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Introduction 

Since the global financial and euro-area crises, the world has witnessed a prolonged period 
of very low nominal interest rates amongst major advanced economies coupled with low 
real growth and below target inflation, if not outright deflationary pressures in some cases. 
This constellation has been termed the ‘New Normal’. Both crises have also produced 
balance-sheet recessions in some major advanced economies that have been deeper and 
more enduring—the Great Contraction—than typical recessions experienced in the post-war 
period. As will be discussed further in this policy note, balance-sheet recessions can call into 
question the usual assignment of domestic macroeconomic policies.  

Recently however, signs have emerged—starting with the Federal Reserve’s announcement 
of tapering in May 2013—that the U.S. has begun to transition from this New Normal along 
with the U.K. and Canada. Market expectations are for policy interest rates in these 
countries to rise in 2015. In contrast, Japan and the euro-area are battling deflationary 
pressures and slow growth, adopting more unconventional monetary policies in the process 
and offering ‘forward guidance’ to signal a period of continued low interest rates for these 
economies. This more differentiated global economic and financial landscape raises new 
questions about international policy coordination 

These two recent crises have been humbling for professional economists and policy-makers, 
teaching several lessons. Specially, achieving price stability is not enough in normal times 
and indeed, it may sow the seeds of financial instability by encouraging risk taking, 
especially by the financial private sector. Consequently, prudential supervision must be 
more active and targeted at ensuring the systemic health of the financial system as a whole 
and not only the health of individual institutions. As part of this effort, macroprudential 
tools are being developed to supplement microprudential instruments, raising domestic 
coordination issues with each other, but also with macroeconomic policies—notably 
monetary policy. Thus, with the new objective—financial stability—and a new instrument—
macroprudential policy—the question of the optimal domestic assignment and institutional                                                                                                                                                                                     
arrangement has received renewed attention. This policy note will argue that the optimal 

                                                           
1 Russell Kincaid is a Senior Member at St. Antony’s College, University of Oxford, where he 
is affiliated with the programme on the Political Economy of Financial Markets (PEFM) 
(http://www.sant.ox.ac.uk/pefm/). Max Watson is a Visiting Fellow at St. Antony’s and is 
also the PEFM programme Director.  

http://www.sant.ox.ac.uk/pefm/
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assignment may well be different in a post-crisis environment than in normal times, and 
under a fixed exchange rate regime, especially a currency union, as opposed to a floating 
exchange rate. In addition, international policy coordination issues cannot be addressed 
satisfactorily without reference to their supporting domestic frameworks. More specifically, 
in order for macroprudential tools to be reach their peak national effectiveness, foreign 
supervisors must lend a hand so plug leaks stemming from international regulatory 
arbitrage and open capital markets. A first step has been taken with Basel principle of 
‘jurisdictional reciprocity’ for counter cyclical capital buffers but this principle needs to be 
extended to the full array of macroprudential tools. 

This policy note will examine in the next section domestic policy coordination challenges, 
particularly for monetary policy, that arise from adding financial stability as a goal and 
macroprudential policy as a tool. Such policy coordination is viewed as state dependent, 
potentially differing post-financial crisis from pre-crisis and between floating and fixed 
exchange rates regimes. In the second part of this note, international policy coordination in 
a world with financial frictions/externalities will be analysed. In particular, it will argue that 
the key assumptions underlying the folk theorem of international policy coordination—that 
the gains are relative small—do not hold in a world with financial externalities, suggesting a 
greater need for international policy coordination, particularly for macroprudential policies. 

 

I) New Challenges for Domestic Policy Coordination 
 

Price stability is not enough  

Prior to the global and euro-area crises, few economists would dispute the proposition that 
it is preferable to assign monetary policy (if available) primarily to the management of the 
unemployment/output gap in order to achieve an inflation target. Moreover, the political 
economy (e.g., delegation, transparency, accountability) of inflation targeting (or instrument 
independence of the central bank) had been found to be very successful.  But now many 
economists have concluded that monetary policy is too blunt a tool to deal with credit-
driven asset or sectoral booms. Similarly, the common monetary policy in a currency union 
may not always be well suited to the cyclical conditions of all of its individual national 
economies. Moreover, capital surges and sudden stops are possible within a currency union. 

Experiences with the global and euro-area crises have taught that, while instrument-
independent central banks can achieve successfully their inflation objectives, taming 
inflation is not enough to assure stable financial conditions. Financial stability cannot just be 
assumed to flow naturally from the risk management behaviour of the private sector. 
Indeed, there is now greater recognition by economists of the implications of the feedback 
loop—risk-taking monetary transmission channel—between official interest rates and 
private sector behaviour (Altunbas (2010), Borio (2010)). In particular, prolonged low 
interest rates can increase the risk-taking behaviour of lenders and borrowers, creating 
potentially unhealthy dynamics. Nonetheless, the importance of this risk-taking channel 
relative to other monetary transmission channels is still under investigation along with the 
implications for financial stability.   
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Light prudential supervision of financial institutions and markets does not assure financial 
stability and protect the public sector finances.  Moreover, microprudential regulation— 
which watches over individual institutions—needs to be combined with macroprudential 
oversight that safeguards the functioning of the entire financial system. Both types of 
supervision must seek to rein in excessive private risk taking that derives from: (i) 
externalities—such as the financial accelerator; (ii) market imperfections—such as principal–
agent problems; and (iii) moral hazard—which stems from government backstops and 
regulation.2 Prudential supervision can provide needed discipline of financial markets, 
helping to foster financial stability, and in the process protect the government’s balance 
sheet.  

Financial stability is a fuzzy concept (Borio (2009)), although a financial crisis (instability) is 
obvious to all. In contrast, inflation is statistically measureable and reported at high 
frequency. This fuzziness poses challenges to the conduct of macroprudential policies and to 
proper governance arrangements because monitoring is more difficult. Regarding the 
conduct of macroprudential policies, a key question is what should trigger intervention? This 
is a difficult question because it has long been recognized that multiple influences cause 
systemic financial vulnerability, and that the indicators relevant to financial stability 
assessments are many. A vast empirical literature exists on early warning systems, as well as 
stress tests to predict banking crises and on measures of financial stability. This literature 
sees the drivers of crises as large in number, diverse, and having both domestic and 
international origins. According to IMF staff, some 23 indicators are available to identify 
systemic risks. 

The multiplicity of sources and indicators makes the development of a transparent 
operational target for financial stability—comparable with projected inflation, or the fiscal 
deficit or public debt ceiling—a major challenge. Partly as a consequence, several 
researchers especially at the BIS, have stressed that financial crises are associated with 
peaks in the financial cycle, in the tradition of Hayek, von Mises, and Minsky. Financial cycles 
can be parsimoniously characterized in terms of credit growth and property prices. Thus, 
they consider it possible to measure accurately the build-up in financial risks, based on the 
characteristics of credit booms. The empirical body of work underscores that credit growth 
matters, but not only credit growth (thus, resulting in Type I error); crises are also strongly 
associated with other factors, such as fixed exchange rate regimes (thus, contributing to 
Type II errors).  

