see
Shirakawa 2010.

¥ Bernanke (2015a: 418) rightly complains of his frustration with the failure to convince the public
that the Fed was for a time engaged in credit easing, not QE. He interpreted the latter as attempting to
increase the money supply while credit easing was meant to ease credit market frictions.
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objective, the central banks were put in a position such that they defended the
existing policy framework, though none of the obvious indicators supported
their ability to achieve numerically stated goals for almost a decade.*®

Next, for several central banks ostensibly of systemic importance, the ZLB
in interest rates came into view as an additional constraint that would test their
communications skills. Attention, therefore, turned to their balance sheets.
Here, the assumption was that, just as policy rates can be compared across
countries, so can balance sheet policies. This turns out to be incorrect.

An international study of the balance sheets for the central banks has con-
sidered the similarities and differences in financial position.** As the authors
point out, the financial demands on the monetary authority increase in stress-
ful or crisis conditions; hence, the size of their balance sheet reflects the un-
derlying economic environment. Moreover, it is hardly helpful to state that the
central bank can always “print money” and, hence cannot go bankrupt, with
the mere size of its balance sheet raising questions of trust and credibility. This
was certainly the case for the Fed in the aftermath of the GFC, as it sought to
placate critics of its expanded balance sheet even as the crisis was showing no
signs of abating. Nevertheless, it is curious that, unlike developments in the
private sector where there is a concerted attempt to develop and enforce inter-
nationally accepted accounting standards, there is no such pressure to do so in
the central banking community.

Even if a central bank cannot go bankrupt, there may well be instances where
central bank cooperation, as was intensified at the height of the GFC, requires
transactions that potentially affect the balance sheets of several central banks.
An example is the swap arrangements the Fed entered into with several other
central banks.” While the risks of doing so may be minimal, they need not be
zero. The need for such arrangements is fairly clear, though, since the U.S. dollar
(USD) is the world’s primary reserve currency used in many international trans-
actions, and key commodities (e.g., oil) are priced and traded in USD.

Another risk emerged in the experience of the GFC, wherein many central
banks began to hold assets whose values could fluctuate and, hence, expose
the monetary authority to unintended losses. Although several central banks
(e.g., the Fed, the BoE, the BoC) were careful to negotiate indemnification
agreements with their governments to shift any losses to the fiscal authori-
ties, it is not obvious that all the parties to such transactions could anticipate
the size and scope of losses arising in an environment where unconventional
monetary policies are practiced. Even if the unforeseen losses that emerge are
small, there is no telling how or when the appearance of those losses might

4 Koo 2008, 2015 raises a similar concern.

#See Archer and Moser-Boehm 2013.

Hence, the Fed has been careful to limit the number of central banks that can take advantage
of this program. For the details, see www.federalreserve.gov/monetarypolicy/bst_liquidityswaps.htm.
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impact the credibility of the central bank. All the more reason to ensure, in
directives defining the responsibility and scope of allowable actions aimed at
maintaining financial stability, that central banks obtain broad indemnifica-
tion from activities taking place under emergency or crisis conditions.

There are additional considerations or risks associated with central bank
policies that focus on altering the balance sheet that go beyond the scope of
this book, but they are nonetheless worth pointing out. First, and perhaps
most obvious, these policies potentially have important redistributive effects
(e.g., between financial institutions and households). This is not a matter read-
ily handled by central bank legislation; rather, it belongs in the realm of fiscal
policy. Second, by altering the balance between long- and short-term assets
in its portfolio, the central bank also alters the maturity structure of the out-
standing debt, and this can affect the bank’s balance sheet even if it is fully
indemnified, because no indemnification agreement is likely to be foolproof.
To be sure, even in purely theoretical terms, there are limits to the expansion of
a central bank’s balance sheet without risks having some fiscal implications.”

Surprising Lessons

Onearea where central banking arguably experienced a revolution during the past
two decades concerns the role played by monetary policy “surprises.” Consider
Brunner’s (1981:66) view about the conduct of monetary policy: “The esoteric
nature of the art is moreover revealed by an inherent impossibility to articulate
its insights in explicit and intelligible words and sentences. Communication with
the uninitiated breaks down.” It is, therefore, only a short step to the conclusion
that monetary policy is implemented via surprise announcements. Fast-forward
a couple of decades and the dominant view about how monetary policy changes
should be explained changed dramatically. Bernanke (2004a), writing before he
became chair of the Board of Governors of the U.S. Federal Reserve, argued that
“clear communication helps increase the near term predictability of FOMC rate
decisions” Hence, a premium is nowadays placed on avoiding surprises. Yet, as
Blinder (2004:ch. 4), himself a former FOMC vice-chair, pointed out, “a new
danger is emerging: that monetary policy might be tempted to ... deliver ...
the monetary policy that the markets expect or demand.”

The role of policy surprises is presented in figure 2.7, where once again the
data from a survey (mentioned in chapter 1)** are subdivided into inflation-
targeting (IT) and non-inflation-targeting (NIT) central banks. The bars

51See, for example, Reis 2015.

*2The survey defined a monetary policy “surprise” as a change in monetary policy settings that
market participants did not expect. No distinction was made, however, between changes that were ex-
pected but did not happen and policy rate changes that did not take place but that surprised the markets.
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FIGURE 2.7 The Role of Monetary Policy Surprises

Notes: NID indicates central banks that did not want to be identified. If the central bank identified any of
the above characteristics as “not important,” it received a value of 0; “somewhat important,” a value of 2;
“important,” a value of 3; “very important,” a value of 4; and “other,” a value of 1. Source: Siklos 2016a.

attempt to reflect the importance that central banks, by their own admission,
place on avoiding monetary policy surprises. The responses to the survey were
on a scale from “not important” to “very important” In addition, the survey
asked the central banks to distinguish between crisis and non-crisis condi-
tions, leaving it to them to define what was meant by the term “crisis.”>

3'The contents of the survey conducted together with the BIS, in 2013, are available in the online
appendix.

A
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In both IT and NIT economies, many central banks argue there is a differ-
ence in the role of policy surprises between crisis and non-crisis conditions. This
is to be expected. While central bankers™ generally support a systematic (or
rules-based) monetary policy, flexibility demands that monetary policy be able
to deviate from this approach, especially in crisis times and at least temporarily.
Moreover, there are no doubt circumstances when policy surprises are necessary
in the conduct of monetary policy, even if they are to be avoided under most
circumstances. Nevertheless, in several NIT economies, surprises are not seen as
playing an important role because there is little scope a priori to resort to this type
of action. Hong Kong, for example, with its fixed exchange rate regime, comes to
mind. A breakdown of the survey responses (not shown here) indicates that, of
the thirty-eight central banks in the sample (seven did not provide a response),
only four felt that surprises during crisis conditions were more important than
during normal times, while nine of the respondents felt that normal conditions
imply that surprises can play a relatively more important role than during crisis
times. The survey, conducted only a few years after “normal” times had ended,
may have bred more complacency and, hence, raises the possibility for monetary
policy surprises to play a bigger role. One might also interpret the survey’s find-
ings as a reflection that central banks underestimate the length of time policy rates
are expected to remain near or at the ZLB. Roughly half the monetary authorities
surveyed felt that the distinction between crisis and non-crisis conditions was
effectively unimportant. Overall, however, IT central banks are more amenable
to the view that policy surprises have a place in the conduct of monetary policy.

That central banks have not completely abandoned surprising the finan-
cial markets is perhaps best exemplified by the Swiss National Bank’s (SNB)
decision to remove its peg limiting appreciation of the Swiss franc (CHF).*
Variously described as a “bombshell” and a “shock,” the floor in the currency’s
value was portrayed as a decision without a cause or explanation (e.g., see
Davies 2015), as well as severely damaging to the SNB’s credibility (Bernholz
2015). However, as noted earlier, a central bank must keep an eye on the size
of its balance sheet, lest it suffer an irreparable loss of reputation. The cur-
rency floor led to a spectacular expansion of the SNB’s balance sheet. In ad-
dition, the ECB was, for several weeks if not months, widely known to be on
the verge of announcing entry into the QE realm. Even if the precise timing of
the “surprise” ECB announcement was unknown, continued pressure on the
CHEF surely meant that the policy strategy would not continue indefinitely. As
Herbert Stein, head of the U.S. Council of Economic Advisors, once put it: “If
something cannot go forever, it will stop.” In such circumstances, one could
add that if there are political pressures to surprise the financial markets, likely

*For example, see Weidmann 2014 and Plosser 2014.
*The floor was 1.20 CHF to the USD, and was set on September 6, 2011. It was formally abandoned
on January 15, 2015.
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enhanced when a promise is hollow, the central bank needs to avoid policies
that are not backed up with political support, even if temporarily justified.
Again, with a suitable directive in place, such conditions can be avoided.

Next, the survey turned to the question of the predictability of monetary
policy actions. Presumably, this is the corollary of avoiding policy surprises.
The survey’s findings are shown in figure 2.8. I was interested in obtaining in-
formation not only about the importance of predictability per se but also about
whether a meaningful distinction exists between signs of changes in monetary
policy and the magnitude of any changes in the policy stance. In every case, the
focus was on policy rate changes. The height of the bars in the figure indicates
the importance attached to the two types of changes in monetary policy. The
survey showed that very few central banks believe that the sign and magni-
tude of policy rate changes is always anticipated (the maximum score was 4).
Instead, almost all central banks, whether they targeted inflation or not, viewed
the size and direction of policy rate changes as “usually anticipated.” Only five
central banks reported that financial markets were better at anticipating there
would be a policy rate change than at judging its magnitude of change, with
twenty-four central banks arguing that the distinction made no difference (six
central banks did not respond). Moreover, there appeared to be no change in
their views on this question since UMPs were introduced, as shown in the bar
chart on the right side. Therefore, there appear to be no obvious differences
between IT and NIT central banks concerning their views on the public’s ability
to predict the direction of changes in monetary policy stance.”

Of course, divining the direction of change in monetary policy is far easier
both to observe and to communicate when it involves only a change in interest
rate. In a world where interest rates have been near or at the ZLB for almost
a decade—or longer in the case of Japan—and there is little prospect of any-
thing more than a lift-off with very slow and deliberate rises for the foreseeable
future, one must instead communicate the link between the stance of monetary
policy and unconventional policy instruments. The communications chal-
lenges are more daunting, fraught with difficulties. In the case of the Fed, possi-
bly the clearest illustration is the May 2013 testimony by then FOMC Chair Ben
Bernanke, which produced the “taper tantrum” mentioned earlier. Bernanke
stated on May 22, 2013, that “the committee currently anticipates that it would
be appropriate to moderate the appropriate pace of [bond] purchases later this
year” This statement was not intended to signal an upcoming tightening of

*¢ Interestingly, this finding suggests that central banks have overcome a problem noted by Blinder
2004: “when they respond to news, the markets normally get the direction right but exaggerate the
magnitude by a factor of between three and ten” (68). To the extent that current perceptions of policy
predictability by central banks are due to improvements in central bank communications or are a con-
sequence of recent financial crises is unclear. Moreover, the reaction of markets to the Fed’s tapering
(see later), at least initially, does suggest that some central banks at least are overly optimistic about how
predictable monetary policy is.
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FIGURE 2.8 The Predictability of Monetary Policy

Note: The values on the vertical axis are determined in the same manner as the ones shown in figure 2.7.
Source: Siklos 2016a.

monetary policy but, rather, was meant to suggest that crisis conditions were
easing and this permitted a reduction in the quantity of U.S. Treasuries pur-
chased by the Fed.” The resulting effect on financial markets was unexpected,
although the episode signaled that UMP do impact asset prices.*®

A second example is the recent aggressive easing of monetary policy in Japan
after Haruiko Kuroda became governor and launched, also in 2013, the policy
of quantitative and qualitative easing (QQE). The intent of this policy was to
assist in attaining a 2% inflation target that the BoJ set for itself via increases in
the monetary base, as in the failed QE experiment of the early 2000s, coupled
with aggressive buying of long-term Japanese government bonds (also known

*Bernanke’s own recollection of the event (20153, ch. 23), which involved changing messages “but
sloppily;” is worth reading.

¥ Long-term bond yields rose sharply. See, for example, Lombardi, Siklos, and St. Amand 2017
forthcoming.
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as JGBs), which parallels some of the UMP adopted by the Fed. However, two
years on, during which time oil prices dropped dramatically and fiscal policy
was being tightened, in part because Japan’s debt to its GDP ratio exceeded
well over 200%, there are only passing signs that the BoJ’s UMP are enough.
The difficulty is that the BoJ’s policy ostensibly also relies on the ability of
the government to deliver the “third arrow” in its policy quiver.* Without the
structural reforms that observers and politicians believe are essential, either
more QQE will be necessary or the deadline for meeting the inflation objec-
tive will be delayed further.®® Moreover, there is no indication, once achieved,
that the 2% goal will be maintained.® Beyond these developments, however,
one should not underestimate the accumulated cost to credibility and reputa-
tion from the failure of previous rounds of QE in Japan. Hence, even if a new
policy is deemed to be correct, the legacies of past failures cannot be so easily
dispensed with.®

A final illustration comes from Canada, a small, open economy that did not
engage in UMP, but where the BoC’s policy rate remained at the effective ZLB
for almost a year in 2009-10 and near this level since shortly after the start of
the GFC.% In January 2015, the BoC reduced the policy rate from 1% to 0.75%
and the overnight target rate was reduced again the following summer to
0.50%. Governor Poloz admitted: “[W]e knew that financial markets would be
surprised by the move” (Poloz 2015). Had the BoC’s argument focused solely
on the drop in oil prices, and the consequent drop in headline inflation, the
surprise move might have been defensible. However, the BoC’s decision also
rested on the argument that such a move is akin to buying some insurance
against future adverse economic effects from lower prices, whose impact and
scope were never clearly spelled out: “[W]e took out some insurance in the

¥The “third arrow” refers to structural reforms aimed at changing labor market regulations. When
Prime Minister Shinzo Abe returned to power in 2012, he announced that aggressive monetary policy
easing, fiscal policy, and structural reforms would constitute the three arrows intended to lift Japan
from its decades-old deflationary cum slow growth slump. In spite of another election in 2014, the only
effective arrow so far has been the one used to change monetary policy.

By mid-2015, Governor Kuroda admitted that the inflation objective would be met later than the orig-
inal two-year horizon envisioned by the BoJ’s MPC. See, for example, Ito and Nakamichi 2015. Bernanke
(20154, pg. 519), reflecting on his earlier criticism of Japanese monetary policy, also pointed out that “raising
people’s inflation expectations substantially, using only talk, is easier in theory than in practice”

' See, for example, www.boj.or.jp/en/mopo/outline/qge.htm. Inflation expectations data late in
2015 also reflected unease about the BoJ’s commitment to the 2% objective beyond the short term. Also
see, for example, Siklos 2017, forthcoming.

©2K00 2008, 2015 is testimony to the author’s longstanding belief that, especially in Japan, monetary
policy has been a string of failed attempts at generating a sustained recovery. Curiously, credibility
and reputation play secondary roles in his analysis. One is therefore naturally led to ask: Even if his
prescriptions are adopted to the letter, can Japan completely escape its past?

%The policy rate (overnight rate) fell to 0.25%, then considered the effective ZLB, in April 2009
from 3% in September 2008. The policy rate would reach 1% by September 2010, where it remained
until January 2015, when the overnight rate once again began to fall back toward the ZLB.


http://www.boj.or.jp/en/mopo/outline/qqe.htm.
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form of a 25bp cut in interest rates. . .. [I]t would also help mitigate the rise in
debt to income ratio” (2015).

Unfortunately, history suggests that attempts to cut interest rates often lead
to more borrowing, thereby undoing the desire to ease household borrowing
burdens. Financial institutions have demonstrated they possess other tools to
fuel borrowing and, indeed, debt levels continued to rise, albeit more mod-
estly, in the months following the BoC’s policy rate cuts. Policy surprises,
combined with ineffective moral suasion relying on inconsistent communi-
cation, can only reduce the effectiveness of monetary policy and the BoC’s
credibility. Moreover, if the 2014 oil shock, which was the trigger a change in
the BoC’s policy stance, was of sufficient magnitude, as the governor’s speech
cited seemed to indicate, then a 25bp cut would hardly seem to be enough.®*

Finally, there was always looming tension between interest rates and exchange
rates. A lower interest rate would, other things being equal, promote a currency
depreciation as investors sold Canadian dollars to benefit from relatively higher
yields elsewhere. Of course, a depreciating Canadian dollar could also promote
inflation if, and when, pass-through effects from higher foreign prices impacted
domestic prices and, eventually, headline inflation. This eased, of course, the
BoC’s task of remaining within its inflation target objective, particularly when
inflation was below target and there was a further drag from lower oil prices.
Yet, in spite of an earlier speech by Governor Poloz in 2014, emphatically sup-
porting floating exchange rates (Poloz 2014)," BoC officials earlier expressed
some dissatisfaction with the regime (e.g., see Murray 2013), and there are other
indications that financial markets were skeptical about whether the central bank
was more interested in a particular exchange rate level than in meeting its IT.*

Conclusions

Financial system stability, even if the concept is viewed as clearly defined and
well understood, has usually been portrayed as an objective that can simply

“Indeed, as pointed out, the BoC would take out more insurance in July 2015 by reducing the
policy rate once again by another 25bp. One has to wait almost a year until the governor, in a speech
exploring monetary policy divergences around the globe (Poloz 2016), softened the view that the sharp
decline in oil prices represented a negative shock overall while emphasizing the need for Canada’s mon-
etary policy to diverge from the one conducted in the United States. “We know that the overall effect
on Canada is unambiguously negative. . .. Nevertheless, at the global level, ... [yields] a net positive
impact on global growth” The speech is notable, however, because it largely ignored monetary policy
spillovers into the financial cycle mentioned in chapter 1. In other words, the governor did not take a
stand on interest rate policy’s ability to get into “all the cracks” (Stein 2013).

% Also, see his speech in 2016 (Poloz 2016).

¢ One only needs to scan the media’s interpretation of the BoC’s public pronouncements, especially
during 2015, to find evidence of the confusion that appears to reign among certain analysts. For ex-
ample, see Palmer and Schnurr 2016.
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be appended to an existing inflation-control mandate. Unfortunately, we only
know financial stability when we experience it or, rather, we only agree that
there is financial instability when it is typically too late. Moreover, the manner
in which decisions are taken in financial markets, as well as the speed at which
they function, can easily come into conflict with conventional monetary policy
objectives driven by slow-moving macroeconomic aggregates. Reconciling the
two should govern how central bank mandates and responsibilities are set out
in the future. Current arrangements are inadequate.

A further implication is that the financial stability motive influences the
degree of institutional complexity. In other words, whereas central banks
aimed at narrow objectives prior to the crisis, reachable with a medium-term
horizon and seemingly straightforward to communicate, post-crisis this will
no longer do. Financial stability requires considerably more variable, and pos-
sibly flexible, policymaking horizons, ranging from the very short term that
arise when financial markets are suddenly in turmoil, to the long term that
defines how these markets will be regulated, supervised, and contribute to eco-
nomic growth.

Even in the realm of monetary policy, the central banks have been forced to
reconsider conditions under which it is appropriate to surprise markets. This
implies some discretion in levels of transparency that the central banks can
promote after having devoted over a decade or more to persuading the public
that transparency was the sine qua non of good practice in monetary policy.
However, there are as yet few indications that central banks fully understand
the communications challenges of surprising financial markets in an effective
manner. Even if policy surprises prove necessary, there is little understanding
of the conditions under which these interventions are likely to be successful.
Matters are even more complicated when the monetary policy is communi-
cated via resort to non-interest rate or unconventional instruments.

Some of the ideas in this chapter relate to psychological elements that may
influence the conduct and interpretation of monetary policy in a world where
there is a belief in something akin to a trade-off with financial stability consid-
erations. Nevertheless, some of the arguments made here are reminiscent of an
idea, circa late 1970s, wherein separate departments of a central bank would be
effectively responsible for short-run stabilization measures, a long-run infla-
tion objective, and what we would today term macroprudential regulation.®”
Unfortunately, just as financial stability cannot be neatly separated from the
search for and maintenance of price level stability, subdividing the tasks of
a central bank along these lines is simply impractical.®® Indeed, the potential

¢ See Niehans 1978, who devised the “three frequencies approach” alluding to the various horizons
a central bank ought to consider in conducting monetary policy.
% Karni 1979 also makes this point in his review of Niehans’s book.
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for conflict between an inflation objective and a financial stability goal is in-
evitable, not only because of the state of our knowledge about how the two
objectives are linked but also because it is easy to imagine that decision makers
will, at various times, be swayed by a possibly exaggerated concern over one
problem (e.g., whether and for how long to tolerate inflation target misses) at
the expense of another (e.g., whether asset prices are excessively high). The
Swedish experience® is one that is symptomatic of the challenges ahead for
central banks.

 As ably told by Goodfriend and King 2015.



3}

The Anatomy of Financial Crises and
the Role of Monetary Policy

Varieties of Financial Crises

Financial crises come in a variety of forms. To paraphrase the often-quoted
passage from Tolstoy’s Anna Karenina, financial crises are all unhappy events
in their own way, although even that remains very much debated. The fact
that researchers have generally grouped financial crises into several catego-
ries suggests that some financial crises produce more unhappy outcomes than
others, and for different reasons. Existing classifications include the follow-
ing: currency crises, domestic and external or foreign sovereign debt crises,
stock market crises, and banking crises.! Nevertheless, most authors agree
that financial crises, regardless of their type, leave economic scars that last a
considerable time.

Several attempts have been made to define individual financial crises
and date their start and end dates. Differences in dating and in the sever-
ity of recorded financial crises partly reflect the fact that there needs to be
reached a tipping point before an event can be declared a financial crisis.
Similarly, the source of the crisis must be identified, and there will be some
disagreement on that among analysts. As important as this consideration is,
it will be set aside, as much of the data compiled to date, and employed by
analysts to study the economic consequences of the financial crisis, tends
to rely on common documentation. In what follows, then, data collected by
Reinhart and Rogoff (2009), while Bordo et al. (2001), Caprio et al. (2005),

'Some also include inflation crises (e.g., annual inflation rates of more than 40% or some other
threshold). To be sure, debt can be inflated away via inflation, while inflation may also represent the
failure of governments to raise adequate tax revenues, leading them to debase the currency via exces-
sive issuance of money. It seems, however, difficult to neatly distinguish between inflation and the
other types of financial crises listed. And, as we have seen and will see again, some of the other forms of
financial crises can be made worse when inflation is no longer seen as an exit strategy.
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and Schularik and Taylor (2012) serve as the primary sources for some of the
arguments that follow.?

Because financial crises emerge when domestic and international obliga-
tions are severely imbalanced, the result is often reflected in large exchange-
rate depreciations. For example, depreciations of 15% or more on an annual
basis are seen as evidence of a currency crisis.’ Historically, financial crises are
associated with debt crises. Hence, either the sovereign has issued too much
debt in the domestic currency or it has borrowed excessively from abroad (i.e.,
debt denominated in an external currency). When the sovereign defaults on the
principal, the interest, or both, it is reasonable to suppose that a financial crisis
is under way. Of course, the conditions that led to that default may be years in
the making or, conversely, delayed thanks to makeshift or temporary palliatives
that push into the future what ex post is believed to be the inevitable outcome.

The stock market is sometimes seen as a harbinger of economic outcomes,
both for inflation and real economic growth. Alternatively, stock market per-
formance can be seen as representative of large downward movements, re-
vealed in some index of equity prices. For example, if there is a stock market
decline of 20% during some window of time,* followed by a “crash,” this may
also be indicative of underlying stress in the financial system.

Finally, and not surprisingly, a financial crisis is linked to the state of the
banking system. Hence, if there is a run on the banks (e.g., as in the United
Kingdom in 2008, when depositors lined up to withdraw their funds from the
inaptly named Northern Rock), the banks are closed, nationalized, or otherwise
taken over by government fiat or they fall under government management—all
results are indicative of a failure of the banking system to operate normally.

All types of financial crises are pernicious in their own way, although, as
Reinhart and Rogoff (2009:136) note, the lack of transparency concerning sov-
ereign debt, unlike the other sources of financial crises that can be considered
as “you know it when you see it,” suggests that debt crises are in a class of their
own. Banking crises receive special attention, however, not only because they
regularly afflict both financially mature and less mature economies but also
because they amplify the underlying weaknesses in the financial system.

Figure 3.1 illustrates the incidence of financial crises in ten economies con-
sidered advanced by today’s metrics.” Graph (a) displays the mean and median

*More detailed definitions of the types of financial crises can be found in these sources. However,
an extensive discussion is conveniently presented in Reinhart and Rogoff (2009, tables 1.1 and 1.2),
along with commentary on the pros and cons of selecting a threshold or applying some arbitrariness
to some of the definitions.

*Currency crises can also occur when there is monetary reform or a metallic currency is debased.

*The speed with which the index declines is also thought to be a symptom of the severity of the
downturn.

>They are, in order of when the central banks were created, Sweden, the United Kingdom, Norway,
France, Germany, Japan, Italy, Switzerland, United States, and Canada.
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TABLE 3.1 } The Incidence of Financial Crises

Crisis Incidence

Country Year Central Bank Was Created Since 1945 Since 1915
Sweden 1668 0.36 (0.65) 0.42 (0.66)
United Kingdom 1694 047 (0.71) 0.57 (0.75)
Norway 1816 0.50 (0.69) 0.47 (0.71)
France 1800 0.61 (0.63) 0.71 (0.68)
Germany 1876 0.70 (0.88) 0.86 (0.84)
Japan 1882 0.71 (1.00) 0.70 (0.92)
Italy 1893 0.50 (0.71) 0.70 (0.80)
Switzerland 1907 0.35(0.51) 0.32 (0.49)
United States 1913 0.61 (0.68) 0.76 (0.86)
Canada 1934 0.14 (0.39) NA

45 Countries (1980-2011) 049 (0.72) 0.61(0.77)

Note: Data are from Bordo and Landon-Lane 2010, based on the sum of domestic sovereign debt and external
sovereign debt crises. The figures represent the annual average number of crises during the periods from 1945 or
1915 until 2008. The value for the 45 countries is based on Bordo and Landon-Lane’s entire data set.

averages of financial crises (excluding inflation crises). Using either metric,
the most recent financial crisis appears only slightly more global than earlier
spikes in the number of crises that occurred during the interwar and immedi-
ate post-World War II eras.® This presents visual confirmation that this most
recent crisis is indeed not different from earlier crises. Nor is it the case that
the mean or median average for financial crises is directly linked to how long a
central bank has been in existence, nor whether the sample begins around the
start of World War I or after World War II ended; this is clearly seen from the
data presented in table 3.1. On both scores, the Fed is not too far from being
the worst performing central bank.

Next, if we attempt to highlight certain types of crises over others, graph
(b) suggests, at least for advanced economies, that sovereign debt crises gener-
ally appear to be a thing of the past, while banking crises are a persistent part
of the financial landscape. Since the latest financial crisis was also dominated
by failures in the banking sector, one is tempted to conclude that higher than
average incidences of banking crises are coincident with financial crises on a
global scale. Unfortunately, this is not the case, based on the results of Bordo
and Landon-Lane (2010), who identify five global financial crises as indicated
by the vertical bars in figure 3.1. The good news, however, is that the frequency
of global financial crises seems to have has declined, as central banks have
gained experience—one reason given, among other proximate explanations.

®Bordo and Landon-Lane (2010) point out that three of the five global financial crises identified
took place before World War I erupted.



Anatomy of Financial Crises and Role of Monetary Policy } 85

In particular, it has not seriously been considered whether the monetary policy
strategy adopted by central banks is a factor or, equally important, whether
any cooperation, if not coordination, in their policy strategies played a role in
this decline.”

Of course, the results we have seen so far are arguably based on a limited
number of countries. Therefore, figure 3.2 largely repeats the exercise, but
for a much wider set of countries (45) since 1980. To facilitate exposition, the
individual countries in the data set are grouped into three categories: rest
of the world, advanced economies, and the G2o. The G20, which has taken
a leading role in global governance particularly at the economic level, in-
cludes in its membership both advanced and emerging market economies.
Both portions of the figure parallel, at least in some respects, the findings
reported in figure 3.1. The incidence of financial crises is smaller in advanced
economies; however, the time series behavior of the crises, whether in total
or of the banking variety, broadly mirrors the experience of emerging and
less developed economies in this sample.

Equally noticeable is the persistent gap between the incidence of all forms
of financial crises and the banking crises during the Great Moderation (ap-
proximately mid-1980s to 2006) in advanced and other economies (rest of the
world and G20 in part (a) and all other economies and the G20 in part (b) of
Figure 3.2). It is only on the cusp of the financial crisis of 2007-8 that dif-
ferences in the incidence of financial crises largely disappear. Once the latest
global financial crisis emerges, the gap in the total number of crises surges
worldwide, but the banking crisis in the advanced economies stands out as the
most salient manifestation of financial crises in general.

What is absent from the foregoing descriptions is the cross-border ele-
ment of a financial crisis. After all, if crises are largely confined to a domestic
economy, then the policies needed to exit the crisis and prevent a recurrence
are likely to be home-grown. If, however, there is a global element, even if
only infrequently, then this factor needs to be explored more fully. It is also
striking that Reinhart and Rogoft (2009) do not concern themselves with the
exchange-rate regime as a conduit for either amplifying or diminishing the
effects of financial crises.® Alternatively, it may be that financial crises morph
from domestic to global events, for reasons that have little to do with economic
fundamentals. In that case, some financial crises are contagious, while others
are not.

These issues have implications for the design of central banks going forward
and for the appropriateness of existing monetary policy strategies. A good

7See, however, Bordo and Siklos 2017.
8This is all the more surprising as these authors are also responsible for a comprehensive catalogu-
ing of exchange rate regimes; see Reinhart and Rogoff 2004.
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place to start this examination is with the experience of the monetary union
in Europe.

Does the European Monetary Union Serve as a Cautionary Tale?

While the degree to which economies are economically and financially open
varies over time and across countries, the extent to which they are linked at the
aggregate level is, at least partially, determined by their choice of exchange-rate
regimes and the ease with which finances flow move across borders.” Europe’s
common currency is an extreme case of a fixed exchange regime that, legally
at least, permits only internal and no external devaluations or revaluations.
In this sense, it shares the essential features of the gold standard, with one
important distinction. The gold standard was largely a voluntary arrangement,
as in the European Union (EU), at least since the Lisbon Treaty of 2007 while
the European Monetary Union (EMU) is not intended as a voluntary system."
Nevertheless, as ongoing events make clear, the euro is not as irrevocable as
the repeated references to Brexit suggested, nor is a reluctance to revisit the
structure upon which the EMU was created; this is a cautionary tale about
the incentives and limits of international cooperation, the drawbacks of tying
one’s hands, and the critical role played by monetary policy.

It is tempting to think we can write about the crisis in Europe using the
past tense. However, the ongoing difficulties in the eurozone that erupted
in 2010 continue to plague the EMU. Moreover, enough has been written
recently about the origins of the common-currency project, how it came to
fruition, how it is supposed to function, how it got into trouble, and how it is

°For purposes of what follows, the current debate about whether, in the pursuit of an independent
monetary policy, a floating exchange rate remains essential, is not directly addressed. However, as will
be seen later, even if one wishes to downgrade the importance of exchange rate regimes to achieve
monetary independence, it has yet to be established whether the reduction of the trilemma to a di-
lemma is a passing phenomenon or a permanent feature of global monetary policy. The trilemma refers
to the impossibility (hence, the alternative name for a trinity of choices) of simultaneously stabilizing
the exchange rate, maintaining freedom of capital movement, and sustaining an autonomous monetary
policy. In a globalized financial world, however, Rey 2014 argues that the trilemma becomes a dilemma
only when an independent monetary policy is possible with restrictions on capital movements. Of
course, not everyone is convinced by these arguments (e.g., see the general discussion surrounding
Rey’s paper in www.kansascityfed.org/publications/research/escp/symposiums/escp-2013.

