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INTRODUCTION TO THE CONFERENCE 
 
 
Danmarks Nationalbank celebrated its 200-year anniversary in 2018.  

As part of the anniversary celebrations, Danmarks Nationalbank and  

the Bank for International Settlements organised this high-level  

conference on "Monetary policy spillovers in a financially integrated 

world".  

 

 

The conference provided a forum for global 

central bankers and leading academics to dis-

cuss key monetary policy issues of the day: 

 

 What lessons were learnt about the main 

forces that drove the global economy into 

the era of unconventional monetary policies 

and unprecedented monetary policy spill-

overs? 

 What monetary policy and macroprudential 

challenges still face central banks in the cur-

rent economic and political environment? 

What more should be done? 

 How has our understanding of exchange 

rate regimes evolved over time, especially 

in the light of trends in economic and finan-

cial globalisation? Is the concept of the clas-

sical exchange rate “trinity” obsolete? 

 What role should exchange rates play in 

monetary policy frameworks, including con-

sideration of shortcomings in the interna-

tional monetary system? Is exchange rate 

stability a precondition for lasting price and 

financial stability? 

 

The conference concluded with a policy panel 

with particular focus on the special challenges 

facing central banks in small, open economies. 

 

These proceedings contain speeches, back-

ground papers and slides behind the interven-

tions delivered at the conference as well as 

brief summaries of issues addressed at the 

general discussions and the panel discussion. 
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PROGRAMME 
 
 

6 September 2018 
 
19:00 – 21.30 Pre-conference dinner 

 Venue: Väkst, Sankt Peders Stræde 34, DK-1453 Copenhagen K  
Dress code: Business casual 

  

7 September 2018 

 
12:00 – 12:30 Registration 

 Venue: The Hans Christian Andersen Castle in Tivoli,  
H.C. Andersens Boulevard 20-22, DK-1553 Copenhagen V  
 

12:30 – 13:30 Buffet lunch 

 Venue: Gemyse in Tivoli 
 
14:00 – 18:00 Conference – Day 1 

 Venue: The Hans Christian Andersen Castle in Tivoli 
 Dress code: Business attire 

 
14:00 – 14:30 Opening remarks 

 Lars Rohde, Danmarks Nationalbank 
 Agustín Carstens, Bank for International Settlements 
 
14:30 – 15:50 Session 1  

From the Great Moderation to the Great Recession  
and beyond – how did we get here and what lessons  
have we learned? 

Chair: Claudia M. Buch, Deutsche Bundesbank 
Keynote (20 min.): Kenneth Rogoff, Harvard University  
Discussants (40 min.): Frank Smets, European Central Bank 
 Donald Kohn, Brookings Institution 
General discussion (20 min.) 

 
15:50 – 16:30 Coffee break 
 
16:30 – 18:00 Session 2  

Coping with the current challenges for central banks 

Chair: Peter Praet, European Central Bank 
Keynote (20 min.):  Axel A. Weber, UBS 
Discussants (40 min.): Mohamed A. El-Erian, Allianz 

Charles R. Bean, London School of Economics 
General discussion (30 min.) 

 
19:30 – 22:30 Reception and dinner 

 With partners  
Venue: Danmarks Nationalbank, Havnegade 5, DK-1093 Copenhagen K  
Dress code: Business attire  
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 Dinner speech  
Exchange rate regimes in a globalised economy:  
challenges and prospects 

Chair:  Niels Thygesen, University of Copenhagen 
Dinner speaker (15 min.): Stanley Fischer, MIT 
Questions (5 min.) 

 

8 September 2018 

 
8:30 – 9:00 Registration and coffee 

Venue: The Hans Christian Andersen castle in Tivoli 
 
9:00 – 12:30 Conference – Day 2 

Venue: The Hans Christian Andersen castle in Tivoli 
Dress code: Business attire 

 
9:00 – 10:20 Session 3  

Life in the periphery 

Chair: Øystein Olsen, Norges Bank  
Keynote (20 min.):  Stephen S. Poloz, Bank of Canada  
Discussants (40 min.): Veerathai Santiprabhob, Bank of Thailand 

Hélène Rey, London Business School 
General discussion (20 min.) 

 
10:20 – 11:00 Coffee break 
 
11:00 – 12:15 Panel discussion  

The future of central banking from a small open-economy perspective 

Chair: Lars Rohde, Danmarks Nationalbank 
Panelists:  Mar Gudmundsson, Central Bank of Iceland 

Philip Lowe, Reserve Bank of Australia 
Stefan Ingves, Sveriges Riksbank 
Thomas Jordan, Swiss National Bank 
Karnit Flug, Bank of Israel  

 
Format:  5-10 min. introduction by each panelist followed by 

panel discussion and general discussion 
 
12:15 – 12:30 Closing remarks 

Lars Rohde, Danmarks Nationalbank 
 
12:45 – 13:15 Doorstep press/media event 
 
13:15 – 14:45 Lunch, with partners  

Venue: Groeften in Tivoli 
 
14:45 – 17:00 Social event 

With partners  
(Canal tour. Dress code: casual dress and practical shoes) 
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OPENING REMARKS BY LARS ROHDE 
 
 
Dear colleagues and guests, 

 

It is a great pleasure for me to welcome you to 

this joint Danmarks National-bank - BIS confer-

ence to mark the 200th anniversary of Dan-

marks Nationalbank. I am very pleased and 

honoured that all of you accepted our invita-

tion to join us in this event. 

 

We will have plenty of time to discuss some of 

the most pressing current and future challeng-

es for monetary policy in a globalised world 

during the next two days.  

 

But an anniversary of a central bank is also al-

ways an opportunity to reflect on the historical 

developments. So let me offer a few insights 

from our history. 

 

Fundamentally, the primary objectives of Dan-

marks Nationalbank have remained unchanged 

since its establishment in 1818. Our job has al-

ways been to focus on price stability, financial 

stability and well-functioning payment systems. 

 

Annual inflation has averaged 1.7 per cent over 

the last 200 years – below but close to 2 per 

cent (figure 1).  

 

At Danmarks Nationalbank's 175th anniversary 

in 1993, Royal Bank Commissioner Marianne 

Jelved, then Minister of Economic Affairs, said: 

 

"My hope is that the governors and 
Royal Bank Commissioner who celebrate 
the Nationalbank's 200th anniversary in 
25 years' time will be able to look back 
on more than three decades of low infla-
tion." 

 

This has been achieved, and a firm fixed-

exchange-rate policy has been an important 

part of the monetary-policy strategy. Den-

mark's tradition for a fixed-exchange-rate poli-

cy goes actually a long way back in history. In 

the 19th century, we followed the silver and 

gold standards. Later, a fixed exchange rate 

was maintained against the pound sterling, the 

dollar, the D-mark and now the euro. 

 

Low inflation has been the order of the day the 

past 200 years, except in periods of war. The 

notable exception was the 1970s and early 

1980s, when inflation reached double-digit 

rates, government budget deficits were mas-

sive and Denmark took any opportunity to de-

value the krone. This is not so long ago and 

reminds us that a stability-oriented economic 

policy regime should not be taken for granted. 