The use of credit indicators as a trigger received a boost when the Basel Committee on 
Banking Supervision (BCBS) provided guidance to national supervisors (BCBS (2010)) for 
                                                           
2 Moral hazard has increased as the result of the official sector ‘doing whatever it takes’ to 
save the financial system including the euro area. Even if individual official policies are 
unwound, or safeguards enhanced, precedents have been irreparably set. Questions also 
have been raised by the unintended consequences of various official policies, particularly 
prudential (e.g., zero risk weights on domestic sovereign assets, the role of Basle II, the 
contribution of internal risk models to procyclical lending/risk taking, collateral policies of 
central banks). In particular, these policies may increase the procyclicality of risk-taking by 
financial institutions. 
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employing a common methodology to calculate an internationally consistent credit/GDP 
gap for purposes of implementing counter-cyclical capital buffers (CCCBs). Such guidance 
represents a type of international cooperation. This BCBS guidance included the definition 
of credit—the broadest coverage possible given individual-national data constraints—and 
step-by-step calculation instructions. The threshold for this measure can vary from country 
to country to taken into account country specific differences. As the BCBS stresses, this 
credit/GDP gap should be viewed simply as a useful starting point for country authorities; 
country authorities can, and should, utilize other variables and qualitative information to 
assess the sustainability of credit growth and system-wide risks.3  Sufficient experience with 
this trigger has yet to be acquired to evaluate its effectiveness. While this trigger was 
designed with CCCBs in mind, it could also guide the use of other macroprudential 
instruments. Indeed, the June 2014 Financial Stability Report by the Bank of England utilized 
many of the indicators cited in the BCBS guidance. The analysis in this Report underpinned 
the decision by the BoE’s Financial Policy Committee to introduce a loan-to-value ratio limit 
on mortgage lending.  

But what are macroprudential policies and what are they supposed to do? 

Macroprudential policy aims to promote 'financial stability’ at the systemic level. This 
contrasts with the focus of microprudential supervision, which is on the financial health of 
individual financial institutions. Macroprudential has a top-down perspective, while 
microprudential takes a bottom-up perspective.  A number of instruments can be found in 
the macroprudential tool-kit, and they can be applied in different ways. The main aspects 
for current purposes are: 

 Macroprudential tools are structural or time varying in nature. Structural—thru the 
cycle—macroprudential measures tackle issues such as too big to fail, too complex to 
fail, too connected to fail, and too big to save. Such measures would address issues 
such as market infrastructure including payments, settlement and clearing 
arrangements and counter party risk from derivatives in particular OTC. Time 
varying, or counter-cyclical, macroprudential tools attempt to dampen the boom and 
ease the bust. Prevention of all future financial crises may be too much to expect, 
but the financial system can be made more resilient in the process.  

                                                           
3 According to the BCBS, these other variables assessed can be divided into three groups. 
One, aggregate macroeconomic variables consist of GDP growth, (real) credit growth and 
deviations of the credit to GDP ratio from a long-term trend, and deviations of real equity 
prices and of real property prices from their respective long-term trends. Two, key measures 
of banking sector performance include profits (earnings), proxies for (gross) losses, and 
deviations in corporate credit spreads from their long-term averages. Three, proxies for the 
cost of bank funding have been found to be useful. Finally, while the credit/GDP gap need 
not play a dominant role in country authorities’ stability assessments, it also should be 
totally ignore either.  
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 Macroprudential tools are varied, overlapping at times with microprudential tools. 
Counter-cyclical capital buffers (CCCB), loan-to-value ratios (LTV), debt-to-income 
ratios (DTI), and capital flow measures (CFM) are examples of time-varying 
macroprudential tools; the first three tools are also in the hands of microprudential 
supervisors. One instrument with two hands on the lever creates a domestic 
coordination issue. At the same time, counter-cyclical macroprudential tools could 
pose a coordination challenge with macroeconomic policies, especially monetary 
policy. Examples of structural macroprudential measures include the Liquidity 
Coverage Ratio, the Net Stable Funding Ratio, the capital charge for systemically 
important financial institutions, and the leverage ratio. 

 How do macroprudential tools operate? Essentially, they are either price/cost-based 
measures (CCCB, reserve requirements) that make it more expensive to borrow, or 
quantity-based measures (e.g., LTV/DTI, FX limits) that reduce the availability of 
credit. Both types of measures can build buffers to protect against losses. LTV and 
DTI ratios can target segments of the economy, such as construction, or regions. 
Raising these ratios makes it harder to qualify for loans, reducing spending pressures 
in the targeted sector. On the other hand, capital buffers and capital flow measures 
act to limit credit expansions, particularly those fuelled by foreign inflows in the case 
of capital flow measures. Structural macroprudential are intended to provide a more 
resilient financial system in the face of systemic stress and contagion (e.g. fire sales, 
market illiquidity), which may occur suddenly rather than building up more slowly 
like credit booms. 

 The effectiveness/calibration of various macroprudential tools has received 
considerable recent attention (e.g., from the BIS, FSB, IMF, and central banks), 
although further research is necessary, particularly related to their counter-cyclical 
properties. Empirical evidence and case studies suggest that macroprudential 
instruments can be effective in addressing systemic risk if employed appropriately, 
timely, and properly targeted. For example for counter-cyclical macroprudential 
measures, quantity-based measures (e.g., LTV) seem to be more effective than price-
based measures (e.g., risk weights) in dampening housing price booms. These 
measures also take time (2-3 years) for their full impact to be realized. The impact of 
macroprudential tools is maximized when several tools are employed 
simultaneously, while uncertainty about their lags and effectiveness suggest a 
gradual application (IMF (2014)).  Political obstacles may exist to using some 
macroprudential tools because of their distributional consequences, or quasi-
taxation properties. As discussed further below, it also needs to be borne in mind 
that macroprudential measures may have little or no ‘bite’ on nonbank flows. 
Macroprudential tools also impose costs on the economy via the financial sector that 
must be evaluated against their benefits. 

 Capital flow measures (CFMs) to cope with surges and sudden stops that can 
threaten both macroeconomic and financial stability have their own separate and 
controversial history. Recently the IMF (2012a) has taken a new “institutional 
view” finding in certain circumstances, that CFMs can be useful and appropriate 
to support macroeconomic policy adjustment, particularly to cope with inflow 
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surges. Such measures can also be imposed after a crisis breaks to help the 
adjustment process as has happened in Iceland and Cyprus. However, introducing 
CFMs can risk triggering a rush to the exit, exacerbating outflows rather than 
controlling them.  Beyond these temporary actions, CFMs can continue to be useful 
over the longer term run for safeguarding financial system stability. India and 
China may be examples. Unlike most macroprudential measures, CFMs can be 
structured to have an impact upon nonbank flows.  

More broadly, macroprudential measures are like scalpels that need to be wielded carefully; 
their use has their own costs and risks. And one should remember the adage ‘Don’t bring a 
knife to a gunfight’. In addressing economic instability, fiscal, monetary and exchange rate 
policies are the ‘big bazookas’. The potential role of macroprudential policies is clear, but 
their limitations—including in the ‘New Normal’ environment—remain to be fully 
understood. Therefore, policy-makers should not overly rely upon macroprudential tools. 

Monetary and macroprudential policies—a difficult dance 

Financial stability and price stability are separate policy objectives, but they are not wholly 
independent from each other. At the same time, the economic impact of macroprudential 
tools and monetary instruments are not completely independent from each other; for 
example, some macroprudential tools operate by increasing the lending rate charged by 
financial institutions, which has a similar impact on activity as raising the policy interest rate. 
(Many macroprudential tools overlap with microprudential instruments, causing even more 
critical coordination issues.) These inter-linkages make the standard Tinbergen/Mundell 
assignment principles difficult to implement in practice and therefore countries could adopt 
different approaches that better fit their circumstances. It may also mean that these 
arrangements may need to be revisited from time to time to take account of various 
structural economic developments but most importantly to capture financial innovation.  