" The Lisbon Treaty came into force after an earlier treaty was rejected by French and Dutch voters
in 2005. Earlier, in 2003, Swedish voters decided against adopting the euro as its currency. Hence, even
before Brexit (see epilogue), there were attempts to limit the extent to which members of the EU were
potentially politically bound together.

"Joining the EU is, other than for reasons of geographic restrictions, voluntary. With only a couple
of exceptions, however (the United Kingdom and Denmark), joining the EMU is not seen as voluntary.
Some countries prefer to use the EMU acronym to mean Economic and Monetary Union, while others
use it as employed here.


http://www.kansascityfed.org/publications/research/escp/symposiums/escp-2013
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on its last legs, with only formal recognition that it is no longer an irrevocable
arrangement.

Among the forgotten legacies of the events that culminated in the intro-
duction of the euro is the initial project for establishing a common currency,
which involved only a small subset of the present EU. Nor is it immediately
clear the extent to which the EMU—an economic arrangement—was foreseen
as operating in parallel with or distinct from the EU, the latter being a political
undertaking.

Ever since the Treaty of Rome (1957), the express wish of policymakers has
been to lay “foundations of an ever closer union among the peoples of Europe,”
but the short-cut was that a single currency would be the rallying symbol that
would encourage closer political union, desired by some. Indeed, by “pool-
ing their resources to preserve and strengthen peace and liberty, and calling
upon the other peoples of Europe to share their ideals to join in their efforts,™
what would eventually be called the European Union (EU)" was the vehicle
that would finally support the wish for Europe expressed long ago by Norman
Angell (1911) in The Great Illusion that peaceful coexistence is preferable to
military conflict.

Unfortunately, conflict comes in many forms, and actual warfare has
been replaced with economic warfare as the means of settling differences.
Policymakers may well have been lulled into a new version of the great il-
lusion. Just as in Angell’s day the focus was on the relative importance and
influence of Germany for Europe’s well-being, the current impression is that
the severity and duration of the crisis is directly attributable to the exercise
of German economic power. However, Angell (1911:29) makes an observation
that is equally true today: “The wealth, prosperity, and well-being of a nation
depend in no way upon its political power; otherwise we should find the com-
mercial prosperity and social well-being of the smaller nations, which exercise
no political power, manifestly below that of the great nations which control
Europe, whereas this is not the case”

Indeed, one has to wonder whether Germany, which along with other euro-
zone members has agreed to three bailouts for Greece in the space of around
five years, actually behaves as a hegemon intent on imposing its political and
economic power on smaller economies, notably Greece. Similarly, one has
to ask how the population of Greece can persist with governments that have
been unable or unwilling to adopt practices used for decades elsewhere in the

12 A highly selective reading list would include de Haan 2000; de Haan, Eijffinger, and Waller 2005;
de Grauwe 2009; Issing 2008; James 2012; Marsh 2009; Mayer 2012; Mourlon-Druol 2012; Miinchau
2010; Padoa-Schioppa 2004; Piris 2012; Sinn 2014; and Sandbu 2015.

BThe Treaty of Rome was signed by Belgium, Germany, France, Italy, Luxembourg, and the
Netherlands.

1 Consisting of 28 member states, as this is written.
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common-currency area. Of course, the real error perhaps was to admit Greece
in the first place, but this merely reflects the fact that, as in other stages on
the road to monetary union, politics often trumps economics. Moreover, it is
apparent there was an inability to create a structure that explicitly recognizes
the difficulty of collective action even when a common interest exists, whether
that common interest is to prevent wars or to develop a sizable market that
could rival large economies elsewhere in the world. Finally, as membership in
the EU and the eurozone have both grown, there continues to be a failure to
acknowledge that the costs of maintaining any economic union will continue
to grow while the collective benefits may rise more slowly.

This is not to say that striving for the common good needs to collapse when
there are significant strains in a collective arrangement, such as in the example
of a common currency. Instead, there is a need either to change existing incen-
tives or to rethink some of the principles that encouraged the formation and
growth of the group. Recent events in Europe are simply a reminder of Mancur
Olson’s (1965) The Logic of Collective Action, whereby just because a group has
common interests, that does not imply it must act collectively whenever asym-
metries emerge. Nowhere is this most keenly felt than in the case of Brexit in
2016, wherein the United Kingdom voted to leave the EU.

Two other examples illustrate this point. Since national central banks con-
tinue to exist inside the eurosystem, which consists of sovereign nations, there
is the transfer of funds by banks to settle financial transactions.” Unless there
are institutional or other constraints on the size and frequency of a payments
system, there are likely times when some central banks in the eurozone—the
gatekeepers, so to speak of the payments system—will be seen as “borrowing”
relatively more funds than others. Sinn (2014: 181) argues that the dramatic
changes in outstanding balances, seemingly to the detriment of Germany as
the sovereign debt crisis wore on, are “of paramount importance to under-
standing what is going on in the Eurozone, much more than all of the rest”
Indeed, he explains the problem as follows: “Target balances ... actually re-
flect the amount if central bank credit that has been issued in excess of the
liquidity needs for transactions within the NCB’s [National Central Banks]
national jurisdictions” (2014:180). While a debate over Sinn’s remarks raged
for some time,'® the essential point is that in a currency union with unequal
economic partners, there will be asymmetric outcomes of one kind or another.
These asymmetries will be most visible in a crisis environment. The solution
is not, as politicians and some policymakers have pretended, to find a way to
treat everyone equally but, rather, to deal with the asymmetry in such a way

“The system is called TARGET, or Trans-European Automated Real-Time Gross Settlement
Express Transfer System. See www.ecb.europa.eu/paym/t2/html/index.en.html.

!®For example, Buiter et al. 2011, in a convincing piece, argue that some of Sinn’s concerns are mis-
placed, but that the imbalances are not benign for the eurozone as a whole.


http://www.ecb.europa.eu/paym/t2/html/index.en.html
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that the whole—that is, the entire eurozone—is better off, as opposed to re-
verting to national sovereignty as a means of rectifying a natural occurrence,
thereby exacerbating the asymmetry.

A second illustration comes from monetary policy. The ECB introduced
the policy of Outright Monetary Transactions (OMT) in 2012. This allows
the ECB to effectively intervene, in a highly conditional manner, in euro-
zone member states’ secondary bond markets” to stem a worsening crisis
and prevent the risk of a breakdown in the eurozone’s monetary transmis-
sion mechanism. Sinn (2014:118), quoting from ECB President Draghi’s plea
for support in the German Parliament, argued that OMT would offset the
“greater risk to price stability is currently falling prices in some euro area
countries. ... OMTs are essential for ensuring we can continue to achieve
it” Sinn, however, rightly reminds his readers that “this concern is mis-
placed, since deflation in some countries would be useful and indispensable
to restore their competitiveness” (2014:118). Other than the fact that Sinn
does not mind some forms of asymmetry, the response by the ECB presi-
dent does not properly explain the rationale for attempting to correct the
asymmetry in question nor, more important, address why monetary policy
should bear the responsibility for doing so. Again, asymmetries are the
norm in all successful monetary unions (e.g., the United States or Canada),
and policymakers would likely not be tempted to deal with relatively low
inflation in part of the currency union via a policy stance applied to the
entire currency area.'®

Beyond Europe’s borders, the development that tied the hands of policy-
makers is arguably the globalization of trade and finance. To the extent that
this development overshadows the older role that exchange-rate arrangements
had binds together the fortunes of the economies more so than in the past.”
This has implications for the speed and amplitude of financial shocks and the
extent to which they spread around the globe.

What is left unanswered, of course, is determining the point at which the
cost-benefit calculus tips in favor of changing the makeup of any group that
has common interests. It would seem apparent that the economic imbalances
between member states render existing arrangements no longer sustainable.
As will be shown shortly, these imbalances have both internal and external
elements.

7Recall that each member state can issue its own debt even if it is denominated in euros. The
conditions of the program are explained, for example, in www.ecb.europa.eu/press/pr/date/2012/html/
pr120906_1.en.html.

1% Canadians of a certain age have some experience with arguments that deal with apparent asym-
metries in inflation performance inside a currency union; recall the early years following Canada’s
introduction of inflation targeting. See, for example, Siklos 1997 and references therein.

¥ The current era of financial globalization is not the first one, so explanations that center on the
novelty of the present environment do not get us very far.


http://www.ecb.europa.eu/press/pr/date/2012/html/pr120906_1.en.html
http://www.ecb.europa.eu/press/pr/date/2012/html/pr120906_1.en.html
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The Eurozone in the Global Context

Even before the global financial crisis, textbook notions linking exchange rates
to the current account, or net exports, were questioned. Figure 3.3 displays three
groups of economies, with current account balances as a percentage of GDP.
I begin here with a selection of countries in the EU, since these economies, at
least in principle, are eventually required to join the eurozone, but as this is
written are unlikely to do so any time soon.” Hence, these countries effectively
allow their exchange rate to move relatively freely against the euro. It is also
worth pointing out that while the eurozone member economies’ exchange rates
are pegged, the euro does float against other currencies in the world.

In principle, positive and negative net exports reflect a portion of the exter-
nal disequilibrium in an economy. Indeed, the failed Bretton Woods system,
born out of the devastation of World War II, was designed to place limits of
sorts on both current account balances and, by implication, on exchange-rate
movements. However, for reasons that would take us far afield, this global ar-
rangement had a short and troubled history.*> Nevertheless, the question of
what a sustainable surplus or deficit is, in the current account, has preoccupied
policymakers for decades, and the end of the Bretton Woods era has not di-
minished interest in that question.

Milesi-Ferretti and Razin (1996), for example, sought to come up with some
guidelines for current account sustainability, but unsurprisingly, they con-
cluded that the most important determinants are country-specific. This paral-
lels Frankels (1998) conclusion that the same currency regime is not suitable
at all times for all countries. More recently, the EU began to report on current
account balances inside the eurozone. The EU was careful, however, to avoid
placing any numerical value on what is deemed excessive or unsustainable.
Similarly, the G20 has periodically urged a “more balanced current account”
since the 2009 Pittsburgh Summit, called in the midst of the GFC. Finally,
the IMF has long sought to rely on current account balances as an indica-
tor of a country’s vulnerability when it comes to external debt especially (e.g.,
IMF 2002).

' The 27 governments that signed the Lisbon Treaty agreed, among other clauses, “RESOLVED
to achieve the strengthening and convergence of their economies and to establish an economic and
monetary union, . .. a single and stable currency” Even if some countries opt out, the treaty suggests
that it could be perhaps not now but not never. The quote is from the preamble to the Lisbon Treaty;
see www.lisbon-treaty.org/wcm/the-lisbon-treaty.html.

#Technically, non-EMU members who are part of the EU must be part of the Exchange Rate
Mechanism II for at least two years. The exchange rate of the prospective member must remain within
a *15% fluctuation band against the euro. This hardly seems like a very strong or biding constraint on
exchange rate movements.

22 An excellent account if the various facets of the Bretton Woods system can be found in Bordo
and Eichengreen 1993.


http://www.lisbon-treaty.org/wcm/the-lisbon-treaty.html.
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“sustainable” current account balances for the eurozone. Source: Data are from the IMF International Financial
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The bottom graph (c) of figure 3.3 presumes that sustainable current ac-
counts are within the range of +4% to -4% of GDP, which is also in the range
of estimates referred to from time to time in the literature. On this score, only
Portugal and Greece persistently exceed the zone of sustainability. However, it
is especially notable that both economies deviated from a current account that
has been in balance from the moment the monetary union came into force in
1999 (with Greece joining later in 2001). The GFC reversed the trend toward
ever larger deficits, but only temporarily. It was only when the eurozone’s sov-
ereign debt crisis was in full swing in 2010 that both Portugal’s and Greece’s
current accounts rapidly went into balance.

Nor is it especially the case that Germany stands out relative to, say, Sweden,
the latter an EU member not likely to join the eurozone any time soon, but that
has at least had the ability to rely on its exchange rate to maintain a surplus
throughout the period shown. Notice also that Germany’s surplus rose steadily
but only once the set of structural reforms referred to as the Agenda 2010 (or
Hartz) reforms® began to be discussed and implemented beginning in 2003.
Nor can a floating exchange rate be used to argue that Poland, another EU
member outside the eurozone, was employed to its advantage.?*

The experience shown in graph (c) of figure 3.3 is not unique to the single-
currency area. Graph (a) of figure 3.3 shows the current account to GDP ratio
for the eurozone, China, and the United States. While the eurozone’s net ex-
ports have generally been in balance since its creation, the surplus for China is
often mirrored as a deficit for the United States. Notice, however, that China’s
current account declines precipitously beginning with the global financial
crisis, and it is cemented with the Chinese authorities’ decision to relax the
peg of the renminbi against the U.S. dollar.

Finally, graph (b) of figure 3.3 illustrates the case for two archetypical small,
open economies—namely, Australia and Canada. Here, to underscore the
sometimes tenuous relationship between current account performance and
the exchange rate, I also show the evolution of the nominal exchange rate vis-
a-vis the U.S. dollar. Until 2001, when the United States experienced a brief
recession, both currencies depreciated rather substantially and showed an
almost simultaneous improvement in the current account balance.”® Also,
both currencies exhibited a steady appreciation until around 2013. The current

»Named after Peter Hartz, an executive of Volkswagen, who headed a commission looking into
reforming how the German labor market operates. It was created by Chancellor Gerhard Schroder
in 2002.

# Many of the arguments made here can also be made using charts that several other analysts have
used—namely, showing the real exchange rate or unit labor costs in the eurozone. These reveal the
rapid loss in the competitiveness of labor in Greece not only relative to German but all also other major
single-currency member states. Ireland is the other outlier even more noticeable than Greece.

» Canada did not experience a recession in 2001, at least according to the business cycle analysis by
Cross and Bergevin 2012.
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account does not display a tendency to deteriorate in Canada, and does so only
temporarily in Australia until the GFC, when Canada experienced a sharp de-
terioration while Australia experienced an improvement, albeit of the vola-
tile variety. Of course, Australia did not record a recession, unlike Canada’s
brief downturn,* and continued economic growth clearly benefited Australia.
The recent depreciation of both currencies, as the U.S. economy has improved
while China’s growth rate has slowed, has not yet shown up in the current ac-
count performance of either country.?”

The current account is only half, as it were, of the forces that affect not only
exchange rate movements but also monetary policy more generally. While
economists have long known or worried about the flow of funds across bor-
ders, problems tended to be swept under the rug of capital controls or the in-
herent biases that favor domestic versus foreign investments.?® However, since
the 1980s, financial openness, at least according to some metrics, has risen
substantially.” Four of the world’s largest economies, in terms of both size and
systemic importance—the United States, Japan, the United Kingdom, and the
largest eurozone members (i.e., France and Germany)—are as open as can be,
at least according to the indicators used by the IME China is the only other
large economy that remains far from full capital account openness, although
controls are being relaxed.*

It is now an article of faith that the financial sector is not the only proximate
source for the global financial crisis. The forces unleashed by a combination
of globalization in finance and monetary policy’s unwillingness or inability to
stem the rise in the flow of credit and other asset prices mark the fault lines in
monetary policy strategies and highlight the difficulties in sustaining central
bank cooperation since the crisis.

The Pivot Toward Financial Asset Prices
The next set of figures illustrates the role of the financial sector in the events of

the past fifteen years, and along with the above observations about the impor-
tance of the current account, can help answer the question whether the EMU

*Tbid., who date Canada’s recession as starting in 2008Q4, and ending in 2009Q2.

#The picture is not unique to small open economies of the advanced variety. Similar plots (not
shown) for other BRIC economies (i.e., Brazil, India, Russia, and China), as well as for Turkey and other
economies (e.g., Korea, Japan, the United Kingdom, and South Africa) reveal comparable patterns.

#The finding that domestic equities are preferred over foreign equities, for example, has a long
history. Useful references on the subject include Coval and Moskowitz 1999; and Dalquist et al. 2003.

#See the Trilemma Indexes of Aizenman, Chinn, and Ito 2008, at (http://web.pdx.edu/~ito/tri-
lemma_indexes.htm), sometimes called the Chinn-Ito Index.

*The indicator of financial openness cited earlier (see chapter 1 this volume) records a 0.2 for
China in 2013.


http://web.pdx.edu/~ito/trilemma_indexes.htm
http://web.pdx.edu/~ito/trilemma_indexes.htm
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indeed serves as the cautionary tale it is supposed to be. Figures 3.4 and 3.5 fo-
cuses on two asset classes, credit and property prices,” that have been the center
of so much attention in the years running up the GFC and since.

Other than Japan, arguably a special case that reflects the effects of what has
become referred to as the “lost decades,” there is clearly very strong co-movement
in the rise of credit over time (part (a) of Figure 3.4).” This pattern holds both for
the economies of the eurozone represented in the figure (i.e., France, Germany,
and Italy) and other large advanced economies and emerging market econo-
mies. The middle graph (b) shows a strikingly similar development for property
prices. Once again, Japan stands out with an economy experiencing not only the
collateral damage of a banking system that failed during the 1990s and could not
fully recover” but also low deflation overall. The United States stands out because
of the speed with which property prices rose by the mid-2000s, only to fall faster
than anywhere else, as shown in the figure. As noted earlier, the rapid inflation
in property prices took place while the Fed was tightening, albeit too slowly for
some, suggesting either that monetary policy was not tight enough (a point first
raised in chapter 1 but also see chapter 4) or that other mechanisms, currently
known as macroprudential policies, were ill-prepared for the task. (I return to
this question in chapter 6.) Finally, Germany’s experience appears somewhat
atypical, with flat property prices until around the time the GFC erupted. Since
that time, property prices have risen rapidly and have overtaken others shown in
the figure, a feature of the data also alluded to in chapter 1.

The rise in property prices, as is true for credit conditions, is apparently
even more pronounced in the emerging markets, shown in graph (c) of
figure 3.4. Therefore, both credit and property price conditions show signs
of being a global phenomenon, excepting perhaps Japan. Accordingly,
figure 3.5 plots a measure of global gaps for credit (a) and property prices
(b). These were obtained by weighting the estimated gaps by the relative size
of each economy as a percent of the world’s GDP.** Not surprisingly, global

I use the term “asset” only for convenience. Clearly, credit offered by financial institutions is an
asset to these institutions and a liability to the holders of the credit. Similarly, property is an asset to
the owners, but to the extent that borrowing has been used to finance its purchase, it is also a liability.

2 A plot expressed in constant purchasing power, or real terms, would produce largely the same
pattern (results not shown). A difficulty with real magnitudes is that it then is not immediately obvi-
ous, at least in a cross-country setting, that deflating the relevant nominal magnitudes by a CPI, GDP
deflator, or some other proxy is appropriate in all cases.

33 Arguably, because of very poor policy choices. See, for example, Cargill, Hutshison, and Ito 2003;
and Kanaya and Woo 2000.

**The United States’ share of the world’s GDP has fallen steadily from 21.3% in 1999 t0 16.5% in 2014.
During the same period, China’s share of the world’s GDP has risen from 7.2% to 15.8%. The Eurozone
is next among the large economies (17.6% of world GDP in 1999, falling to 12.3% in 2014). The United
Kingdom and Japan are considerably smaller in size (ranging from 3% to 6.8% in the 1999 to 2014
sample). Indeed, the share of world GDP accounted for by these five economies has dropped from
55.9% in 1999 to 51.5% by 2014.
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FIGURE 3.4 Property Prices Around the World

(a) Credit

(b) Property prices in Select Advanced Economies

(c) Property Prices in Select Emerging Market Economies

Note: The vertical axis is on a normalized scale (i.e., scaled by the standard deviation of the series). Further details
concerning the property price series are available from the online appendix. Source: Data are from the BIS.
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FIGURE 3.5 Global Credit and Property Price Gaps

(a) Credit

(b) Property Prices

Note: “All economies” are the sum of available advanced and emerging market economies; details are provided
in the online appendix. The gap is the difference between a measure of potential credit or prices and observed
values. Potential is estimated assuming we know the future level of observed credit or prices. Source: Data are
from the BIS. Advanced economies and emerging economies are as defined by the BIS.
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gaps are dominated by estimates from the advanced economies in the sample.
Nevertheless, the calculations reveal some additional insights about subtle
but important differences between advanced and emerging market econo-
mies. That is, credit gaps rise above zero in the emerging world shortly before
ones in the advanced economies turn negative. However, it is important to
note that while gaps remain sharply negative in the advanced world, they are
largely eliminated in the emerging market economies. This suggests one po-
tential source, with broader implications for the conduct of monetary policy,
for the weak and unsatisfactory recovery in the world economy since 2010—
namely, that the repeated easing of monetary policy has failed to be reflected
in credit market conditions. (I return to this question again in Chapter 6.)
A broadly similar path for global gaps in property prices is apparent in graph
(¢) of figure 3.5. For a time, between 2007 and 2009, emerging markets picked
up the slack created by the sharp drop in property prices in the advanced
economies. However, paralleling the credit aggregate, a persistent decline in
property prices began in 2011 in emerging markets.

Before concluding the discussion of the role of the financial sector in recent
economic history, it is worth pausing to ask how robust the results were in
dealing with the evolution of credit and property price gaps. Figure 3.6 gives
some idea of how solid the data are to alternative assumptions about our
knowledge of the future course of economic events.

Figure 3.5 is based on calculations as if the future were known, if not with
certainty, then fairly close to being extremely farsighted. Figure 3.6, instead,
asks what the credit and property price gaps might look like if policymakers
were unable to look ahead more than a few quarters.” The top graph (a) sug-
gests that a less farsighted view of the pattern of credit creation does not
change the overall picture, although the speed of the rise in credit gap and
its subsequent decline after the GFC is faster than in the case of completely
knowledgeable central banks. Alarm bells should have started ringing as early
as 2005, if not before, as the BIS, among others, has pointed out on several
occasions. The picture appears somewhat different for property prices, at least
for the advanced economies shown in graph (b) of figure 3.6. The price gap did
not appear as worrisome, say, in 2005 to the central banks who are unable to
be forward looking, but notice that, before the end of 2005, there was a persis-
tent and large decline in the gap, moving into negative territory and showing
no signs of ending until 2010, at the earliest. The decline, combined with the
evidence from credit gaps, should have alerted the central banks that problems
were appearing in the financial markets.*

*The underlying data used in figures 3.3-3.6 on are at the quarterly sampling frequency.
*The evidence for property markets in the EME is not greatly affected by the factors considered
here, but this is partly due to the much shorter sample.
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The appearance of co-movements in financial developments across the
major advanced and emerging market economies since the 2000s suggests a
common element was driving these variables. Earlier, it was suggested that the
stance of the monetary policy might be a culprit. However, other explanations
are also possible. As shown in figure 3.7, gross capital flow movements—which
can be large and volatile, as found by Broner et al. (2013)—rose strongly until
2007 in three of the four large economies shown in graph (a). Again, con-
firming the earlier interpretation of recent Japanese economic history, Japan is
noticeable as a small participant in these flows. The collapse is clearly evident
for the United States beginning in 2007 and in the United Kingdom begin-
ning in mid-2008; even before the events of 2009-10, the reduction in flows
to the eurozone is also apparent. Thereafter, however, there is no recovery in
the single-currency area or the United Kingdom, while Japan continued to
remain immune to international developments. Assuming that these flows are
pro-cyclical, only the United States showed signs of a recovery by 2013, though
levels were no higher than before the U.S. Federal Reserve began gradually
raising its policy rate in 2004. Graph (b) of figure 3.7 suggests that some of the
effects in the advanced economies spilled over into some emerging markets
which had not experienced the full brunt of the GFC. Gross capital flows in
Turkey and Thailand rise modestly but steadily over time.

All the foregoing results combine to suggest that the absence of exchange
rate flexibility, while important, cannot fully explain the predicament that the
eurozone found itself in. To be sure, there are well-known institutional flaws
that must be added, but there is too little appreciation of the divide between
economics and politics in attempting to answer the question of whether the
EMU serves as a cautionary tale.”” As argued briefly next, the current leaders
of the eurozone system have turned the European project on its head. In addi-
tion, an overview of current account and financial conditions in the advanced
and emerging market economies suggests that discussion about “exit strate-
gies” conflate two types of problems that call for different policy prescriptions.
The next two sections elaborate on these points.

Politics Meets Economics

If the recent experience of the eurozone does not provide a model of the
consequences that result from tying one’s hands regarding monetary policy,
then in what sense does the EMU project serve as a cautionary tale? To be
sure, factors that many observers have raised, such as an aging population,

¥ After this section was originally drafted, Aizenman, Chinn, and Ito 2016 reached a conclusion
that is not dissimilar to mine. However, they rely on different data and do not consider implications of
the gap between economic policy and political imperatives that influence policymaking.
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the difficulty of implementing structural reforms, the complexity of managing
differences in a diverse group of countries by size, culture, and fiscal capacity,
and the constraints of a single monetary policy applied to divergent economic
circumstances, all play roles in the ongoing drama of EU and EMU survival.

More important, however, and less evident from the data and not easily rep-
licable elsewhere, is the gulf between good practices in economic policymak-
ing (and monetary policy especially) and the political motives of the members
of the single-currency area. To explain, I begin with a short review of what
I refer to as “truths” about the current structure of the eurozone zone.*® In
doing so, I note how incomplete these truths are for the European project, as
conceived by generations of policymakers and academics.

Stability, broadly speaking, is a primary objective on a continent that has
been beset by disorder and war for centuries. To achieve this end, a political
arrangement was necessary. Nevertheless, the Maastricht Treaty that under-
pins the structure of the European Central Bank (ECB) largely aims at an eco-
nomic end, with the political framework taking a back seat. While the treaty
boldly declared that “it opens the way to political integration,” the desire to
establish an economic and monetary union represent its primary objectives.
Unfortunately, there has never been an understanding of what economic sta-
bility is supposed to represent; it was simply assumed to follow, once the con-
vergence requirements were met.

The monetary union was designed by central bankers with the imperative
that the institution be immune, as much as possible, to political pressures.
The fear was excessive, but it reflected worry on the part of the German part-
ners that other Europeans were more receptive to a central bank’s bending
in the face of political pressure than would be the Bundesbank, even though
the Maastricht Treaty was signed while reverberations of the German govern-
ment’s pressure on the Bundesbank in the aftermath of reunification were still
vivid. Perhaps more damaging was that the treaty did not provide for a mecha-
nism that existed in the legislation governing the Bundesbank to manage such
government—-central bank conflicts. Since such conflicts are inevitable, the im-
position of irrevocable exchange rates and the absence of any exit strategy from
the eurozone under exceptional circumstances were major flaws in the design
of the ECB. Requiring the ECB to report to a European Parliament incapable
of real authority only added to the inherent inability of the central bank to
hold a proper place among the existing political institutions of Europe.*

¥Some of these truths apply more generally to the EU, but since this book focuses on monetary
policy and central banking issues, I consider only the single-currency area.

1t is also worth remembering that the often-mentioned flaws inherent in the EMU, which inten-
sified as the eurozone’s sovereign debt crisis worsened (and even after ECB President Mario Draghi
vowed to prevent the break-up of the EMU by adopting the “whatever it takes” strategy that had served
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The foregoing arguably are technical truths about the EMU. While the ulti-
mate objective was political union, the central bankers especially were more in-
terested in the narrower objectives of forming a monetary union. They clearly
understood that even a proper economic union, however defined but based
on experiences from elsewhere in the world, works best when there it is held
together with the glue of a political union of some kind. Interpreted slightly
differently, the monetary union was a practical, symbolic, and achievable goal
to be met along a longer road to political union that, likely, would never result
in a loss of sovereignty by member states as great as that experienced in most
other federations.** The oddity of the current situation is that, by neglecting
the inherent weaknesses of the eventual monetary union formed, all of which
are well known and have been widely discussed for years, if not decades, suc-
cessive generations of policymakers have felt it more expedient to avoid jointly
pursuing a political and economic union. Hence, the Stability and Growth
Pact (SGP) was demoted to an agreement that would not have the force of a
treaty obligation. Instead, it was watered down and neglected, especially by the
very countries that would later insist on fiscal rectitude from the economically
weaker members of the EMU. Indeed, when a new SGP was negotiated in 2012,
it could not even be supported by all EU members.

As a result, the politics of the current eurozone have meant abandonment
of the original and lofty goals of the EU. Instead of using its success at creat-
ing a single currency for sovereign states—a novel arrangement by historical
standards—to build a structure that might lead to an as yet unknown form
of political union, successive politicians kept the focus narrowly on the rules
of macroeconomic conduct that were enshrined in the Maastricht Treaty. As
the sovereign debt crisis wore on, policymakers, especially in government,
were left with short-term palliatives to solve design flaws of their own making.
Meanwhile, the ECB, time and time again, stepped in to close the breach cre-
ated by those narrow objectives set by the politicians. This supra-national in-
stitution tested the boundaries of its remit by becoming more closely identified
as a central bank like all the others—that is, a quasi-lender of last resort—
instead of being the pure guardian of price stability it was designed to be. As a
result, the ECB came to be seen as the only eurozone-wide institution capable
of responding to the stresses created by the single-currency arena.

the Fed well), were all well-known. This is true not only of today’s policymakers but also of those who
helped conceive the single currency project; see, for example, James 2012.

0 Many, of course, would point to the Swiss Federation as the kind of loose political union that
Europe might adopt. Its size, however, does contribute to its success, and this is something that cannot
easily be replicated at the Europe-wide level. On the other hand, the linguistic and cultural diversity
of the Swiss nation do offer some possibility that such an arrangement can be replicated elsewhere.
Finally, one must also consider that the Swiss Confederation is several centuries old. Therefore, one
should not view the likelihood of replicating its success at the European level based on its current state.
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Nevertheless, the ECB was largely reacting to outside political events and
not behaving like a forward-looking institution trying to forestall negative eco-
nomic shocks coming its way. Hence, unlike other central banks, monetary
policy seemed to be too narrowly defined for the ECB, only because other in-
stitutions were not yet in place to deal with conditions that pitted the sovereign
economies against each other within the single currency. If there ever was a
central bank that behaved like the “only game in town,” it was the ECB—and
likely not because it chose to. As mentioned, the institution filled a yawning
gap created by the political environment that surrounded it. In this sense, the
ECB faced a different set of circumstances than those that affected other cen-
tral banks, especially in the systemically important advanced economies. An
incomplete banking union, an SGP that stretched credulity, bail-outs that left
no one happy and did not solve the underlying problems, and lack of a clear
roadmap to a return to normal economic growth left the eurozone beleaguered.