 

We have seen several banking and financial 

crises the past 150 years (Figure 2). Banking 

crises are costly for the economy and many 

studies have been conducted to try to under-

stand why banking and financial crises occur 

from time to time. They point at many different 

reasons due to the complex interaction be-

tween the real economy and the financial sys-

tem.  

 

Banking crises are therefore very hard to pre-

dict. This stresses the need for a robust finan-

cial sector that is able to absorb large losses 

during a severe economic downturn. The most 

recent financial crisis revealed that many finan-

cial institutions were insufficiently capitalised. 

Since then, capital requirements have been en-

hanced, both internationally and in Denmark. 

This has contributed to a more robust financial 

system. We have also established mechanisms 

for controlled resolution of large banks. One of 

the aims has been to ensure that the key func-

tions of a distressed bank can be continued 

without any major inconveniences for the cus-

tomers. Another aim has been to ensure that 

the owners and investors bear the losses in 

connection with resolution – not the taxpayers. 
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Danmarks Nationalbank issued its first series of 

banknotes in 1819. The largest note in the se-

ries was the 100 rigsbankdaler note (Figure 3). 

This denomination corresponded to between a 

half and a full year's pay! Very few banks exist-

ed in 1819, and cheques had not yet emerged, 

so banknotes were used by both households 

and firms for large financial transactions and as 

saving instruments in line with large silver and 

later gold coins. 

 

It has always been important that banknotes 

are difficult to counterfeit. On Danmarks Na-

tionalbank’s first banknotes, the signature was 

the most important security element. Since 

then, many more elements have been added to 

the banknotes, and banknotes are undoubted-

ly better protected against reproduction today 

than ever before. 

 

Nowadays, households and firms prefer elec-

tronic payment solutions offered by private 

banks over physical cash. As a result, providing 

secure IT systems for interbank payments has 

become a cornerstone of Danmarks National-

bank's work. Today, the entire financial sector 

is heavily dependent on complex IT systems, 

and it is important in relation to upholding 

trust in the financial system that they always 

work and are secure. Only a few decades ago, 

physical bank robberies were at the top of the 

agenda in any debate on security in the finan-

cial sector. Today, cybersecurity is on the top 

of the list. 

 

I could tell you much more from our first 200 

years. But let me stop for now.  

 

I will just conclude my opening remarks by ex-

tending a special welcome and thanks to all 

our distinguished speakers and to the BIS for 

taking part in organising this conference.  

 

I will also remind you that we follow the Chat-

ham House Rules at this event – you are free to 

refer to the information received at the confer-

ence but without identification of the individual 

speaker or any other participant. 

 

Thank you for the attention and welcome to 

Copenhagen. 
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Figures 

 

Figure 1: Consumer price inflation in Denmark since 1819 

 
Note: 7-year centred moving average of annual inflation rates. 
Source: Abildgren, Kim (2010), Consumer Prices in Denmark 1502-2007, Scandinavian Economic History Review, Vol. 
58(1), pp. 2-24; and Statistics Denmark. 

 

Figure 2: Staff from Danmarks Nationalbank carrying cash across the street to a bank in 
financial distress in the 1920s 

 
Source: Bank staff with bags containing valuables in front of Nationalbanken i Kjøbenhavn, 1923?, Europeana / 
Royal Danish Library / Holger Damgaard 
(http://www.europeana.eu/portal/da/record/92023/BibliographicResource_2000068834980.html), CC BY-NC-ND 
4.0 (https://creativecommons.org/licenses/by-nc-nd/4.0/). 
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Figure 3: One of Danmarks Nationalbank's first banknotes 

 

Source: Danmarks Nationalbank 
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OPENING REMARKS BY AGUSTÍN CARSTENS 

Rising to the occasion: central banking in a financially integrated world 
 
 

Introduction 

Good afternoon, ladies and gentlemen, 

 

It is a great pleasure to welcome you to this 

policy conference marking a historic milestone 

for the Danmarks Nationalbank – the 200th an-

niversary of its founding. To put this in per-

spective, the BIS is looking forward to celebrat-

ing its 90th anniversary later this decade. Nine-

ty might be an impressive age but, truly, it 

pales in comparison with the anniversary that 

we are celebrating today. 

 

I would like to give special thanks to Governor 

Lars Rohde and his colleagues for including the 

BIS in this celebration. In many ways, our col-

laboration reflects the excellent long-term rela-

tionship between the Danmarks Nationalbank 

and the BIS in pursuit of enhanced central bank 

cooperation. 

 

In this type of event, we naturally look to the 

past to help us navigate the future. And, let me 

note that the Danish central bank’s history is a 

long and remarkable one.1 Established just af-

ter the Napoleonic Wars, the Bank was charged 

with one of the enduring mandates of central 

banking – to establish public trust in the mone-

tary system after an episode of runaway infla-

tion. 

 

Today, of course, the world is a very different 

place, but trust remains an essential – if not 

foundational – principle of central banking. It 

is, after all, a precious commodity that can 

never be taken for granted. History has taught 

                                                   
1
 See K Abildgren, Danmarks Nationalbank, 1818–2018, Dan-

marks Nationalbank, July 2018. 

us that building trust takes time and hard work. 

And, once broken, it is difficult to earn back. 

 

In my remarks today, I’d like to highlight the 

importance of building on past successes. I will 

argue that price and financial stability is the 

best way central banks can preserve trust and 

confidence, but delivering this will continue to 

be challenging in an increasingly financially 

integrated world. 

 

Looking back 

Looking back, it is important to remember that 

greater financial integration has delivered sig-

nificant benefits. Yet, it must also be recog-

nised that greater openness has created chal-

lenges for central bankers. Globalisation has 

exposed economies – especially small open 

economies – to policy spillovers. 

 

While I was at the Bank of Mexico, we faced 

many difficult situations relating to capital 

flows, exchange rate pressures, financial stabil-

ity and inflation, especially ones arising from 

developments in our large neighbour to the 

north. As in other emerging market economies, 

non-linear exchange rate dynamics arose at 

times, resulting in global capital flows that 

threatened to overwhelm the short-run absorp-

tive capacity of domestic financial markets. And 

this despite the best efforts of monetary policy. 

 

Mexico’s experience is certainly not unique. In 

Europe, banking and sovereign stresses earlier 

in the decade had serious consequences for 

the euro area and its neighbours. The situation 

called for bold ECB actions in the form of un-

conventional monetary policies, efforts that are 

still paying off. At the same time, smaller, non-
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euro economies were not immune to these de-

velopments in the form of policy spillovers. 

 

In particular, both Denmark and Switzerland 

faced strong exchange rate appreciation pres-

sures, as international investors sought less 

risky environments. Strong capital inflows left 

these economies facing unfamiliar monetary 

policy trade-offs. In 2012, for example, the 

Danmarks Nationalbank found it challenging to 

maintain its peg to the euro with positive inter-

est rates, and eventually took a truly innovative 

decision to implement negative policy rates. 

This Danish experience led many to fundamen-

tally rethink what we used to call the “zero 

lower bound” on nominal interest rates.2 

 

In the case of Switzerland’s flexible exchange 

rate system, capital inflows contributed to rap-

id currency appreciation, taking the exchange 

rate to levels not reached in previous decades 

and threatening price stability.3 The Swiss Na-

tional Bank surprised market participants in 

2011 when it set a floor on the franc/euro rate, 

a policy that was eventually dropped. 