Different models exist for domestic coordination of macroprudential policy with other 
economic policy instruments. For example, the Bank of England (BoE) houses—under one 
roof—monetary policy, microprudential regulation, and macroprudential supervision. The 
euro-area is moving toward the BoE model, as the ECB becomes the single supervisor for 
the banking system, albeit not for the entire euro financial system. In contrast in the U.S., 
the Financial Stability Oversight Council (established (2010)) is chaired by the Treasury, and 
brings all financial regulators—bank and nonbank financial institutions—and the Federal 
Reserve together to ensure domestic financial stability. As both frameworks have their 
strengthens and weaknesses, it is quite possible that further changes may take place.4 

 A consensus view has emerged that “One size does not, and should not, fit all’ (Nier, et al 
(2011)). But nevertheless, it is recognized that effective coordination arrangements should 
follow three main principles: (i) support prompt and accurate identification of risk through 
access to information and relevant expertise; (ii) provide incentives for timely, effective use 

                                                           
4 For a US/UK comparison based upon experience as a former Vice Chairmen of the Federal 
Reserve and External Member of the Financial Policy Committee of the Bank of England see 
Donald Kohn’s Harvard speech of April 2014.  
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of policy instruments; and (iii) ensure policy cooperation, while preserving the autonomy of 
established policy functions.  

Timely use of macroprudential tools is especially important in countering cyclical, or time-
varying, risks to the financial system. Acting too late to tighten or ease macroprudential 
policy can allow vulnerabilities to increase needlessly or worsen the bust by failing to 
respond in a timely manner. Lim et. al., (2014) investigate empirically the relationship 
between average time response in the use of macro/micro prudential tools and various 
institutional arrangements. They find statistically significant evidence that increasing central 
banks involvement in the use of macroprudential tools decreases the average response 
time. Involvement of the Finance Ministry did not alter the response time in a statistically 
significant manner. However the authors caution that the government relationship appears 
nonlinear, declining at first and then rising;5 they conclude that it is not possible to rule out 
that the government’s involvement can improve the timeliness of macroprudential policy.  

Preserving the autonomy of policy functions is a bigger challenge when monetary and 
macroprudential policies are both housed in the central bank. Because price and financial 
stability are distinct objectives and employ very different instruments, they can come into 
conflict. Higher interest rates may be needed to combat inflation, but higher interest rates 
could undermine financial stability. Placing these tensions in a single institution does not 
eliminate them; rather the institution must internalize those tensions.  Therefore, where 
these functions have been combined at a central bank—see BoE and ECB—separate 
dedicated decision-making bodies/processes have been developed to encourage debate, 
although overlaps diminish their separation, perhaps leading to only a single “house view”. 
Moreover, communication with the public can be complicated, if not confusing, when the 
same individual speaks on monetary policy and financial stability policy; in addition, one 
person may not be able to given sufficient time to managing these two demanding tasks. 
These issues have surfaced in the independent external review of the European Systemic 
Risk Board (see The Work of the European Systemic Risk Board—The ESFS’s Macro-
Prudential Pillar prepared for the European Parliament (2014)), which is housed at the ECB 
and whose chair is the ECB President. Indeed, it was recommended that the ESRB’s Chair 
should not be the ECB’s President so as to increase the profile and independence of the 
ESRB. 

Domestic policy assignments in a more complex world 

A) Floating exchange rates 

In normal times, a Neo-Keynesian consensus exists on macroeconomic policy assignment for 
with a floating exchange rate. Following Mundell’s principle of effective market 
classification, monetary policy is assigned to the inflation objective and fiscal policy is 

                                                           
5 This pattern is consistent with the Finance Ministry providing initial political cover for 
decisions that are unpopular with borrower and lenders, facilitating action. However, 
elected officials at some point must also be responsive to voters, slowing decision-making. 
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assigned to public debt sustainability.6  On the same basis, macroprudential policy is 
assigned to financial stability. (Such policy assignments are found in DSGE models with 
financial frictions.) Adherence to rules-based approaches to the conduct of these policies 
helps guide market expectations and dynamics and builds policy credibility. In normal times, 
these policy rules are not constrained in their operation or effectiveness; for example, 
nominal interest rate settings do not need to contend with the zero lower bound. That said, 
the effectiveness of macroprudential policies is limited by its regulatory perimeter, which 
has domestic and international dimensions. The domestic dimension, or shadow banking, is 
discussed in Appendix I, while international aspect is examined latter under international 
policy cooperation. 

In this setting, the objectives of price and financial stability have few, if any, conflicts, 
allowing well-coordinated operations of these instruments. For example, an inflation 
targeting framework could signal an increase in interest rates to address rising projected 
inflation, while macroprudential policies might also be tightened in respond to systemic 
vulnerabilities—credit/housing boom. In such circumstances, macroprudential policy can be 
said to ‘complement’ monetary policy. Moreover, in such normal periods with monetary 
policy delegated to demand (output gap) management, discretionary fiscal policy aims at 
fiscal sustainability—public debt management—while providing desired public services (and 
income distribution), albeit at some cost to resource efficiency. Moreover, the government 
can fund itself in private financial markets on terms that do not jeopardize fiscal 
sustainability, while contingent fiscal liabilities—such as posed by deposit insurance or bail-
out risk—are manageable and are perceived so by the markets. This manageability is 
buttressed by financial stability including adequate private buffers held by financial 
institutions. During normal cyclical recoveries, these policy assignments are deemed to work 
symmetrically.  

Following a financial crisis, macroprudential policies are assumed to release previously 
acquired capital and liquidity buffers, and to lift LTV and DTI ratios to encourage lending. 
However, the magnitude of the financial crisis could well overwhelm these macroprudential 
instruments (as would be the case if these instruments were insufficiently active in the 
upswing); thus, macroprudential policy would have reached its limit in effectiveness.  As 
both the financial sector and the private sector would need to repair their damaged balance 
sheets, a so-called balance-sheet recession is induced. Under those circumstances the policy 
assignments likely need to be revisited because instrument effectiveness has changed. For 
example, the zero lower bound for interest rates and an impaired financial system typically 
diminishes the scope and effectiveness of interest rate policy. While unconventional 
monetary instruments, such as quantitative easing, can be help, they have not been shown 
to be as effective an unconstrained interest rate policy. 

With monetary policy so weakened, discretionary fiscal policy needs to become more 
actively engaged in domestic demand (output gap) management.  Helpfully, evidence 
suggests that fiscal multipliers are larger near the zero lower bound and when the number 
                                                           
6 More precisely, the political process determines optimal fiscal spending (relative to GDP), 
while tax smoothing minimizes the welfare costs associated with distortive taxes. As a 
consequence, the fiscal balance (and the debt ratio) acts like a shock absorber.   
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of credit-constrained households increases (Christiano, et. al., (2011)).  However, 
discretionary fiscal policy is notoriously difficult to implement effectively, owing to technical 
and political reasons. Fiscal deficits and public debt ratios may also need to exceed 
temporarily their respective rules-based limits; political and market support for such 
deviations may also constrain the proper counter-cyclical operation of fiscal policy. In 
addition, fiscal support for aggregate demand may be withdrawn faster than is optimal. For 
these reasons, it is crucial that adequate fiscal space/buffers be built up during good times.  