The parlous state of affairs, late in 2015, was heightened by the twin con-
straints of an absence of fiscal space in the weaker parts of the eurozone and
the extreme reluctance of stronger members to provide additional transfers
that might alleviate the economic difficulties of fellow EMU members, compli-
cated even more in an era of low inflation.” This last point made it impossible
to resort to the tried-and-true method of dealing with a debt overhang; to do
so would have undermined the years it took to persuade the public of the ob-
vious advantages and desirability of low and stable inflation rates. Indeed, to
reverse course in this manner would expose the central banks, fearful of losing
their credibility, to large and possibly permanent damage to their reputation.
Bordo and Siklos (2016a, 2016b), who explore central bank credibility during
the past century, quote Benjamin Franklin: “It takes many good deeds to build
a good reputation, and only one bad one to lose it,” a statement that captures
a sentiment equally apt to the eurozone predicament. Moreover, it has never
been clear why this form of debt relief, unlike other available mechanisms,
is less costly. Since inflation affects all groups of society differently, and it is
certainly less transparent than other solutions to the debt problem, such an
approach ought to be the least desirable one.

The cautionary tale, then, to be seen in the EMU experience is not so much
the incomplete structure and institutional mechanisms that underpin the
single-currency area. Rather, the EU and EMU are illustrative of what hap-
pens when policymakers, especially politicians, chose to reverse the order of

4t is difficult to ignore the role played by fiscal policy (briefly discussed in chapter 1), but space
limitations prevent a fuller treatment. Needless to say, some of the monetary policy actions taken by the
ECB may well have been prompted by key EU member countries’ preference for not relying on fiscal
policy to assist in the eurozone’s economic recovery. Nevertheless, the desire to create eurozone-wide
fiscal rules that parallel the orthodox constraints imposed on the ECB predates the sovereign debt
crisis. For discussions of related questions, see, for example, Sinn 2014 and Sandbu 2015.
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causation from seeking a political objective to relying on a political project
based on narrow economic and largely monetary goals.

Exiting Is Hard to Do

Crises inevitably require policymakers to seek an exit strategy. The crisis of
2007-9 was only a few months old when the Fed, arguably then at the center
of the financial crisis, faced early political pressure to provide an exit strategy.
Debate focused on the combination of extraordinarily loose monetary policy
and a greatly expanded balance sheet. In the eurozone crisis that immediately
followed what came to be called the GFC, the yearning for an exit strategy was
also a reflection of two forces. The first was to seek relief from eventual levels
of debt deemed excessive, but the second stemmed from an existing arrange-
ment that statutorily prevented exit from the common-currency zone. In this
case, political pressure came from the association of debt levels with the imple-
mentation of bad policies, together with the realization that single-currency
arrangements perhaps should not be held together at all costs.

I have already discussed the second form of exit from a crisis. Here, I exam-
ine the matters facing central banks that also concern the first form of crisis
exit. In what follows, I address four issues that must be addressed if we are to
answer with the main question posed earlier.

An obvious challenge for central banks at the ZLB** is to decide how much and
how quickly to raise the policy rate. Recall that criticism of the Fed in particular
during the mid-2000s was that the FOMC tightened the money supply too grad-
ually, illustrated in figure 3.8. There has been a noticeable drop in FOMC mem-
bers’ views about what constitutes the “new normal” in the Fed funds rate, from
February 2012, when data were first made public, to July 2015 when the “long-
term” Fed funds rate was set at 3.75%.% Instead, the number of FOMC members
at the high end of the long-term Fed funds rate range has dropped substantially
over time, while those advocating the lowest rates changed only marginally.

After seven years at the ZLB, the challenge might well have been to tighten
more gradually than might otherwise be the case. However, while the Fed rou-
tinely signaled the need to exit in 2015, the members of the board have also
substantially changed their view of what “normal” looks like for the Fed funds
rate. Not only does this render normality a moving target, but it also substan-
tially changes the use of instrument rules relative to pre-crisis days, when, for
example, the neutral real rate was assumed to be constant.

20, if one prefers, at the effective lower bound (ELB) in recognition of the push by some central
banks to introduce negative policy rates. In what follows, however, the distinction is not crucial.
#Not much changed in the year following, as the return to “normal” continues to be delayed.
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are from the Monetary Policy Reports of the U.S. Federal Reserve.

Indeed, the second challenge, then, is to define the new normal. This is
rendered more difficult because, even if central banks would prefer to return
to the days when the interest rate instrument was the only one that mattered,
they will have to operate in a world where they will be tempted to avail them-
selves of multiple instruments while simultaneously ensuring the primacy of
low and stable inflation.

When the BIS published its 85th Annual Report in June 2015, the title of the
chapter dealing with monetary policy was “Another Year of Monetary Policy
Accommodation” The BIS complained about a “risk of competitive easing,’
which amounts to a financial version of beggar-thy-neighbor policies. While
this suggests that the global stance of monetary policy is going in the same di-
rection, the facts suggest the return of an older phenomenon in a new guise—
namely, the emergence of divergences in monetary policy, especially among
the major economies.

All these developments raise the possibility that existing monetary policy
strategies may not be well suited to dealing with exit or with the desire to
manage financial imbalances. In particular, if it is deemed appropriate to keep
interest rates lower for longer, is it also sensible to allow inflation to be higher
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for longer, either to limit the possibility of a return to the ZLB or to deal with
the debt overhang via an inflation tax? Of course, the risk is that expectations
will no longer be anchored, and the public may well lose its trust in the central
banks as guarantors of economic stability.

Finally, an exit from UMP must confront the possibility that shrinking a cen-
tral banK’s balance sheet is not as easy as reversing policies that led to the expan-
sion in the first place. We may find out that, in an ironic twist on the remarks
made by former FOMC Chair Ben Bernanke, when he commented that “the
problem with QE is it works in practice, but it doesn’t work in theory;” shrinking
the central bank’s balance sheet may work in theory but not in practice. Even if
central banks retain a larger balance sheet for macroprudential reasons, several
central bankers have publicly acknowledged that some reductions will eventually
become necessary. If this is the case, then there will have to be some explanation
of what the new normal entails for the financial position of the central banks.

Recall that to address the consequences of the GFC, key central banks in the
advanced economies quickly lowered their policy rates to levels approaching or
at the ZLB. The situation then was ripe at some central banks for switching to
unconventional tools that considerably expanded their balance sheets, as well
as devoting more effort to communicating their stance via explicit guidance of
market expectations. This included expressing a desire to maintain policy rates
at the ZLB for an extended period of time. The major central banks, such as the
Fed, the BoE, the BoJ, and the ECB, also introduced asset purchase programs
that expanded the size of their balance sheets, primarily through the acquisition
of government securities or by effectively underwriting certain forms of private
debt. This had the effect of lowering debt servicing costs, as well as allowing fiscal
authorities to rely on the accommodative monetary policy stance to manage a
sustainable debt position, for example, through an extension of the maturity of
the debt. In other words, central banks shifted their policies toward influencing
other interest rates along with the term structure.

As shown in figure 3.9, the diversity of balance sheet positions is striking,
with the non-crisis economies of Australia, Canada, and New Zealand in graph
(a) only modestly away from pre-crisis conditions. The situation is vastly different
for the other economies shown in graph (b), including the crisis-stricken econo-
mies of the United States, the United Kingdom, and the eurozone, with Japan
reversing its earlier QE experience in spectacular fashion following the introduc-
tion of QQE.

Unconventional monetary policies (UMPs) were intended as vehicles for
“borrowing time” for much-needed structural reforms, private-sector balance
sheet repair, and fiscal consolidation, particularly in the economies most im-
pacted by the crisis. These arguments have been noted by some observers for
some time now.** Such policies were also intended to boost aggregate demand

4 See, for example, BIS 2013a.
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as a way of reducing the economic costs of reforms. In contrast, economic
growth in emerging markets remained healthy while that in the advanced
economies in particular entered a sharp, but brief slump that has been fol-
lowed by persistent sluggish and disappointing growth. None of this is terribly
surprising, since much academic research, including the much-cited work by
Reinhart and Rogoft (2009), demonstrates that recovery is especially slow in
the aftermath of a financial crisis of the kind experienced in 2008-9.

While the GFC effectively resulted in a global loosening of monetary policy
to an unprecedented extent, the impact of the crisis was not evenly distrib-
uted. Accordingly, thinking about the role of monetary policy changed, and
the crisis highlighted the importance of having a resilient and well-regulated
banking system. Emerging markets complained about the negative spillover ef-
fects from the prospective withdrawal of what were previously ultra-loose pol-
icies in the advanced economies. These arguments were countered by pointing
out that several emerging market economies failed to use the opportunity to
reform their own economies or to correct persistent current account imbal-
ances. Casting blame on the emerging markets seemed like a repeat of the
complaint leveled at these economies by Fed Chair Bernanke in 2005, when he
suggested that the “global savings glut” reflected inappropriate policies outside
the United States. Moreover, the central banks in the economies most affected
by the crisis argued that their attempts to boost aggregate demand would make
their way through the global economy. These conflicts heightened tensions
between the central banks, while the will to cooperate explicitly dissipated.
By their actions, some central banks revealed what was a largely unspoken
rule: that domestic priorities come first, and the international consequences of
their actions take second place. However, this comes as no surprise. After all, a
central bank is governed by the laws of its sovereign state, and not by interna-
tional agreements or treaties.

Against this backdrop, a withdrawal of monetary stimulus too early could
halt or even reverse the recovery. It is only recently that Fed transcripts
from the GFC period reveal explicit acknowledgment that the U.S. central
bank was “behind the curve” (e.g., see Appelbaum 2014). Accordingly, there
is little reason a priori to believe that the exit from an ultra-loose monetary
policy would be managed any better. Recall how markets became turbulent
during the summer of 2013 at the mere mention of “tapering;” as discussed in
chapter 2. This episode did not represent a tightening of monetary policy but,
rather, a slowing down of the rate at which the Fed intended to provide mon-
etary stimulus to the economy.

Combine the difficulties of exiting with benign neglect of the global con-
sequences of their actions and the major central banks could be creating fa-
vorable conditions for a new crisis. Hence, by failing to tackle the external
dimension of their policies, the central banks may well contribute to a further
reduction in the likelihood of a successful exit from unconventional monetary
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policies. The challenge for the central banks in managing the exit is to clearly
define their objective(s) and their decision-making process; in so doing, they
would express an understanding that their policies have global consequences,
as they assist the global economy in a return to more normal conditions.
Indeed, the complaints emanating from some large emerging market econo-
mies (e.g., India, Brazil, and Indonesia, to name but three) suggest that there
remains considerable room for central bank cooperation, if not improved
communications.

As pointed out earlier in this book, the marginal gains from international
cooperation may be small if each house is kept in order. The implication, how-
ever, is not that monetary policies will as a result cease to be divergent. Quite
the opposite is true. As this is written, it is clear that the United States and the
United Kingdom are emerging from the fallout of the GFC faster than are the
countries of the eurozone, which are now mired in QE,* while other advanced
economies (e.g., Australia, Canada, New Zealand) that did not resort to UMP
to date may now be preparing to enter the field and some emerging market
economies are slowing, albeit at different rates (e.g., China, India, and Brazil).
Hence, there is little reason to expect policy coordination. Nevertheless,
the well-established presence of significant monetary policy spillovers does
demand greater interaction between the central banks, precisely because the
next GFC, if and when it comes, is likely to be dealt with more effectively if
some form of international cooperation is employed.

It has been known for several decades that, so long as there is a mechanism
to resolve conflicts, institutions can operate independently of each other.*
Central banks, for the many reasons already alluded to, are well placed to meet
this requirement. Indeed, this may partly explain why inflation targets in the
advanced economies have not changed since the crisis, while a similar reluc-
tance to redefine price stability is also seen in emerging markets.*

However, these same central banks, by virtue of the fact that they operate
within their respective governments, cannot resolve conflicts or economic im-
balances alone. Unfortunately, as I discuss more fully later, collective action by

*In most instances this means that a bond purchase (e.g., sovereigns issued by a European member
state) is offset by a reduction in another interest earning financial instrument. Once the ECB ceased its
sterilization policy in 2014 it was effectively engaging in QE.

“While Olson’s work, cited previously, is clearly pertinent, so is the research by the Nobel Laureate
Elinor Ostrom; see, for example, Ostrom 2009.

“This development has taken place without any formal attempt by, for example, the IT central
banks to collectively defend their respective inflation objectives. These same central banks have, inde-
pendently, pushed back against suggestions that inflation targets be raised, either because the costs of
doing so are small or because of the need to insure against more frequent occurrences of the hitting the
ZLB or the ELB. Indeed, by conflating so-called structural reforms and fiscal policy considerations with
the need for more inflation, as well as how these would spill over into emerging markets, critics of IT in
the advanced economies (e.g., see Blanchard et al. 2010; Ball 2014; and Krugman 2014) have effectively
weakened their case to raise inflation as a solution to what ails the global economy.
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governments at the global level have disappointed, except when conditions are
most dire. This suggests, in particular, that current institutional structures at
the political level lack effective mechanisms to build trust. Central bankers are
more apt to understand this point than the politicians they report to.

The desire to engage in greater cooperation is not new. Indeed, central
bankers are fond of repeating that they have done so for years, and nowhere
as closely as during the GFC.*® However, what is less appreciated is that, even
if more joint initiatives are seen as advantageous, these cannot take place in
the vacuum created by politicians who shy away from demonstrably adopting
such a strategy. Central banks are limited, by statute, to represent domestic
concerns. It is up to their governments to define the space in which the mon-
etary authorities can act cooperatively. To date, there is little interest in explor-
ing the details and enforcement of collective action.

The Consequences of Staying Too Easy for Too Long,
Without Empathy for Others

What are the costs of balance sheet policies? And, have the major central banks
already gone too far? First, it is broadly acknowledged that UMP were effective
at preventing the collapse of certain market segments, forestalling widespread
financial instability, and stimulating a recovery in the real economy.* But it
equally seems true that these same policies became less effective at the margins
while the risks continued to grow.

There are three economic risks and an institutional one associated with
keeping monetary policy too easy for too long. The first economic risk is the
potential for distorting the functioning of the financial markets, especially
when the central bank becomes the dominant active trader. Markets for gov-
ernment securities are important for the transmission of monetary policy.
Therefore, market distortions could render the use of the policy rate ineffec-
tive during the exit process. The second economic risk is the potential build-
up of financial instability. With negative real yields, investors may engage in
imprudent practices in searching for higher yields. In addition, financial in-
stitutions might undertake irresponsible lending practices by giving loans to
private individuals who will not be able to manage their debt once the interest
rates rise.” A third economic risk operates through global spillover effects. In

8 See, for example, Bernanke 2015a.

#See, for example, IMF 2013a; Williams 2013.

9 Both of the preceding fallouts from ultra-loose monetary policy may well produce real economic
distortions that go beyond the financial consequences mentioned so far. These real effects are not easy
to identify and are not, so far, conclusive. However, see Borio et al. 2015 for some evidence that these
additional real distortions are empirically meaningful. Whether, as a result, financial crises worsen an
incipient episode of secular stagnation is unclear, because it is notoriously difficult to identify short-run
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particular, exchange rate and capital flow volatility in emerging markets and
developing countries have the potential to spark financial and macroeconomic
instability abroad. In general, the more accommodative the monetary policy
stance, and the longer central banks delay tightening their policies, the larger
are these risks.

The foregoing risks are based on well-known fundamentals of how financial
markets operate. Beyond them, the ever present risk of contagion has resur-
faced, this time in emerging markets, and this risks a further delay in exit-
ing to more normal monetary conditions. Alternatively, benign neglect in the
advanced economies where the last GFC originated risks even lower global
growth and a deflationary trap. One reason the global economy did not suffer
a larger drop in output in 2008-9 noted earlier (see chapter 1) is due to the
economic performance of emerging markets.

The institutional risk threatens the de facto independence and credibility
of the central banks. The more accustomed fiscal authorities and financial in-
stitutions become to an (excessively) accommodative policy stance, the longer
they may draw out the process of debt consolidation and balance sheet re-
structuring. This may lead the government or the financial sector to put pres-
sure on the central bank to buy more time by keeping its policy easy for longer.
If the monetary policy objectives or the decision-making process is influenced
by these forces, central banks effectively lose their de facto independence and,
along with it, their credibility.” Central banks can protect themselves by fol-
lowing the adage expressed long ago by Bundesbank President Karl Blessing,
who argued that “[a] central bank which never fights, which at times of eco-
nomic tension never raises its voice, . . . that central bank will be viewed with
mistrust” (as quoted in Marsh 1993:256-57). If history is any guide, the risks
are considerably greater in the emerging market economies. Once again, these
developments underscore the importance of what the central banks commu-
nicate. The old paradigm wherein central banks are not expected to comment
on matters outside their remit no longer applies when fiscal and monetary
policies clearly share a common interest and are no longer as neatly separated
as was the case pre-GFC.

Although the potency of these risks varies by country, they are not negli-
gible in the United States, the United Kingdom, Japan, or the euro area. The
risk of distorting the securities markets is larger for the BoE, the BoJ, and the
Fed, who hold a sizable fraction of the total amount of their outstanding gov-
ernment securities, while at least in 2015, holdings by the ECB were compara-
tively modest (less than 5%). The risk of financial instability from reaching for

from longer-run forces that impinge on economic activity. How these combine to influence the depth of
a downturn in a financial crisis and the strength of a subsequent recovery are far from straightforward
to estimate. In this connection see, for example, Cukierman 2015 and Cukierman and Izhakian 2015.

*'Hannoun 2012 expresses a similar sentiment.
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higher yields and abrupt asset re-pricing is also higher in the United States,
the United Kingdom, and Japan because yields on government securities are
at an all-time low and equity and corporate bond prices could begin to bubble
if easy monetary policy encourages a higher risk appetite.*

The risk of financial instability is even stronger in the United Kingdom in
the face of substantial increases in housing prices. The bodies who set monetary
policy at the Fed and the BoE are monitoring potential build-up of financial
risks through searches for higher yield or imprudent lending practices. Those
at the Fed generally view these risks as moderate, but they continue to play a
key role in the short-term monetary policy decision-making process. Those at
the BoE believe that monetary policy does not pose a significant threat to finan-
cial stability and that it could be contained by the macro- and microprudential
supervisors and regulators. We have heard this story before. Unfortunately, so
long as the effectiveness of macroprudential regimes remains in question, we
should stay hopeful but skeptical about the promise of macroprudential regula-
tions. In Canada, for example, the impact of successive tightening of mortgage
lending rules has been undercut by the BoC’s low policy rate for the foreseeable
future. The BoC believes that its policies, which include a form of moral sua-
sion intended to temper banks’ ability to freely lend credit, work well in tandem
with the stand taken by the Department of Finance. However, it is also the case
that, internationally, policy rates close to the ZLB encourage a search for higher
yields and, as a consequence, heighten the incentive for risk-taking by inves-
tors, both domestic and foreign. On the domestic front, the mere fact that pri-
vate debt to GDP in Canada is higher than it was in the United States on the eve
of the crisis, with the gap having risen over time, lends ammunition to critics of
the macroprudential solution for avoiding bouts of financial instability.

International markets are particularly sensitive to the Fed’s monetary policy
because of the dominance of U.S. Treasury securities in the global markets.
Fed tapering has contributed to an outflow of funds from emerging markets,
particularly in Brazil, India, Indonesia, Turkey, and South Africa, weakening
currencies that are needed to fund foreign-denominated debt.” In response,
some central banks in these countries have been tightening monetary policy,
but this does not encourage more economic activity. The Fed’s current attitude
toward the international effects of its monetary policy appears to be that it
will clearly communicate the expected path of its policies, so that emerging
markets can adjust their respective policy stances using domestic policy in-
struments. Janet Yellen, the Fed’s FOMC Chair, solidified this view during her
testimony to Congress, when she stated, “We have been watching closely the
recent volatility in global financial markets. Our sense is that at this stage these

52 Also, see Rawdanowicz, Bouis, and Watanabe 2013 on these points.
3 A positive note is that recent events may well reinforce emerging markets” desire to issue debt
denominated in their own currencies.
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developments do not pose a substantial risk to the U.S. economic outlook”
(Yellen 2014b).

Outside the United States, views are different. Even if the feedback loop to
the United States is negligible, this seems to assume that emerging markets will
adopt the correct policies in return. It is hard to imagine that a slump in the
BRICS countries will not reverberate back to the United States. Taken at face
value, reactions such as these ought to increase the challenge of coordinating
monetary policies around the globe. Effective communication is not a science,
however, and as argued earlier in this chapter, pleas by some central bank-
ers (e.g., Raghuram Rajan, former governor of the Reserve Bank of India) for
more cooperation should not be ignored.

To illustrate the potential importance of spillover effects, I consider a
straightforward example of how some economists at least have tried to quan-
tify the question. Suppose that we can describe the macroeconomic environ-
ment that two large economies live within—say, the United States and China—
with only a few business cycle and financial cycle variables. Typically, such a
model would include real GDP growth, inflation, an indicator of commodity
price movements, a measure of credit growth, and a proxy indicator of the
stance of monetary policy.>* If we are interested in understanding the link be-
tween real and financial factors in either economy alone, our model would not
concern itself with spillovers. But with the possibility of spillover effects, there
are additional challenges, partly because we have a relatively short sample to
work with and partly because the size and complexity of the model increases
greatly when we merge the models for both economies.

Omitting the technical details, a simple way of ascertaining the significance
and size of spillovers is to examine each economy separately, but also allow
for two additional variables that influence real economic and financial activity
in each of the two economies. Once we label these factors real and financial,
we can ask whether China’s economy is affected by the U.S. economy, or vice
versa. Equally important, we can ask whether our interpretation of economic
activity in either economy is greatly influenced whether we ignore spillover
effects or not. If the answer is that spillovers matter, and especially of the fi-
nancial kind, then policymakers need to not only recognize the link between
the real and financial sides of their economy but also understand that what
happens in financial systems abroad also plays a role.”

> More precise details are given in the online appendix. Commodity prices will be represented, as
they often are, by oil price inflation; inflation will be measured, in this case, by using PCE inflation for
the United States. With China, data-quality-related issues are always brought up; see Burdekin and
Siklos 2008, Pang and Siklos 2016, and references therein, for a brief discussion and additional refer-
ences. The issue, while far from trivial, is outside the scope of the present example.

*To be sure, it is a factor that in China’s exchange rate system the currency does not float freely.
However, as discussed in chapter 2, in a world where real and financial factors interact, the “shock
absorber” properties of the exchange rate are far from perfect.
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Figure 3.10 illustrates how China’s economy responded to a “shock” (i.e., an
unexpected movement) in the variables listed at the bottom of each graph. For
each, the shock happened in the first quarter only and the lines trace the effects
on the variables over a ten-quarter period. Four potential variables are consid-
ered for their impact on real economic growth, inflation, and monetary policy.
They are investigated for two cases in China: no spillovers (a) and spillovers
from the United States (b). When the spillovers are ignored (a), we see what
appear to be results that would have obtained independently, whether there was
a crisis or not.> For example, real economic growth responded positively to in-
flation, credit growth also fueled real economic growth, and when the People’s
Bank of China tightened its monetary policy, there is a temporary (about two-
year) drop in growth, which then resumed. The tightening of monetary policy
also resulted in some disinflation, and the PBOC tends to tighten monetary
policy when there is a rise in inflation. In these respects, China’s economy be-
haves not very differently from that of so-called advanced economies.

If we now allow spillovers from both real and financial elements of the
U.S. economy, we obtain the second set of results (b). We now see that infla-
tion in China actually stimulated economic growth for longer and remained
positive for at least ten quarters into the future. Credit growth in China was
even more inflationary than when we ignored the U.S. spillovers. Indeed, we
can see that a tighter monetary policy by the PBOC, once a disinflation phase
passes, actually becomes inflationary after several quarters. This likely reflects
the temporary nature of the tightening of policy and the offsetting effects
from more credit growth.” Indeed, when spillovers from the United States are
factored in, higher credit growth actually led to an even greater loosening of
policy than in the no-spillovers case. Clearly, one gets the impression that the
Chinese authorities are well aware of such spillover effects and that they cannot
be ignored.

What about spillovers in the other direction? Table 3.2 provides some of the
findings. What is especially notable is that real economic effects from China
(i.e., real GDP growth, commodity prices, and other variables combined to
create the “real” factor have significant effects on real U.S. indicators such as
U.S. real GDP growth and PCE inflation, while financial factors (e.g., credit

*¢There is no separate attempt to “model” the crisis, even in an ad hoc manner. It should be kept
in mind, however, that economic performance across most of the variables would clearly pick up the
impact of the financial crisis of 2007-9. The estimates presented in figure 3.10a and 3.10b (and table 3.2)
are based on quarterly data covering the 1999-2014 period.

*The inflationary impact of a tighter monetary policy seems counterintuitive, although such a
result is also the finding reported by other authors. It has been called the “price puzzle” and is likely
due to the omission of some intermediate variables (most notably, inflation and growth expectations).
Complicating matters in Chinas case is that it is not necessarily so that the inflationary effect of a tight-
ening comes from a higher interest rate, as is the case in, say, U.S. studies. For a more in-depth analysis
of these issues, see Pang and Siklos 2016.
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FIGURE 3.10 Macroeconomic and Financial Interactions between China and the U.S.

(a) Assuming No U.S. Spillovers: real GDP growth, inflation, monetary policy

(b) Allowing for U.S. Spillovers: real GDP growth, inflation, monetary policy
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describing the endogenous variable listed at the bottom of each graph. The shock occurs in period 1 only, and the effects are traced for over 10 quarters. Additional technical details are in the
online appendix. Source: Author’s calculations.
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TABLE 3.2 } Chinese Spillovers onto the U.S. Economy

U.S. Output US.PCE U.S. 0il US. Fed Us.
Gap* Inflationt  Prices™ Fundst+  US.SLOS*™™*  Loansttt
Real factor from -0.25 0.18 59 -0.018 -0.68 -30
China lagged
1 quarter (0.13) (0.11) (3.7) (0.096) (1.8) (35)
[-1.93916] [1.66195]  [1.61809] [-0.19198] [-0.37129] [-0.87774]
China Monetary -0.29 -0.044 -29 -0.17 4.8 69
Policy lagged
1 quarter (0.13) (0.11) (3.8) (0.1) (1.9) (36)

[-2.19536]  [-0.38061] [-0.76307] [-1.71427] [253716]  [1.92183]

Note: The estimates (coefficients, followed by standard errors in parenthesis, and t-ratio in brackets) are derived
from the model described in the chapter text for U.S. data, with the addition of the two estimated factors based
on Chinese data. (Additional technical details are provided in the online appendix.)

*The output gap is the difference between observed and estimated potential output (based on the H-P filter).

+ PCE is the personal consumption expenditures deflator.

**0il prices are West Texas intermediate crude prices.

t1 Fed funds is the Fed’s policy rate.

***SLOS is the Senior Loan Office Survey conducted by the Fed (a higher number means tighter standards, a
lower number signals looser standards).

11+ Loans are commercial bank loans deflated by the PCE index.

growth, interest rates, exchange rates) influence the U.S. financial system—
that is, U.S. interest rates and credit conditions—more generally.®® Perhaps
it is findings such as these that prompted the Fed, in early 2015, to highlight
the role of global factors in explaining its delay in raising the Fed funds rate.*

Clearly, if these economies’ business and financial cycles are linked, then
that linkage hampers the ability of policymakers to neatly differentiate ele-
ments in the respective financial systems that threaten real economic perfor-
mance, thereby greatly complicating the conduct of monetary policy. At the
very least, this ought to spur arguments in favor of greater, not lesser, global
cooperation.

Together Apart: Plus ca Change?

The challenges and risks of implementing policies that will ensure healthy eco-
nomic growth remain significant, as the IMF has acknowledged (IMF 2013b).

*#The factors estimated here are essentially linear combinations of several variables that capture
real economic and financial conditions in the two economies. Unfortunately, it is not straightforward
to interpret the economic significance of the estimates in table 3.2. We would also need to isolate from
the various variables that make up each factor to obtain an idea, for example, of how much a slowdown
in China would influence U.S. real GDP growth.

¥ The October FOMC press release states: “The Committee continues to see the risks to the outlook
for economic activity and the labor market as nearly balanced but is monitoring global economic and
financial developments.”

See www.federalreserve.gov/newsevents/press/monetary/20151028a.htm.
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In this environment there is seemingly more that divides groups, such as the
G20, than that unites them in restoring faith in international cooperation.
However, before one reaches the conclusion that only bad outcomes are likely
in the foreseeable future, it is useful to look back to 1971 when the Bretton
Woods system was abandoned and policymakers were debating the kind of
monetary system that would replace it. In a speech by Arthur Burns, former
FOMC chair during the 1970s, he pointed out that “[a] major weakness of the
old system was its failure to treat in a symmetrical manner the responsibilities
of surplus and deficit countries. With deficits equated to sin and surpluses to
virtue, moral as well as financial pressures were very much greater on deficit
countries to reduce their deficits that on surplus countries to reduce surpluses”
(Burns 1972).

Those words were uttered over forty years ago. Yet, a look at the global
economy today suggests that the weaknesses present then are still there.
Unlike then, however, it is no longer possible to envisage the G3 (United States,
Japan, and Germany) agreeing on a realignment of exchange rates (e.g., as in
the Smithsonian Agreement of 1971), even if one believes that it can put an
end to a “dangerous trend toward competitive and even antagonistic national
economic policies” (Burns 1972). When it comes to international trade, the
current environment has led to a curious state of affairs whereby the threat of
a currency war is ever present, whereas in a common-currency area like the
eurozone, the war is one of attrition with the governments of member states
determined to rely on internal devaluations and fiscal restraint, because the
alternative of an exit from the eurozone cannot be contemplated. In the mean-
time, financial globalization has ensured that even if gains in competitiveness
are sought via more favorable exchange rates, the resulting advantage can be
offset by the reaction of the financial markets and their ability to move vast
amounts of funds with little delay.

It is equally curious that those who warn about looming currency wars®
choose to focus mainly on China, exaggerate the degree to which currencies
are being manipulated, and fail to acknowledge that exchange-rate deprecia-
tion simply no longer delivers the same benefits that it used to. In addition, it
is difficult to see how exchange-rate movements alone can be expected to help
return advanced economies to pre-crisis growth levels. China’s exchange rate
appreciated considerably until the summer of 2015, when it reversed course.”
Also, while it is true that some central banks (e.g., Switzerland, New Zealand)
have shown more enthusiasm for intervening in foreign exchange markets,
the amount of forex intervention pales in comparison with what used to be the

A prominent exposition of this view is Bergsten 2013.

f'China, as have other economies, used this device to boost its domestic economy. The timing may
have been influenced by a looming IMF decision, finally taken in November 2015, to effectively declare
the yuan (or renminbi) a reserve currency.
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norm decades ago. Finally, there is considerable evidence that exchange-rate
pass-through effects have diminished substantially in recent years, largely be-
cause low and stable inflation has become an accepted strategy for delivering
good monetary policy.

Of course, to the extent that destructive currency manipulation poses real
economic effects, one course of action would be to sanction or fine countries
that resort to beggar-thy-neighbor policies. Even if this were a feasible policy,
there are simply no successful historical examples of a “system” of sanctions
of this kind to serve as a model. If member states of the eurozone can negoti-
ate delays in the resolution of excessive budget deficits® that are, in principle,
subject to sanctions, it is even less likely that the international community can
agree on dealing with currency manipulators. The bottom line is that the cur-
rent international monetary system has not improved much since the GFC.

All is not as bleak as might at first appear. Gone are the days when a few
large economic powers made decisions having global repercussions, with little
dialogue with those affected by their decisions. In spite of its flaws, the G2o
does represent a start toward developing a mechanism to deliver good global
governance.®* Paralleling this development is the recognition that low and
stable inflation continues to represent an essential ingredient of good practice
in monetary policy.