 

These experiences highlight the spillover chal-

lenges that central banks from small open 

economies can face from their larger neigh-

bours in a financially integrated world. So the 

policy environment has become more complex. 

But central banks have responded flexibly, cre-

atively and effectively. In doing so, central 

banks have continued to build trust and confi-

dence despite the difficult times in the past 

decade. 

 

Current challenges 

Looking at the current policy environment, it is 

important first to remember how far the global 

economy has come since the dark days of the 

                                                   
2
 See M Bech and A Malkhozov, “How have central banks im-

plemented negative policy rates?”, BIS Quarterly Review, March 

2016, pp 31–44. 
3
 See 

https://stats.bis.org/statx/srs/tseries/EER/M.R.N.CH?t=i2&c=&

m=N&p=201807&i=55.16. 

Great Financial Crisis. It has been a long and 

winding road, but central banks should take 

some comfort from successes over the last 

decade. The revival of global economic activity 

can be seen as the dividend for a decade of 

supportive macroeconomic policies, aided by 

unconventional monetary policies. 

 

Now, major central banks face an unprece-

dented policy normalisation challenge. How 

smooth will it be? Well, it is difficult to predict. 

But in my view, “so far, so good”. The transpar-

ent, gradual approach has helped markets 

adapt and has kept the global economy by and 

large on track, while at the same time address-

ing the negative side effects that can accumu-

late when policy rates are kept too low for too 

long. 

 

Of course, this does not mean the normalisa-

tion will be uneventful – either for those nor-

malising policy or for economies on the receiv-

ing end of the effects of those decisions. It is 

important not to underestimate the potential 

for financial markets to act as triggers or ampli-

fiers of stress. Macro-financial stresses from 

monetary policy spillovers may increase and be 

intensified by financial markets. We have al-

ready seen some of these effects in Turkey and 

Argentina. These risks will remain elevated dur-

ing the normalisation process, and be particu-

larly relevant when the major advanced econ-

omies find themselves normalising at different 

speeds.4 Also, disruptive snapback risks cannot 

be ruled out, especially in economies with pro-

longed compression in spreads due to persis-

tent capital inflows. 

 

Indeed, recent BIS research suggests that 

monetary policy spillovers via exchange rates 

and cross-border financial flows are a signifi-

cant risk, especially for emerging and small 

                                                   
4
 See C Buch, M Bussière, L Goldberg and R Hills, “The interna-

tional transmission of monetary policy”, Federal Reserve Bank 

of New York Staff Reports, no 845, March 2018. 
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open economies.5 For the latter, non-linear ex-

change rate dynamics and capital flows may 

make it difficult at times for them to decouple 

their monetary policy from that in the ad-

vanced economies, even when domestic fun-

damentals call for policy rate divergences. 

 

Our research also indicates that spillover dy-

namics do not lend themselves to simple one-

size-fits-all policy prescriptions. They will de-

pend on, among other things, investors’ per-

ception of country risks, domestic economic 

and financial conditions, and policy frame-

works. Whatever the case, it will be important 

to monitor financial stability and capital flow 

developments closely, especially when the 

wedges between domestic and policy rates at 

major central banks widen. 

 

In addition to the normalisation challenge, I 

would just note that the threat to global trade 

is another key risk for the global recovery. I 

recently discussed this at the Federal Reserve 

Bank of Kansas City’s Jackson Hole Symposi-

um.6 

 

Looking beyond normalisation 

As we look further into the future – that is, be-

yond monetary policy normalisation – it is not 

too early to focus our eyes on the ultimate 

prize: sustainable, stability-oriented growth. 

This requires consideration of the policy 

frameworks that are well adapted to the evolv-

ing policy environment. 

 

One way to make economies resilient to spillo-

vers is to put one’s own house in order. In this 

respect, central banks have been strengthening 

                                                   
5
 See Bank for International Settlements, BIS Economic Report, 

2018. BIS research finds that an increase in global risk appetite, 

as measured by the VIX, predicts an increase in EME sovereign 

yields. There is evidence that a US dollar appreciation also 

produces the same effect, arising from these countries’ foreign 

currency borrowing and global investor balance sheets. 6
 See A Carstens, “Global market structures and the high price of 

protectionism”, Overview panel remarks at the Federal Reserve 

Bank of Kansas City’s 42nd Economic Policy Symposium, Jack-

son Hole, Wyoming, 25 August 2018. 

their stability-oriented frameworks. Considera-

ble progress has been made by most central 

banks in adopting sound, credible monetary 

policies focused on price and financial stability. 

 

Similarly, significant progress has also been 

made in terms of improved supervisory and 

regulatory frameworks – not least because of 

the efforts of the Basel-based standard-setting 

bodies, such as the Basel Committee on Bank-

ing Supervision and the Committee on Pay-

ments and Market Infrastructures. Of course, as 

the financial system evolves and becomes even 

more integrated, regulatory frameworks must 

evolve too. The impact of technology on finan-

cial integration will be critical, as recent discus-

sions of digital currencies and fintech suggest.7 

 

But central banks and regulatory agencies can-

not do it alone. Other national policymakers 

also have key roles to play. Fiscal policy must 

be a priority. Policymakers should take ad-

vantage of the stronger global recovery to bol-

ster fiscal sustainability. 

 

Microeconomic and structural policies also 

need strengthening. The list of reforms is long 

but certainly must include (i) boosting invest-

ment in human capital; (ii) enhancing competi-

tion; and (iii) nurturing the open multilateral 

trading system. More needs to be done. 

 

And, of course, greater international coopera-

tion is critical. In this respect, the BIS and its 

members have essential roles to play. Our mis-

sion of promoting global monetary and finan-

cial stability through international cooperation 

is a tried and true one. And it is as relevant 

now as when the BIS was first established. 

 

Let me conclude. If we want to foster an envi-

ronment in which 200-year anniversaries for 

                                                   
7
 See Chapter V in BIS Economic Report, 2018; and Committee on 

the Global Financial System, “Fintech credit: Market structure, 

business models and financial stability implications”, report 

prepared by a Working Group established by the CGFS and the 

Financial Stability Board, 2017. 
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central banks become the norm rather than the 

exception, we have some work to do. We need 

to strengthen the ability of central banks to 

respond to the type of spillovers that arise in a 

financially integrated world by building on the 

successes and learning from the lessons of the 

past. But we also have to be humble. To quote 

a famous American saying “we need to accept 

the things that cannot be changed, courage to 

change the things which should be changed, 

and the wisdom to distinguish the one from the 

other”.8 Luckily, we have brought together 

here a distinguished group of the world’s ex-

perts to help us think through the challenges 

ahead. 

 

 

 

 

                                                   
8
 Bartlett’s Familiar Quotations, 18th edition, Little, Brown and 

Company, 2014. 
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SESSION 1:  
FROM THE GREAT MODERATION TO THE  

GREAT RECESSION AND BEYOND – HOW DID WE GET HERE 
 AND WHAT LESSONS HAVE WE LEARNED? 

 

 

Participants in session 1, from the right: Claudia M. Buch (chair), Kenneth Rogoff (keynote 
speaker), Frank Smets (discussant) and Donald Kohn (discussant). 