What has been proposed is a temporary regime switch for monetary, fiscal, and even 
macroprudential policies dictated by changes in their relative effectiveness. But policy-
makers should continue to adhere to Mundell’s principle of effective market classification. 
However, communicating transparently and clearly to the general public and markets this 
regime switch and the underlying principle would be no small challenge. To retain the 
credibility of a rules-based approach to the conduct of these policies, which helps anchor 
medium-term expectations, it would be crucial to tackle successfully this challenge. 

As an economy recovers from its balance-sheet recession, policy interest rates remain low 
because the output gap is still large with actual and projected inflation are below target. 
Markets will naturally begin to ponder the timing and pace for the re-normalization of 
monetary policy. Forward guidance at the lower bound from the central bank is intended to 
signal that policy rates will remain for some time to come—indeed longer than would be the 
case under traditional rules-based frameworks. This guidance is expected to keep market 
participants from prematurely pushing up market-determined interest rates—anticipating 
the rise in policy-determined interest rates. (Such forward guidance is not without its own 
struggles as the Federal Reserve and Bank of England have experience with the more-rapid-
than-expected declines in their respective unemployment rates.) While forward guidance is 
intended primarily for national actors, the entire world is likely listening as well, giving it an 
international dimension as will be elaborated latter in this policy note.    

But as already discussed, low interest rates can induce greater risk-taking by both lenders 
and borrowers. (Indeed, some officials have asserted that inducing greater risk taking is the 
“overarching objective” of such monetary easing (Parkinson (2014)).) Asset prices—equity 
and housing in particular—can not only recover, but also reach new heights, as they have in 
the United States and the United Kingdom. Thus, financial sector vulnerabilities, especially 
from mortgage-financed housing booms, 7 can threaten even as economic slack continues to 
exist, albeit diminished, in product and labour markets. In such circumstances (as in the UK), 
macroprudential policies can be deployed to address the risks to the financial sector (e.g., a 
housing price boom), while central bank interest rates remain low—consistent with inflation 
targeting. Use of macroprudential tools can therefore be considered as ‘substituting’ for 
monetary action or offsetting the risk-taking induced by low interest rates.  

Macroprudential policies cannot substitute indefinitely for monetary policy action, as that 
could create a risk that policy interest rates are renormalized too late and too slowly (for 

                                                           
7 The busting of an equity price bubble (e.g., ‘dot.com’ bust) may not threaten financial 
stability because it was not financed by credit, but it may weaken aggregate demand, 
undermining a nascent recovery and creating deflationary pressures.  
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elaboration see the BIS 84th Annual Report). Recognizing the potential risks, the Monetary 
Policy Committee (MPC) of the Bank of England (BoE) gave the BoE’s Financial Policy 
Committee (FPC) a “knock out” provision in its forward guidance; the FPC could notify the 
MPC that low interest rates threatened financial stability notwithstanding use of 
macroprudential tools. Such notification would not require interest rate action but it would 
intensify the policy debate. (As already discussed, the shared memberships of these two 
committees and common institutional support might blunt the vigour of this debate.) 
Domestic policy coordination during this exit phase is thus crucial. This could well mean that 
monetary policy should not focus exclusively upon inflation or rely on solely on a traditional 
inflation-targeting framework to guide interest rate settings. Indeed, Yellen acknowledged 
in a recent speech, “adjustments in monetary policy may, at times, be needed to curb risks 
to financial stability.”   

B) Fixed Exchange Rates 

Fixed nominal exchange rate regimes, which encompass conventional pegs, currency 
boards, currency unions, and use of a foreign currency as legal tender, are far more 
prevalent than is generally realized. Among advanced economies (IMF-definition), slightly 
more than half of these economies have a fixed exchange rate regime, counting the 18-euro 
members, Denmark, Hong Kong, and San Marino. Turning to emerging market and 
developing countries (again IMF-definition), 68 countries have fixed exchange rate, or 45 
percent of this country grouping. Viewed in this manner, fixed exchange rates are the 
dominant global exchange rate regime (see Appendix II for a discussion of intermediate 
exchange rate arrangements).  

With a fixed exchange rate and open capital markets, monetary independence is foregone. 
The nominal exchange rate can no longer achieve external balance and price stability is 
determined by the central bank of the anchor currency. Moreover, monetary conditions 
suitable for the anchor currency country may not be well suited for the economy importing 
those monetary conditions, owing to deficiencies in meeting the optimal currency criteria 
(OCA), home-country bias, and asymmetric shocks. Obviously (per Mundell), the policy 
assignments appropriate for a country with a floating exchange rate need to be revisited 
when a country adopts a fixed exchange rate. This switching of policy assignments is not 
temporary in duration (as discussed above for pre-and post-financial crisis), but it is 
dependent upon the duration of the fixed exchange rate regime. However in both cases, 
policy assignments can be viewed as state dependent. 

Macroprudential measures can substitute for a national monetary policy within a currency 
union such as the euro area. Time-varying macroprudential policy can make monetary 
conditions at the national level better suited to a member’s economic circumstances, while 
structural macroprudential policies can remain targeted on financial stability. Thus, the 
“one-size-fits-all” interest rate policy of the currency union can be tailored using 
macroprudential tools, to fit the needs of an individual national economy within that 
currency union (Brzoza-Brzezina, et al. (2013), and Kincaid and Watson (2013a)). Such 
tailoring could have helped, for example Ireland and Spain, to address their credit and 
housing booms, while ECB interest rate policy could have remained focused upon achieving 
its area-wide inflation objective. But national macroprudential policy is a poor substitute for 
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national interest rate policy, owing to leakages associated an open financial system. These 
leakages can be plugged by national capital flow measures and by internationally 
coordinated macroprudential measures (see next section). While recognizing the 
advantages of more tailored monetary conditions, the ECB has also pointed to possible 
abuses and risks (Angeloni (2014), and Dombret (2014)).  

Even within a currency union, counter-cyclical macroprudential measures should not be the 
only policy recourse. In principle, national fiscal policy is available to address country-
specific shocks and thus bring those national economies back “in sync” with the euro-area 
average. More specifically, it has been argued that fiscal policy should target the real 
effective exchange rate (or relative price/wage inflation) so as to preserve competitiveness 
with the currency union (see Allsopp and Vines (2008)); fiscal policy would therefore 
manage the output gap as monetary policy did to achieve price stability when the exchange 
rate floats. Of course, fiscal sustainability would also need to be maintained in the process. 
But discretionary use of fiscal policy has proved in the past to be too challenging, especially 
in the upswing, for a variety of reasons (see Kincaid and Watson (2013b)). The EU’s new 
Macroeconomic Imbalance Procedures could usefully identify emerging national problems 
and recommend a national fiscal policy response and other actions, including on the 
macroprudential front. However, a more active use of fiscal policy in particular runs counter 
to the philosophy underlying the rules-based approach of the SGP and efforts for 
transparent, easily explainable policy recommendations by the European Commission.  

II) International Policy Coordination Revisited 

Some stage setting 

International economic policy coordination is conceptually a very broad topic, encompassing 
various economic areas (macroeconomic, financial, trade, environmental, immigration, 
intellectual property rights, etc.), forms (e.g., coordination, cooperation, and, collaboration) 
and institutional mechanisms—including inter-governmental agencies based upon treaties 
(e.g., WTO, IMF, BIS, ILO, OECD) and those that are not (e.g., FSB, BCBS) as well as non-
governmental bodies, especially relating to standards/regulations (e.g., IOSCO, IAIS, IAASB, 
IASB, ISO8). For purposes of this policy note, we will concentrate on the interplay amongst 
macroeconomic and macroprudential policies amongst key currency economies. In 
particular, we will examine the different policy interplay—coordination—that may be 
necessary in attempting to avoid a financial crisis and from that need to deal with the 
aftermath of a financial crisis.  