There remain, however, two large gaps of a “technical” nature and one
of a “cultural” nature that must be filled in order to lay the groundwork for
renewed economic growth. The “cultural” gap is likely the most intractable.
While some® have noted that China is uncomfortable with the notion of
“global governance,” the same sentiment applies to the United States, not to
mention the United Kingdom. Whether it is in the areas of banking and finan-
cial reform, debt restructuring, or fiscal policy, the U.S. Congress has routinely
shown hostility toward global governance strategies. An obvious illustration,
noted earlier, is when U.S. monetary policy is carried out without much care
given to potential global spillover effects, in spite of a growing body of research

2 For example, see Bailliu, Dong, and Murray 2010. More recently, Forbes, Hjortsoe, and Nenova
2015 find that the source of the shock (viz., monetary versus demand) plays a decisive role in dictating
the size of exchange-rate pass-through effects.

At least members of the EU have agreed on a definition of what “excessive” means, even if they
resort to accounting and other devices to escape their agreed-upon fiscal restrictions. There is even less
agreement on what “excessive” means when it comes to exchange-rate movements.

®Nevertheless, as will be discussed in the final chapter, it is worth asking whether the current
structure or organization of the G20 is conducive to creating a more cooperative environment. It is
ironic that supposedly like-minded politicians, at least when the term is applied to economic policy
strategies, and unlike their counterparts in the central banks, are unlikely to be accused of group-
think when they deliberate the economic fate of the globe. Indeed, if anything, groups such as the G2o
are more likely to reach rancor and dysfunction. The secret, if the lessons from Tetlock and Gardner
2015: 74 are to be believed, is to aggregate “the judgments of an equal number of people who know lots
about different things . . . because the collective pool of information becomes much bigger.”

% For example, see Shambaugh 2013: ch. 4.
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suggesting that spillovers are significant.®® Of course, it helps that the resulting
spillovers are believed to be positive, or at least not negative (Bernanke 2012b),
even though agreements such as the G2o’s Mutual Assessment Program
(MAP) commits its members “to monitor and minimize the negative spillovers
of policies implemented for domestic purposes” (IMF 2013a:1).

Agreements of this sort emphasize the asymmetric implications of domes-
tic choices made, in part, because the pursuit of a reasonable set of objectives
is all they can agree to—namely, solid economic growth together with low
and stable inflation. There is the presumption that negative spillovers must be
avoided at all costs; positive spillovers, on the other hand, are to be encouraged
and available to everyone. Even if these spillovers can be precisely identified—
at best a daunting task—there is no enforcement mechanism in place nor a
recognition that spillovers reflect policy divergences in a world where business
cycles are not synchronized.

Groups such as the IMF or the G20 should devote more effort to per-
suading their largest and most influential members that there is more to
gain from a coherent international policy regime than is lost in the costs of
monitoring and enforcing a policy broadly seen as ineffective in promoting
cooperation. Policymakers may wish to heed Woodrow Wilson’s advice of
long ago, during the dying days of World War I, about how to ensure the
peace: “There must be, not a balance of power, but a community of power”
(Wilson 1917).

A related issue is whether the size and diversity of the G2o or the IMF
give rise to problems endemic to large groups of the kind Mancur Olson
(1965) discusses in his seminal contribution on the challenges of collective
action. Rather than being viewed as an organization where all its members
are treated equally, at least in principle, it ought to act more like a federation
where certain blocks more affected by some policy questions than others are
permitted to opt out, so long as some minimum established standards are
maintained. An escape clause that is transparent and that sets limits on inter-
national cooperation would represent a step forward.*” Ironically, the escape
clauses that permit the United Kingdom and Denmark to stay out of EMU
or, rather, voluntarily join the common-currency area, are positive examples
from EU history.

Another example comes from the implementation of the Basel III reforms
(e.g., see BIS 2013b). In a sample of banks examined by the Basel Committee
G20, several members have no internationally active banks (Argentina,
Indonesia, Mexico). Similarly, the sample included several other member
countries where banks are small and are not internationally active (Brazil,

% For example, see Bauer and Neely 2012; Lombardi, Siklos, and St. Amand 2017 forthcoming and
references therein.
%7 Siklos 2013a makes a similar point.
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China, Saudi Arabia, and the United States).®® To suggest that a one-size-fits-
all regime will work is neither helpful nor realistic.

Turning to the “technical” gaps that need to be filled, we find two are most
glaring. One is greater acceptance that international standards for financial su-
pervision and regulation are essential, and the other is rules for good conduct
in fiscal policy. Failure to deal with the first gap will once again permit finan-
cial institutions to exploit new openings or, worse still, undo the very benefits
of financial globalization—namely, the flow of credit to where it is most valu-
able. Forces leading in this direction are already under way (Economist 2014).
As indicated earlier, a single regime will not “fit” a diverse group of economies.
Since financial structure and the degree of maturity across countries varies
considerably, there ought to be room for idiosyncratic arrangements while si-
multaneously minimizing the regulatory arbitrage that contributes to a build-
up of financial imbalances, culminating in a crisis such as the GFC.

In the area of fiscal policy, just as central bankers learned the hard way
that only a judicious mix of rules and discretion can lead to low and stable
inflation, a similar effort needs to be undertaken to find that mix. To be sure,
several such arrangements have been proposed and implemented, but there is
as yet no common ground on the subject, possibly because existing rules are
seen as too complex.® Unlike monetary policy, where technocratic answers to
problems tend to predominate, politics can never be too far from fiscal con-
siderations. Hence, organizations must balance the need to maintain effective
policies while not bending to an excessive degree the need to preserve the
democratic accountability of elected officials.

There is, however, an underappreciated additional constraint on inter-
national cooperation. It is typically assumed that a government’s ability to
engage with other governments is unfettered. This is an exaggeration. After
all, in democracies, elected representatives must keep an eye on political in-
evitable differences of opinion.” In contrast, central banks, within their man-
date, likely feel less constrained.” They are charged with doing what’s best for
the aggregate economy, as defined in the legislation that governs their mis-
sion or in their agreements with the government in power. In some coun-
tries, such as the United States, domestic considerations cast a larger shadow

®The banks referred to are the Group 1 banks (capital in excess of €3 billion and internationally
active). All other banks are considered Group 2 banks.

® As argued also by Schaechter et al. 2012.

7In addition, depending on the type of international agreement, legislatures must be involved.
Matters are less clear-cut in non-democratic countries. However, concerns over internal divisions are
likely universal.

7'Mario Draghi’s often-repeated response to act more aggressively “within our mandate” is a perfect
illustration. The less precisely defined the space in which a central bank acts, the greater its freedom to
intervene when necessary. This explains, partly, why U.S. reforms to legislation governing the Fed have
limited its freedom to respond in the next crisis.
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than in parliamentary democracies, where majorities are freer to enter into
international commitments.”> Moreover, at certain moments when the push
for reforms is greatest, such as during financial crises, tensions between the
desire to cooperate and the concern for domestic disagreements are also most
pronounced.”

Perhaps the best that can be expected is to ensure that avenues of coop-
eration are kept open, permitting policymakers to learn from each other.
The forces that historically have led countries to adopt one another’s mon-
etary policy strategies represent a form of cooperation that is less explicit than
others, but it can be equally effective.” I defer to the last chapter to suggest
whether a forum such as the Gy or G20 is the best place to encourage such
learning.

While this discussion presents a list of what international cooperation can
accomplish, there is also one suggestion for what governments should avoid
doing—namely, relying too heavily on the central banks to deal with the struc-
tural challenges they face. Not only does doing so violate any reasonable prin-
ciple of good “global governance” by increasingly transferring the adoption
of policies and decision making to unelected officials, but the recent course
of events makes it plain that monetary policy has its limits. Unfortunately,
this principle, like some of the others mentioned earlier, has also been vio-
lated time and time again. Paul Volcker, in the early 1980s, warned as much
when he stated: “[I]ndustrial nations, ... nowadays rely heavily—sometimes
too heavily—on their central banks and on monetary policy to achieve our
economic goals; to promote growth and employment, to blunt the forces of
inflation, and to maintain financial stability” (Volcker 1984). Once again, it is a
lesson that has yet to be learned.

Conclusions

There is a natural tendency to search for a one-size-fits-all solution to the
consequences of financial crises. Yet, these crises come in a variety of forms.
Complicating matters is that some financial crises propagate across borders,
although historically very few have become global in scope.

72Recent events in the United States—notably the polarization of politics—is nothing new. As ably
recounted in Lowenstein 2015, the fallout from the panic of 1907 that eventually led to the creation
of the Fed was marked by a politically poisoned environment. Also, see Bruner and Carr 2007 and
Timberlake 1993.

7*How else can one explain the differences in the speed, scope, and content of financial reforms in
the United States, the United Kingdom, and the eurozone after the events of 2007?

7The spread of inflation targeting is a good example of what constitutes good practice in monetary
policy.
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Clearly, the choice of exchange-rate regime potentially ought to play a criti-
cal role in our understanding of financial crises. This element also ought to be
highlighted, in view of the lessons from EMU, as an example of the dangers
of relying too much on the macroeconomic and financial fortunes of others.
Nevertheless, once institutional factors and changing fashions in the desirabil-
ity of international cooperation are factored in, the influence of exchange-rate
choice is smaller than we were led to believe a decade ago or so.

More remarkable are the common developments in some financial asset
prices. These seem to transcend the choice of exchange-rate arrangement and,
to a degree, the choice of monetary policy strategy. This further contributes to
an exaggeration of the role of the exchange rate in the events that transpired
in the eurozone during the past decade. It also underscores the desirability of
highlighting how political constraints can dictate economic policies.

The expectation that the advanced economies will emerge from a reliance
on UMP presents an opportunity for greater prominence given to the global
element that stems from sovereign monetary policy decisions. Beyond domes-
tic decisions about the choice of appropriate monetary policy strategy, policy-
makers must also ask, as Sir John Hicks (1967) once did, whether central banks
can be purely national—and if not, whether and how much international co-
operation is desirable.

Cooperation—namely, a code of conduct that places primacy on domes-
tic goals but is sensitive to international considerations—is always desirable.
Yet, there is little indication that this cooperation can be successfully accom-
plished. Instead, policymakers jump to coordination when a crisis or an emer-
gency is ongoing. Alternatively, it might be more desirable to work out co-
operative agreements or solutions that reduce the size of the step needed for
full-fledged coordination on those rare occasions when it is needed. The exit
strategy, at different speeds and on different schedules, offers policymakers
an opportunity to engage in this approach to global governance. Even if this
recommendation is adopted, though, the sheer size and complexity of the ec-
onomic problems we face suggests that policymakers should avoid singular
solutions that limit too much the participants’ options. Successful cooperation
must always allow for escape clauses.

Equally troubling is putting off a return to more “normal” interest rates,
even to maintain lower long-term economic growth and lower inflation, be-
cause of the perceived economic and financial risks that this might entail. Of
course, these risks are unobservable and just as difficult to quantify as the risks
of lower inflation for longer periods. Moreover, left unexplained is why the
benefits of ultra-low interest rates exceed the potential costs of greater finan-
cial instability, identified so far in this and in earlier chapters. Finally, there is
potentially a contradiction in policies aimed at keeping monetary policy loose
for an extended period, when what stands out are memories of the severity
of the crisis and an impression that normality has not yet returned, and not
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the duration of attempts to prevent a return to more normal financial condi-
tions. If a “peak-end” type of rule operates at the macroeconomic level, then
it is the failure to successfully and credibly set in motion a series of decisive
steps to restore economic conditions that will remain salient in the minds of
the public.”” After all, policymakers have declared that the GFC is over, while
simultaneously suggesting either that the “old normal” (ill-defined as it is) has
not yet returned or that a “new normal” (yet to be fully articulated) is what
the public ought to expect. The financial markets and the public will not look
kindly on attempts to defer any economic costs stemming from the GFC via
ultra-easy financial conditions if, having failed to produce a satisfactory re-
covery, the global economy is plunged into a recession that monetary policy
is powerless to prevent. Another economic contraction is more likely to be
remembered, as will the financial conditions alleged to have contributed to it,
than will attempts to forestall a downturn over several years. As Gilovich and
Ross (2015: 2755) conclude, in drawing lessons from “peak-end” type behavior,
“it is cautious inaction rather than impulsive action that [people] most likely
come to regret.”

7>'This rule refers to the observation that an individual’s memory tends to be selective, dominated
by what was experienced at some peak or defining moment. A classic reference is Redelmeier and
Kahneman 1996. Obviously, what is true for the individual need not be true in the aggregate. Moreover,
if preventing Great Depression 2.0 is the peak goal for some (e.g., central bankers), others (e.g., politi-
cians and the public) may well connect the central bank policies with the resulting distortions in finan-
cial asset prices, especially if financial instability returns on a global scale. The impression that all is far
from well so many years after the GFC began and ended suggests that a “looser for longer” monetary
policy may not be enough tonic to repair the more intractable problems affecting the global economy.
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The Decline of Simplicity and the Rise
of Unorthodoxy

Ambition Stymied

The Bank of England was still on a mission to tighten monetary policy in early
2007' when Mervyn King, then governor of the Bank of England, uttered
these words: “Long before I became Governor I said that my ambition was
for monetary policy to be boring”> As noted in chapter 1, central banks had
the mandate as well as the theoretical and empirical backing for the notion
that stability in inflation, anchored by a numerically announced target as in
the inflation-targeting (IT) economies or through policy, represents best prac-
tice for monetary policy. Indeed, in 2000, the former governor of the Bank of
Canada, Gordon Thiessen, put it in the following terms: “Simpler and more
straightforward approaches have generally turned out to be better. . . . What is
needed to get the job done are one clear objective and one simple instrument.”
The simplicity of this approach to the conduct of monetary policy could
not be denied. It was rooted in both economic theory and political economy.
Economic theory long ago demonstrated that that the number of policy
objectives cannot exceed the number of policy instruments. Hence, all that
was needed to achieve an inflation target was a single instrument, and an in-
terest rate became the preferred candidate. It was easily observable, its impact
was largely understood by the public, and economic analysis had established
explanations linking different debt instruments to their terms to maturity.*

!'"The bank’s policy rate rose 75 basis points between August 2006 and January 2007.

2From a speech, “Monetary Policy Developments,” at the Birmingham Chamber of Commerce
Annual Banquet, January 23, 2007.

*From a lecture to the Faculty of Social Science, “Can a Bank Change? The Evolution of Monetary
Policy at the bank of Canada 1935-2000,” University of Western Ontario, October 17, 2000.

*This is the term structure of interest rates and expectations that were the dominant reason for
establishing a predictable relationship between short- and medium-term interest rates. The “expecta-
tions hypothesis,” once a preferred explanation linking yields across the term structure, did not always
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This is the essence of Tinbergen’s (1952) Rule.” Of course, this left open the
issue of whether price stability was sufficient to achieve financial stability. The
latter objective, as we have already seen, was deemed either to follow from
the price stability goal or to be the concern of microprudential regulators and
supervisors.

It is reasonable, of course, to assume that price stability is conducive to fi-
nancial stability, however broadly one cares to define the latter term. After all,
there is considerable theoretical and empirical evidence linking the level of
inflation to financial volatility, and thence to economic performance and un-
certainty.® What remains unclear is whether price stability is sufficient to meet
a financial stability objective, even if we set aside the question, to be addressed
later, of the extent to which the responsibility for achieving this financial sta-
bility ought to rest with the central bank.

Taken literally, the notion that one instrument—namely, an interest rate—is
somehow able to achieve economic stability, including the smooth functioning
of the financial markets, seems a stretch. Yet, writing in 2006, Anna Schwartz,
Milton Friedman’s co-author of A Monetary History of the United States, does
hint at a link between the two objectives: “[I]f inflation and price instability
prevail, so also will financial instability” (Schwartz 1995:21). Schwartz is care-
ful enough to suggest that price stability is the “route” to financial stability, and
not its sine qua non. Moreover, the idea was not conceived in 2006, but actually
much earlier (Schwartz 1988) and later found support in empirical evidence
(e.g., see Bordo and Wheelock 1998). Nevertheless, many observers, especially
central bankers, were quick to draw attention to a seeming natural connection
between the two forms of stability.

One difficulty is that, as is often said, the devil is in the details—that is,
we must be clear about what form of inflation begets financial instability and
whether all types of financial crises are more or less equally associated with
poor inflation histories. In addition, as will be explained, we have little in the
way of data for a reasonably long enough period to monitor and evaluate the
likelihood of what is today referred to as “tail risks” Indeed, while we have
reasonably good histories, data, and narratives for many of today’s advanced
economies, the available information dwindles quickly when we move beyond
this group.

find strong empirical support and has lost even more favor as an explanation of the behavior of the
term structure. This, in spite of the fact that its validity has been challenged for about thirty years (e.g.,
see Fama and Bliss 1987; Campbell and Shiller 1991) not least because there exists a term premium that
is largely unobservable. Increased intervention by central banks beyond the market for short-term
government debt instruments has also complicated explanations of the behavior in the spread between
long and short rates.

*Named after the Dutch economist and recipient of the first Nobel Prize in Economics.
®Indeed, at the risk of oversimplification, this is the gist of Milton Friedman’s (1977) Nobel Prize
lecture.
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Of Crises and Tail Risks

Economists have come up with a variety of definitions for financial crises, as
we have seen in the previous chapter. Even if we can’t agree on what kind of
crisis has taken place, we typically know one when we see it. Yet, defining a
crisis also requires taking a stand on when the current economic and policy
environment is no longer sustainable.

Some have focused on currency crises, wherein the exchange rate, the bal-
ance of payments, or both is the proximate cause of the problem. Other forms
of crises include banking crises, domestic or sovereign debt crises, and stock
market crashes. Banking crises can originate from multiple sources, such as in-
sufficient capital or a severe mismatch between assets and liabilities that leads
to inadequate liquidity. Sovereign debt crises stem from a fiscal position that
has been weakened to the point where holders of government debt no longer
have confidence that the interest and/or principal will be repaid. As Reinhart
and Rogoft (2009) discovered, no doubt to their dismay, beyond this straight-
forward observation we cannot draw firm conclusions about where the tipping
point is—that point beyond which a full-blown sovereign debt crisis erupts.
Greece and Japan readily come to mind.” The point at which debt becomes
unsustainable in the eyes of the financial markets differs considerably for the
two economies, and not only or even principally because exchange rates are
more flexible in one than in the other. Clearly, the future capacity of the re-
spective economies also matters, as does the source of its debt finance—that
is, how much of it is raised domestically as opposed to being obtained from
abroad.® In extreme cases, sovereigns themselves default. Finally, in the case of
stock markets, since they are supposed to help predict inflation and output, a
sharp decline may portend a bleak future and can contribute to a significant
decline in economic outcome. The previous chapter considered some of the
cross-border effects of financial crises that have implications for whether and
how countries cooperate in the area of monetary policy.

’Reinhart and Rogoff 2010, 2012 argued that debt levels beyond 90% of GDP have a substantial
negative effect on economic growth. Their finding was challenged by Herndon, Ash, and Pollin 2013
on the grounds that the data analysis was sloppy. Later, Pescatori, Sandri, and Simon 2014 also found
evidence against the importance of a debt threshold. The controversy sparked a media frenzy, but the
matter remains largely unresolved. It is equally unclear how much emphasis should be placed on a
single numerical value that is imprecisely measured and likely to be highly variable across countries
and over time.

8With a debt to GDP ratio exceeding 200%, one has to wonder whether Japan will soon reach the
point beyond which it can no longer borrow. It is worth noting that one of Prime Minister Abe’s three
arrows involves rationalizing fiscal policy, and this includes reducing or at least stabilizing the debt
to GDP ratio. In addition, Japanese policymakers have been reminded that former Finance Minister
Takahashi Korekiyo, often referred to as Japans Keynes, found it difficult to borrow from abroad.
Nevertheless, he also felt that fiscal policy can give the economy a boost when the economy would
otherwise face a depression; see Smethurst 2009.
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While there may be some disagreement about whether certain events con-
stitute a crisis, on the whole a backward-looking view yields a fair amount
of consensus on the timing and frequency of such events. Figures 4.1 and 4.2
plot mean inflation and real GDP growth rates, respectively, for advanced and
emerging market economies (right hand axis) against an indicator of the inci-
dence of financial crises of all kinds (left hand axis). The data are annual and
stretch back to 1940.° There appears to be relatively little connection between
the two relationships for advanced economies, whereas inflation could well be
a lagging indicator of financial crisis in the emerging markets. The possibility,
and one that many other observers have made, is that advanced economies
have both the institutions and the wherewithal to avoid a reliance on inflation
levels as a means of exiting crisis conditions. This point is relevant for the most
recent crisis and it is a question we return to from time to time throughout
this book.

Turning to economic growth, there seems to be a more predictable global
relationship between the incidence of financial crises and economic growth. In
the case of the advanced economies, the most recent crisis saw a sharp decline
in growth that was more or less coincident with the appearance of the financial
crisis. Another case in point is the late 1940s, as the advanced economies were
emerging from the end of World War II and its economic consequences, as
well as struggling to put into place the postwar institutions intended to pro-
mote stability and growth. Also worth highlighting is the fact that over the six
decades of data shown, only once did real GDP growth become, on average,
negative and that was in the crises of 2008-10."

The same negative relationship between financial crises and growth is evi-
dent at other times, even if the link may not be as strong as when the crises were
most severe. The case of emerging markets is more blatant, although the link
between the size of the crisis, measured in terms of the fall in real GDP growth,
and the incidence of crises is less clear. Moreover, it is also worth noting that,
unlike the experience of the advanced economies, economic growth never
became negative in the emerging market economies.

The picture so far is incomplete, however, and it is worth asking whether
the connection between overall economic performance, as illustrated in fig-
ures 4.1 and 4.2, can be ascribed to some types of financial crises and not to
crises that emerge in other forms. Figures 4.3 and 4.4 provide partial answers
to that question.

°Data exist going back to the middle of the nineteenth century. However, longer-run observations
do not allow us to readily compare the experience of emerging and advanced economies. Historical
comparisons are also complicated by the fact that economies that may have been emerging in one era
might become advanced in a later era.

12 A longer-term perspective would, of course, reveal other examples of negative growth in the wake
of financial crises, such as the Great Depression. See, for example, Eichengreen 2015.
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Figure 4.3 plots the cumulative incidence of banking and external sovereign
debt crises." These two forms are, arguably, the most virulent types of financial
crisis. The bars reflect the frequency of crises in both advanced and emerging
market economies. Each portion of a bar records the occurrence of a crisis;
hence, the higher the bars, the more economies in each group experienced
either banking or sovereign debt crises. The left side of the bar charts display
the results for emerging markets while the right side provides the record for
the advanced economies in the sample.

Banking crises are not unique to emerging markets. Indeed, they can be
characterized as a regular event on the global stage, at least since the 1970s.
Nevertheless, while the crisis of 2008-10 did spill over into the emerging

' Other insights about these types of data were also considered in the previous chapter.

} o133



134 {

Central Banks into the Breach

markets, it was largely a feature of the advanced economies. Moreover, ex-
ternal debt crises appear to be a thing of the past in the advanced economies.
Stock market crashes, shown in figure 4.4, are both frequent and regular fea-
tures of the global financial landscape, however. Indeed, stock market crashes
are such a regular occurrence that it is doubtful these can have, at most, more
than a temporary impact on inflation or real GDP growth. In contrast, visually
at least, the strongest connection appears to be between the incidence of bank-
ing crises and real economic performance.

Why Did No One See It Coming?

The now famous reaction of Queen Elizabeth II,”> on a visit to the London
School of Economics, to the size and impact of the GFC suggests that policy-
makers (and academics) were blindsided by the onset of the financial crisis.
Much has been written on this topic, and there is little new to add except to
point out that the failure may have less to do with what we did not know and
more with the assumption that regulators and supervisors were on the watch
for looming financial instability.

Figure 4.5 illustrates this point. Based on a qualitative evaluation of the
strength and quality of banking supervision and regulation in the advanced
economies, the data reveal steadily rising levels of oversight of one kind or an-
other in a growing number of advanced economies. One would then naturally
be inclined to conclude that the likelihood of a “black swan” emerging should
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FIGURE 4.5 The Quality of Supervision and Regulation of the Financial Sector

Note: Index of official supervisory powers (with a higher number indicating greater power) and overall restrictions
on banking (a higher score indicating more restrictions). Source: Data are from Barth, Caprio, and Levine 2013.

2See, for example, www.telegraph.co.uk/news/uknews/theroyalfamily/3386353/The-Queen-asks-
why-no-one-saw-the-credit-crunch-coming.html. In response, U.K. academics sent a letter of apology.


http://www.telegraph.co.uk/news/uknews/theroyalfamily/3386353/The-Queen-asks-why-no-one-saw-the-credit-crunch-coming.html
http://www.telegraph.co.uk/news/uknews/theroyalfamily/3386353/The-Queen-asks-why-no-one-saw-the-credit-crunch-coming.html
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have been lower. Instead, as we now know, there was a collective failure to
prepare for what transpired beginning in 2007.

The allusion to the rare events implicit in the “black swan” hypothesis sug-
gests that even if policymakers were asleep at the wheel, the financial markets
might have given some indications that “tail risks” were rising. As described
in chapter 2, the concept describes rare events in probabilistic terms and is
suggestive of the possibility that extraordinary events, such as the collapse of
inter-bank lending that took place in 2008, are the least likely of events that
one can contemplate. Hence, these show up in the “tails” of a distribution of
asset prices.

Yet, as discussed earlier, financial crises are not especially rare events.
Their severity is another matter, and the extent to which events in one part of
the world can spread to another is also in question. The contrast between the
global impact of the Asian financial crisis of 1997-98 and the GFC of 2008-10
is a case in point. The former did not spread globally, even though it left a
permanent mark in large parts of Asia. Of course, the latter emerged from a
systemically important economy—namely, the United States. Put differently,
we are once again led back to the distinction made earlier between system-
atic and contagious elements in the transmission of economic and financial
shocks.

One way of illustrating the difficulty in identifying the two types of effects
is considered in figures 4.6 and 4.7. The horizontal axis in figure 4.6 shows the
growth rate in total credit, while the same axis in figure 4.7 measures the rate
of change in housing prices. The vertical axis in both figures represents the
probability that the rate of change in the series falls within the intervals repre-
sented by the vertical bars. The dashed line is also a smoothed estimate of the
probabilities so that the overall shape of the distribution is easier to visualize.
Booms in credit growth or large increases in housing prices would be captured
by the right tail of the various distributions shown while the left tails would
indicate busts.

A selection of evidence from both advanced and emerging market econo-
mies is shown in these figures. Beginning with credit growth, we immedi-
ately observe that rapid increases in credit are more likely than are large
negative values in credit growth. In advanced economies, negative growth
rates—an indication of severe credit crunches—are infrequent and, with the
exception of Japan, essentially never exceed 5%. The situation is dramati-
cally different in emerging markets, which see large swings in credit growth.
Indeed, only Argentina, India, Indonesia, and Thailand experienced large
negative growth rates in credit, although these too are comparatively infre-
quent. China did not experience any negative growth rates for the period
considered.

The evidence is not much different for housing prices. However, large
declines in housing prices are less unusual than they are for credit. For
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Note: Credit growth (see chapter 4) is expressed as a distribution that is subdivided into equal-sized “bins” or
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under the assumption of a normal distribution. Source: Data are from the BIS and estimates are based on author’s
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example, Germany experienced an average fall of around 3% for one-tenth
of the sample. Similarly, cumulative declines in housing prices of over 4%
in the United States cannot be said to have been rare events. Japan’s record
represents an outlier of sorts, with the peak in the distribution in negative
territory. This was likely fallout from the cumulative impact of Japan’s lost
decades. In contrast, negative growth rates in housing prices in the emerg-
ing markets (figure 4.7[b]) are the exception rather than the rule. Of the ten
countries shown, only Thailand, South Africa, Chile, and Colombia recorded
negative growth rates. Finally, it is worth highlighting that there seems to be a
strong idiosyncratic element to the experiences across the economies shown
in figures 4.6 and 4.7. A visual examination of the smoothed estimates of the
distributions makes this readily apparent. Overall, then, it is not too much
of a stretch to think that the financial crisis of 2008-10 had a “black swan”
aspect to it.

Nevertheless, one must be careful in drawing strong conclusions. In par-
ticular, the figures represent snapshots of history. Moreover, the figures do
not allow an assessment of the evolution of tail risks over time, nor can they
explain the role played by the monetary policy in place. Finally, to the extent
that there are global spillovers in the behavior of credit or housing prices—a
reflection of the extent to which the globalization of finance has proceeded—
the data in figure 4.7 are not informative about the channels through which
asset price movements, and their consequences for the real economy, can
spread.

Accordingly, figure 4.8 presents a measure of the correlation in credit
growth for three pairs of countries. The correlations vary over time and are
constructed in a manner such that the interrelationships across economies are
taken into account.” The shaded areas indicate when the United States was
in recession. Correlations change frequently between the United States and
Canada, though; with the exception of recessions, they tend to be well above
40%. The high and persistent level for the correlations is even more apparent
in the comparisons of the United States and the United Kingdom, as of Japan
and Mexico. Whereas one might expect, based on trading patterns, the corre-
lations to be high in the first two cases there is little a priori economic reason
to expect such correlations for Japan and Mexico. As with the U.S.-Canada
example, correlations quickly become negative when the United States is in
recession. The fact that correlations remain high most of the time, and only
decline temporarily, is further evidence that signals of changes in financial
conditions are ephemeral.

In constructing the correlations, five economies were jointly considered. There are several caveats
to consider when computing and reporting correlations of this kind. While these can affect the results,
they do make the point that there is an important and systemic element to credit growth that extends
across countries.
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Note: The shaded areas are the recession dates as published by the National Bureau of Economic Research. The

solid line represents correlations that are conditioned on changes in the mean and volatility across the markets
considered. The sample is 1987-2014 (quarterly data). Source: National Bureau of Economic Research (www.nber.

org. The technique used here was originally developed by Engle 2002.
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From Rules as Orthodoxy to the Great Digression

Paralleling the spread of central bank autonomy were the adoption of infla-
tion control measures and widespread adoption of accountability and trans-
parency as part of most monetary policy strategies. This signified recognition
that monetary policy ought to follow some rules of conduct. Whether the level
of authority granted to the central bank was legislated, arrived at via an infor-
mal agreement between a government and the central bank, or written into
the country’s constitution, the stagflation of the 1970s and early 1980s led to
the realization, backed by theoretical models and empirical evidence, that the
best means for maintaining low and stable inflation and pursuing output near
the economy’s potential lay in changing an instrument of monetary policy. As
discussed in chapter 1, a nominal interest rate was chosen for this purpose.
The single instrument also had the advantage of transmitting the appropriate
signals to all other interest rates for maturities of different lengths and by dif-
ferent issuers.

The links just described could indeed be reduced to a single equation.
Central bankers were especially keen to explain, frequently, to a public and to
financial markets hungry for the forward-looking type of information neces-
sary to understand a monetary policy strategy geared toward inflation control,
that setting interest rates amounted to calibrating the stance of monetary policy
according to two principles. Those two principles are: (1) how far observed in-
flation is from some objective set for or by the central bank, and (2) how far
output is from the economy’s potential at any given moment. Moreover, the
rule to be followed, universally known as the Taylor Rule,"* would indicate at
what level the central bank’s policy rate would be set.