 
 

The business cycle became substantially 

less volatile during the "Great Moderation" 

from the mid-1970s to the mid-2000s. Ex-

planations span from good practices (bet-

ter inventory management, improved pos-

sibilities for consumption and investment 

smoothing due to new information tech-

nology combined with broader and deeper 

financial markets and more flexible labour 

markets) over good policy (more skilful 

monetary policy and macroeconomic stabi-

lisation policy in general) to good luck (a 

reduction in the frequency and severity of 

exogenous economic shocks). Then came 

the financial crisis followed by the Great 

Recession, and the view on the Great Mod-

eration became subject to revision. Focus 

turned to discussions on "secular stagna-

tion" and whether the Great Moderation 

contained some of those seeds that fueled 

the outbreak of the recent financial crisis, 

including the too loose monetary policy in 

the early 2000s ("The Greenspan put"). Ses-

sion 1 focused on the broad macroeconomic 

developments during the recent decades 

and a deeper understanding of the main 

forces that drove the economy into the era 

of unconventional monetary policy. 
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KEYNOTE SPEECH BY KENNETH ROGOFF 
 

Thank you for the opportunity to speak at the 

200th anniversary of the founding of Central 

Bank of Denmark. It is a curious moment in the 

debate over the global economy. Despite a 

powerful surge in populism in the global politi-

cal debate, much of the debate in modern fi-

nancial policy circles increasingly takes as given 

seemingly very benign post-crisis trends, at 

least in advanced economies. Although few 

policymakers voice the idea, many are un-

doubtedly wondering whether we have re-

turned to the goldilocks era of the early 2000s, 

with high growth and low inflation. Back then, 

the view was that vastly improved central bank 

policy frameworks (more importantly central 

bank independence), combined with better 

diversification through financial markets and 

the spread of market capitalism, promised a 

long era of high growth with low and stable 

inflation. 

 

Of course, the 2008 financial crisis temporarily 

disrupted this blissful state of affairs, but a 

decade on, global growth appears restored, 

market volatility is again low, and there re-

mains high confidence in central bankers. Alt-

hough debt crises are unfolding in a few 

emerging markets and the Eurozone is a per-

petual work in progress, there does not appear 

to be any great concern in markets about an-

other systemic global financial crisis in the 

foreseeable future. In fact, returns on “safe” 

advanced country bonds remain at near histor-

ic lows outside periods of financial repression, 

and long-term inflation expectations are re-

markably aligned with central bank targets. 

Against a backdrop of rising inequality, some 

economists argue that perhaps government 

debt to GDP levels should be allowed to con-

siderably expand, not just to the 100% plus 

levels that the IMF has started again warning 

about, but to Japan-like levels of 200% and be-

yond. The idea that any advanced country – 

even in Europe – could ever again experience a 

sovereign debt problem, much less very high 

inflation, is considered as mildly hysterical. 

 

Indeed, if today’s extremely low global real in-

terest rate environment continues, it is far 

more difficult to conjure up a crisis that in a 

world of higher “normal” interest rates. As long 

as borrowers can tap credit markets at ex-

tremely low rates, indeed lower than growth 

rates, it is difficult have a significant macroeco-

nomic crisis of any type, at least in an advanced 

economy. 

 

Yet, there is another way to look at the data 

that ought to bear more weight in the policy 

world. Economic volatility goes in cycles. The 

world is in a low volatility cycle now, but there 

is a distinct chance of a return to much higher 

volatility at some point over, say, the next five 

years or less. Moreover, apparently low short-

term macroeconomic and financial volatility 

may be masking a post-financial crisis rise in 

tail risk. Indeed, after an extraordinary period 

of easy monetary policy and very low real in-

terest rates, a wide range of asset and debt 

markets are all extremely vulnerable to an un-

expected rise in long-term global equilibrium 

real interest rates. Is this a serious risk? While 

hardly a central scenario, such a shift is hard to 

rule out given policymakers’ uncertainty about 

just why global real interest rates have fallen so 

dramatically, especially at very long horizons 

and especially since the financial crisis. 

 

There are, of course, a host of explanations of 

the trend fall in real interest rates over the past 

fifteen years (demographics, low productivity 

growth, rising inequality, increased fear of rare 

disasters, global savings glut, the rise of Asia, 

quantitative easing). There is, however, little 

agreement on which factors are the dominant 

ones, and which ones are permanent as op-

posed to temporary. For example, as Reinhart, 

Reinhart and Rogoff (2015) show, closely hew-
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ing to a framework developed by Robert Barro, 

a relatively modest rise in global perceptions of 

rare disaster risk (say from 2% to 3%) can more 

or less fully explain the drop in real interest on 

“safe” bonds observed since the financial crisis. 

If (and of course this is a big if), strong US 

growth continues and is followed by similar 

growth in large swathes of the rest of the 

world, fear of tail risk may fade. If this leads to 

sharply higher real interest rates on safe 

bonds, it could lead to massive problems in 

many asset classes, and a much worse version 

of what emerging markets are experiencing 

now. Other factors that could raise long-term 

equilibrium real interest rates include an up-

ward revision of global productivity trends (I 

will have more to say on this later), or perhaps 

a crisis in emerging markets that leads to a 

sharp reversal of capital flows from developing 

world to the United States. A rise in equilibrium 

global interest rates could also put enormous 

pressure on the Eurozone, where extraordinari-

ly low equilibrium rates have been a major fac-

tor in helping contain and stabilize some of the 

more vulnerable economies, for example high 

debt Italy. 

 

A second source of risk concentration is the 

growing dominance of the dollar in the global 

economy, which in turn places increasing reli-

ance on the United States as the caretaker of 

global financial stability. Yet, the US is in a po-

litical upheaval not usually seen outside emerg-

ing markets, and there must be a least a tail 

risk that politics drives the United States into 

unsustainable populist policies just as so many 

emerging market economies have experienced. 

Thus, as benign as the current scenario is, the 

concentration of risks in virtually all asset clas-

ses around the outside prospect of a rise in 

global interest rates and/or a destabilization of 

the dollar creates concerns that ought to have 

the attention of policymakers even if they seem 

to be dismissed by markets. 

 

Indeed, the central point of Rogoff (2006), pre-

sented at Kansas Fed Jackson Hole symposium, 

was exactly that volatility goes in cycles, and 

that the “Great Moderation” could be illusion. 

First, let’s look at some of the more benign 

trends. 

 

Figure 1 illustrates the trend decline in global 

real interests for the benchmark inflation-

indexed ten-year US Treasuries. Although these 

have risen more than 150 basis points from 

“peak secular stagnation” in 2013 (coinciding 

with Lawrence Summers’ famous IMF speech), 

rates remain low by historical standards, at 

least outside periods of financial repression. 

Although I do not include a figure for the 30-

year inflation indexed treasury bond, that indi-

cator is perhaps even more striking, showing 

an imputed real interest rate is around one per 

cent, far below the or even from the 2.2 per-

cent level earlier in this decade, much less the 

very long-term average closer to 3 percent. As 

noted earlier, this is trend has many explana-

tions, but none are remotely definitive. One 

explanation that perhaps receives too little at-

tention, is that fact that, in principle, a small 

increase in fear of tail risk can explain the drop 

of real interest rates since the financial crisis 

and is also consistent with the post-financial 

crisis rise in the equity premium. The basic intu-

ition (from Barro) is that tail risk acutely affects 

the value market participants attach to safe 

assets that have payoffs even in extremely bad 

states of nature. 