At the outset, it is important to adopt a clear definition of international policy coordination 
that distinguishes it from policy cooperation and policy collaboration. In this connection, we 
follow the now classic definition—see Wallich (1984) and Fischer (1987)—that coordination 
“implies a significant modification of national policies in recognition of international 
economic interdependence.”  Policy coordination is thus the most intensive form of policy 

                                                           
8 For example, the International Organization or Standardization (ISO) has developed over 
19,500 voluntarily agreed standards covering all aspects of technology, health, food, water, 
and business practices. 



12 

 

interaction as it seemingly implies a deviation from optimal national policies. Following 
James (2013), a hierarchy of increasing interactive intensity is postulated from collaboration 
(i.e., regular meetings to disclose information and forecasts), to discursive cooperation (i.e., 
to discuss policy objectives and conceptually difficult issues), to instrument cooperation 
(e.g., sterilized foreign exchange intervention, swaps), and finally instrument coordination 
(i.e., interest rate action undertaken not for purely domestic purposes). In this vein, 
Bayoumi (2014a) focuses on international policy cooperation because it is “less intrusive” 
than policy coordination.  On the other hand in taking the long view (200 years) on 
international monetary policy coordination, Eichengreen (2011) uses cooperation and 
coordination interchangeably. 

Theoretical and empirical analysis on the gains from international policy coordination 
customarily make several crucial assumptions: (i) that individual national economic policies 
are optimally set;9 (ii) the number of independent policy instruments is at least equivalent 
to the number of policy objectives; and (iii) the absence of externalities, or market failures. 
Under these conditions, the gains from international policy coordination are typically found 
to be small (outside a crisis) and not necessarily larger than the costs associated with 
coordination. In addition, if coordination gains are asymmetrically distributed, coordination 
incentives may also be weak (again outside a crisis). With a global crisis, a political “fear 
factor” drives crisis-based policy coordination by countries (Ostroy and Ghosh (2013)) that 
dissipates as the crisis wanes and as national priorities reassert themselves. 

The global financial and euro-area crises have cast doubts on these three assumptions. 
Clearly, national economic policies contributed to financial instability in the US, UK and 
euro-area with adverse consequences for their national economies as well as for the rest of 
the world. Better national policies—avoidance of ‘beggar-thy-self’ policies—can obviously 
improve national and global welfare. International macroeconomic policy surveillance can 
contribute to better national policy making by helping to overcome domestic vested 
interests, to address information asymmetries, and to increase relevant cross country 
experience.  In addition, the tri-lemma, or unholy trinity—capital liberalization, fixed 
exchange rate, and monetary independence—and currency union (absence full optimal 
currency criteria) have reduced the number of policy instruments available to national 
policy makers to address cyclical conditions and financial stability (Brzoza-Brzezina, et al. 
(2013), Kincaid and Watson (2013, a)). The development of macroprudential instruments 
along with their coordinated use to address cross-border leakages can help fill this 
instrument gap. Finally, externalities associated with the financial sector—procyclical risk-
taking, deposit runs/fire sales, principal-agent problems, moral hazard, and complex 
network interconnectedness, including cross border—are now more recognized than 
previously (BIS 2011, IMF 2013 a, b). To address these externalities, national regulations 

                                                           
9 Common international shocks produce common national policy responses. Thus, little 
more can be gained from international policy coordination. Combes et al, provide empirical 
evidence that national fiscal rules coupled with national inflation targeting improves fiscal 
performance and lowers inflation outcomes. Countries that adopted such fiscal rules prior 
to inflation targeting perform better using both measures than countries that pursued the 
reverse sequence. 
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have been amended in an effort to internalize these externalities and to develop new 
instruments—macroprudential tools (Kincaid and Watson, 2013b). The coordination of 
macroprudential tools is a principal focus of this policy note. 

Calls for greater international coordination have been triggered by the dilemmas posed by 
monetary policy spillovers under the New Normal. Such appeals sometimes urge the Federal 
Reserve to conduct a monetary policy that goes beyond its domestic U.S. mandate of 
“promoting maximum employment, stable prices, and moderate long-term interest rates”.  
Achievement of that mandate clearly has positive spillovers, while policy mistakes have 
adverse spillovers.  Both types of spillovers can reverberate back—spillbacks—on the United 
States and need to be considered by the Federal Reserve in its policy-making decisions. 
However, a more direct consideration does not seem likely and maybe fraught with its own 
political spillback. In particular, difficult accountability questions arise—What does global 
interdependency mean for an independent central bank accountable to its national 
parliament and only backstopped by its sovereign? How would the voice, (but not the vote?) 
from the affected other economies be heard and from who? Nonetheless, the reality 
remains that the Federal Reserve is the lender of last resort for dollar liquidity. Its global role 
and responsibility remains a vital issue. In this connection, the establishment of a standing 
swap network with central banks of key currencies is a positive step. 

Spillovers—the policy mix matters 

The search for yield associated with low interest rates need not be limited to the originating 
economy, but could well spillover to other economies via capital flows and changes in global 
risk pricing. A similar debate exists with respect to the implications of quantitative easing, 
including its international spillovers. Other economies may find that they ‘import’ monetary 
conditions that are cyclically too easy as well as encountering a wall of money, which 
encourages excessive risk-taking in their economies. Depending on the structure of their 
economy, including its exchange regime, monetary conditions may contribute to policy 
dilemmas for the real economy, or the financial economy, or both. Macroprudential 
policies, especially those of a time-varying nature, can help mitigate this procyclical risk-
taking and insulate recipient countries from spillovers. 

The nature of spillovers has also changed to some degree. The transmission channels of 
monetary spillovers have shifted: bond and equity markets—portfolio flows—have become 
increasingly important, transmitting impacts directly to domestic financial conditions and 
asset prices. In addition with monetary (quantitative) easing in key currency countries, the 
slope of the sovereign yield curve has been lowered as central banks operate at longer 
maturities, and spreads between government and private bonds have been affected as 
central banks also operate using private bond instruments, including mortgage bonds.  Thus, 
quantitative easing not only influences volumes, but also it can act directly and indirectly on 
the pricing of liquidity and credit risks. To the extent that financial markets in key currency 
economies are impaired, quantitative easing is intended to provide a properly calibrated 
national offset. However, as quantitative easing is unprecedented, there are real risks that 
this offset might not be properly set and of ‘hiccups’ in the process of renormalizing 
monetary policy, such as occurred when the Federal Reserve announced tapering. These 
risks are both domestic and international in scope.  
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The magnitude and nature of spillovers from key currency economies can affect their 
conduct of fiscal policy. For example, fiscal multipliers are higher near the zero lower bound 
and as the number of liquidity-constrained increases, which is typically the case after a 
credit-boom bust. Consequently, fiscal stimulus or contraction, have bigger impacts under 
these circumstances than normally. It is also the case that because fiscal policy acts via 
domestic aggregate demand, spillovers to the rest of world are transmitted via the trade 
channel, affecting goods and commodity markets (and not primarily financial markets).  The 
trade effect is mainly on trading partners and operates more slowly than the financial 
channel, which is global and fast paced. Fiscal spillovers to other countries are also 
contingent on the home-country spending bias of the government and private sector. 