Unlike most countries, advanced or otherwise, the United States had relied
on an interest rate instrument for decades.” The Fed funds rate, as the policy
rate is known, served as an indicator of the Fed’s stance of monetary policy for
decades, with rises, other things equal, indicating a tightening of policy and
falls suggestive of a loosening of monetary conditions. Indeed, Taylor (1993)
was able to calibrate the proposed rule and thereby explain quite well how the
Fed set policy from 1987 to1992. As more and more central banks adopted an
interest rate instrument, the Taylor Rule became a straightforward and fash-
ionable way to describe the most critical function of a central bank. The device

Named after John Taylor of Stanford University.

>The role of that instrument was subject to considerable variation over time. It was secondary in
importance during the 1960s through 1980, and largely abandoned during the early years when Paul
Volcker was FOMC chair, only to play center stage in the conduct of monetary policy beginning with
Alan Greenspan’s tenure, until the Fed, now under Chairman Ben Bernanke, reduced the policy rate to
the ZLB by the end of 2008, where it remained unchanged until the end of 2015. With some exceptions
(e.g., Canada; see Siklos 2010a), using an interest rate instrument is a development of the late 1990s or
early 2000s.
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also gave rise to commentary such as the one expressed by former Bank of
Canada Governor Gordon Thiessen, noted at the beginning of this chapter.
Indeed, by the mid-2000s, one would be hard pressed to find very many cen-
tral bank governors who did not rely on some version of the Taylor Rule to
describe their policymaking process.

Even if the rule can be explained rather straightforwardly, it is easy to be
deceived by its simplicity. Since there is vast literature in this area, I will not
devote too much space to all sides of the debate concerning the conduct of
monetary policy via the Taylor Rule other than to highlight a few important
complications that undermine its simplicity. First, even if everyone refers to
Taylor’s depiction of U.S monetary policy as a rule, it is not, strictly speaking,
a rule. As Taylor himself later suggested (Taylor 1998), the manner in which
a central bank responds to inflation and output shocks is best thought of as a
guiding principle, not as a rigid or knee-jerk response to observed or expected
economic outcomes.

The core purpose of best practice in monetary policy is to change the real
interest rate when necessary, as this is the signal that communicates to mar-
kets, and to the public more generally, that monetary conditions are changing.
The money tightens when the real interest rate rises and it falls when the real
rate falls. Hence, the constant term in the Taylor Rule or equation plays a criti-
cal role. Therein lies a second difficulty with a simplistic implementation of
the Taylor Rule.

So long as the real interest rate is near its long-run average, the central
bank can focus on how to respond to inflation and output shocks.”” However,
if changes in productivity that have originated from technical changes or
demographic factors, such as an aging population, alter the economy’s po-
tential output, the intercept term in the Taylor Rule will change. Normally,
these forces act slowly and can be ignored in the short-run.® However, it
is also the case that the neutral real interest rate is not observed and must

*Indeed, the role of the real interest rate is one that many economists have highlighted as the source
of policy errors over time. For example, Meltzer (2003, 2009a), in his exhaustive study of U.S. monetary
history, reminds us frequently that policymakers at the Fed simply did not understand the real interest
rate concept and were frequently deluding themselves into thinking that policy was loose or tight based
on observation strictly of the nominal interest rate.

7 As a result, the intercept or constant term in the Taylor rule is referred to as the “natural” or
“neutral” real interest rate.

8 Proxies of technological change are usually called total factor productivity (TFP). Not surpris-
ingly, since the impact of technical change is not easily observed, there is considerable debate about
how to come up with the best possible indicator. See, for example, Basu, Fernald, and Kimball 2006.
Data from several OECD economies display considerable variation, with countries such as South
Korea experiencing strong TFP growth at least since the mid-1990s. TFP growth in the United States
tends to be more moderate and fluctuates considerably less than in many other economies. For the
United States, where at least three TFP proxies are available, there is noticeable variation across esti-
mates. (Additional information is relegated to the online appendix.)



144 { Central Banks into the Breach

7%
6%
5%
4%
3%
2%
1%

0%

~1% T T T T

1965 1970 1975 1980 1985 1990 1995 2000 2005 2010

—o— Neutral rate  --e-- Neutral rate (Alternative)
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Note: The alternative rate is derived from the application of a “standard” Taylor Rule specification i, = r,* + 7* +
1.5(11[—]1‘*) + 0.5)7/ , where the time-varying neutral rate is r’, ' is the Fed’s inflation objective, mis CPI inflation,
and is the time-varying output gap derived by applying a Hodrick-Prescott filter to the logarithm of real GDP with
a smoothing factor of 1,440,000. Source: The raw data are from Laubach and Williams 2016.

be estimated.”” Accordingly, there will always be some imprecision about its
current level. Indeed, based on some estimates,? there are large variations in
the neutral real interest rate.

Figure 4.9 plots estimates of the real interest rate,? revealing a steady de-
cline in the United States since the early 1960s. Notice also the rapid decline in
the real interest rate around the time of the global financial crisis. Some have
interpreted this as evidence of “secular stagnation.” Since the demographic
and technological factors that affect the United States need not be replicated
elsewhere, it is not always possible to generalize, although the phenomenon
has been evident in countries such as Japan and appears to be spreading glob-
ally. Nevertheless, it is likely that a steady decline in the neutral real rate is a
common occurrence in advanced economies but arguably less so in develop-
ing or emerging market economies.

Next, while the difference between observed and targeted inflation is at
least in principle observable, the degree to which the economy experiences
some slack is not. The amount of slack requires knowledge of the economy’s

¥ The same, of course, is true of measures of an economy’s potential output.

20 Laubach and Williams 2003.

#The data are available in quarterly form from www.frbsf.org/economic-research/economists/
john-williams/Laubach_Williams_updated_estimates.xlsx.


http://www.frbsf.org/economic-research/economists/john-williams/Laubach_Williams_updated_estimates.xlsx
http://www.frbsf.org/economic-research/economists/john-williams/Laubach_Williams_updated_estimates.xlsx
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potential output. If the growth in potential output were reasonably predict-
able, then calculations of the gap between observed and potential output
would be subject to some noise, and this would simplify the decision makers’
problem. Unfortunately, this is not the case. An economy’s output is subject
to numerous revisions, sometimes many years into the future, while potential
output can take surprising turns, largely because of “unknown unknowns”
The latter were especially evident in the wake of the financial crisis of 2008-9
and is also reflected in discussions surrounding the behavior of the neutral real
interest rate.

Revisions to GDP figures are especially problematic; if changes in potential
output take place only slowly over time, these can give false signals to policy-
makers.”> Once again, the events of recent years provide numerous examples
of policymakers who have either acted in haste in attempting to set policy ac-
cording to more “normal” economic conditions or delayed taking action and
have risked accusations in the future of being too patient in tightening the
stance of monetary policy. Real GDP data revisions imply that new estimates
are published over time and, like wine, the earlier ones become “vintages.”*
Assuming that, as additional data arrive and subsequent estimates improve
the picture, economic performance may be substantively different from that
policymakers faced earlier, when a choice to change monetary conditions pre-
sented itself.

Figure 4.10 helps fix these ideas. Graphs making up (a) provide comparable
estimates of GDP in constant prices for nine economies, all OECD members
and two of whom are emerging market economies (Chile and Turkey). With
the exception of Chile, five different “vintages” were selected for analysis. The
earliest is dated December 2006, arguably during the time that of the Great
Moderation was nearing its end. Next, I chose real GDP performance at the
end of December 2008, when the Fed lowered its policy rate to the ZLB, where
it remained until December 2015. The Fed was also in the early stages of in-
troducing various programs subsequently referred to as quantitative easing, or
QE. The May 2010 revision shows GDP in constant prices just when the first
indications of a financial crisis in the eurozone were beginning to emerge, with
Greece on the receiving end of the first of several “rescue” packages combined
with varying doses of fiscal austerity. May 2014 represents the one-year an-
niversary following Ben Bernanke’s announcement of “tapering”—that is, the
gradual elimination of QE. Finally, January 2015 is the latest available revision
when this passage was written.

2 Bernanke (2015:503) expressed very well the dilemma of policy makers that must take decisions in
real time with imperfect and incomplete data. “Economists are criticized for not being able to predict
the future, but, because the data are incomplete and subject to revision, we cannot even be sure what
happened in the recent past”

#The OECD refers to this kind of data by calling them “editions”
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Several key features are apparent from figure 4.10a. First, not all the economies
experienced a significant drop in real GDP after the 2008 crisis erupted; Australia
is a case in point. Second, the consequences for the real economy from the fi-
nancial crisis are heterogeneous.?* That is particularly noticeable for Turkey, the
United Kingdom, the eurozone, and the United States, but less so for Canada,
Chile, and Korea. Lastly, and likely most critical for an assessment of the amount
of economic slack, revisions in real GDP over time show a recovery but also
what appears to have been an extended period of reduced levels of real GDP. By
January 2015, real GDP levels reached approximately pre-crisis levels in Australia,
Canada, Korea, the United Kingdom, and the United States, but not in Turkey,
the eurozone, or Japan. It is important to keep in mind that the “lost” output—
essentially an area under the levels of real GDP at the end of 2006—is sizable. It
is also worth highlighting that the downward shift in the levels of real GDP has
a permanent component: either the “curve” representing potential real GDP has
bent backward, or there has been a shift in potential output. The latter appears
consistent with the hypothesis of secular stagnation.”

2'The manner in which the data are presented makes the results comparable across countries.

»The difficulty, as is often the case in economic analyses of this kind, is to know how much to attach
history to an observed phenomenon, and therein lies the dilemma of how much importance to attach
to the hypothesis of secular stagnation.
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Figure 4.10b is useful in discussing the important role of output conditions
in setting the correct stance of monetary policy. The “vintages” of real GDP
for three eurozone members—France, Germany, and Finland—are shown to-
gether with the aggregate output measure for Sweden, an EU member. As in
figure 4.10a, the effects of the financial crisis, the permanent drop in output
levels, and the speed of the recovery are noticeable. However, the record is
quite uneven, especially for the three eurozone members, with Germany well
ahead of Finland especially, and with Sweden, which has the added flexibility
of a floating exchange rate, also recovering nicely.® In spite of the additional
freedom in economic policy afforded to Sweden, its performance is not espe-
cially superior to that of France. These findings point to additional complica-
tions for the ECB, which must conduct a single monetary policy for nineteen
euro member economies, including the three shown here.

As noted, some of the measurement problems associated with estimates of
slack in the aggregate economy, or the output gap, apply to inflation as well.
Even if the central bank announces a numerical target for inflation, all such
policy regimes have built-in flexibility to miss targets, at least in the short
run;” hence, there is always some unobservable element in estimating a cen-
tral bank’s inflation objective. On the whole, the problems facing policymakers
concerning the size of the inflation gap— namely, the difference between ob-
served and targeted inflation—are less acute than in estimating the output gap.

Where to Go from Here?

Do the foregoing considerations undermine the simplicity or the usefulness
of the Taylor Rule policy prescription? Perhaps surprisingly, the answer is no.
What are the implications stemming from uncertainty about the factors that
drive setting the appropriate stance of monetary policy? The challenge is to
explain the flexible nature of the Taylor Rule while guarding against any loss
of central bank credibility. As we shall see shortly, central banks have fallen
into the trap of wanting it both ways—that is, to continue with the pretense
that “rules” govern policy while insisting that they can suspend them for long
periods of time without a loss of reputation. This strategy seems implausible.
It is useful at this point to recall that, in its most straightforward form, the
Taylor Rule for best practice in the conduct of monetary policy is to persuade
the public that an unwanted increase in expected inflation will be met by a

%6 Sweden is interesting for reasons other than the exchange rate. We saw some of this in chapter 3,
and I return to the less than happy Swedish experience later in this chapter.

#The usual rule of thumb, associated with Milton Friedman’s notion that monetary policy affects
the economy with long and variable lags, is that the central bank expects on average to hit its target
over a two-year time period.
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rise in the real interest rate. Therefore, any rise in the nominal policy rate will
not do. Instead, the real cost of borrowing, and by implication the real return
to lending, must rise. This is the only way to turn back the rise in anticipated
future inflation. It is also important to underscore the idea that the focus on
inflation expectations does not, at least in theory, imply that real economic
considerations are ignored, since the two are inextricably linked. (More on
this issue later.) In any event, the Taylor Rule explicitly recognizes a role for the
behavior of aggregate economic output.?

Figure 4.11 plots the one-year forecasts for real GDP growth and inflation for
three regions of the globe—namely, the eurozone, advanced economies, and the
economies of the Asia-Pacific.”” For the eurozone and advanced economies, The
Great Moderation is apparent in the real GDP growth (a), since real GDP growth
forecasts were stable from the early 1990s right up to the GFC of 2008-9. The
relatively strong growth in the Asia-Pacific region throughout this period is also
apparent. There are only two brief exceptions to this description—the Asian fi-
nancial crisis of 1997-98 and a temporary decline in real GDP forecasts in 2008.
In the eurozone, and in the advanced economies more generally, one would be
forgiven if, by 2007, when there was a surge in real GDP growth forecasts on the
heels of almost two decades of steady economic growth, forecasters thought that
the “trend” might continue into the future. Also, whereas the forecasted recov-
ery from the Asian financial crisis was a slow and economically painful one, the
return to strong growth in the aftermath of the events of 2008-9 was swift.

Turning to forecasts of consumer prices, we find there is a noticeable but
gentle reduction in inflation forecasts for all the economies shown in the figure
(b). However, while inflation forecasts returned to the 2% range, where they
were in the early 2000s, forecasts for the Asia-Pacific rose sharply. There seems
to be an approximate positive relationship between inflation and real GDP
growth forecasts, reflecting forecasters’ view that higher growth rates imply
diminished economic capacity that is met through higher inflation. Generally
speaking, this also reflects the thinking behind the Taylor Rule.*

*Traditionally, the Taylor Rule is expressed in terms of an output gap measure, although some (e.g.,
Stock and Watson 2001) prefer a version in terms of the unemployment rate. A variety of explanations
are used to motivate this alternative for the U.S. case. In a cross-country study, the differences in how
unemployment rates are measured makes it rather hazardous to think of the Taylor Rule in this form.
Hence, in what follows, the standard strategy of relying on the output gap is followed. Linking output
changes to the unemployment rate is Okun’s Law, which apparently survives the GFC. See, for example,
Ball, Leigh, and Loungani 2013.

#The countries included in each group are defined by the International Monetary Fund. (As earlier,
details are relegated to the online appendix.) There is, of course, some overlap in the three regions,
since eurozone economies are considered advanced while some Asia-Pacific economies (e.g., Australia,
New Zealand, Hong Kong, Singapore) are also included in the group of advanced economies.

0 As usual, care must be exercised when making these broad characterizations, since the relation-
ship between the two may not only be different across the economies in each of the regions represented
but also different over time.
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Figure 4.12 illustrates, for a sample of eleven economies, many of which
adopted a numerical inflation target objective, the message from the applica-
tion of the Taylor Rule to our understanding concerning the evolution in the
stance of monetary policy since the 2000s. All the figures, save for the United
States, plot the observed policy rate used by the central banks in the G4 against
the rate predicted if the Taylor Rule is strictly applied. As discussed earlier,
while no one expects the two lines to be coincident at all times under normal
circumstances, they should not be too far apart from each other.

Of course, if the two lines depart from each other, this could also suggest
that the central banks care about more than just inflation and real economic
performance. The question then is: At what point do “other” factors under-
mine the simplicity and desirability of policy rules? Moreover, if flexibility in
the conduct of monetary policy is the proximate reason for deviating from
rules, then how much of it undermines the credibility of a central bank whose
primary mission is inflation control?

Two estimates of the policy rate using the Taylor Rule are shown as an il-
lustration of how different views of the neutral real interest rate can affect the
outcome.” Both estimates are reasonably similar, and all estimates compared
with the actions taken by the Fed show that the policy rate was too low in the
early 2000s. While the actual rate did catch up to the one implied by the Taylor
Rule, this happened shortly before the 2008-9 GFC. Since that time, the cali-
brated and observed interest rates have diverged, though the divergence be-
comes especially noticeable after 2012. By then, as noted earlier, the economy
had largely made up ground lost during the Great Recession.

The message is, broadly speaking, the same for the other G3 economies
shown in the figure, but the gap between the calibrated and the observed
policy rates is particularly noticeable for Japan and the eurozone. If we now
turn to smaller and more open economies—namely, Australia, Canada, Korea,
and Sweden, shown in (b)—the gap between the policy rate under a best-
practice policy and the actual stance taken by these central banks is generally
smaller than for the G4 economies, only one of which was held to account to
for a numerically announced inflation objective (i.e., the United Kingdom), at
least until the GFC.?? Sweden is the only case where the gap between what was
deemed a desirable monetary policy and what was actually in place is substan-
tial and persistent. The gaps that do emerge in the figure are most apparent

*'The line labeled calibrated (alternate) uses the estimates from Laubach and Williams 2016 instead
of the ones generated using a procedure that is applied identically to all the economies considered.

32To the extent that the monetary policy strategy of IT gets the credit, the result reflects how policy-
makers in IT central banks view the credibility question. As Sir Paul Tucker, former deputy governor of
the BoE, put it, “the monetary authority’s ability to deliver, and its will to stick to its inflation target over
the medium runl[,] is never in doubt. . .. [T]hat kind of credibility needs to be earned and re-earned,
over and over again” Tucker 2006:9.
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beginning late 2008. Indeed, the situation is repeated in the three emerging
market economies shown in (c). South Africa, Mexico, and Chile were rela-
tively early adopters of inflation targeting among the emerging market econo-
mies, and just as in the other cases examined, a persistent departure, since re-
ferred to as the “great deviation” (Taylor 2011), from the Taylor Rule is readily
seen beginning in late 2008.

Perhaps unsurprisingly, retrospective analyses have taken two relatively
polar positions. Other than during the height of the crisis, when virtually
every observer agreed that monetary policy ought to support economic
recovery through extremely low policy rates, some have argued that the
stance of monetary policy, particularly in the advanced economies, was too
low for too long. In contrast, others have argued that the combination of
slow recovery, which is typical of large financial crises, and the resulting
high levels of uncertainty that also accompanied the events of 2008 and
2009, followed by the continuing eurozone crisis, perhaps combined with a
bout of secular stagnation, calls for the continued maintenance of ultra-low
interest rates.

Moreover, since positive but slow growth returned to the global economy
fairly quickly after the GFC, as we saw in chapter 1, one is also prompted to
ask whether the passage of time implies that another recession, perhaps of the
global variety, is near. This hints that expansions, however weak, can “die of
old age,” to borrow a phrase used by Zarnowitz (1992). While research suggests
that the answer is in the negative, prominent and influential voices have raised
the possibility that, even if interest rates rise, the room to reduce them will be
largely nonexistent when the time comes.”

As shown in table 4.1, expansions and contractions do not last forever.
Moreover, there does not appear to be a regular duration for business cycles.
Since growth has been sluggish, at least in relation to that of recent decades, it
is feasible that current growth rates can persist for some time. Notice also the
obvious asymmetry in business-cycle movements, with expansions typically
longer in duration than contractions, also confirmed by other evidence for the
United States. Finally, since table 4.1 arbitrarily represents the last expansions
and contractions, it is worth pointing out that, on this basis, one can only go
back to the 1950s to find the first cycle for Australia, 1960 for the United States,
followed 1969 for Sweden. On average, these are the economies with the lon-
gest average expansions.**

There are additional difficulties to living in a world with ultra-low interest
rates, or ones that remain at the ZLB. First, the notion of the ZLB itself appears

3 See, for example, Summers 2015; Krugman 2015a; and Economist 2014.

3 Strictly speaking, one can go back much earlier for the United States and Canada if the NBER
reference-cycle type chronologies are used. However, to ensure comparability in the face of different
methodologies, older data are not examined.
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TABLE 4.1 } Business Cycle Durations (from earliest to latest, December 2015)

Country/Economy

(earliest recorded year) Duration (months) of Contraction Duration (months) of Expansion
United Kingdom (1973) 11,23,22,18,22 265,46,108,194,7
Canada (1974) 3,6,16,13,7 164,57,12,89,198
Mexico (1984) 13,12,8,36,13 27,71,13,61,56
Brazil (1904) 6,18,10,8,5 36,25,22,10,53
Germany (1973) 23,34,39,31,9 75,54,99,81,56
France (1981) 32,189,12,19 22,86,108,57,25
Italy (1969)' 10,12,36,20,19 67,32,61,105,166
Spain (1979) 50,25,65 78,170,29,77,82
Switzerland (1981) 14,42,22,24,12 66,88,14,54,62
Sweden (1969) 13,28,40,37,11 44,2784
Austria (1979) 35,14,10,11,16 56,111,23,58,75
Japan (2000) 32,13,8.8,17 13,58,17,13,14
Korea (1979)* 19,11,10,7 182,53,58,84
Australia (1953) 9,10,7,11,18 39,52,153,89,85
New Zealand (1984) 16,57,7,18,5 18,6,57,57,76,114
South Africa (1981) 14,20,42,19,12 48,17,36,56,113
Eurozone (1974) 6,15,15,12,12,17 59,113,173,26,33
United States (1960)" [10, 11, 16] 6,16,8,8,16 [24,106,36] 58,12,92,120,73
Overall Mean® 11.1 58.4

Notes: ' Peak recorded April 2011; no trough recorded yet.

2 Only three peak to trough episodes recorded.

% Only four peak to trough episodes.

* Contraction is peak to trough; expansion is previous trough to peak. In brackets, 1960-1979.

%1945 to 2009.

Sources: Data from NBER, Economic Cycle Research Institute, Cross and Bergevin 2012, and Centre for Economic
Policy Research.

to be a moving target.” Table 4.2 shows the state of play at the end of 2015. The
same table would have looked considerably different as recently as a year ear-
lier, when the ECB and the Riksbank, for example, joined the ranks of central
banks with negative interest rates. Negative interest rates change the incentive
to hold the financial instrument in question, from a reward to a penalty rate.
The objective is to persuade asset holders to shift to other assets, whether in
the domestic currency or in another currency, and encourage the purchase of
riskier assets or prompt more lending that earns a positive return. In spite of
these developments, there continues to be both a willingness to hold assets
with negative returns, largely of the riskless variety, and simultaneously a re-
luctance to pass on these costs to others.*® Far from suggesting that a central

*In October 2015, ECB President Mario Draghi, at a press conference announcing the central
bank’s latest decision, stated: “Now we are at the zero lower bound.” The rate on the ECB’s deposit facil-
ity was then set at -0.20%. Evidently, by November of the same year, the ECB found a new ELB as the
policy rate was set to -0.30%. As this is written, it stands at -0.40%.

*Some institutions began to charge some of their large depositors in Switzerland, which was the
first central bank listed in table 4.2 to introduce negative interest rates.
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Economy ZLB Rate ZLB Period Explanations

Canada -0.50%, overnight April 21, 2009, to Press release from the BoC judged

rate May 31, 2010 the ZLB to be 0.25%; revised in
December 2015 to -0.50%
Denmark -0.75%, certificate July 6, 2012, to The Danish central bank refers
of deposit April 24, 2014, and to negative interest rates as
September 5,2014, to  “business as usual.” It also claims
present (December  that pass-through effects to
2015) money markets have not been
weakened.

Eurozone 0,00%, marginal July 4, 2014, to In June 4, 2015, Draghi first
refinancing present (December  indicated that “for all practical
operations rate 2015) purposes, we have reached the

zero lower bound.” However,
further adjustments were deemed
possible.

Japan 0.1%, basic February 1999- ZIRP policy introduced in 1999,
discount rate; 0.0%  August 2000; followed by QE in 2001 and QQE
uncollateralized September 2001- in 2013.
overnight rate June 2006; October

2010-present
(December 2015)
Switzerland -1.25% to 0.25%, August 3, 2011, to Libor was set at 0.25% to 0%
3 month Libor present (December ~ on August 3, 2011 (aiming for

2015) as close to zero as possible),
until December 17, 2014. It was
lowered again on December 18,
2014, and again January 14, 2015.

Sweden -0.50%, repo rate July 2,2009, to June  The policy rate was set at 0.25%

30, 2010, and July from July 2, 2009, until June 30,

92014 to present 2010. Following increases, it was

(December 2015) returned to 0.25% on July 9, 2014,
and then cut until the present.
The Riksbank did not state that
0.25% was the ZLB. Minutes of
the MPC indicate its members
believed that negative rates were,
in fact, possible.

United Kingdom  0.5%, bank rate March 5, 2009, to

present (December
2015)
United States 0.0% to 0.25% December 16, 2008,

to December 17,
2015

Sources: Central banks and Shirai 2013.

bank’s strategy is correct, these developments highlight how far markets are
willing to go to avoid risk. Surely, this is indicative of a lack of confidence in
what some central banks are attempting to accomplish.

The second challenge at the ZLB or the ELB is the portrayal of the stance
of monetary policy when a central bank, such as the BoE and the Fed both

o157
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chose to do, did not adopt negative interest rates.” Both central banks instead
resorted to other unconventional instruments and attempted to convey policy
easing via the expansion of their balance sheets.

It is a reflection of the influence of the Taylor Rule and the desire to trans-
late UMP into an interest rate equivalent that researchers began to generate
estimates of “shadow” policy rates.’® Figure 4.13 plots the actual and available
shadow policy rates until the end of 2014 for four economies that have hit the
ZLB.* The U.S. case clearly reveals that shadow rate estimates are sensitive to
assumptions about the factors that effectively drive interest rates below zero.
Notice also that, by the end of 2014, other than perhaps for the United States,
there were few indications of a return to anything approaching levels that had
prevailed before the GFC.

The avoidance of zero interest rates suggests that central banks must have
used other devices to maintain their credibility. Otherwise, in principle, faith
in the central banks’ ability to maintain low and stable inflation, while sup-
portive of “normal” economic growth, would have been threatened. The fore-
going discussion suggests the question of when policy rates should rise and
how fast. Central banks most directly impacted by the crisis naturally have
argued that patience is called for under the circumstances. If so, what argu-
ments for patience and a continued delay in the return to normalcy in interest
rates were marshalled and can we evaluate the effectiveness of this strategy?
Equally important, does patience and continued financial repression not have
other macroeconomic consequences that central banks, and policymakers
more generally, ignore at their peril? In other words, at what point is the cure
worse than the disease? We turn to these issues in the following section.

From Prices to Quantities: The Zero Lower Bound and the Central
Bank Balance Sheet

Several authors have described how a seemingly innocuous series of small
events in 2007 would culminate in the panic that eventually gripped the mar-
kets in 2008. Arguably, the tipping point came when the Fed was unable to
find a buyer for Lehman Brothers. Once the determination not to bail out
a large financial institution became counterproductive, the Fed and other

¥'The considerations that favor or not the resorting to negative interest rates is, to some extent, a
function of the institutional environment that the financial markets operate within in each economy.
See Burke et al. 2010 for the U.S. case, Bean 2013 for the United Kingdom, and Alsterlind et al. 2015 for
Sweden.

*The concept, from Black 1995, is essentially based on the idea that there are latent factors that ef-
fectively turn an interest rate normally bounded from below at 0% into a negative rate.

3 More recent data are available in a few cases, but not for all the available proxies.
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policymakers quickly changed course and began to find creative ways to sup-
port various markets and institutions in need of financial assistance. The fear
that moral hazard would undermine the reputation of policymakers initially
blinded or paralyzed them. This changed quickly, however, and the determi-
nation not to allow a repeat of the Great Depression, captured in an earlier
promise made by then Fed Governor Bernanke to Milton Friedman and Anna
Schwarz on Friedman’s ninetieth birthday, took over. This was so much so that,
after over seven years following the events that produced the greatest financial
crisis since the 1930s, there is the distinct impression that the central banks
especially may have become overactive in their determination to prevent a
repeat of their failure to see what was coming. Whether the possible over-
reaction represents a “march of folly” remains to be seen. Nevertheless, in a
short period of time, the financial system shifted from being seen as more
decoupled than it has ever been from the strictures of proper oversight*’ to
one that threatens to become sufficiently repressed as to create conditions ripe
for the next crisis.

Ultimately, the central banks in the crisis-stricken economies shifted away
from a monetary policy strategy centered on a price—that is, a policy inter-
est rate—to changing the quantities captured in their balance sheets. Multiple
sources of failure in various parts of the real and financial sectors made it
impossible to rely on a single policy instrument. Several instruments would
be needed to prevent an ongoing economic downturn from becoming even
worse.

This Time Is Different, at Least for Monetary Policy

It would be a mistake to think that the period covered in this study largely
represents the story of one crisis. At least in the realm of monetary policy,
it is the story of several crises, although four stand out. First, there is the
ongoing period of mild deflation in Japan that produced the “lost decades”
Then, there is the bursting of the tech bubble, soon followed by a fear of defla-
tion during the first few years into the new millennium. Next, of course, are
the events now labeled the Global Financial Crisis (GFC) of 2008-9, which
would soon be followed by the continuing sovereign debt and economic crisis
in the eurozone.

10 As discussed previously, it is not correct to suggest that policymakers had fewer regulations, or
less supervision in principle, in the years leading up to the crisis. Instead, there was a failure to properly
carry out their responsibilities that lies at the core of the events that culminated in the GFC.

“Tronically, just as advanced economies were rediscovering the importance of their balance sheets,
the world’s largest emerging market—China—was attempting to shift away from a quantity-driven
monetary policy to one increasingly dictated by price. See Pang and Siklos 2016, and references therein.
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The distinctive element of the first half of the decade of 2000 to 2009
is that, for the most part, a large number of central banks relied on mon-
etary policy tools that by then had become standard. These are in the main
instruments that signaled changes in the stance of monetary policy via
prices—most notably changes in some policy rate.** Of course, it may be
that the severity of the earlier crises did not rise to the level of the one
that eventually hit the global economy beginning in 2008; hence, there may
not have been enough fear among policymakers to abandon the tools of
monetary policy that were already in place and seemingly were functioning
well. Alternatively, seen from the perspective of the early 2000s, there was
no way of knowing what lay ahead. As discussed earlier, there is little—but
not nothing—that is readily measurable in the macroeconomic or financial
sphere that suggested to policymakers or other observers that a cataclysm
was imminent.

The GFC led to a major, if not radical, change in how monetary policy is
conducted. Prices no longer signaled the policy stance, and quantities became
the modus operandi of monetary policy. Fear of a future crisis was to be ban-
ished at all costs, and it once again became fashionable to argue that restrictions
of various kinds on financial markets were necessary to prevent a recurrence
of a great recession or, worse still, a great depression.** As a result, for example,
capital controls, long thought to be ineffective and inopportune, along with
other restrictions on borrowing and lending referred to as macroprudential
instruments, were revived and celebrated as the way forward to supplement
conventional monetary policy actions. Unfortunately, this strategy created the
myth that real and financial factors can be neatly separated, resting on as yet
unproven policy instruments. Representative of such a view is the following
quote: “If the monetary policy that stabilizes supply and demand in the real
economy destabilizes the financial system, the problem is the latter” (Wolf
2015). Unfortunately, real and financial factors are not so easily segregated.

We have already seen (in chapter 1) that there are several indicators of
the unprecedented nature of the current state of monetary policy. In par-
ticular, the reduction of policy rates to the ZLB, combined with the striking
rise in the size of central bank balance sheets in a few key advanced econo-
mies, was highlighted. Omitted from that discussion is a bit more histor-
ical perspective. Accordingly, figure 4.14 plots long-term interest rates on
government securities in eight economies. Three of the eight central banks

2 An exception might be made in the case of Japan, but as we shall briefly see, this was a somewhat
half-hearted and unconvincing explanation.