 

Figure 2 is particularly interesting, it shows the 

30-year inflation expectations derived from the 

difference between prices on inflation-indexed 

bonds. These now stand at just over 2 percent. 

Survey data show slightly higher long-term in-

flation expectations but the basic downward 

trend is the same. Now, for central bankers, the 

fact people have long-term inflation expecta-

tions very close to the stated monetary policy 

target may seem heartwarming, but it might 

also reflect an underestimate of long-term mac-
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roeconomic risks. Do markets seriously believe 

that governments will no longer resort to infla-

tion even in the event of a catastrophe that 

puts profound pressure on budgets, a financial 

crisis, a very large-scale conflagration, a 

cyberwar, a pandemic, etc.? Those who argue 

that US debt is free of default risk point to the 

fact that US can always let steam off any budg-

et problem by inflating (which of course 

amounts to a partial default in real terms, but it 

not a technical default). If so, shouldn’t there 

be a large premium in long-term inflation ex-

pectations, of at least 1% as there was before 

the financial crisis? Some might answer that 

strengthened central bank independence 

makes partial default through inflation impos-

sible. But then is it reasonable to assume zero 

default risk? Another explanation of figure 2 is 

that markets do recognize the possibility that a 

crisis may force high inflation, but they now 

view the risks of deflation to be just as high, 

possibly because central banks are hampered 

by the zero bound (although that is completely 

solvable program as for example, Rogoff, 2016, 

illustrates.) 

 

The combination of lower real rates and lower 

inflation expectations have both dramatically 

pushed down estimates of neutral short-term 

policy rates although to say the least, there is 

great uncertainty about exactly where these 

may land. 

 

What about the great moderation which, prior 

to the financial crisis, was a dominant theme in 

markets and policy analysis. Figure 3 from 

Rogoff (2006) shows the trend decline by dec-

ade in output volatility, from the 1960s to the 

early 2000s for a select group of countries (for 

other countries, see Rogoff, 2006). The pattern 

of significant decline in output volatility across 

decades holds for a most countries, albeit the 

great moderation started somewhat later in 

emerging markets. A large literature prior to 

the financial crisis gave a variety of alternative 

explanations for the Great moderation: better 

and more predictable central bank policy, 

deeper financial markets, demographics, better 

techniques for inventory management, a higher 

percent of economic activity in services and the 

government, globalization, to name a few (see 

Rogoff, 2006). Of course, there was a massive 

increase in volatility around the global financial 

crisis. But as Figures 5 shows, volatility has re-

turns to low levels since, and indeed even ap-

pears to be trending down. It is difficult to look 

at the volatility cycles in Figures 4 and 5 with-

out concluding that the Second Great Modera-

tion will not last forever. To paraphrase Minsky, 

the periods of low market volatility induces be-

havior that lays the seeds of the next round 

high volatility. 

 

Indeed, when it comes to asset prices, which 

are forward looking, the great moderation was 

much more moderate for output. Figure 6, 

again from Rogoff (2006), is based on formal 

structural break tests. There are a couple signif-

icant structural breaks but as is evident from 

the figure, these are much smaller than for 

output. Again, updating the analysis to incor-

porate the recent period, Figure 7 shows the 

big surge in stock volatility around the crisis 

followed by the recent lull in volatility. Figures 

6 and 7 for stock prices, even more than figures 

4 and 5 for output, are almost impossible to 

reconcile with the view that we are safely en-

sconced in a long second Great Moderation. 

Exchange rate volatility, like stock price volatili-

ty, shows a slight downward trend, but is high-

ly volatile, as illustrated in figure 8. (Ilzetski, 

Reinhart and Rogoff, 2018 show that there has 

been a more significant and longer-lasting 

downward trend across the major anchor cur-

rencies). For long-term bond returns, however, 

the great moderation was never a trend at all, 

but just a return to the lower volatility levels 

from before the sharp rise late in the 1970s, 

and in fact, volatility remains higher than in the 

1960s; see Figure 9. 

 



 

20 

 

In fact, since the financial crisis, markets have 

arguably become much more concerned about 

tail risk, which Barro (2006) has shown to be a 

major potential driver of asset price volatility 

and low real interest rates. Figure 10 is taken 

from Kozlowski, Veldkamp and Venkateswaran, 

(2015) (updated courtesy of the authors), who 

measure tail risk by using out-of-money op-

tions on the S&P. The rise is quite significant 

and, if viewed to be long-lasting, enough to 

explain virtually all the fall in the riskless real 

rate of interest observed since the financial cri-

sis (as Reinhart, Reinhart and Rogoff (2015) 

show). Interestingly, Kozlowski et al. find that 

rise in tail risk can explain a broad range of 

other post-crisis trends including the drop-off 

in investment and temporarily slower output 

growth. 

 

Another long-term trend that has received 

much attention is the trend decline in produc-

tivity, illustrated in figure 11. The basic data are 

well-known, and I will not repeat discussion 

here. Is this a permanent trend because human 

invention has reached diminishing economic 

returns as Robert Gordon (2016) has argued 

(his is more an “end of an era” argument than 

an end of history argument). Elsewhere  

(Rogoff, 2015), I have argued that pessimistic 

extrapolations of short-term trends conflate 

underlying long-term trends with the debt su-

percycle that the world has experienced in the 

run-up and aftermath of the financial crisis. As 

Reinhart and I showed in our 2009 book This 

Time is Different, the quantitative history of 

deep systemic financial crises suggests that 

recessions associated with deep financial crises 

tend to be far longer lasting and have far slow-

er recoveries than ordinary recessions. In Rein-

hart and Rogoff (2014), which looks the 100 

most severe financial crises of the 150 years, 

the median time to recovery (in the sense of 

returning to pre-crisis per capita GDP) tends to 

be on the order of 8 years, when in a typical 

recession the norm in 9 months to a year. So, 

both the poor economic performance in the 

years after the crisis, as well as improving 

global growth a decade on, is perhaps not so 

surprising, and secular stagnation pessimism a 

bit overdone. That said, Rogoff (2015) argues 

that the debt supercycle is likely not over, with 

a final round of crises in emerging markets and 

China still quite possible. 

 

Regardless, in general, it can be very mislead-

ing to extrapolate long-term productivity 

trends from current trends, especially in an era 

of exploding AI. If global productivity rises sig-

nificantly, the overall impact for the global 

economy should be distinctly positive, but if 

higher growth leads to higher investment and 

interest rates, it is easy to imagine that there 

will be significant areas of distress, especially 

where debt is high and asset prices are espe-

cially elevated. 

 

Of course, higher productivity growth would 

be good overall for the global economy, but if 

it leads a significant rise in global real interest 

rates, then there can still be severe problems in 

countries that have high debt but lingering 

slow growth. For example, if productivity  

growth in high debt Italy were to significantly 

lag (as it has for the past 20 years), a general 

rise in global interest rates could create sus-

tainability doubts that could produce a classic 

self-fulfilling crisis. 