These are all macroeconomic policy issues that are very much alive. (We abstract from the 
important international economic coordination issues related to, for example, trade and 
regulatory policies.10) To the extent key currency economies have freedom of manoeuvre in 
determining their own overall policy mix, this freedom could be quite important in terms of 
the nature and direction of spillovers. These issues highlight the importance of domestic 
macroeconomic policy coordination for determining the spillovers to other countries as well 
as the possible need for greater international macroeconomic policy coordination. It is also 
the case that financial stability in key currency economies can be considered a global public 
good. Thus, the proper conduct of macroprudential policies in key currency economies 
would be a matter of global interest and concern.  

International policy coordination starts at home 

The “folk theorem” of international policy coordination (see McKibbin) states that the gains 
from international macroeconomic policy coordination are small relative to the gains from 
sensible macroeconomic policy responses to shocks at the national level. On this basis, 
international coordination gains were estimated to be on the order of 0.5-1.0 percent of 
global GDP, or roughly equivalent to the projected gains from the Uruguay Round of trade 
liberalization. This relative small gain can be explained in part by national policies reacting 
similarly to common shocks without coordination. On the other hand, international 
coordination of poor national policies would worsen global welfare (Ostry and Ghosh). In 
this latter vein, Taylor (2013) has argued that deviations by major central banks from their 
rules-based policy frameworks has forced other central banks to do the same, giving rise to 
complaints about monetary spillovers. Therefore, surveillance of national macroeconomic 
policies by international institutions could not only increase national welfare but also 
provide global gains even without explicit macroeconomic policy coordination.  

Key currency economies—for our purposes the euro area, Japan, UK, and US—design their 
monetary policies to achieve their inflation targets, while matching those policies to their 
domestic cyclical conditions (e.g., implicit Taylor rules). Interestingly, while these central 
banks have individually-set their objectives for price stability, they all have announced 
inflation targets of 2 per cent, albeit using slightly different statistical measures. These 

                                                           
10 The importance of trade and regulatory policies were taken up at a 2014 Oxford 
roundtable, How are Emerging and Developing Countries Affected by Monetary and 
Regulatory Spillovers from Advanced Economies (see Bayoumi, 2014a). 
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numerical targets were adopted without much debate or empirical justifications, while in 
theory balancing national costs from too-high inflation (e.g., “menu”, resource 
misallocation) against national costs from too-low inflation (e.g., zero lower bound, debt-
deflation effects).11 Given their different economic structures, particularly in labour and 
product markets, and experience with real and nominal shocks, it is somewhat surprising 
that these economies have the same inflation targets or optimal inflation rates. Indeed, this 
“consensus” target (as termed by Blanchard) amongst central banks may also partially 
reflect a quietly-shared view as to the systemic advantages—greater long-run nominal 
exchange rate stability—from having common inflation targets amongst key currency 
economies. Thus, this consensus may well represent a form of international cooperation or 
even coordination.  

This consensus however has under question as monetary policy has had to cope with 
problems stemming from the zero lower bound. In particular, several economists (Williams 
(2009), Blanchard et al (2010, 2013), Ball (2014), and Bayoumi (2014a)) have recently 
presented arguments for a somewhat higher inflation target, say 4 percent, in order to 
provide a larger cushion so as to reduce the risk of hitting the zero lower bound, with its 
associated larger output losses and increased output volatility.  (Of course, this concern 
predates the recent global financial crisis, harking back to the Great Depression—see Keynes 
(1936)). But as is also acknowledged, other tools (e.g., quantitative easing, forward 
guidance) or alternative instruments (e.g., fiscal stimulus) may effectively deal with the 
lower bound problems without raising the inflation target. On the other hand, Billi and Kahn 
(2008) argue, using a calibrated DSGE model for the United States, that the US optimal 
inflation rate is lower than 2 percent per annum—in the range of ¾ -1½ percent, inclusive of 
the costs associated with hitting the zero lower bound. We are not aware of similarly, 
rigorous calibrations of optimal inflation rates for other key currency economies. That said, 
it must acknowledged that DSGE models may not capture all the costs or benefits associated 
with inflation and therefore these models should not be relied solely upon to generate 
precise estimates for optimal inflation rates. 

As stressed by Williams (2009), calculations of the optimal inflation rate are crucially 
contingent upon the nature and magnitude of adverse macroeconomic shocks. If balance-
sheet recessions, which are more prolonged and deeper than other recessions (IMF WEO 
(2012, b)), are more frequent in the future than in the past—say owing to larger, more 
complex, and more connected financial systems—then ceteris paribus, the estimated 
optimal inflation rate will be higher. Prudential—both macroprudential and 
microprudential—policies, however, can contribute to dampening the magnitude, if not also 
the frequency and persistence, of financial crises that produce balance-sheet recessions. 
Thus, prudential policies can potentially influence in an indirect manner the choice of 
inflation targets. This influence is separate from their more commonly discussed 

                                                           
11 These inflation measures focus exclusively on prices increases for goods and services, 
ignoring price increases for assets, such as real estate, equity shares, and commodities.  
Adopting a broader inflation concept could capture some indicators of financial risk. This 
line of analysis is outside the scope of this policy note.  
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contributions to the conduct of policies to achieve financial stability and the pre-set inflation 
target. 

There are several reasons to suspect that gains from macroprudential policies may exceed 
those available from macroeconomic policies alone. As discussed earlier, assuring financial 
stability requires national authorities to deal with various externalities—procyclical risk-
taking, asymmetric information, agency problems and non-linearities. Financial stability in 
key currency economies obviously benefits those economies but it is also a global public 
good. Macroprudential policies can also improve the policy mix in key currency economies, 
by reducing monetary spillovers to the rest of the world.  In particular, macroprudential 
tightening to address a housing boom in a key currency economy might well forestall, at 
least for a while, the need for that economy to lift interest rate. Higher interest rate would 
have a global impact transmitted thru the financial channel, while a cooling in housing 
demand would be felt more narrowly via the trade and commodity channels. The use of 
macroprudential tools including CFMs by recipient countries would allow those countries to 
improve their policy mix, achieving better inflation and output outcomes. Those tools could 
also reduce vulnerabilities to swings in international capital flows, improve the composition 
of such flows (e.g., lengthen maturity, increase equity/debt ratio), and influence sectoral 
destination (to traded goods sector). 

In addition, cross-border network externalities in the global financial system mimic 
interconnectedness externalities on the domestic scene. Also, the social costs of foreign 
borrowing, in terms of crisis risks, may be under-priced and result in over-borrowing—just 
as domestic liquidity may be under-valued in times of market calm. In addition, 
macroprudential policies can be undermined by the presence of foreign branches of 
financial institutions that are not subject to host country regulation,12 and by cross-border 
purchases and sales of securities. For example, an estimate of UK-wide leakages (offset) on 
credit growth, owing only to bank branches, from the application of changes in minimum 
capital requirements, was 30 percent.  

Cross-border coordination of macroprudential polices is essential in order to cope with 
“regulatory (perimeter) arbitrage” and open capital markets. The FSB and the BIS/BCBS 
provide international cooperation forums, but members retain their autonomy and 
independence. Membership is typically limited to G20 countries, leaving most developing 
countries without a direct voice at those forums. The FSB covers nonbank financial 
institutions, while the BIS/BCBS is focused on banks. In a regional (EU) context, the 
European Systemic Risk Board (ESRB) provides macroprudential oversight for the entire EU 
financial system—banks and nonbank financial institutions—and is mandated to identify 
and prioritize systemic risks, issue warnings when those risks are significant, and make non-
binding recommendations regarding remedial actions. All these international/supranational 
forums have only “soft powers”. In contrast, the ECB as the Single Supervisor will have 
mandatory powers over the banking system, leaving however no supranational European 
                                                           
12 Financial institutions, including their branches, are supervised on a consolidated basis by 
their home supervisor. Host countries supervise their domestic financial institutions, which 
includes subsidiaries of foreign financial institutions. Thus, macroprudential tools applied by 
a host country would not apply to branches located in the host country. 
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agency with mandatory powers over nonbank financial institutions. This imbalance is 
potentially problematic. 