“Roubini and Mihm (2010:148) expressed the change using somewhat different, but not entirely
incorrect, language: “The Federal Reserve and other central banks . . . had gone from being lenders of
last resort to lenders of first, last, and only resort. In the process, they crossed the proverbial Rubicon
not once or twice but many times.”
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in the countries shown** were created early in the nineteenth century—or
even earlier, as in the case of Sweden, generally considered the oldest cen-
tral bank of all. Others, notably of Japan and Germany, have directly ex-
perienced the full disruptive effects of two World Wars.* Finally, the cen-
tral banks of the United States, Canada, and Switzerland are comparatively
young institutions.*®

By the early 2000s, it was apparent that long-term interest rates had reached
lows that were unprecedented since the second half of the nineteenth century
in most of the countries plotted in the figure. By 2014, it is safe to say that all
the economies in figure 4.14 experienced long-term yields that were not seen
even during the depths of the Great Depression of the 1930s.

Long-term interest rates, at least in theory, incorporate three factors: (1) ex-
pectations of inflation over the medium term, (2) the neutral real interest rate
previously described, and (3) a premium for holding a long-term security.
Two of these three factors are within the purview of a central bank’s mandate,
since low and stable inflation rates are generally what a monetary authority

“In Germany’s case, the Bundesbank was replaced in 1999 by the European Central Bank.

“>Hence, some gaps in the data for the period of 1914 to 1919 and again for 1939 to 1945 are apparent
from the figures.

6 An exception is again Germany, whose central bank was called the Reichsbank until World War II
ended, when it became the Bundesbank, which was followed after 1999 by the European Central Bank.
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aims for, while its activities, which influence the size of its balance sheet, can
impact the term premium on government bonds. It is only the neutral real
interest rate that reflects the “deep” parameters (i.e., of the structural variety)
influencing trends in the overall economy (i.e., demographic, labor force, and
investment behavior). If the above explains a substantial portion of the varia-
tion in yields, then it is not a stretch to conclude that the central banks can
take a considerable amount of credit for the remarkable state of affairs shown
in figure 4.14.

How did the central banks manage to achieve such an outcome? At the
risk of oversimplification, a combination of two strategies helped reduce
long-term interest rates to near zero levels. QE is one explanation, and at least
in some economies this policy would be combined with forward guidance.
Unfortunately, both policies are concepts fraught with misunderstanding. In
the early days of the 2008-9 financial crisis, former Fed Chair Ben Bernanke,
in a speech,” referred to policies aimed at lending to financial institutions,
easing of liquidity constraints in the financial markets, and the purchase of
long-term government bonds, as methods of credit easing. Since then, most
observers label such attempts as QE. Etymological considerations aside, the
point is that all such interventions by a central bank have the effect of raising
the price on long-term government bonds. As a consequence, the yields de-
cline and remain low so long as the central bank continues to purchase those
instruments.

The strategy adopted to intervene in the market for long-term bonds does
vary across other jurisdictions where these policies were introduced, such as in
the United Kingdom, Japan, and the eurozone. Accordingly, so have the names
used to describe these actions, which were meant, it seems, to simultaneously
signal to the financial markets the areas that the central bank felt needed sup-
port, while at the same time publicizing the activist nature of monetary policy
once there was no room to maneuver on the policy rate front and the effective
ZLB had been reached.

A challenge in understanding the role of these central bank purchases of
government securities is to estimate how large the term premium is. After all,
the premium itself is unobservable, as it can depend on the treasury’s needs and
policies, general market conditions, and the attitude of investors toward hold-
ing long-term government securities. Nevertheless, one can glean the likely
impact of this factor on long-term yield developments by examining, in the
U.S. case, two widely used indicators of financial conditions—the VIX and the
National Financial Conditions Index (NFCI) published by the Federal Reserve
Bank of Chicago. Figure 4.15 provides the evidence. The VIX is intended as a
forward-looking indicator of stock market volatility, while the NFCI captures

¥ See www.federalreserve.gov/newsevents/speech/bernanke2oogo113a.htm.


http://www.federalreserve.gov/newsevents/speech/bernanke20090113a.htm
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Note: Both series are described in the text; the VIX is also discussed in chapter 2. Source:

risk, credit, and leverage conditions in the U.S. financial system. Increases in
the values of both indicators signal tighter financial conditions or enhanced
financial risks, while the opposite holds, of course, when the indicators experi-
ence a decline.

Although the indicators shown are for the U.S. situation, many other
agencies and central banks have begun to create and publish broadly com-
parable indicators. The sharp rise in both indicators, beginning in 2008
and extending into 2009, is plain to see in the figure. It was not until 2013
or 2014 that levels of financial ease reached levels not seen since the mid-
1990s. Notice also that there were secondary spikes in the index in 2010
and again in 2011, largely due to the onset of the eurozone financial crisis.
Finally, in line with the earlier discussion, we see that there were rises in
financial tightening in the early 2000s in the aftermath of the tech bubble
and an earlier deflation scare, as well as a response to the early indications
of a financial crisis in Japan, indicated at the beginning of the sample. The
Asian financial crisis of 1997-98 is hardly noticeable compared to the other
events highlighted here. If we focus attention on the last decade, then, as
shown in figure 4.16, the fall in long-term yields parallels the fall in finan-
cial tightness, which is evident from the behavior of the two indicators
shown.*®

1t is likely that changes in long-term interest rates foreshadow changes in the VIX.
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When Words Are the Only Game in Town

Even the actions leading to a fall in the term premium were not seen as enough
for the central banks. Notice that, in 2011 and again in 2013, long-term interest
rates began to rise, a reflection of a nascent economic recovery in much of the
advanced world. However, long-term yields turned down again when central
bankers argued that the return to a normal stance in monetary policy was
an increasingly distant outcome. Even as the U.S. economy was recovering,
weaknesses in the Japanese and eurozone economies became more apparent.
On these two occasions, then, we saw central banks deploying new tools to
once again drive down long-term interest rates. The downward movement in
interest rates continued into 2014, even as the U.S. Fed reduced or tapered its
support of the market for long-term government securities. Both the BoJ and,
later, the ECB stepped in to replace the U.S. Fed in providing QE. Indeed, sup-
porting these developments was the adoption of forward guidance.

Former BoC Governor Mark Carney once defined “forward guidance” as
“[explaining] what central banks are trying to achieve and how they go about
achieving it” (Carney 2013). Greater transparency can shed light on why the
central bank acts the way it does. In contrast, forward guidance represents
an explicit attempt to influence market and public expectations, especially of
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FIGURE 4.16 Post-GFC Decline in Long-Term Sovereign Yields, Advanced Economies

Note: Bond yields are long-term bonds (10 years or more to maturity) for the countries shown. Also, see note to
figure 4.15. Source: Data are from FRED, Federal Reserve Bank of St. Louis database.
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inflation, by providing insights about the possible future stance of monetary
policy. This development reflects the premium central banks place on public
communication. However, forward guidance is a sleight of hand and may also
be interpreted as an indication of central banks’ unwillingness or inability to
clearly communicate the limits of monetary policy.

When it was implemented, was the forward guidance strategy effective?
Might central banks have gone too far? The simple answer to both questions is
yes. Originally, the promise of forward guidance was that it would be a natu-
ral extension of central banks’ expressing a desire to be both more transpar-
ent and more accountable. Having exhausted the ability to use policy rates to
clearly signal changes in the stance of monetary policy, the monetary authori-
ties attempted to allay fears of an imminent interest rate rise by conditionally
promising to maintain ultra-low interest rates for as long as necessary. Indeed,
forward guidance is intended to put an explicit face on what it means for a
central bank to be forward looking by providing the public with the circum-
stances under which the stance of monetary policy will change. Some might
even say that its explicit aim is for central banks to “put their money where
their mouth is”

Beginning in the 1990s, greater transparency led the central banks to rely
on verbal signals to communicate any future bias in their stance of monetary
policy. Usually, this was reflected in the precise language used to communicate
policy rate decisions via press releases. Examples include statements by the
U.S. Fed to communicate the outlook for their stance of monetary policy, such
as “the Committee expects that a highly accommodative stance of monetary
policy will remain appropriate for a considerable time*

Earlier, a few central banks became more explicit about the direction of
change in their future policy rates by publishing forward interest-rate paths.
Until fairly recently, however, these forward paths provided only limited in-
formation about the future course of monetary policy, since interest rates
going forward were either assumed to remain constant or they depended
on what financial markets believed would be the likely future course of in-
terest rates. The U.S. Federal Reserve, Norway’s Norges Bank, and Sweden’s
Riksbank publish forward rate paths that are qualified with input from central
bank staff forecasts or forecasts issued by members of the monetary policy
decision-making committee. Unlike other devices to enhance transparency,
the use of forward interest-rate path publications has not spread. Some have
argued that the conditionality implicit in such forward rate paths cannot easily
be communicated or, rather, that markets may be all too willing to treat the
information as an indication of what the central bank believes future policy

“This quote is from the Fed’s May 1, 2013, press release; see www.federalreserve.gov/newsevents/
press/monetary/20130501a.htm.


http://www.federalreserve.gov/newsevents/press/monetary/20130501a.htm
http://www.federalreserve.gov/newsevents/press/monetary/20130501a.htm
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rates are likely to be. More troublesome is the communication and credibility
implications when the central banks and the financial markets see the future
differently. An example from New Zealand was discussed earlier, but Sweden’s
Riksbank is a more dramatic illustration. Svensson (2015) describes how, in
2011, the Riksbank published an interest-rate path suggesting a future 75bp
rise in the policy rate, while market expectations were that rates would fall by
75bp. As in the example of a few other central banks (e.g., the ECB), markets
correctly guessed that the Riksbank would have to reverse its intended course
for its stance of monetary policy. Perhaps more than anything else, it is the fear
of policy reversals, poorly communicated or simply unexplained, that is the
root of the problem, not the decision to be more transparent. The Canadian
experience (e.g., Siklos and Spence 2010) suggests that avoiding the negative
side effects of forward guidance is possible, as we shall see.

Of course, even as some central banks became more explicit in describing
their future outlook for the economy—that is, the likely evolution of inter-
est rates, inflation, and real economic activity—they were always careful to
point out that, as facts change, so would their stance of monetary policy, which
would be adjusted accordingly. This is the proverbial reliance on data to dictate
when or how a central bank might react. However, as discussed in chapter 2,
in an era of Big Data, it becomes increasingly easy to shift objectives and selec-
tively decide what data would trigger a course correction.

The behavior of the FOMC in 2015 is a clear example of the confusion
that can dominate central bank communications when that bank is unable
to systematically inform the public in a credible manner. The Fed had long
advertised a likely exit from the ZLB, only to delay the exit owing to concerns
about the global economic environment. Although FOMC minutes have con-
sistently provided a summary of international economic conditions, policy-
makers have equally been adamant that domestic economic conditions are
the driving force for setting the stance of monetary policy. A more cynical
illustration perhaps is the BoJ’s attempt in 2015 to redefine how it measures
inflation, in the vain hope of getting closer to meeting its commitment to
reflate the Japanese economy.*

In 2009, the BoC took the conditionality of monetary policy one step fur-
ther by explicitly committing to policy rates for a specified horizon—namely,
up to one calendar year—but revisiting that commitment if the outlook
changed and threatened the bank’s remit of a 2% inflation target. In April 2010,
the bank successfully convinced the financial markets that the outlook had
changed sufficiently to remove that earlier commitment before it was due to
expire in June 2010.”

¥ See, for example, Miller 2015.
> See Siklos and Spence 2010 and He 2010 for assessments and the precise details.
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It is notable, however, that the Bank of Canada’s conditional commitment
was based on nominal variables—that is, interest rates and inflation rates—and
not on real variables such as GDP growth or unemployment. Moreover, the
policy was linked to a calendar. In the United States and the United Kingdom,
policymakers would argue that the calendar should not dictate policy.** They
were wrong, as I will argue next, because they viewed the calendar as divorced
from economic performance. Yet, accountable policies should have a clearly
attainable objective that can be met within a time frame that is based on expec-
tations created by those policymakers in the first place. This involves taking a
stand that is, in fact, linked to a calendar.

In 2013, the U.S. Fed adopted a form of conditional commitment when
it agreed to maintain the current stance of monetary policy so long as the
medium-term inflation target of 2% was not threatened and the unemploy-
ment rate remained above 6.5%. In so doing, the Fed strayed directly into
making commitments that are driven by meeting a numerical target for real
economic performance.

Forward guidance, like that introduced by the U.S. Fed, can lead to ten-
sion and confusion. Central banks became more confident in their ability to
deliver stable and predictable inflation beginning in the mid-1990s. They were,
in no small part, encouraged by the macroeconomic environment of the Great
Moderation. However, as the financial crisis of 2008-9 deepened and recovery
proved exceedingly slow, they faced pressure from politicians, markets, and
the public not only to do more to help economies around the world but also to
ensure that advanced economies especially reached “escape velocity,” a concept
that current BoE Governor Carney (2013), in an earlier speech, borrowed from
physics to justify the continued need to persist with loose monetary policies.
Commitments of this kind can be said to be consistent with the notion of “con-
strained discretion,” which is viewed by most economists as compatible with
good monetary policy and with the idea that, in times of crisis, central bank
communications ought to differ from the strategy followed in normal times.
There is, however, the danger that central banks are going too far and will end
up confusing rather than clarifying what monetary policy can or cannot do.

The dangers of central banks’ basing the conditionality of their policies
on real economic outcomes are present on both theoretical and practical
grounds.” When the Fed made its announcement, it did not specify whether
the threshold of 6.5% for the unemployment rate was driven by a belief, shared
by the members of the FOMC, that it was appropriate to aim for the percentage

52“Policy needs to be contingent on the economy, not the calendar” (Blinder 2013: 373). “Monetary
policy should be contingent on the economic environment and not on the calendar” (Plosser 2014).

»Bullard 2013 provides a good summary of the theoretical objections raised by the Fed’s recent
changes in the forward guidance it provides.
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that characterized the pre-crisis state of the U.S. economy. Indeed, if one be-
lieves that an aging population and the “low-hanging fruit” of productivity-
enhancing technological change are conspiring to produce a future with lower
economic growth,* then it is far from clear that the pre-crisis state of eco-
nomic activity is what we should return to. And if the pre-crisis state is inap-
propriate for the future, then exactly what economic state should we aim for?
Woodford (2012) demonstrates that these kinds of considerations affect both
the credibility of and the net benefits from exiting a state in which monetary
policy does not operate as usual.

Empirically, we know that economies can produce a wide range of un-
employment rates consistent with price stability. Indeed, Staiger, Stock, and
Watson (1997), among others, have shown how imprecise the estimates of a
noninflationary rate of unemployment are over time. Moreover, there is the
risk that any trade-offs between changes in inflation and in unemployment
rates have changed over time, making it unclear precisely what conditional
commitments—of the Fed variety—can actually achieve.

Next, as several authors have pointed out,” there is a long-held tradition
that monetary policy is neutral in the long run—that is, it cannot influence the
level of unemployment or output to be consistent with full-capacity utilization
or full employment. However, promises of the kind the Fed has made, even if
they are conditional and carefully articulated, raise the possibility that the “do
no harm” principle of monetary policy is being violated. Indeed, when cen-
tral banks stray into the territory of making commitments on real economic
variables, no matter how they are conditioned, they risk feeling even greater
political pressure and the consequent loss of autonomy when elected officials
begin to question their chosen thresholds.

Even as the Fed was being criticized for the type of forward guidance it
had adopted, the BoE would not only repeat the mistake the Fed made but
also would eventually have to refine, and eventually retract, forward guidance
altogether. A more limited conditional commitment such as the one the BoC
pioneered in 2009 is not only appropriate, especially when the threat of de-
flation is looming, but also serves to strictly limit what a central bank can
promise and over what period of time. This type of commitment makes clear
that monetary policy can do only so much to help an economy recover. A con-
ditional commitment of the kind made by the Fed raises a host of questions
that may well push monetary policy into perilous territory.”® However well-
intentioned the policy is, as well as a signal that the central bank is adopting a

5 See, for example, Gordon 2012.

% See, for example, Caruana 2013 and Masson 2013.

%% Also, see Filardo and Hofmann 2014 who also highlight the potential risks and limitations of
state-dependent forms of forward guidance.
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“whatever it takes” attitude (which was essential during the height of the GFC
of 2008-9), monetary policy cannot credibly make conditional commitments
about real economic outcomes. In other words, forward guidance embodied
a moment when some central banks revealed overconfidence in their ability
to influence economic outcomes. Naturally, their response would be that the
strategy reflects their determination to meet a stated monetary policy objec-
tive. However, when it is combined with the belief that their UMP will work,
yet careful to repeat that forward guidance is always “data dependent,” this
leaves open the possibility that promises of this kind made by a central bank
can be hollow if the basis of the commitment is not clearly spelled out or is
vulnerable to new information.

One would also be remiss in not heeding the warnings of a strategy to un-
dermine organizations that was articulated during World War II: “[M]ake
speeches. Talk as frequently as possible and at great length. ... Haggle over
precise wordings of communication, minutes, resolutions. . .. Advocate ‘cau-
tion'” (Office of Strategic Services 1944:28). Presumably, the central banks
have no desire to sabotage their own institutions. Nevertheless, excessive reli-
ance on forward guidance, or a stance that is inappropriately designed, helps
erode the central banK’s credibility.

Conclusions

It has been remarked by some that the central banks had a “good crisis”
A second economic depression was averted, and the abandonment of rules-
like and transparent monetary policies, supported by more effective commu-
nication, does not appear to have produced lasting damage. We can praise
the central banks for how they implemented policy in the midst of the crisis,
but this does not free them from criticism about the aftermath of the crisis.”
Going forward, there are more profound and less favorable implications for
the central banks. Chapter 3 discussed the potential negative consequences of
central bank autonomy. I conclude this chapter by highlighting one of these
negative implications. Others, such as inflating the responsibilities govern-
ments burden their central banks with heralds a return to a form of central
banking not seen for decades, are the subject of the next chapter.

Arguably, the years spent convincing the financial markets and the public
that monetary policy ought to be predictable and based on straightfor-
ward principles were wasted when the central banks deemed it necessary to
adopt a new playbook. Yet, in three economies at the center of the economic
storm that began in 2008, the consequence of this move was a seemingly

" Nor, for that matter, from creating conditions conducive to creating a crisis.
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permanent rise in policy uncertainty.®® Figure 4.17 plots the Baker, Bloom,
and Davis (2016) indicator of economic policy uncertainty for the United
States, the United Kingdom, and Europe. Notice the gradual rise in uncer-
tainty beginning in 2007; it reaches a peak well after the central bankers had
congratulated themselves on handling the worst of the global financial crisis.
Even as policy uncertainty began to recede in 2013, levels have remained
higher than at any other time plotted in the figure, except for the tech bubble
and deflation scares of the early 2000s. It is also plain to see that volatility
in the monthly indicators remained high and apparently showed no signs
of declining as 2015 began. Presumably, the success of the central banks
in preventing another crisis, as well as their delaying the start of a return
to more normal monetary conditions, has been one of the contributors—
perhaps even the main explanation—for this rise in economic policy uncer-
tainty. After all, as noted in this chapter and detailed in the next, the central
banks took on more responsibility for economic management after the crisis.
Hence, they bear considerable blame for the greater uncertainty, even if they
take some of the credit for preventing a Great Recession from becoming a
Great Depression.
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FIGURE 4.17 Economic Policy Uncertainty in the G3, 2000-2014

Source: Data are from Baker, Bloom, and Davis 2015.

%8 See Baker, Bloom, and Davis 2016 and chapter 1. There is, needless to say, no unique way of mea-
suring policy uncertainty. After all, uncertainty reflects our ignorance of how the future will unfold.
The notion of economic policy uncertainty relies on data collected from the media, uncertainty in fiscal
matters, and the level of disagreement among forecasters.
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Stated differently, the central banks were able to put out the fire they had
helped stoke, and they compounded what some might term the “institutional
hubris” they had demonstrated both before and after 2008.% Nevertheless, it is
difficult to believe, a decade after the shock of the GFC, that the central banks
have learned all the necessary lessons. Rather than reach for some modesty
and engage their political masters in effectively placing their economies on a
sounder footing, they have become all too enamored with policy innovations
that at best represent only a transition to a “new normal”’®® That “new normal”
continues to be undefined, and the central banks themselves appear incapable
of explaining what it should look like.

» A well-intentioned example of this comes from the BoC’s April 2009 Monetary Policy Report,
in which Mark Carney, then governor, writes: “There is a plan to restore confidence and growth, we
are implementing it, and it will work. The impact of these policies will build over time and will be
significant. ... Citizens must be able to hold policy-makers accountable. Policy-makers must rise to
the occasion” Viewed more than seven years later, Carney’s ambitions have gone largely unfilled. As
Kahneman (2011:212) points out, “declarations of high confidence mainly tell you that an individual has
a coherent story in his mind, not necessarily that the story is true”

0 As several observers (e.g., Cowen 2013; Gordon 2012; and Dotsey 2016) have pointed out, to a
considerable degree the “new normal” will rest on our belief about whether future productivity im-
provements can replicate those that influenced economic outcomes in the past.
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The Over-Burdened Central Bank and
the Shift Away from Autonomy

Overwhelmed and Overreaching?

Even before the GFC erupted in 2008, fiscal policy had retreated as a stabiliza-
tion tool of first resort in an economic slump. To be sure, politicians still relied
on changing taxes and spending to stimulate economic activity, but the notion
that a separate fiscal stimulus program offered a solution to a major economic
problem had faded from view. In several countries, such as Canada, the expe-
rience of the late 1980s and early 1990s led to a sea change in views about the
role and effectiveness of fiscal policy. Instead of being seen as an effective sta-
bilization tool, fiscal policy was thought to be best delivered in a manner that
promised the least disruption as possible to the macroeconomy. The parallel
with the theory and practice of monetary policy—namely, that it was thought
to be neutral in the “long run”—is notable.!

While not all jurisdictions adopted this attitude literally, there was at least
some consensus that a fiscal stimulus might be useful if necessary, but that it
was not necessarily as useful when monetary policy might be able to deliver
low and stable inflation while also supporting satisfactory economic growth
(also see chapter 1). Arguably, one of the least publicized characteristics of
the Great Moderation is the absence of a noticeable or permanent shift in the

!'The negative attitude toward the effectiveness of fiscal policy, at least in some parts of the world,
contributes perhaps to the continuing debate about some earlier experiences with fiscal policy as a tool
to generate economic growth. For example, whether a tighter fiscal policy in the late 1930s plunged
the United States back into a recession is still debated. As far back as Brown 1956, if not even earlier
(Hansen 1941), there have been doubts about the significance of fiscal policy during the years shortly
after the Great Depression. In contrast, monetary explanations for the U.S. recession of the late 1930s
have become more prominent; see, for example, Velde 2009.
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share of government spending (or consumption) as a fraction of economic
activity in the advanced economies.?

Therefore, in 2007, even as the first hints that a serious financial crisis were
looming, the immediate reactions of policymakers did not include resorting
to a major fiscal stimulus. Instead, news stories about disruptions in the fi-
nancial sector focused on how and whether the central banks should respond.
Governments were effectively left using “open mouth” operations to give the
impression that the crisis was under control and that the monetary authorities
would be appropriately responsive to any financial collapse. In other words,
verbal announcements were believed to be sufficiently credible to influence
people’s expectations about the true state of the economy.

As criticism of the central banks began to mount in early 2008, especially
in the United States, and there were comparisons made to another apparently
unsuccessful central bank, namely the BoJ, expectations and responsibilities
were heaped on the monetary authorities to manage the problem.

Remarkably, at the apex of the financial crisis, around April 2009, leaders
of the G20 communicated their determination to reform financial systems,
restore confidence, and usher in plans to revive global economic growth. Not
a word was said about the future role of the central banks, nor indeed was
there even a call for reflection on the role of the monetary authorities in the
years leading up to the financial crisis.> What was highlighted was the unprec-
edented reduction in policy rates, the substantial easing of monetary policy,
and central banks’ determination to maintain easy policies “as long as needed”
while stressing a call for “credible exit strategies from the measures that need
to be taken now.” Ironically, the emphasis on credibility came at a time when
it is very likely that central bank credibility had reached a low ebb (see Bordo
and Siklos 2016a, 2016b).

In any case, the events of 2008 did result in a seemingly coordinated set of
expansionary fiscal and monetary policies that put a floor under the rapid fall
in output around the globe, a point made earlier (see chapter 1). This turn of
events became clearer less than six months later, when the same G20 leaders
met again, in September 2009, this time in Pittsburgh, to announce to the
world that their crisis response strategy had, in their opinion, succeeded.

*1t is difficult to reach a definitive conclusion on the stance of fiscal policy both pre- and post-
crisis. Different data sources clearly reveal that most G20 economies boosted government spending as
a fraction of GDP during the 2007-10 period. Many economies retreated from the stimulus prompted
by the onset of the GFC, but it is far from clear that, other than a one-time drop even before the crisis
unoficially ended in 2009 or 2010, there was a return to pre-GFC levels of spending. Data from the
World Bank, the IME and the OECD used to reach this conclusion are available in the online appendix.

*The leaders’ statement, dated April 2,2009, is available at www.imf.org/external/np/sec/pr/2009/
pdf/g2o_040209.pdf.

*In the United States, at the epicenter of the crisis, the U.S. Congress did its level best to prevent
the Fed from intervening, as Bernanke 2015 reminds us. However, rather than ensure that the Fed
in the future would retain the ability to react with flexibility when the next financial crisis hit, the


http://www.imf.org/external/np/sec/pr/2009/pdf/g20_040209.pdf
http://www.imf.org/external/np/sec/pr/2009/pdf/g20_040209.pdf
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On the institutional front, the financial crisis moved the profile of the G20 to
center stage in political discussions about international economic policymak-
ing, while the Financial Stability Board (FSB) would be designated as the in-
ternational institution best suited to ensure the world’s financial system would
become more resilient in the face of as yet unknown future financial shocks.
Once again, however, there was no mention of an enhanced role for any cen-
tral bank. Nevertheless, the central banks would take on more responsibilities.
Some of these responsibilities would eventually be enshrined in legislation,
while in other cases the banks ended up adopting those roles by default. In
still other cases, the central banks actively sought greater responsibilities in
the area of regulation, supervision, and maintenance of financial system sta-
bility. Indeed, as former Bank of Canada Governor Mark Carney, on the eve
of his departure to the United Kingdom to become governor of the Bank of
England, put it: “Although it has not been the case in Canada where policy has
remained conventional; globally, central banks are being asked to do more,
in more ways, than ever before” (Carney 2013). Canada was, of course, one of
many countries where monetary policy would remain more or less conven-
tional throughout the GFC.

It is instructive that while the GFC produced such a reaction, the critical
details of the new regime—wherein monetary policy would to be carried out
alongside what is now called “macroprudential” policies—were left largely un-
defined and no explicit policy strategy was articulated. Figure 5.1 illustrates the
brave new world that central bankers faced in the aftermath of the GFC. Bar
chart (a) indicates, for a sample of forty-six economies surveyed, that virtually
all central banks were given responsibility for the maintenance of financial
stability, though this responsibility was not always legislated. However, in only
a slight majority of cases—that is, twenty-seven—has there been published a
formal definition of what financial stability means (b).> Matters become still
worse when it is considered whether a definition of financial stability has been
entered into statute; in only four cases has that responsibility been legislated
(c). Perhaps this reflects politicians’ natural tendency to avoid dealing with
issues after the worst has passed and worries over financial stability have sub-
sided. Alternatively, it could be the case that a widely accepted definition is
elusive because, as discussed in chapter 3, financial crises come in different
shapes and forms.

Dodd-Frank financial reforms shackled the central bank by heaping on a complex set of institutional
arrangements that would ensure an inability to react swiftly when needed. As a result, the locus of
accountability falls squarely on Congress. Indeed, history is full of attempts by politicians to limit the
responses of certain institutions when, ideally, they would be called on in a time of crisis; for examples
from central banking, see Siklos 2002. Usually, these attempts stem from politicians’ inability to allo-
cate responsibility for tasks best left to nonpoliticians.

> An appendix to Lombardi and Siklos 2016 provides extracts of the formal definitions used by
several countries. Also, see Allen and Wood 2006.
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FIGURE 5.1 Cross-Country Evidence on the Main Responsibilities of Central Banks
(a) Central Bank Responsibility for Financial Stability

(b) Definition of Financial Stability

(¢) Legislated Definition of Financial System Stability

Note: A 1 indicates that the characteristic at the top of each figure applies to the central bank in question. A 0
means the feature in question is not present. Source: Data are from Lombardi and Siklos 2016.
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To be fair, when the debate about what is meant by price stability was raging
over two decades ago, there was a comparable lack of consensus. In part this
is because countries display well-known biases in their measurements of infla-
tion. In addition, there have been lingering doubts about how much inflation
is necessary to “grease the wheels” or, indeed, to what extent observed inflation
represents a change in relative prices as opposed to a general rise in price level.
Although in advanced economies the debate settled into a grudging accep-
tance that zero percent inflation is too low, while much more than 2% inflation
is too high, the desire to relax restrictions against higher inflation has emerged
from some important quarters.

This solution is seen by some as the easiest and possibly least painful way
out of the current predicament the global economy finds itself in. Nevertheless,
the strategy of using inflation to solve inherently different sets of economic
problems ignores the impact it would have on the central banks. Indeed, at-
tempting to generate considerably higher inflation risks burdens the central
banks even more, especially when it comes time to taming inflation then
deemed excessive; it also risks exacerbating the very distributional elements of
monetary policy that central bankers are keen to avoid.

Wanted: A New Deal for Central Banks?

It took some time for central bankers to ask whether the “contract” between
the bank and its country’s government ought to be rewritten. In the speech by
Mark Carney referred to earlier, the governor also suggested that “the contract
between the central bank and the government was incomplete” Indeed, he
went on to add that the crisis raises “a fundamental question about the ap-
propriate constraints on central banks’ delegated authority” In a government
that places price stability at the center of its mandate, the belief was widely
accepted that the central bank should use its authority in a flexible manner.
However, the governor did not ask about the limits of the central bank’s ac-
countability. Indeed, flexibility post-GFC amounted to keeping interest rates
lower for longer, a strategy adopted by a large number of central banks around
the world.

The difficulty is that, even if it has been known for centuries that central
banks play a natural role in the financial stability sphere,® many banks have
sought to distance themselves from too actively taking on this role. This is
partly because of the possibility of a conflict of interest with the institutions

¢Consider Henry Thornton (1802:188) writing about the role of the Bank of England: “. . . , in future
seasons of alarm, should be disposed to extend its discounts in a greater degree than heretofore, then
the threatened calamity may be averted through the generosity of that institution.” Thornton also well
understood both contagion in finance as well as the problem of moral hazard.
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that may lead to financial instability thanks also to the spread of shadow bank-
ing. Shadow banks sit uncomfortably outside the remit of central bank author-
ity, but also because taking on too many risks poses threats to its balance sheet
particularly, but not exclusively, from the sovereign. Given the challenges, the
standard of accountability is more difficult to define.

Recall that a price stability objective, particularly when expressed in nu-
merical terms, is relatively easily assessed against outcomes.” As argued in ear-
lier chapters, it is precisely this feature, as well as the intensively researched
connection between monetary policy and inflation, that allows for setting a
standard of accountability in monetary policy. Moreover, accountability for
setting clear objectives narrows the ability to share responsibility for any fail-
ure to meet those stated objectives, as well as placing the onus on the monetary
authority to explain itself to the public.