 

In addition to low real interest rates, another 

area where risk maybe concentrated stems 

around the rise in dollar dominance in the 

global economy. A large developing literature, 

summarized in Ilzetski, Reinhart and Rogoff 

(2018), shows that in many ways, the US dollar 

has become even more important in the global 

economy than it was under the Bretton Woods 

system. Indeed, a greater share of countries 

implicitly use the dollar as an anchor or refer-

ence currency than in the 1950s. (One factor is 

that the many of the countries that were previ-

ously outside the core global financial system, 

for example, China and the former Soviet Un-
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ion, have now entered it, and use the dollar as 

a reference currency. Gopinath (2015) shows 

that over 60% of global manufactures trade is 

in dollars, and of course a much larger fraction 

of global commodity trade is in dollars. Anoth-

er measure is the share of the dollar in global 

central bank reserves, where close to 2/3s is in 

dollars (Ilzetski, Reinhart and Rogoff, 2018). A 

number of papers, most recently Farhi and 

Maggiori (2018) have argued that the incon-

sistency between the falling share of advanced 

economies in global GDP, and the rising share 

of advanced economies in global debt, present 

risks of Triffin dilemma, with today’s apparent 

benign equilibrium being more fragile than ap-

pearance suggest. This does not mean an “ac-

cident” needs to happen, but as Farhi and 

Maggiori point out, there is a great temptation 

for hegemon to push the limits of debt and in-

flation risk, and earlier eras of similar hegemo-

ny have tended to blow up. Again, there is a 

concentration of global risks, and a tendency 

by markets not to appreciate how difficult 

these risks are to diversify. 

 

In sum, is the global economy at a Fukayama 

type “end of history” moment when it comes to 

major global financial, debt and inflation crises? 

Perhaps, but sweeping extrapolations of trends 

are far more likely just another “This Time is 

Different” moment. Rogoff (2006) argued that 

the First Great Moderation was a period of low 

volatility, not a trend. Although volatility for 

macroeconomic variables did fall significantly 

over a couple decades, the fact that asset price 

volatility did not fall by nearly as much sug-

gested that the macro volatility decline might 

not be permanent – asset prices are forward 

looking variables. Indeed, the 2008 financial 

crisis unleashed a period of very high volatility. 

A decade on, there is now a “second great 

moderation,” but updating the evidence again 

suggests this is likely to be temporary. Volatili-

ty goes in cycles, and we are likely in one. In-

deed, it is quite possible that the current lull is 

merely a phase in a longer debt supercycle that 

first began in the United States, then passed to 

Europe, and will eventually play out in emerg-

ing markets and China. 

 

Central bankers must not only be vigilant 

about the possibility of the next recession 

(which more likely than not will be a “normal” 

one, not a deep systemic financial crisis, even 

with the rapidity of financial deregulation in the 

US. Regardless, it is important to sharpen poli-

cy monetary policy tools to prepare for even 

bigger challenges ahead, whether it be re-

sponding to another financial crisis or a new-

age cyberwar shock. True, finding ways to 

make fiscal policy faster acting and more effec-

tive would certainly help, though the blunt and 

very political nature of fiscal policy means that 

it can only be supplement to monetary policy. 

Making macro prudential regulation counter-

cyclical instead of procyclical would also be 

very helpful, though again this is difficult to 

achieve politically, and much work is needed to 

sharpen forecasting as needed to make these 

tools effective. In any event, this is a tool that in 

most countries, monetary policymakers share 

with other parts of government. 

 

Given constraints on all the alternatives, it is 

also important to think about how to prepare 

monetary policy itself to better deal with very 

large shocks, especially in light of downward 

trending neutral policy rates, and the zero 

bound. I have treated this issue elsewhere 

(Rogoff, 2016, 2017), in particular how central 

banks can move faster into the digital era as 

well as make the regulatory and institutional 

changes needed for fully effective negative in-

terest rate policy. The current uptick in the 

global business cycle, which in part reflects 

catchup after the typical long slow recovery 

after financial crises, together with a still unu-

sually benign real interest rate environment, 

offers opportunities for bold thinking about 

how to strengthen policy instruments. It must 

not be squandered. 
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Figures 

Figure 1 

 

 

Figure 2 
Markets increasingly view long-term risks of inflation and deflation as symmetric 

 
 
  

30 year breakeven inflation  
rate from indexed US Treasuries 

http://fred.stlouisfed.org/graph/?g=kUMI
http://fred.stlouisfed.org/graph/?g=kV64
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Figure 3 

 

Output Volatility is measured as the standard deviation  of the change in natural log of real GDP for the given decade. 
 All of the time series begin in 1960 or 1970 and end in 2005Q4 or 2006Q1. Source: Rogoff (2006). 
 

 
Figure 4 

 
Data source: FRED 
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Figure 5 
GDP Growth Volatility (median 3 year rolling average USA, Italy, France, Germany UK, 
Japan, Canada) 

 
Data source: FRED 

 
Figure 6 
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Even before crisis, fall in asset price volatility much less 
pronounced than in output. 
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index from its HP-filtered trend. Breaks determined endogenously using Peron (1991) test. Source: 
Rogoff (2006). 
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Figure 7 

 
 
Figure 8 

 
Data source: FRED 

 
  

S&P 500 volatility, rolling 3 year monthly

After Crisis, Stock Market Volatility is very low, but is this a trend or a pause?

MEDIAN EXCHANGE RATE VOLATILITY (Euro, Yen, CAD, AUD, GBP, CHG versus dollar 

Three year rolling average
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Figure 9 

 
Data source: FRED 

 
Figure 10 

 
Vertical axis is the skew index, a measure of the market price of tail risk on S&P 500 , constructed using options prices 
Source: Updated from Kozlowski, Veldkamp and Venkateswaran, 2015, courtesy of authors, using their data and 
calculations 

 
  

Rogoff, 2018. Volatility is measured as the 36-month rolling standard deviation of the log of bond returns  calculated using 
formula 10.1.19 from Campbell, Lo and MacKinley (1997).
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Figure 11 

 

Sources: World Bank, Kose et. al 
Note: Based on potential growth derived using production function approach. Left Panel. GDP-weighted averages for a 
sample of 30 advanced economies and 50 EMDEs. Right Panel. Share of economies among 30 advanced economies 
and 50 EMDEs with potential growth in each period below the longer-term average (1998-2017) and these economies’ 
share in global GDP. The horizontal line indicates 50 percent. 

 

  

Potential Growth: Consensus Projections
Potential growth (Percent)

0

2

4

6

8

2003

-07

2008

-12

2013

-17

2003

-07

2008

-12

2013

-17

2003

-07

2008

-12

2013

-17

World Advanced economies EMDEs

1998-2017 average



 

29 

 

DISCUSSION BY FRANK SMETS 

Slide presentation 
 
 

 

 

Discussion

From the Great 

Moderation to the Great 

Recession and beyond.

Ken Rogoff

Copenhagen, 7 September 2018

200th Anniversary Danmarks 

Nationalbank

Frank Smets 
European Central Bank

I would like to thank (1) Desislava Tartova 

and Bela Szörfi, (2) Thomas Kostka, 

Roland Beck and Adam Cap, and (3) 

Johannes Gräb and Arnaud Mehl for 

discussions and help with the preparation 

of this presentation

Views expressed are my own and

should not be attributed to the ECB. 