The Basel Committee on Banking Supervision has recognized this coordination issue in the 
context of the use of counter-cyclical capital buffers. Specifically, their guidance to national 
supervisors (see BCBS (2010)), established the principle of “jurisdictional reciprocity.” Under 
this principle, foreign supervisors must apply on their banks lending to the host country the 
same additional capital buffers posed by the host supervisor. All banks would be operating 
on a level playing field when lending to entities in the host country.  

Unfortunately, this reciprocity principle only applies to counter-cyclical capital buffers and 
not to the entire range of macroprudential tools (e.g., LTV, DTI, CFMs) and this principle only 
applies to banks. Thus, these other macroprudential tools are subject to leakages caused by 
cross-border financial transactions and a limited regulatory perimeter. Coordination, as 
opposed to cooperation, of these other tools is complicated by the factors that bedevils 
policy coordination in general (e.g., multiple objectives/actors, asymmetric benefits, model 
uncertainty, disagreement over spillovers/distributional implications, interest groups) and 
financial regulation in particular. 

Cross-border coordination is especially needed in a currency union—a single financial 
market with no exchange rate risks. Why is this? One, they are designed to be more 
integrated financially, while the absence of currency risks eliminates home-currency bias 
albeit not home-country bias, in portfolio decisions. Corporations and even households 
could borrow directly more easily from financial institutions domiciled within the currency 
union. Typically however, currency unions (e.g., ECCB, two CFA-zones, euro area until late 
2014) have national financial supervisors, implying that the BCBS’s home-host principles 
apply. Even if a non-OCA currency union moves to a single bank supervisor, applying 
common prudential standards, this arrangement will not deal with the possible need for 
differentiated prudential rules to accommodate differentiated national circumstances, such 
as a property boom. Thus, a hybrid approach is needed; one that provides a unified 
supervisory framework required for a single financial market, while allowing differentiated 
policy settings that reflect differentiated macrofinancial conditions.  

Within the euro-area, regulations adopted in late 2013 for the Single Supervisory 
Mechanism (SSM) (see European Council Regulation 1024/2013), are expected to become 
effective in late 2014. Under Article 5, the competent national authority can implement 
macroprudential policy actions but it must duly notify its intention to the ECB at least ten 
working days prior to taking such a decision. If the ECB objects, it needs to state it’s reasons 
in writing within five working days. The competent national authority shall duly consider the 
ECB’s reasons prior to proceeding with the decision as appropriate; thus, the ECB cannot 
veto national action. On the other hand, the ECB can apply more stringent euro-area 
macroprudential requirements—as defined in CRD-IV/CRR legislation—than national 
supervisors. The notification period is also ten day and if any national authority objects, the 
ECB is only required to “duly consider” the reasons before proceeding. The ECB however 
cannot lower a buffer set at the national level. Thus, macroprudential policy can be 
implement by national authorities to address national macroprudential conditions. 
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But banks face competition from capital markets and non-bank financial institutions. From a 
macroprudential perspective, this competition is a source of leakage, undermining the 
effectiveness of these tools. The ESRB monitors the entire EU financial system: it can issue 
warnings and recommendations to the relevant regulatory bodies should it deem that 
financial stability is at risk. Of course, coordination issues between the ESRB and ECB will 
also need to be addressed in due course.   

In sum, international coordination of macroprudential policies is likely to be more beneficial 
than for macroeconomic policies, where relatively small gains have been found. Greater 
gains from macroprudential coordination are likely because major externalities are present 
in the financial sector. In this regard, the interconnectedness of financial institutions and 
markets across borders is key. Cross-border interconnectedness can undermines the 
effectiveness of national macroprudential policies, implying high gains from coordination. 
Coordination gains will also be greater when time-varying risks, such as those associated 
with credit booms, are off-cycle across borders, allowing prudential supervisors to support 
each other over time. In a repeated game, mutual self-interest would encourage 
coordination amongst authorities that face broadly similar-sized financial risks; however, 
authorities in large economies do not much incentive to assist those authorities in small 
economies because the latter have only a minor impact on large economies. 

Conclusion  

Financial stability and fiscal sustainability are essential for the full operation of monetary 
and fiscal policies in normal times with a floating exchange rate. Financial stability ensures 
the effectiveness of monetary policy, while fiscal sustainability allows the government 
balance sheet to provide a backstop to financial stability and monetary policy. Under these 
circumstances, the policy assignments for monetary, fiscal and macroprudential tools are 
straightforward—price stability, fiscal sustainability, and financial stability—and consistent 
with the principle of effective market classification. However a severe financial crisis can 
alter the effectiveness of these policy instruments, requiring a rethink of their assignments, 
or a temporary regime switch. Communicating transparently and clearly to the general 
public and markets, this temporary regime switch and the underlying principle would be no 
small challenge. But it would be crucial for retaining the credibility of a rules-based 
approach to the conduct of these policies, which helps anchor medium-term expectations. 

When a fixed exchange rate is adopted in an open capital market setting (or more 
stringently in a non-OCA currency union), the exchange rate can no longer achieve external 
balance for the small national economy and internal balance for the small national economy 
may not flow from the monetary conditions set by the anchor currency central bank. Time-
varying macroprudential policies supplemented by capital flow measures and/or supported 
by reciprocal action by foreign supervisors can restore a degree of monetary independence. 
Using time-varying macroprudential policy to substitute for monetary policy in managing 
aggregate demand is controversial and has it limits. Structural –‘thru the cycle’—macro-
prudential policies would need to retain their focus on financial stability/residency. Fiscal 
policy could also be utilized to dampen real exchange rate cycles within a currency union, 
which would complement the use of time-varying macroprudential policy. This sort of policy 
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assignment would not be temporary but would be a lasting feature of fixed exchange rate 
regime. 

Finally, the effectiveness of macroprudential policies can be enhanced by international 
coordination and securing the domestic regulatory perimeter. On the international front, a 
positive initial step has taken place by the BCBS with the adoption of the “jurisdictional 
reciprocity” principle for the operation of counter-cyclical capital buffers. This principle 
should however be extended to cover the full range of macroprudential instruments so as to 
assure their enhanced effectiveness. With the Single Supervisor and the ESRB, national 
authorities with the euro area have the potential to use time-varying macroprudential tools 
in an effective and coordinated manner. On the domestic front, macroprudential tools 
operate only via regulated financial intermediaries—mainly banks. On the other side of this 
regulatory perimeter are the shadow banks—the financial—equity and bond—markets, 
providing an alternative channel that undermines the effectiveness of macroprudential 
tools. While the systemically important actors can be enlisted protecting financial stability, 
time-varying macroprudential tools may still not be up to the challenges posed in this paper.  
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Appendix I 

Macroprudential Policy and ‘Shadow Banking’ 

Intensified bank regulation and continued deleveraging by banks, against a backdrop of low 
interest rates and emerging economic recovery, is the seed-bed for bank disintermediation 
and the expansion of all forms of nonbank financial flows. From a European perspective 
particularly, development of the nonbank financial sector offers potentially great benefits in 
terms of diversifying the savings channels so that they better connect with vigorous sectors. 
Seen in this perspective, the pejorative connotations of the term ‘shadow banking’ seem 
unfair and inaccurate. Given the impact of bank deleveraging, greater financing 
intermediated, or arranged, by nonbanks would appear a safety valve or even a White 
Knight of economic recovery under the ‘New Normal’. That said, we are all aware of the risk 
management failures—credit and liquidity—exhibited in the opaque sub-prime securities 
market that also spread risk to those—often considered sophisticated investors—that in the 
end could not bear them.  