When the central banks take on more responsibilities, the standards by
which those banks are judged become less clear. Since there has been no de-
finitive assessment of responsibility for the conditions that produced the GFC,
one has to ask whether any new relationship between the central banks and
their sovereign governments can be written that incorporates what has been
learned. Otherwise, we may well be left with institutions that succumb to
“mission creep.”® In such an environment, the monetary authorities are able to
become more intrusive, while the goals of monetary policy shift as the politi-
cal authorities absolve themselves of their responsibility for setting goals to be
met. Of course, this comes with a loss of democratic accountability, as more
and more responsibility for aggregate demand management shifts to unelected
officials. The extant historical experience suggests that an expansion of ambi-
tions by an institution will end badly, especially if there is another financial
crisis on a global scale. The central banks will then no longer be able to hide
behind the explanation that they lacked the authority to intervene.’

Arguably, the most famous example of this is the U.S. Federal Reserve’s
effectively ceding control of monetary policy to the U.S. Treasury from 1942
to 1951. As told masterfully by Meltzer (2003), this resulted from a combina-
tion of benign neglect and serial errors in the conduct of monetary policy
beginning late in the 1920s, continuing through the low point of the Great
Depression, and lasting until well into the 1930s. Decades later, in a time of

7Less straightforward, as noted earlier, is whether the inflation metric against which monetary
policy is judged is adequate. (I return to this question in the final chapter.)

8 Also, see Orphanides 2013 who also expresses reservations about the added responsibilities central
banks are faced with post-crisis. One potential implication of mission creep is that of policy inertia
as different and competing objectives lead decision-making committees to favor the status quo over
action. For the case of monetary policy, see, for example, Favoretto and Masciandaro 2016.

? Matters are, in fact, potentially worse if limits are placed on responding to a crisis in one area while
responsibilities are increased in other areas without recognition of the spillover effects across areas of
responsibility.
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renewed crisis, political forces wanting to reverse the scope of the Fed’s au-
thority remain active. These range from the “End the Fed” movement in 2009
led by then Congressman Ron Paul and others, to the current legislative pro-
posals by several senators to limit the Fed’s authority and increase political
oversight of the institution. No doubt these developments were partly spurred
by the Financial Crisis Inquiry Commission (2011), which concluded that the
Federal Reserve neglected its mission “to ensure the safety and soundness of
the nations’ banking and financial system and to protect the credit rights of
consumers.” In other words, the Fed already possessed responsibility for finan-
cial stability, but it was apparently not enough. It is not immediately obvious,
however, that in the face of such a failure, the proper reaction was to burden
the central bank with greater responsibilities.

Other threats come from the conduct of monetary policy, which after all
remains the core function of the central banks. In 2012, the Federal Reserve’s
Monetary Policy Report began to publish its first “dot plot,” so named because
dots are used to show what target for the Fed funds rate members of the FOMC
feel might be appropriate in the future. This device was intended to convey to
financial markets and the public the timing of the U.S. central bank’s policy
rate “liftoft” from the ZLB, where it had remained from the end of 2008 to the
end 2015. Figure 5.2 provides an alternative view of the same information so
as to highlight the fact that, after only three years, the overwhelming majority
of FOMC members significantly pushed back a tightening of U.S. monetary
policy (also, see chapter 3). Indeed, these same members substantially reduced
their view of what the “longer run” normal level of the policy rate would be.
One has to ask what such a delay says about the public’s interpretation of the
role and ability of monetary policy to enable a return to “normal” economic
conditions.

There are both domestic and international elements influencing the forego-
ing developments. Domestically, the central banks risked taking on too many
responsibilities with objectives such as inflation put on hold while new and less
clearly delineated concerns over financial stability remained a work in prog-
ress. At the international level, the central banks were opening themselves up
to accusations that global concerns, not ordinarily falling within the mandate
of a central bank, were taking on an importance hitherto not foreseen. Not
only does this development risk a watering down of accountability, but it also
risks opening up accusations that the central banks are taking on responsibili-
ties that were not adequately debated at the political level.

It seems fairly clear that there exists greater room for policy mistakes when
the environment in which the central bank operates—namely, the search and
maintenance of financial stability—lacks clear objectives and is clouded with
expressions and policies that have different meanings to different audiences.
This element of the debate will become more apparent in the discussion that
follows.
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various issues, Summary of Economic Projections.
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More fundamentally, one is reminded that a large measure of a central bank’s
success is in avoiding a centralization of authority over all matters financial.
There is no better way of ensuring an accountability standard than through
an appropriate division of powers. Since at least James Madison, who wrote in
one of the Federalist Papers (1788:313), that “the accumulation of all powers,
... may justly be pronounced the very definition of tyranny,” the surest protec-
tion against authority’s overreach is to not give too much responsibility to any
one institution. This should include central banks.

It is important to keep in mind that there is a potential distinction between
asking central banks to take on additional responsibilities and the impression
that these same institutions can become overburdened. First, this assumes that
the existing responsibilities of the central banks are in some sense optimal or
ideal; clearly, the appropriate space occupied by a central bank among public
institutions can and has changed over time. Second, there is an assumption
that to ask the central banks to take on more responsibilities is somehow inap-
propriate. It is worth recalling that the Federal Reserve Bank was created to
tame the U.S. financial system’s tendency to experience crises after crises (e.g.,
see Meltzer 2013 and Lowenstein 2015). As a result, the function as the lender
of last resort defines the origins of many central banks (e.g., see Siklos 2002).
The fact that the central banks, post-World War II, evolved into institutions
that maintained control over inflation reflects the improvements in our under-
standing of the link between monetary policy and inflation.

It is today’s expectation that monetary authorities can implement a strategy
capable of preempting future financial crises, as contrasted to their historic
mission of acting as a bulwark against the fallout of financial crises. It is this
expectation that sees the danger in central banks’ becoming overburdened.
Indeed, that expectation is not only bound to disappoint but is also very likely
to produce a backlash against any attempts by central banks to simultaneously
prevent the worst excesses of the financial markets and encourage the credit
growth required to return the economy to something resembling pre-GFC
growth rates. Again, quoting from the U.S. Financial Crisis Inquiry Report,
“the Commission concludes that the Federal Reserve . . . created conditions in
which a housing bubble could develop” (FCIC2011: 4064). The conditions nec-
essary to create the next bubble are far more likely to occur if the institution is
overburdened with responsibilities.

A risk that an institution will become overburdened stems from the pos-
sibility that it is tasked with responsibilities it is not equipped to handle or for
which it is poorly understood. As we have seen, monetary policy helped create
the financial conditions that led to the GFC, but it cannot by itself explain
the whole story. It is a tall order to then expect the central banks to have the
ability to identify financial conditions that might lead to an outright crisis, as
opposed to monitoring the normal cyclical behavior of the real and financial
sectors of the economy. We have had very few instances of crises on the scale
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of the GFC, let alone in a world where the financial markets are increasingly
sophisticated and interconnected.

Whither Central Bank Autonomy?

At first, the GFC triggered alarms among observers of central bank policies. If
imminent inflation was not enough of a threat (e.g., Greenspan 2010, Meltzer
2009b), there was political pressure building to limit the authority of central
banks to intervene in financial markets. In any event, the strong consensus
among policymakers, academics, and public officials about the desirability of
the central bank’s independence that had taken over two decades to form was
now showing signs of disintegrating. Exactly which events or series of events
is to blame is unclear, since the precise origins of the GFC remain in ques-
tion (never mind whether the crisis has ended). As retrospective timelines and
chronologies of the crisis have made clear, the specific event or events that may
have triggered the GFC can be in the eye of the beholder. For example, the St.
Louis Fed’s timeline of the financial crisis' begins in early 2007 with Freddie
Mac’s" decision to withdraw from the market for subprime mortgages. This
would soon be followed by downgrades of certain bonds, problems with Bear
Stearns, and the liquidation of hedge funds even before BNP Paribas came into
the picture. In contrast, the Federal Reserve Bank of New York’s own timeline
of the “market events” and the “policy response” to the financial turmoil does
not begin until late June 2007."* The ECB is even more ambitious in its own
“key dates of the financial crisis,”® which makes no distinction between events
that originated in the United States and those that started in Europe," begins
in December 2005 with a warning on “financial imbalances.”

Just as the “black swan” appeared in the money markets, there was a com-
parable development that led academics and policymakers astray concerning
the sources and significance of central bank autonomy. When Alex Cukierman
(1992) first developed an indicator of central bank autonomy, he understood

1See www.stlouisfed.org/financial-crisis/full-timeline.

'This is the name given to the Federal Home Loan Mortgage Corporation, a quasi-governmental
organization in the United States.

2See www.ny.frb.org/research/global_economy/Crisis_Timeline.pdf . The New York Fed treats
separately the international response, which began in earnest in 2008; see http://newyorkfed.org/re-
search/global_economy/IRCTimelinePublic.pdf. I return to this issue later.

Bwww.ecb.europa.eu/ecb/html/crisis.en.html; accessed April 30, 2015, but the chronology was sub-
sequently removed.

“This is interesting only because, as the crisis was unfolding, European officials were quite vocal
about the fact that this was a “North American crisis,” forgetting that Canada was spared the financial
market turmoil even if the economic spillovers could not be avoided entirely. The message would begin
to change by 2009, when Europe’s own sovereign debt crisis was beginning to stir the world’s financial
markets.


http://www.stlouisfed.org/financial-crisis/full-timeline
http://www.ny.frb.org/research/global_economy/Crisis_Timeline.pdf
http://newyorkfed.org/research/global_economy/IRCTimelinePublic.pdf
http://newyorkfed.org/research/global_economy/IRCTimelinePublic.pdf
http://www.ecb.europa.eu/ecb/html/crisis.en.html;
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that there was a difference between de jure and de facto forms of indepen-
dence. Nevertheless, it seemed relatively easier at the time to devise an index
that placed emphasis primarily on the contents of the legislation governing the
role and functions of the monetary authority. For the time being, the discus-
sion will center on statutory aspects of central bank autonomy. (The evolu-
tion of central bank independence around the world was first addressed in
chapter 1.)

By the time Cukierman’s volume (1992:349) was published, even he claimed
that “a widespread feeling among economists” existed in favor of a link be-
tween central bank autonomy and inflation. To be sure, there were skeptics,
but by the early 2000s, when the advanced economies were well into the Great
Moderation, the topic would attract less attention. Indeed, Woodford’s semi-
nal work Interest and Prices (2003) effectively assumes that central banks need
not be fettered by pressure from political authorities. The built-in inflation
bias that plagued monetary policy, and found its theoretical justification in
Kydland and Prescott’s (1977) time-inconsistency argument, became some-
thing to be aware of, though it was no longer felt to be existential. Of course,
not all central banks were equally autonomous. Nevertheless, by the time of
the GFC, central banks that were as statutorily independent as a Cukierman-
style index would allow could be found in any part of the globe. Figure 5.3 pro-
vides a visual confirmation of these stylized facts; it clearly reveals that average
levels of (statutory) autonomy of central banks from their governments rose
sharply throughout the 1990s. Even the least independent central banks were
better off on the eve of the GFC, at least relative to their status in 1990.

One important problem with measures of the kind pioneered by Cukierman
is that it does little good for a central bank to be autonomous in legal terms
if the society it operates in has a poor record with respect to the rule of law.
As shown in figure 5.4, there are large variations in the respect of the rule
of law, even within the group of advanced economies (a), as defined by the
IME. Matters are even worse for a selection of emerging market economies (b),
many of which contributed to the global rise in central bank independence
apparent in figure 5.3. Even when the data are aggregated, there is considerable
variation in changes to the rule of law. While average levels have risen in the
2000s, there have been reversals, especially since the GFC (not shown).”

What is less frequently discussed, however, would become another argu-
ably more important form of independence—namely, the distance between
the central banks and the financial markets. Blinder (1999) reminded us
of the importance of this potential link over fifteen years ago. Yet, one is
hard pressed to find serious discussion of this form of relationship, whose

> Taylor 2012 also bemoans the fact that economics has not stressed enough the principles of the
rule of law and policy predictability. The latter was considered in greater details in chapter 4.
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independence emerges when the monetary authority is seen as delivering a
policy-rate path that markets expect, as opposed to the central bank’s own
assessment of the future course of yields. The danger, as Blinder warns us,
is that “if the central bank strives too hard to please markets, it is likely to
adopt the markets’ extremely short horizon as its own” (1999:61-62). Beyond
the influence that markets might have on central bank policy-rate levels,
the GFC has created a new avenue along which markets can influence the
monetary authority—namely, their impact on central bank attempts to miti-
gate the prospects of future financial instability. The “taper tantrum” of 2013,
prompted by then Fed Chair Ben Bernanke’s musings about the gradual
ending of the Federal Reserve’s bond-buying program, is one such example.
Nevertheless, market volatility beginning in May 2013 hardly dented the
“fear index,” also known as the VIX, which remained at pre-crisis levels, as
shown in figure 5.5.1°

The upshot is that the concept of central bank independence has become dis-
torted, and the crisis has served to amplify these distortions. Instead of a clearer
recognition that financial markets are just as likely to restrict a central bank’s
maneuverability as would political pressure on that central bank, the focus in
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FIGURE 5.5 The VIX and Monetary Policy Events

Note: the vertical line at 2013 identifies the month when Bernanke announced the “tapering” of Treasury purchases.
The shaded areas represent the NBER recession periods (www.nber.org/cycles.html), the GFC (2008-9), QE2
(2010), and QE3 (2012). Source: FRED, Federal Reserve Bank of St. Louis.

19 The potential difficulties and challenges in relying on an indicator such as the VIX to divine the
relationship between monetary policy and financial stability were considered in chapters 2 and 4.
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the academic literature has almost entirely been on the threat from govern-
ment. There is further irony, in that while there has been considerable activism,
especially in the late 1990s, to reform central bank legislation, the effort nowa-
days is on the margins, with little zeal to reform the central bank’s role, revisit its
mandate, or even debate what autonomy implies in a world of bloated central
bank balance sheets, quasi-fiscal activities, and expanded responsibilities.

Other than for Dincer and Eichengreen (2014), it is frequently forgotten
that one half of Cukierman’s index of central bank independence was devoted
to the impact of limitations on lending primarily, but not exclusively, to gov-
ernment. Similarly, an indicator of the economic independence of central
banks,” owing to Grilli et al. (1991), also stresses the latitude the sovereign has
in relying on the monetary authority to finance deficits."®

One of the consequences of the wave of legislative changes to central bank
autonomy that swept the globe was the addition of severe restrictions on gov-
ernments and the private sector to tap the central bank for financial support. It
comes as no surprise, then, that criticisms are leveled at central banks when the
wall that separates the institution and the rest of the financial system is seen as
being breached. But this wall was never intended to prevent all attempts at cen-
tral bank financing. The Great Moderation simply exaggerated the confidence
policymakers had in not needing government or private-sector support from the
monetary authorities. It is no wonder, then, that central banks are seen as over-
burdened, as their inflated balance sheets (also see chapter 1) give the mistaken
impression they are performing tasks for which they were not designed. The flaw
here is not in the level of burden imposed on the central banks. Instead, the prob-
lem is a failure to build in the correct contingencies for defining the relationships
between the central bank, the government, and the rest of the financial system.

Ambiguity Makes a Comeback

Central banks have made great strides in transparency over the past two de-
cades. In particular, monetary authorities in the industrialized world have
placed greater emphasis on what is now commonly referred to as forward
guidance and showing how future monetary policy decisions are likely to be
conditioned by the economic outlook (also see chapter 4). Whereas greater
transparency sheds more light on why a central bank acts the way it does, for-
ward guidance is an explicit attempt to influence market and public inflation

7 As opposed to the political independence that underscores Bade and Parkin’s (1982) original
index of central bank independence (also see Alesina and Summers 1993).

8 Freytag 2001 correctly points out that central bank autonomy also consists of external commit-
ments (e.g., the exchange rate regime). He is not the first one to emphasize this point. See, for example,
Siklos 1994 and references therein.
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expectations by providing insights into the possible future direction of mon-
etary policy.

Since the future is unknown, and with central bank policy rates in several
economies currently near or at the effective lower bound, there is a premium
on how central banks communicate their actions. Jaime Caruana, general
manager of the BIS, expressed this view while being careful to add an im-
portant cautionary note: “At the current juncture, there is also a premium on
central bank communication. Central banks need to clearly communicate the
limits of monetary policy” (Caruana 2013). The statement not only reflects an
environment in which there are growing concerns about the implications of
historically low interest rates for an extended period of time; in addition, it
meets the added burden of providing guidance with clarity. For central banks
that are worried about a potential loss of credibility, this guidance cannot be
accomplished unless communication is somewhat ambiguous.

While the role and potential benefits of forward guidance are not questioned,
is it possible that central banks are taking it too far? If so, there is the potential
for the central banks to hint at steps they are unable to carry out or to engage in
interventions that are outside their remit, with the consequence that monetary
authorities end up taking on burdens beyond their normal role. Worse still, in
the event of a major failure to achieve stated objectives, all the progress made by
the central banks and the governments pre-crisis to define the limits of their au-
thority and set standards of performance can be quickly wiped out legislatively.

Originally, the promise of forward guidance was that it would be seen as a
natural extension of autonomous central banks” wanting to be more transparent
and, by implication, more accountable. In addition, there was the thorny problem
of communicating flexibility as a counterweight to the potential of a knee-jerk
reaction to perceived excessively loose or tight monetary policies, as interpreted
from the application of policy rules (see chapter 4).

Of course, even as some central banks have become more explicit about the
future course of the economy—that is, the likely evolution of interest rates, infla-
tion, and real economic activity—they have always been careful to underscore
the point that as facts change, so would the outlook for key macroeconomic ag-
gregates. The mantra of the typical central bank, as we have seen, is transparency,
which is also understood to mean an attempt at clarity. Clarity, however, does not
entail a commitment to promises made today, regardless of the consequences, or
to ignoring new information that might call for a different stance of monetary
policy. Instead, any forward guidance is understood to be conditional. Much has
been made, of course, of Alan Greenspan’s remark, “If I've made myself too clear,
you must have misunderstood me”;" but this may have been as much about not

¥ The precise source of the quote is unclear, as some claim it was made before a business audience
and others before Congress; the latter is more likely. See Eijffinger, Hoeberichts, and Schaling 2000.
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wanting to be tying his, or the FOMC'’s, hands as it was of giving the appearance
of the Delphic Oracle, who is seen, ex post, to be fallible.

Nevertheless, it is the case that central banks have greatly increased and
enhanced their efforts at providing guidance. Policymakers would also come
to refer to forward guidance as a policy designed to influence the markets’
expectations when economic recovery seemed to stall but conditions were not
in place to allow a rise in central bank policy rates.

However, at this point, forward guidance can easily lose the appearance
of being informative about possible future changes in the policy stance and
instead of becoming a device that reveals to the public how incapable a central
bank is of relying on monetary policy to increase economic growth (or reduce
unemployment) or individually to prevent the emergence of financial insta-
bility. This is especially true of forward-guidance policies that stipulate some
threshold to be crossed before any action is taken. Pushing back or changing
the threshold is no longer guidance that can be seen as helpful in influencing
expectations; rather, it becomes a sign of a central bank’s failure to meet an
objective it has set on its own, without a proper airing of views to the contrary.
Hence, forward guidance can be seen as a central bank’s overburdening itself
with false promises or actions that are put off because data-dependent deci-
sions require it.

The Curious Case of Japan

Observers of central bank policies naturally tend to think of the much pub-
licized forward guidance offered in the United States, beginning in 2013, as
representative of this forward-looking policy strategy. Yet, it is arguably Japan
where the notion of forward guidance originated in the late 1990s and where,
after others adopted it in various alternatives, was revived when Haruhiko
Kuroda became governor of the BoJ in 2013.

The BoJ’s policy rate hit the ZLB in early 1999. Around the same time, Japan
began to experience sustained periods of mild deflation. Fears of a deflation-
ary spiral, however, were always overblown—rates of deflation rarely exceeded
2%. Also exaggerated was the magnitude of the economic “slump” Japan was
supposedly in.** Why, then, worry about deflation? Part of the concern is that
deflation is synonymous with poor economic performance and generates
the wrong incentives to invest and purchase durable goods. The story goes

»See, for example, Fingleton 2012. The negative views about Japan were no doubt prompted by
Krugman’s 1998 views about Japanese monetary policy. In revisiting the subject (Krugman 2015b), he
found that many of his comments still held and suggested that a higher inflation target would help,
as would more aggressive demand management. Krugman, however, failed to consider that if previ-
ous attempts, also labeled “aggressive,” failed, then why should the public believe another try will be
successful?
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something as follows: companies and households are likely to postpone some
forms of spending if they believe that prices will be lower in future.

Figure 5.6 shows the contrast between price level behavior in Japan (a) and
Canada (b). Whereas prices in Canada have been rising remarkably close to
the Bank of Canada’s inflation target of 2%, the Bank of Japan’s record comes
closest to a 0% inflation target. Yet, Japan’s inflation record is nowhere near as
dire as some seem to think, and there is little evidence of deflation spiraling
out of control. Equally important is that Japan’s population is aging and econo-
mists are still grappling with the effects of demographic changes on consump-
tion, investment, and economic growth.

Although ambitious, and far from being implemented as this is written,
what is apparent is the pressure applied to the Bo] to raise its inflation objec-
tive to 2% (from a 1% goal). The minutes of the January 2013 meeting of BoJ’s
policymaking committee reflect that: “most members expressed the view that
it was desirable to designate the specific numerical expression for price stabil-
ity as 2% in terms of the year-on-year rate of change in the CPI” The decision
by the Bo] to acquiesce to those setting the newly installed prime minister’s
economic strategy naturally made news around the world, and more than a
few observers wrote approvingly of the change.” Nevertheless, before reaching
the conclusion that a mere declaration of a higher inflation target is enough,
there are several reasons to question such an action, especially if other ele-
ments of “Abenomics” are not put into place.?

First, the decision by the Bo]J to raise the inflation target was made quite
reluctantly; it is unclear from the minutes of the BoJ’s January 2013 meeting
whether the board was enthusiastic about the change. Consider some addi-
tional comments in the minutes: “The Bank of Japan Act stipulated that the
Bank should conduct monetary policy based on the principle that monetary
policy was aimed at ‘achieving price stability, thereby contributing to the
sound development of the national economy. According to the Bank’s Opinion
Survey on the General Public’s Views and Behavior, approximately 80% of the
respondents—irrespective of sex or age—consistently viewed a price rise as
‘rather unfavorable!” The gist of this statement is that inflation for its own
sake is not desirable and the public does not appear to equate it with better
economic performance.

Second, the BoJ’s decision to raise the inflation objective came after many
months of political pressure and its concerns about the loss of autonomy. As

' See, for example, Pilling 2013 for an initial overview of the “three arrows” strategy. A year later the
reviews were less than glowing. The easy part apparently was quickly enacted; see, for example, Davies
2013 and Soble 2013. More than three years later, there is little evidence that the promised inflation is
being delivered.

2This is the “three arrows” policy introduced by the prime minister when he returned to office
in 2013.
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I pointed out earlier, economists view the autonomy of the central bank to
mean an unfettered ability to carry out day-to-day policy, absent political pres-
sure. Independence does not mean that the government should not change—
say, through legislative actions—the principal objectives of the central bank,
such as setting an inflation target. And, it certainly does not mean that the
central bank is expected to bear the entire burden of attaining a particular
inflation rate. For these reasons, economists prefer that the objective of mon-
etary policy be set jointly with the government, as is the custom, for example,
in several other inflation-targeting economies. Instead, in Japan, the govern-
ment appeared to communicate with the central bank via public opinion in
lieu of having a substantive discussion with the BoJ about setting a new course
for monetary policy. This strategy becomes even more difficult to understand
when, unlike many other central banks in the rest of the advanced economies,
government representatives in Japan attend the BoJ’s policy meeting (i.e., indi-
viduals from the Ministry of Finance and the Cabinet Office).

It is difficult to see how this kind of behavior, even if politically desirable,
accomplishes the task of changing expectations about the ability of monetary
policy to help Japan escape deflation. Indeed, it is telling that the minutes of
the BoJ Board’s January 2013 meeting explicitly warn elected policymakers
that “Many members—referring to the fact that the government had shown
its intention to aggressively pursue steps for strengthening the competitive-
ness and growth potential of Japan’s economy—expressed the opinion that,
as such steps made progress, the actual rate of inflation would be expected
to rise and, accordingly, the inflation rate at which the general public per-
ceived price stability would be likely to rise as well” Stated differently, the
BoJ’s board was arguing that inflation would rise after structural reforms
have had a chance to impact the economy. Hence, it is easy enough to see
why the mere declaration of a 2% (or higher) inflation objective ended up in
early 2016 as sounding like empty words. Declarations such as these result in
sounding like certain forms of forward guidance, and like other forms that
failed, it is difficult to see how this kind of policy can prevent loss of central
bank credibility.

The mere announcement of an inflation target is, however, insufficient. It is
worth remembering that IT came into being for at least two reasons: the fail-
ure of alternative monetary policy strategies, such as exchange rate or money
supply targeting; and perhaps more important, inflation previously was too
high and the only way to convince the public that the central bank could de-
liver low and stable inflation was through a joint commitment with govern-
ment to deliver lower inflation. The circumstances in Japan, however, are dif-
ferent. There, the goal is to raise inflation, which IT was arguably not designed
to do. Whereas generating lower inflation through tight monetary policy is
easy enough—albeit potentially economically costly—there is relatively less
room to deliver an easier monetary policy once interest rates have reached the
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ELB and vast amounts of various private and public assets are booked on the
central bank’s balance sheets.

Is Overwhelming Force the Answer?

The experience of Japan since 2013 is, sadly, not the first time the Bank of Japan
has undertaken interventions of the kind now called unconventional mon-
etary policy, or UMP. It is worth briefly reviewing the Japanese experience
since 1999 as a cautionary tale, not because of the inability of UMP to have
some economic impact but, rather, because of the added burden taken on by
monetary policy when a broader set of economic problems need to be tackled.

In April 1999, the BoJ committed to maintaining a zero interest rate policy
(ZIRP) “until deflationary concerns are dispelled” (Baba et al. 2005). After a
period of economic improvement, ZIRP was lifted in August 2000; however,
the 2001 recession led the BoJ to reinstate ZIRP in March 2001 and to adopt a
quantitative easing (QE) program. After another period of improvement, the
BoJ ended its QE program in March 2006 and began to downsize its balance
sheet;* however, the 2008 recession forced the BoJ to expand its balance sheet,
leading to a comprehensive monetary easing in October 2010.

Often, researchers employ an event study to capture the effects of monetary
policy announcements and asset purchases in the financial markets. For ex-
ample, Kuttner and Posen (2004) analyzed the behavior of long-term Japanese
government bond (JGB) rates before and after a major policy announcement.?
They conclude that there is no evidence various quantitative measures and
expansions of eligible assets for open-market operations had an impact on
long-term bond rates. Whether the policy announcements were poorly com-
municated or the markets felt that the BoJ would be tempted to prematurely
withdraw loose monetary policies is unclear. Nevertheless, the evolution of
inflation in Japan (see chapter 1) reveals frequent reversals around the time
various QE measures were ceased. No doubt the track record of the BoJ (and
the Finance Ministry) in the aftermath of burst housing bubble in the 1990s
and the failure to properly address the weak banking system, likely also made
observers’ question the efficacy of monetary policy.

Bernanke, Reinhart, and Sack (2004) also conducted an event study to ana-
lyze the effectiveness of BoJ policy announcements in influencing short- to

# Koo (2015:103) suggests that the BoJ was “forced” to tighten “sooner than it would normally do
because of QE” Exactly how the BoJ was strong-armed is not clear. A reference is made to foreigners’
holding Japanese stocks and wanting to see more leverage; however, it simply appears that the exit from
UMP was premature. Of course, as in many other instances, hindsight is 100% perfect.

*They analyze changes in long-term JGB rates during periods where short-term interest rates were
stable in order to capture the influence of changes in expectations on interest rates.
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long-term interest rates, as well as asset prices from 1998 (when the BoJ gained
independence) to 2004. They defined four factors as candidates that affect in-
terest rate changes after BoJ policy announcements: (1) the unexpected com-
ponent of an announcement; (2) changes in the year-ahead euroyen futures
rates; (3) changes in the five-year JGB coupon yields; and (4) changes in the
Nikkei 500 stock index.” Their findings suggest that announcements by the
BoJ influence interest rates by being unexpected and through innovation to
long-term policy expectations; however, the BoJ’s ability to influence year-
ahead policy expectations is weak relative to a similar analysis using U.S. data.

To establish whether any type of surprise announcement has a stronger
influence on interest rates, the authors examined the responsiveness of BoJ
announcements to monetary policy decisions and macroeconomic surprises
on each of the four candidate factors.?® Surprise announcements regarding
the path of interest rates affect the first factor (current rates), but surprise an-
nouncements have no effect on the second factor (one-year-ahead rates). In
addition, surprise easing announcements regarding the path of interest rates
(i.e., ZIRP) actually increase long-term rates, likely because of an increase in
future inflation expectations, while surprise easing announcements concern-
ing JGB purchases decrease long-term rates. Finally, all types of surprise an-
nouncements (interest-rate path, JGB purchases, and current account-balance
targets) had a positive influence on asset prices. It should be noted that while
the results suggest that BoJ had little ability to influence one-year-ahead inter-
est rates, the analysis was based on a small sample size.”

Lam (2011) used data from December 2008 to August 2011 to capture the
effects of the comprehensive monetary easing (CME) program introduced in
October 2010. Announcements were found to have had a positive impact on
JGB rates, corporate bond yields and issuance, stock prices, and consumer and
business confidence. Moreover, expansion and exit announcements had little
impact, while the introduction of new measures had the largest impact on
these markets. Importantly, announcements and asset purchases did not have
an impact on inflation expectations or exchange rates.

Yamaoka and Syed (2010) provide an account of the effectiveness of BoJ’s
exit from monetary easing in 2006. They suggest that by purchasing short-
term assets, placing a cap on JGB holdings, and limiting the purchase of pri-
vate assets, as well as including termination clauses, the BoJ was able to carry
out a “natural” downsizing of its balance sheet. These actions were success-
ful at avoiding inflation, an economic slump, and instability in the financial

»'The authors were, of course, careful to remove elements in each factor that are likely to be related
to each other.

% Surprise announcements were determined based on media response to the announcement.

“The sample included nineteen announcements, ten of which were categorized as surprise
announcements.
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markets. Yet, it would be difficult to find many who see the ending of QE as a
success; otherwise, there would have been no need for unleashing the massive
policy easing begun in 2013.

Ultimately, most of the literature concludes that ZIRP and QE were suc-
cessful at changing expectations regarding future short-term interest rates and
thereby also medium- and long-term rates. Moreover, there is evidence that
QE provided liquidity where it was needed through credit channels, and there
is evidence that QE had a positive impact on the equity markets. Nevertheless,
there is little empirical evidence that either ZIRP or QE had an influence on
expected inflation rates and there is little evidence of an effect on exchange
rates. Does Japan, then, serve as a cautionary tale for other advanced econo-
mies that rely so heavily on monetary policy to restore pre-crisis economic
growth levels? Is perseverance in executing forward guidance, combined per-
haps with active forms of intervention in financial markets, essential? If so, is
it a matter of doing whatever it takes, as well as not reversing course prema-
turely? A retrospective on the Japanese experience suggests that half-hearted
attempts to intervene will simply not do. Forward guidance, Japanese style,
was not blunt enough to have more than a temporary effect. Moreover, the
accompanying interventions were on a sufficiently small scale to ensure that
financial markets would not believe that, with the BoJ’s help, a new regime,
let alone a new era, had begun. Perhaps what is necessary, beyond an timely
reversal, is the application of “overwhelming force,” as former U.S. Treasury
Secretary Geithner put it (Geithner 2014).