 
 
 

Rubric

www.ecb.europa.eu © 2

Outline

Some complementary observations to Ken Rogoff’s excellent key note

1. Potential growth in the euro area

2. Corporate dollar debt in EMEs

3. International role of the euro
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Potential growth in the euro area before and after 

the financial and sovereign debt crisis

1. Potential output growth in the euro area
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Potential growth: estimates by international organisations

Potential growth: UCM-PF based estimates
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Source: Malin Andersson, Bela Szörfi, Máté Tóth and Nico Zorell (2018),

“Potential output in the post-crisis period”, ECB Economic Bulletin, Issue 7/2018.
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1. Potential growth in the euro area

• Most estimates of euro area potential output growth have fallen since 1999 

by about 1 percentage point …

• … and show a pronounced procyclicality during the financial and sovereign 

debt crisis

• Why? Three hypotheses:

– Mismeasurement (end-of-sample bias problem; flattening of the Phillips curve due to 

downward nominal rigidity that is unaccounted for; …)  - Implication: the true potential growth 

rate is higher as, for example, reflected by the longer-term growth expectations and the 

output gap is higher

– Hysteresis: The fall in demand has affected supply, for example, by reducing investment and 

the capital stock, by eroding human capital and by detaching unemployed workers from the 

labour force – Implication: Strong demand policies can bring back positive supply

– Financial crisis and the need for deleveraging has led to a misallocation of resources and 

lower productivity growth – Implications: Need recapitalization  of the financial sector and 

structural policies to address negative supply effects

• These hypotheses have different implications for stabilisation and structural policies
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Sources: IIF Global Debt Database; all sectors

Latest observation: 2018 Q1.

Global debt AEs vs EMs

(in % of GDP; quarterly data,)
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2. Corporate dollar debt in EMEs

EME debt on the rise…
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2. Corporate dollar debt in EMEs

Sources: IIF Latest observation: 2017 Q4

Global debt as percent of GDP

(in percent of GDP in 2007 vs  2017; by sector)
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The biggest component of the rise in EME debt is 

corporate debt
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2. Corporate dollar debt in EMEs

Sources: IIF; highlighted countries are those with current account deficits

Share of foreign currency debt in non-financial corporate debt

(share in 2009 and share in 2017)

0

10

20

30

40

50

60

70

80

D
e

c
-2

0
0

9

D
e

c
-2

0
1

7

D
e

c
-2

0
0

9

D
e

c
-2

0
1

7

D
e

c
-2

0
0

9

D
e

c
-2

0
1

7

D
e

c
-2

0
0

9

D
e

c
-2

0
1

7

D
e

c
-2

0
0

9

D
e

c
-2

0
1

7

D
e

c
-2

0
0

9

D
e

c
-2

0
1

7

D
e

c
-2

0
0

9

D
e

c
-2

0
1

7

D
e

c
-2

0
0

9

D
e

c
-2

0
1

7

D
e

c
-2

0
0

9

D
e

c
-2

0
1

7

D
e

c
-2

0
0

9

D
e

c
-2

0
1

7

D
e

c
-2

0
0

9

D
e

c
-2

0
1

7

Argentina Brazil China India Indonesia Korea Mexico Russia Saudi
Arabia

South
Africa

Turkey

In other foreign curr.

In USD

Several EMEs have issues large amounts of USD 

corporate debt

 
 
 

Rubric

www.ecb.europa.eu © 8

2. Corporate dollar debt in EMEs

Sources: Haver, IIF, ECB calculations.

Latest observation: 31 Aug  2018 

Dollar depreciation  (left) and rise in spreads (right) 

vs dollar debt over GDP

(x-axis: in percent of GDP;  y-axis: percent (left) and basis points (right)
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Rubric

www.ecb.europa.eu © 9

3. The international role of the euro
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120 years of international currencies
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The euro is today the 2nd most important international currency
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The euro’s international role stands at historical lows
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The US dollar’s international role stands at high levels
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exchange rates were not available for foreign exchange settlements. Ilzetzki, E., Reinhart, C.M. and Rogoff, K.S., “Exchange Rate 
Arrangements Entering the 21st Century: Which Anchor Will Hold?”, NBER Working Paper No 23134, February 2017.
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Rubric
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3. The international role of the euro

“The Eurosystem will accept the international role of the euro as it develops as a result 

of market forces”  (Wim Duisenberg, 14 January 1999)

“Since the internationalisation of the euro, as such, is not a policy objective, it will be 

neither fostered nor hindered by the Eurosystem” (ECB Monthly Bulletin, August 1999)

The ECB’s policy line on the international role of 

the euro: “Neither hinder nor foster”
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3. The international role of the euro

Benefits

• Seigniorage

• Lower transaction costs, 

efficiency gains

• Exorbitant privilege   

But…

• Blurrier money signals

• Capital flow volatility

• Exorbitant duty                       
(wealth transfer, countercyclical 

appreciation in crisis times)

Also…

• Lower exchange rate pass-through

• Responsibility burden for global financial stability  (swap lines)

• Hedge against reach of US extraterritorial legislation

The balance of economic costs and benefits
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Rubric
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3. The international role of the euro

• Determinants of international currency use

 Size

 Stability

 Liquidity

 Geopolitical outreach

• Standard ECB policy line

 Sound macroeconomic policies

 Completing Banking and Capital Market Unions

What could be done to foster the euro’s standing?
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Panel evidence: easier to hinder than to foster

Determinants of global FX shares, 1945-2015

Sources: Eichengreen, Mehl and Chitu (2016).
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DISCUSSION BY DONALD KOHN 
 

It is an honor to be participating in this cele-

bration of the 200th anniversary of the Dan-

marks Nationalbank.   

 

The title of this session implicitly asks about the 

relationship of the good inflation and econom-

ic performance of the 1990s and early 2000s to 

the other key goal of central banks – financial 

stability, the distinct absence of which resulted 

in the great recession. Many lessons have been 

learned from the global financial crisis and slow 

recovery – including lessons for crisis manage-

ment and for monetary policy at the effective 

lower bound for interest rates. But in my short 

time, I am going to reflect on the buildup of 

vulnerabilities during the good economic times 

and how to protect against that in the future. I 

fear memories may be fading; banks in the 

United States are profitable and well capital-

ized, and their requests for regulatory relief are 

falling on sympathetic ears in some quarters. 

Regulations can undoubtedly be made more 

efficient and effective, but now would seem a 

propitious time to review the lessons of the 

years before the crisis so as to avoid the trap of 

forgetting and repeating history. 

 

Lesson 1:  Hyman Minsky was right: long peri-

ods of prosperity contain the seeds of their 

own destruction, operating through the finan-

cial system. 

 

Many types of financial vulnerabilities have 

been identified as the proximate “causes” of 

the global financial crisis (GFC) – increases in 

leverage, greater maturity mismatches, migra-

tion away from banks to lightly regulated 

“shadow banks”, opaque and mispriced deriva-

tives. But the underlying cause was complacen-

cy mixed with hubris. That mindset led the pri-

vate sector to take what turned out in hind-

sight to be misunderstood and inadequately 

compensated risks, and it led regulators to be 

far too relaxed about what was happening.  