From the point of view of financial stability, a shift of savings to nonbank channels – 
whether structural or cyclical – can pose challenges: 

 These institutions are not supervised as banks even though they are regulated. 
Where they become involved in granting credit, and especially if their liabilities are 
so liquid that they function as quasi money—such as money market funds—the 
possibility of systemic funding risks cannot be ruled out. However, mutual funds in 
general and equity funds in particular are not typically viewed as “shadow” banks. 

 Drawing on such sources of financing may pose additional challenges: if international 
asset managers move as a ‘herd’ to espouse or reject part of an asset class (such as 
emerging markets), very abrupt shifts may occur in financing conditions for that 
entire asset class – spreading to the most liquid market segments. 

 Flows outside banking channels typically are not subject to macroprudential 
measures imposed by bank supervisors. If the goal of macroprudential measures is 
to dampen market excesses, then nonbank and portfolio flows can frustrate that 
goal. Thus, the far-side of the macroprudential perimeter must be scrutinized closely 
for problematic leakages. Interestingly, capital flow measures typically have a broad 
perimeter. 

 Concerns about macroprudential risk have led central banks to review carefully the 
perimeter of the banking sector, to try to ensure that banking-like activities are 
brought under supervision. But expansion of the banking perimeter could perhaps 
entail risks that economically beneficial activities are curtailed, or simply do not take 
place. An alternative (as with money market funds) would be to address those 
specific features that are systemically risky.   

From the specific standpoint of challenges inherent in the ‘New Normal’, the least tractable 
issue is perhaps the third point above.  Expansion of non-banking financial activities may 
vitiate the effectiveness of macroprudential measures in dampening financial stability risks. 



25 

 

In the EU, there is a question how the role of the ESRB might contribute in this area, 
particularly with the advent of the ECB as the Single Supervisory for systemically important 
banks. More generally, scope exists for supportive taxation or other regulatory measures. 

Ultimately though, in an innovative and diversified economy, this may mean that nonbank 
leakages substantially undermine the viability of macroprudential measures. Deep and 
durable responses to the shocks intrinsic in global inter-linkages may reside in structural 
flexibility in economies, large financial buffers, and ample global insurance through bodies 
such as the IMF and or regional arrangements (e.g., Chiang Mai, ESF). Still, a large set of 
questions needs further exploration. 
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Appendix II 

Matching policy assignments to country situations 

The question arises how countries in different situations should assign policies to address 
these various kinds of tensions. Macrofinancial tensions should in general be addressed in 
the first instance through the introduction or intensification of macroprudential, fiscal and 
structural measures. In the first instance, micro-and macro-prudential measures should be 
brought to bear to deal with credit-driven asset or sectoral booms. Closely related, capital 
flow measures may also be valuable in dampening foreign inflows that can fuel a credit 
boom and undermine monetary and prudential policies. Emerging market economies have 
more experience than advanced economies with utilizing macroprudential tools including 
capital flow measures, over a wider range of economic circumstances and policy settings. 

Prudential policies are obviously central to any effort to preserve the financial stability in 
the face of risks from boom/bust cycles. But exchange rate regimes and the design and 
stance of fiscal policies are both highly important tools that can be brought to bear to 
moderate boom and bust cycles. According to both the IMF and BIS, fixed exchange rates 
with open capital accounts are more prone to financial crises than floating exchange rates, 
or managed exchange rates with established capital controls (e.g., China, India). Exchange 
rate volatility—perhaps induced by unpredictable FX intervention—can make carry trades 
(based on value at risk models) too expensive, curtailing inflows. Fiscal tightening can also 
help deal with an inflow surge by lowering domestic interest rates and dampening 
aggregate demand expansion. Tax policy can target sectoral and asset price booms. In the 
bust, fiscal policy can stimulate aggregate demand in manner that monetary policy may not 
be able too. A more depreciated exchange rate that accompanies a sudden stop can help 
stimulate demand. International reserves build up during good times—by leaning against 
the inflow winds—can now be deployed to avoid exchange rate overshooting.  

In this regard, the role of macroprudential policies depends to a significant degree on a 
country’s exchange rate regime.  

First, floating rate economies. With an exchange rate that is freely floating, as it is in all key 
currency economies, the central goal of macroprudential policy should be to address 
financial stability concerns. In particular, a credit and real estate boom can get underway at 
times when interest rates (in line with the domestic inflation and cyclical positions) are low 
and stable.  Moreover, spillover effects from global markets may be taking place, for 
example, through channels such as risk premia and risk appetite even though a floating 
exchange rate provides some insulation from imported monetary conditions. In this 
environment, the motivation for implementing or intensifying macroprudential measures is 
not directly driven by goals of short-run demand management.   

Second, economies with managed exchange regimes. Where the exchange rate is not freely 
floating and thus the conduct of monetary policy is constrained, macroprudential policy – 
along with fiscal and structural policies – offers a route to influence macroeconomic 
conditions in addition to its more accepted role of preserving financial stability. It might be 
viewed as a surrogate monetary policy, since macroprudential measures effectively raise the 
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cost of credit on the supply side (e.g., capital ratios), or make it more difficult to obtain on 
the demand side (e.g., loan-to-value ratios), or both.  

Third, economies with fixed exchange rate regimes. It is generally understood that such 
small open economies have ‘imported’ their monetary conditions, surrendering monetary 
independence in exchange for ‘imported’ anti-inflation credibility. When combined with 
open capital markets, these economies are at the mercy of international financial markets. 
No consensus exists among international policy-makers as to whether macroprudential 
measures should be used for the purpose of macroeconomic management even in the 
absence of domestic monetary autonomy. Interestingly, however, this view seems to be 
gaining traction in the euro area.  

The foregoing is not intended to arrogate to macroprudential policy an exclusive role in 
addressing various macroeconomic or macrofinancial concerns.  There are indeed questions 
about the effectiveness and costs of macroprudential measures in different economic and 
policy environments, especially as regards the time-varying or ‘cyclical’ use of such 
measures. Moreover, political-economy questions abound related to the timeliness with 
which adequate macroprudential actions are implemented. These considerations 
underscore that (a) emphasis needs to be placed on having a strong microprudential regime 
in place, as well as a sound structural macroprudential regime (i.e., measures that are not 
varied over time); and (b) the discretionary use of fiscal policy should be a means of 
addressing macroeconomic and financial pressures – including of course when interest rates 
are at the zero bound and monetary policy may not be fully effective. 

Given the political economy problems in making short-term adjustments to fiscal policy, and 
the unproven effectiveness of time-varying macroprudential instruments, it remains 
possible that an interest rate response may ultimately be needed to dampen a strong 
financial cycle, even when not accompanied by rising inflation. Such a departure from the 
strict pursuit of an inflation goal can be seen as a further example of temporary 'regime-
switching' for monetary policy, and - as discussed above - a high degree of transparency will 
be important to avoid jeopardising the credibility of targeting inflation as the monetary 
policy framework in normal times 
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