The lesson learned from Japan’s experience is that a central bank can easily
become overburdened, not because of taking on additional tasks (e.g., UMP,
responsibility for maintaining financial system stability) but because the
added responsibilities are inadequately supported by fiscal, structural, or insti-
tutional responses,” in addition to the central bank’s own ambivalence about
how committed it should be to a particular policy strategy and for how long.

Is Japan Special?

Much has been written about Japan and its apparent failure to exit from the
ZLB and its mild bouts of deflation for over a decade. By the time the GFC
ended, many other advanced economies were well under way toward repeat-
ing at least parts of the Japanese experience. Naturally, once QE policies were
tried, the central banks continued to experiment on the interest-rate front by
driving them below zero, as discussed in chapter 4.

#Koo (2015:168) would not likely disagree with this prescription, although the motivation for his
study differs from mine. However, I do sympathize with his remark that “the term structural reforms
[italics in original] has been used to mean a depressingly wide range of things over the years”
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Presumably, if Japan’s experience gave any indications of the likely success
of such steps, then fewer central banks might have followed the Japanese route.
Arguably, however, circumstances were different elsewhere, and the monetary
authorities—notably in the United States, the United Kingdom, Switzerland,
and Japan, to give some prototype examples—could make the claim that they
were both more aggressive and more talkative about their attempts to steer
interest rates lower along the entire term structure.

It is, therefore, not surprising that research has been undertaken to investi-
gate how sensitive yields are to various sources of news, good or bad, as inves-
tors recalculate the effective return on their investments conditional on actions
taken by central banks, as well as changes in the economic outlook (to name
just two sources of news investors might respond to). But when the central
bank’s policy rate is at zero or the effective lower bound, and this is combined
with forward guidance that, if credible, leads investors to believe the monetary
authority will seek to keep yields low for a longer period, it is reasonable to
think that yields will be less “data dependent” (e.g., Feroli et al. 2016). Hence,
the sensitivity of interest rates to news will be dampened, as investors become
convinced that policymakers will do whatever it takes to maintain an ultra-
easy monetary policy stance.?”

What if we assume it is possible to estimate the sensitivity of yield changes
to news, and we define this sensitivity in such a way that a response to yields
of 1is deemed “normal”? Of course, we need to define this response to some
benchmark established when yields were in fact normal and markets did not
concern themselves with central bank interventions or the ZLB. It is natural to
assume that the pre-crisis era—that is, pre-2007— can serve as the example of
what is “normal”*® On this basis, if the measured sensitivity of yields to vari-
ous sources of news is below 1, there is less data dependence so that the ZLB is
indeed a constraint on monetary policy.

Figure 5.7 shows a set of estimates of yield sensitivity to news announce-
ments for the United States, the United Kingdom, Canada, and Switzerland.
Additionally, the upper and lower bounds for these estimates—that is, the
confidence intervals—are also shown. Of the four economies shown, only
Switzerland introduced negative interest rates in late 2014. Canada’s policy
rate reached the ZLB briefly for less than a year in 2009, before the BoC
removed the conditionality of its forward guidance and raised the policy

»There are multiple sources of news, such as the release of some data (e.g., inflation, unemploy-
ment, trade figures, wages, etc.), including central bank announcements of policy interventions (e.g.,
QE) or the content of central bank statements (i.e., policy rate statements). Since markets presumably
form expectations from all of these releases, the differences between outturns and expectations, or a
change in the tone or content of central bank statements, are sources of news that will impact bond
yields.

*This is the approach taken by Swanson and Williams (2014a, 2014b) and Lombardi, Siklos, and
St. Amand 2017 forthcoming.
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rate. The BoE’s policy rate remains at the ZLB as this is written, and while
the Fed began to lift the Fed funds rate at the end of 2015, it stood at ZLB
throughout the period shown in the figure. The role of news on yield
changes is examined for the case of government bonds that mature in two
years only.”

Beginning with the United States, we observe a noticeable decline in sensi-
tivity of two-year yields to news, and this is a reflection of the lower-for-longer
policy of the Fed, combined with the decline in both the speed of liftoff from
the ZLB and the pushing back of the level of the Fed funds rate that would be
consistent with a return to “normal” financial conditions.*

The United Kingdom’s experience parallels the U.S. case, even if the nature
and precise details of forward guidance and QE measures practiced by the
BoE differed considerably from ones implemented by the Fed. Even the BoC,
in spite of the calendar-based attempt at forward guidance with no QE, is not
immune to a loss of responsiveness to news. Finally, the case of Switzerland,
where the SNB did not practice the forward guidance strategy adopted by the
other three central banks shown in the figure, also sees a reduction in yield
sensitivity to incoming news. The brief but sharp rise in data dependence, in
December 2014 to February 2015, reflects the breach of the ZLB into negative
territory, combined with the surprise abandonment of the ceiling on the Swiss
Franc (also see chapter 1).

Taken together, the results, at least for short-term yields, suggests that
the ZLB does constrain yield sensitivity to news. However, if history is any
guide, escape from the zero or effective lower bound—if it brings about more
“normal” responsiveness of interest rate movements to economic news, in-
cluding announcements and statements by central bank officials—increases
the burden on monetary authorities to manage the return to higher yields, but
also the possibility that the path will be a more volatile one.®

*'The results are drawn from Lombardi, Siklos, and St. Amand 2017 forthcoming. They consider
not only more economies and the impact of news on longer-term bond yields but also the sensitivity of
estimates to different ways of measuring news effects.

2 Williams 2016 updates some of the estimates from Swanson and Williams (2014a, 2014b), and these
show greater sensitivity to news announcements at the 2-year term to maturity, though when combined
with the confidence interval estimates, the differences do not appear to be statistically different. The dif-
ferences have to do with the fact that the estimates shown in the figure also condition the interest rate
response to the content of Fed announcements. See Lombardi, Siklos, and St. Amand 2017 forthcoming.

¥ Some have pointed out that an earlier episode, when bond prices became very volatile (the bond
market crash of 1994) is instructive. Based on the results of Borio and McCauley 1994 one might con-
clude otherwise, as neither fiscal nor monetary policy was found to be to blame for that event. Crockett
2001, however, argues that unstable financial markets need not emerge exogenously, but their appear-
ance contains an important endogenous element, and this presumably includes how monetary policy
is conducted. Finally, it is important to remember that there was no forward guidance of the kind we
observed in the 1990s, and the ZLB was not really contemplated as likely—certainly not as an event
that would persist for years.
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Vanishing Faith in Central Banks?

In chapter 1, it was pointed out that the principal remit of central banks is a
focus on price stability. Hence, a natural expression of the trust and credibility
invested in the monetary authority is how well it is able to match its expecta-
tions of inflation with actual outcomes. On this score, central banks in general
have not always fared well. If the burden on the central banks is increased,
then it is reasonable to presume that conventional indicators are inappropri-
ate. While theoretical considerations guide us in associating credibility with a
central banKk’s ability to meet an inflation objective, there is less help when the
remit of central banks is broader.**

Figure 5.8 is an attempt to construct such an indicator based on seven
variables that can conceivably be linked to the credibility of and trust in the
monetary authority. The variables are, in addition to how far away observed
inflation is from the target, forecast errors in real GDP growth, the spread
between long-term and short-term interest rates on government financial in-
strument (i.e., bonds, Treasury bills),” the VIX, the size of the central bank’s
balance sheet in relation to GDP, credit growth,* and the degree of optimism
expressed in central bank press releases over time.

All these variables have, in one way or another, been mentioned in this con-
text in earlier chapters.”” In most cases, the contribution of each component
is of the expected sign. This means, for example, that faith in the central bank
declines when it misses the target, or when its balance sheet rises relative to the
size of the overall economy, or when the long-short spread falls.

What is striking about the results shown in figure 5.8 is not so much the
finding that all central banks took a sizable hit to their reputations during the
GFC, as the shaded areas make clear; we would expect as much if only because

3 Parts of this section are inspired by research I have conducted jointly with Michael Bordo over
the past few years (Bordo and Siklos 2017, 2016a, 2016b). In that research, central bank credibility was
largely explained as a function of deviations between expected or forecasted inflation and observed
inflation.

* As Blinder 2013:237-38, points out, “aficionados used spreads as a handy market measure of the
severity of the crisis” Presumably, a crisis serves to cut the reputation of many institutions, central
banks included.

¢ From Cooper 2008:87, “Financial stability requires limiting credit expansion while demand man-
agement requires maintaining credit expansion—the two roles do not sit well together, especially if the
central bank is of a mindset to prevent any and all credit contractions” Clearly, when a central bank
acts, this could be seen as a means to enhance the trust that the public has in its ability to manage
monetary policy. Unfortunately, it is equally true that if too little is done too late, then the central bank’s
reputation will be hurt. That’s all the more reason to treat the measure depicted in Figure 5.7 as illustra-
tive and tentative; considerably more theoretical and empirical progress are needed to come up with a
more sophisticated indicator of credibility and trust in the monetary authority.

'The online appendix provides the technical details about how these variables are (linearly) com-
bined to create an indicator.
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of the behavior of most of the variables that make up the indicator during the
GFC. More important, it is that more than five years after the GFC, the cen-
tral banks have not come close to recovering their reputation. Other than the
Fed, which after some fits and starts has come near to reaching its pre-crisis
reputation, and saw a decline in its reputation during the GFC even larger in
reputation than when the dot.com bubble burst of the early 2000s, the other
cases shown show a very slow recovery, if at all. Indeed, the reputation of the
Bo] shows a continuing significant decline. It is likely that this is partly driven
by the extraordinary increase in its balance sheet. Clearly, it is reasonable to
ask whether an increase in a central bank’s balance sheet is seen as unambigu-
ously contributing to a loss of trust. Yet, it is the central banks themselves, not
just the outside analysts, who insist that the “new normal” cannot consist of
balance sheets much inflated relative to levels reached pre-2008. If this is no
longer the case, then the central banks’ optimism in this regard is misplaced
and will need to change, a topic to be taken up in the final chapter.

Conclusions

The chapter began by noting that doubts about the effectiveness of fiscal
policy, combined with the perceived political costs of relying on debt to escape
an economic slump, even when nominal interest rates are at historic lows, left
the impression that central banks could fill the breach made by a noncommit-
tal fiscal partner. Hence, it is an exaggeration to suggest that the behavior of
governments through the years did not contribute to some extent to the loss of
credibility experienced by several central banks. The environment that favors
cooperation among central bankers is only very superficially felt by their re-
spective governments, as earlier chapters have demonstrated.®® This is another
form of the overburdening of central banks that has received little attention.

It is no exaggeration to suggest that the years since 2007 have been anything
but extraordinary in central banking. In much of the world, but especially in
the advanced economies, the range of responsibilities held by many mone-
tary authorities has expanded. Central bankers, to borrow from Irwins 2013
journalistic account of the three central bankers at the center of the GFC—
Trichet of the ECB, Bernanke of the Fed, and King from the BoE—succeeded
in extending their alchemy, even if as “weary and frustrated modern-day al-
chemists” they knew that monetary policy could not operate as it had in the
past. In particular, “neutral” forms of policymaking became a relic of the past

*¥Bordo and Schenk 2016 conclude, in a historical survey of central bank cooperation over the
past few decades, that rules matter not only in explaining central bank credibility but also in fostering
necessary cooperation among central bankers.
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and were no longer defensible, however unpopular the resulting actions were
politically.

These changes took place in spite of the fact that many believe a significant
portion of the blame for the GFC rests with the central banks. Equally a prob-
lem is that, just as several institutions were accused of failing to properly su-
pervise the financial sector, or to recognize the growing threats from shadow
banking, the legislation governing the central banks artificially relegated to a
bygone era the conditions under which those central banks can provide indi-
rect support to the real economy. As a result, the important central banks sys-
tematically improvised and large discarded their carefully constructed rules-
like behavior.

Whereas central banks were quite vocal prior to 2007 about the limits
of monetary policy and the desirability of narrowing the scope of their
responsibilities—encapsulated in inflation objectives defined with varying
degrees of precision—post-crisis we now find these same institutions carry-
ing out financial stability objectives they sometimes had been mandated to
achieve even if they lacked the instruments to do so. Yet, the survey of central
banks described earlier (see, for example, chapter 1), conducted almost five
years after the height of the financial crisis, suggests that their thinking about
monetary policy has changed little.

The absence of a clear understanding of what financial stability objectives
ought to be, and even less clarity about how this goal can be shared or man-
aged on a global scale, is problematic. It is troubling that politicians have
largely failed, albeit with some notable exceptions, to keep up with the need to
properly legislate the brave new world we find ourselves in. We are left with the
very ambiguity that academics and policymakers used to decry. The paradox
in this erosion of accountability and the return of ambiguity is not lost on a
generation of scholars who have strived to convince policymakers that under-
standing the limited scope of monetary policy, combined with projections of
forward-looking thinking, contributed to the environment that produced The
Great Moderation. Instead, politicians have heaped more and more respon-
sibilities on a single institution that has yet to convince the public this is best
practice for going forward.

There is some irony in this development. After all, central banks such as
the Fed were created to deal with problems of financial instability.* As central
banks, governments, and the public viewed inflation control as a more serious
challenge, especially after the late 1960s, the mandate of many central banks
shifted toward an inflation target, occasionally stated in numerical terms and
otherwise as the implicit goal of monetary policy. Now, financial stability is
seen as an additional goal. Hence, central banks are being asked to do what

¥ A point also made, for example, by Reinhart and Rogoff 2012 about the Fed’s creation.
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they were always expected to do, and they should not, perhaps, be seen as
overburdened.

Although price stability was indeed an objective, this was often couched
as operating in tandem with a desire to tame the business cycle or to sup-
port government policies.”” Now, when the expectation of inflation control
remaining essential, as is the maintenance of financial stability, the question
of whether the monetary authorities can indeed be overburdened is a valid
one. After all, we know that the two objectives need not operate in parallel
at all times; there will sometimes be conflicts between the two objectives and
we lose the simplicity of viewing monetary policy through the operation of a
single instrument. As a consequence, central banks will be required to place
one goal ahead of the other. To pretend otherwise is to place expectations on
the central banks that are too great to meet. Hence, the potential exists for the
monetary authority to be overburdened.

To be sure, when it comes to the proper design of institutions, the same
model is not suitable for all countries and at all times. Nevertheless, in econ-
omies where there is an important global element influencing behavior, the
risks of asking too much from one institution and thereby endowing it with
excessive authority, are real.

0 A possible exception is the Bundesbank. See Siklos 2002.
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Disquiet on All Fronts?

Sources of Disquiet

The title of this chapter suggests the possibility that there is widespread
anxiety nowadays about central banks and their performance. Earlier chap-
ters explained the sources of such concern for the direction taken by several
central banks.

After the crisis events that began unfolding in 2007, the economic and fi-
nancial landscape changed rather dramatically worldwide. Add the concerns
of unsatisfactory economic growth globally, whether of the secular stagnation
variety or not, and there are many reasons to feel unhappy about the cur-
rent state of economic policies. Indeed, more generally, there are additional
sources of disquiet. Not in any particular order of importance, we can point
to the following: the shift from a fear of too high inflation rates to a fear of too
low, concerns about whether financial instability can be contained, worries
over the concentration of responsibilities vested in the central banks and a
concurrent potential loss of democratic accountability, and fears of the next
crisis to come.

Central banks did a fine job of convincing politicians and the public that
price stability, however it is defined, requires that the central bank be suffi-
ciently autonomous to meet such an objective with minimum political pres-
sure. This territory has been covered far and wide by academics and nonaca-
demics alike. What is less appreciated is that the central banks, thanks in large
part to their convincing theoretical and empirical work, were able to secure
their influence by demonstrating the feasibility of price stability. If financial
stability, which few doubt is desirable, irrespective of one’s preferred defini-
tion, is also a natural responsibility of the central banks, then the same ques-
tion needs to be asked: Is financial stability feasible as well? Even if the answer
is in the affirmative, this chapter demonstrates that the tactics and actions
taken by the central banks and other authorities in this direction leave a lot
to be desired.
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Elsewhere in this book I have discussed the changing global macroeco-
nomic landscape. As this is written, even the large emerging market econo-
mies (e.g., China and Brazil) are slowing or have slowed considerably while
the debate rages on: Is a return to pre-crisis growth rates even possible in the
advanced economies? Similarly, the central banks that led the way in reduc-
ing the high inflation rates of the 1970s and early 1980s, whether through nu-
merical inflation objectives or a less explicit commitment, found themselves
then fighting inflation rates that seemed uncomfortably close to the bottom
range of their objectives, if not outright deflation. This situation appears to
have turned on its head the age-old concern that inflation rates tend to be
too high. In any event, these problems lie squarely within the technical realm
of monetary policy, although, unsurprisingly, there are political overtones to
these challenges faced by the central banks.

The last decade has raised the profile of an idea that many economists
believed was complementary to best practices in monetary policy—namely,
that low and stable inflation is necessarily associated with financial stabil-
ity. Actually, two matters emerge from the presumed connection between
monetary policy and financial stability. First, there is the nature and chan-
nels through which one task is related to the other. Second, if low and stable
inflation is not enough for financial stability (setting aside the question of
whether this state of affairs is desirable in its own right), then under what
conditions is it appropriate for a single institution to be responsible for
both tasks?

Next, and not entirely divorced from the problem of mixing monetary
policy with the maintenance of financial stability, are the questions that
arise when governments decide how much responsibility is to be vested in
the central banks regulating the business cycle while simultaneously taming
the financial cycle. It goes without saying that there are benefits to and of too
much centralization, and that the choice must also depend on an economy’s
capacity to operate with several institutions coordinating their activities.
Some economies—in particular, the ones at the core of the last global finan-
cial crisis—are systemically important, yet the responsibilities of their central
banks are restricted to the domestic implications of their activities. Even if the
central bank’s responsibilities are largely domestic, some recognize that global
concerns matter. How does an institution reconcile the pressures emanating
from the likely spillovers of their policies? Is cooperation enough, or is a form
of coordination necessary? Indeed, one is led to revisit a question raised a half
century ago by Sir John Hicks, when he asked whether it makes sense to refer
to central banks as “central” in the first place.!

1,

Only in a national economy that is largely self-contained can a national central bank be a true
central bank; with the development of world . . . (especially) financial markets, national central banks
take a step down” (Hicks 1967:60).
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Beyond these concerns are two other questions not sufficiently considered
in relevant policy circles. First, does the centralization of authority raise the
likelihood that the personalities of the central bankers will matter more than
might be deemed desirable? Second, does endowing unelected officials with
responsibilities that cover a wide scope of economic and financial activities
overstep the bounds of what is considered sensible under principles of demo-
cratic accountability? Also relevant are fears that the correct mix of account-
ability and transparency is maintained.

Finally, although the last crisis had global repercussions (unlike the frequent
financial crises that preceded it), most policymakers, including some central
bankers, admit that future crises are almost inevitable. How far, then, should
central bankers use their powers of oversight, or err in mixing monetary policy
with fiscal policy, in preventing another crisis? Moreover, if the recent crisis has
led to an overburdening of the central banks, is there a consequence, or knock-on
effect, for the private sector, which ends up being constrained by both monetary
policy and policies aimed at reducing the likelihood of another crisis? A related
question is whether the changes put into place end up creating a structure that,
in essence, is fighting the last war rather than creating a resilient environment
prepared for the inevitable macroeconomic and financial shocks that will come?

Those with a somewhat different perspective might ask whether the GFC
has shone light on the multitude of pressures felt by the central banks and
whether this amounts to asking them to square a circle. Jaime Caruana, gen-
eral manager of the BIS, suggested that the concept of central bank indepen-
dence “beyond insulation from political pressure, including ‘fiscal dominance,
should also include insulation from pressures from financial markets and in-
debted agents (‘financial dominance’) and against unrealistic expectations of
what central banks can do (‘expectations dominance’)” (Caruana 2013). These
are, to put it mildly, exacting demands. Moreover, it is not clear that they are
achievable simultaneously. Finally, it is far from evident that such a state of af-
fairs is all that desirable.?

The remainder of this chapter is a start at addressing many of these questions.

Confidence Gaps

Although the central banks have a primary responsibility for the maintenance
of price stability, looking for trust in these monetary authorities as institutions

?Borrowing from the political science literature, we can frame the issues as asking what a typical
central bank should look like so as to achieve both “input” and “output” legitimacy. The “input” refers
to an assessment of the performance of a central bank; the “output” represents our understanding of
how policy decisions are taken and the authority is exercised. Eichengreen and Woods 2015 apply these
principles in proposing reforms of the IME.
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is likely to require more than an assessment of how well they perform in de-
livering a particular inflation rate (also see chapter 5). Indeed, the tendency
to evaluate their performance based on this seemingly narrow concept is at-
tractive because changes in the purchasing power of money are measurable. (I
return to this metric later.)

Unfortunately, even if we broaden our view of what constitutes quality in a
particular monetary policy strategy, it is unclear whether the public’s trust in
the institution is as narrowly defined as it is by economists. Indeed, it is not
easy to define what generates confidence, especially in an institution like a cen-
tral bank, which is seen as either remote or responsible for technical and diffi-
cult matters, or both. At the root of confidence building is a belief that the cen-
tral bank will do what it says it plans to do. Therefore, there needs to be a good
understanding of the central bank’s aims and responsibilities, together with a
clear outline of how its objectives or goals are to be attained. After all, a central
bank can achieve an objective through sheer luck, rather than foresight and
skill. Indeed, a small but notable literature (largely confined to the U.S. experi-
ence) suggests that good fortune—in the form of small macroeconomic shocks
for an extended period of time— goes a long way toward explaining the low
and steady inflation rates associated with the Great Moderation.’ Indeed, luck
may also have played a role in how the global economy, with the help of the
central banks, responded in the aftermath of the financial shocks of 2007-8.

Setbacks and failures are facts of life. Hence, confidence is likely also built
or destroyed by how institutions respond to shocks and whether they are able
to persuade the public not only to adapt to unusual circumstances but, per-
haps more important, to objectively reflect on where things went wrong and
how they can be made right again. This last point is arguably one of the least
acknowledged ingredients in building confidence.

Confidence, credibility, trust, and reputation are all words that have been
used to define or evaluate the central banks over time. Nevertheless, it has
been difficult to agree on a common standard by which to operationalize these
concepts in economic terms. Indeed, to paraphrase Churchill, the terminol-
ogy has the feel of “a riddle wrapped in a mystery inside and enigma” Yet,
Churchill's quote ends with a sentiment expressed less often—namely, “but
perhaps there is a key” In the case of the central banks, the key is that these
institutions are ultimately guided by self-interest to preserve their reputations
and their autonomy within the structure of government. Beyond self-interest
is the acknowledgment that a loss of credibility or reputation may be per-
manent. But self-interest also dictates that credibility is easily obtained and

3Stock and Watson 2003. Also, see Bernanke 2004a and chapter 1.
*Cecchetti, King, and Yetman 2011.
>From Churchill’s broadcast “The Russian Enigma,” October 1, 1939.
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maintained if built upon a feasible strategy. If that’s not the case, carrying out
that strategy will surely disappoint.

There is still the matter of some kind of operational definition of credi-
bility. In previous research,® in the main theoretical, actions are contrasted
with results. Of course, credibility is also a matter of trust, as the New Oxford
Dictionary makes clear.” Theoretical models assume that a central bank is
always competent, possibly has an informational advantage, and has only
the most honorable of intentions. In view of these challenges, the approach
that follows provides some evidence, from the broadest to the narrowest
forms, of what factors might explain confidence or credibility in regard to the
central banks.

It is helpful to begin with an assumption of sorts. In the spirit of “This Time
is Different,” it does appear that central bankers themselves, though reluctant
to raise questions about confidence in central banks,® nevertheless have re-
cently emphasized the uniqueness of the GFC. Instead, at the height of the
crisis, the emphasis in their speeches was on how these institutions coped,
managed, or otherwise tried to explain the crisis—as if the GFC was an exog-
enous event they had no hand in creating.

To be sure, there were some unique features of the GFC. As a result, some
central bankers claimed that the impact of the crisis on the public’s confidence
is what made the GFC unique: “This crisis is different from the others because
it affects confidence, which is at the root of a market economy” (Bini Smaghi
2008). Others have referred to the “unprecedented” nature of the crisis, sug-
gesting that not only eroded confidence should be placed squarely on the
doorstep of the central banks—clearly, there is plenty of blame to go around.
Nevertheless, based on the assumption that price stability and financial stabil-
ity tend to operate in parallel, there is added scrutiny of the role played by the
monetary authorities. Moreover, that the crisis “did not come out of the blue”
(Gieve 2008) suggests not only that a loss of confidence is at stake but, since
financial crises are rarely unique, also that this is hardly a distinguishing char-
acteristic of the GFC.?

¢Bordo and Siklos 2016a, 2016b). Also, see chapter 5. Some of the definitions of credibility that
guided previous research include: “extent to which the public believes that a shift in policy has taken
place when, indeed, such a shift has actually occurred” (Cukierman 1986:6). Blinder 1999:64-65 offers
a more prosaic definition: “that your pronouncements are believed — even though you are bound by
no rule and may have an incentive to renege”; Blinder adds: “it is . . . built up by a history of matching
deeds to words” More generally, Brunner 1983:36 makes the connection between credibility and the
performance of the institutions mandated to carry out policies: “Credibility depends . . . on the history
of policy making and the behavior of the policy institution.”

7“the quality of being trusted and believed in”

8Based on the titles of central bank speeches at the height of the crisis—say, between October 2008
and March 2009.

?Never mind that confidence, or any of the other words mentioned earlier, is rarely explicitly de-
fined in central bank speeches.
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Confidence Hangs on a Thread

It is not difficult to find examples of a loss of confidence in central banks. A recent
and arguably spectacular example comes from the Swiss National Banks (SNB)
decision to discontinue maintenance of a floor for the Swiss franc-euro exchange
rate. The decision was taken a few days after the vice-chair of the SNB declared,
on January 12, 2015, that “We took stock of the situation less than a month ago,
we looked again at all the parameters and we are all convinced that the minimum
exchange rate must remain the cornerstone of our monetary policy.”® A mere ten
days later, the SNB abandoned the policy. As with similar examples of changes
in direction, the issue is the extent to which announcements such as these can
be deemed a “surprise” Policy reversals seem to come out of the blue. Yet, with
full knowledge that the ECB was launching a large QE program—the policy was
signaled ahead of time—on the same day as the SNB abandoned its effective peg,
one has to wonder why a senior SNB official made such an emphatic statement
only a few days earlier. Obviously, establishing the element of surprise or its mag-
nitude is not as straightforward as one might think.

Other examples from history can easily be marshaled to make the same
point."! Consider, for example, the FOMC’s decision on the policy rate (Fed
funds) in August 2008, a mere month before the Lehman Brothers and AIG
failures, when it suggested that, even if all was not well, there were few indi-
cations that much worse was to come. In its anodyne statement, the FOMC
declared that “although downside risks to growth remain, the upside risks to
inflation are also of significant concern to the Committee. The Committee
will continue to monitor economic and financial developments and will act as
needed to promote sustainable economic growth and price stability”** Later,
when the committee’s minutes were released, there was plenty of evidence
that most members failed to recognize the severity of what was to come only
a few weeks later.” Nevertheless, many in the meeting did worry about the
potential credibility and reputation costs, as well as the need to be aware of
the worst-case scenario. As departing governor Rick Mishkin pointed out, “If

O www.reuters.com/article/2015/01/12/swiss-snb-idUSL6NoUR3LW20150112.

"A recounting of additional examples can be found in the narratives section of Bordo and
Siklos 2016a.

2www.federalreserve.gov/newsevents/press/monetary/2008080sa.htm.

BThe transcript of August 5, 2008, does, however, show that the Fed may have been preparing for
the worst when, in response to questions from Charles Evans, president of the Federal Reserve Bank of
Chicago, Bernanke indicates in passing to Vice-Chair William Dudley, “It is my understanding that the
Chairman has asked you to look at unusual and exigent circumstances.” The reference is to section 13(3)
of the Federal Reserve Act, which defines the circumstances under which the Fed can engage in emer-
gency lending by private borrowers. The Dodd-Frank Act of 2010 led to a narrowing of the Fed’s ability
to invoke this section of the Act. This was doubtlessly a politically motivated reaction to the Fed’s bulg-
ing balance sheet. It took almost five years for the Fed to announce the procedures that would be trig-
gered if another crisis took place. See www.federalreserve.gov/newsevents/press/bcreg/20151130a.htm.


http://www.reuters.com/article/2015/01/12/swiss-snb-idUSL6N0UR3LW20150112
http://www.federalreserve.gov/newsevents/press/monetary/20080805a.htm
http://www.federalreserve.gov/newsevents/press/bcreg/20151130a.htm
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the institution is damaged in terms of the confidence that the public and the
politicians have in us, it will hurt us deeply. It will hurt us in terms of policy
because it will weaken our credibility, which actually will make it harder to
control inflation. So I consider this a very serious cost.™

Arguably, there is always the fear that, in sounding too alarmist, policy-
makers can unwittingly trigger a panic. This, of course, is a valid concern.
Nevertheless, pretending that a storm is not coming, when there are obvious
indications of one brewing, helps to make the outcome that much worse; far
better would be to simply inform the public that the central bank is casting a

wary eye on financial conditions.

The Constituents of Institutional Trust

Taking a few steps back, we have at our disposal a rich set of observations
to draw upon in assessing how institutions in general, and central banks in
particular, have been viewed over time. Figure 6.1 shows two instances from
the World Banks governance indicators: (a) voice and accountability (VA)
and (b) regulatory quality (RQ). While not aimed in particular at measur-
ing the state of affairs in central banking, the data ought to reflect to some
extent perceptions of the capacity of government to implement sound policies.
Moreover, it seems reasonable to assume that freedom of expression ought to
be related to the capacity of institutions to be sufficiently transparent. (Central
bank transparency is considered separately.) To conserve space, the experience
of the critical economies at the center of the crisis is highlighted— namely, the
United Kingdom and the United States. Japan is also examined separately be-
cause it has been labeled as an economy in crisis for several years, while China
is highlighted because of its economic importance. To provide a basis for com-
parison, the median score for the G20 economies is also plotted.

Japan is effectively the only economy that has displayed a steady increase in
VA (a). Other economies, most notably the United Kingdom and the United
States, have experienced a decline that precedes the onset of the GFC by sev-
eral years. The drop in the United Kingdom is more noticeable than for the
United States, which has remained approximately stable since 2006. China has
also shown a recovery in VA over the past several years, but this is from a low
level and, by 2013, is lower that it was in the early 2000s."”

"Janet Yellen, then an alternate on the FOMC and future chair of the FOMC upon Ben Bernanke’s
departure, tried to convince the committee to insert the following language in the FOMC’s announce-
ment: “Both downside risks to growth and upside risks to inflation are of significant concern to the
Committee” The eventual language (see above) broadly reflects this sentiment. See www.federalre-
serve.gov/monetarypolicy/files/ FOMC20080805meeting.pdf.

15 China is the only case measured on the right-hand ax