 

The complacency was an understandable re-

sponse to a long period of expansion with mi-

nor and infrequent recessions and low and 

stable inflation – the great moderation. The 

reasons for this good performance were many 

and some are permanent. Financial innovations 

allowed more sophisticated risk sharing and 

consumption smoothing; private nonfinancial 

businesses were tracking sales and managing 

inventories much better; central banks had im-

proved policy frameworks to focus on price 

stability; and luck played an important role.   

 

Surely the good times would last. Real estate 

prices could only rise; default probabilities 

could be forecast from recent benign history, 

so mortgage risk could be sliced and diced into 

tranches that would behave in a predictable 

way – a judgment validated by the credit rating 

agencies; compensation could be based on 

short-term profitability because the long-term 

held no special risks; euro zone countries 

would not default on their sovereign debt.   

 

Complacency extended to the public sector 

watchdogs who were lulled by the reported 

rude health of financial institutions and came to 

believe that the private sector had the 

knowledge and incentives to police itself. In 

those circumstances, light-touch, principles-

based regulation would facilitate private sector 

innovation and be sufficient to limit any macro 

risks. 

 

We economists were complicit. We built mod-

els in which financial frictions played no serious 

role. The influence of financial variables on the 

economy could be summarized in a few interest 

rates and asset prices that were determined in 

efficient markets that incorporated all available 

information. 
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Sadly, we had to relearn what Minsky had 

taught us many years ago. 

 

Finance matters. When vulnerabilities mount in 

financial structures – what Minsky called specu-

lative and Ponzi finance – cycles can turn quick-

ly and downturns build on themselves.9   Nega-

tive developments for finance and spillovers to 

the economy are much more likely when tail 

risk – the unanticipated drop in real estate 

prices, the threatened default on the debt of a 

Eurozone government – materializes in the con-

text of easy credit conditions and extended 

balance sheets following a period of rapid 

credit growth. In those circumstances, seem-

ingly small shocks can result in very adverse 

feedback loops between finance and the real 

economy. Fear and uncertainty about the scale 

and incidence of the losses undermine access 

to funding, forcing fire sales of assets by lend-

ers and sharp reductions in credit availability.10 

 

These financial developments can have sub-

stantial externalities – collateral damage to 

households and businesses, most of whom are 

innocent bystanders in the preceding financial 

exuberance. Private sector participants in fi-

nancial markets will not price these externali-

ties. 

 

Notably, in this story, the culprit is regulatory 

and private market failure, not too-easy mone-

tary policy. In the US we experienced a small 

over shoot of our inflation target in 2006/07.  

Policy perhaps could have been a little tighter 

and less predictable, but the main problem in 

my view was the private and public decision-

making that resulted in a Minsky cycle. 

 

                                                   
9
 See  https://www.economist.com/economics-

brief/2016/07/30/minskys-moment for a nice summary of Min-

sky’s thought.   10
 This is similar to the message of recent work at the IMF on GDP 

at risk: Looser financial conditions can raise growth in the near 

term but also increase the likelihood of a significant slowdown 

or even recession in the medium-term, a tradeoff that is ampli-

fied when there has been a credit boom.  

https://www.imf.org/en/Publications/WP/Issues/2018/08/02/T

he-Term-Structure-of-Growth-at-Risk-46150 

Lesson 2: John Donne also was right: “No man 

is an island.”  In a globalized financial system, 

developments readily cross national lines.   

What happens in the US, Eurozone, or Chinese 

financial markets will have effects far beyond 

the borders of the nation or the currency area.    

 

One example is the global saving-investment 

imbalances that contributed to the buildup of 

risks. The other side of large current account 

surpluses and rising levels of reserves in China 

and other Asian countries in the first part of the 

2000s was increasing debt and current account 

deficits in the US and elsewhere. And extra 

global saving put downward pressures on in-

terest rates that encouraged leverage and ris-

ing asset prices.
11
 

 

Moreover, the risk of the subprime mortgage 

loans originated in the US, partly in response 

to these incentives, was widely shared as was 

the risk of default by euro area governments.  

When those risks crystallized, when instability 

emerged, the effects also were shared globally 

– often through interconnections and interde-

pendencies that were opaque or even invisible 

beforehand. 

   

The sharp reduction in credit availability as 

lenders rushed to save themselves spread the 

cutback in spending around the world. 

 

But when it came to responding to instability 

and protecting from the consequences, coun-

tries generally acted in their own self-interest.  

They took account of potential adverse spillo-

vers on other countries largely because they 

saw those spillovers as affecting their ability to 

achieve domestic objectives.   

 

Lesson 3:  Still, the great moderation and 

globalization had important benefits. 

 

                                                   
11

 Some of these thoughts were developed by Ben Bernanke in:  

https://www.federalreserve.gov/boarddocs/speeches/2005/20

0503102/. 
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Compared to an environment of frequent re-

cessions and variable inflation, steady growth 

and low predictable inflation, by reducing mac-

roeconomic uncertainty, help households bet-

ter plan their lifetime consumption and saving 

and judge the risks they can take. Businesses 

can invest and plan for medium and longer-

term with more confidence. The implication of 

market price signals for shifts in supply and 

demand can be more easily interpreted. Pre-

dictable and more stable economies should 

foster better allocation of capital and faster 

productivity growth.   

 

Greater openness in global product and finan-

cial markets, in turn, has lifted millions out of 

poverty and has promoted more efficient re-

source allocation and faster growth. 

 

Some of the commentary around the tenth an-

niversary of the GFC of late has remarked on 

how little fundamental change has been made 

to the structure of economies and finance since 

the crisis. Rather the focus has been on fixing 

the existing system – to make it more resilient 

and much less crisis prone. Perhaps that’s be-

cause people have seen the benefits, I’ve just 

been reviewing. 

 

We need to find ways to save the gains while 

reducing the costs – protecting against the 

downside consequences of increasing compla-

cency in growing economies in a globalized 

financial system. 

 

Lesson 4: Macroprudential policy is a promis-

ing addition to the regulatory toolkit that 

should help to mitigate the risks of Minsky-type 

financial cycles, enabling us to retain the bene-

fits of monetary policy focused on sustaining 

the price and economic stability experience of 

the great moderation.  

 

Good microprudential policy – institution-by-

institution oversight – is the basic building 

block of financial system safety and soundness.   

Supervisors can assess the risk-management 

capabilities of an institution as well as the ade-

quacy of its capital, liquidity and earnings pro-

spects relative to its particular risks. 

 

But microprudential policy is not a sufficient 

tool for preventing the speculative and Ponzi 

finance Minsky warned us about and sustaining 

financial stability. For that we also need 

macroprudential policy – a policy that looks at 

the whole financial system with its interconnec-

tions, correlated positions, and vulnerabilities 

to economy wide and system wide tail risks – to 

make sure that enough resilience is built in to 

compensate for effects and externalities that 

are not apparent on an institution by institution 

basis. Macroprudential policy tries to assure 

that the financial system itself does not amplify 

shocks and will continue to deliver its essential 

services, even after severe, unexpected devel-

opments. 

 

Some of those systemic externalities arise from 

structural factors – for example, institutions 

supplying very large amounts of services that 

can’t readily be replicated in failure, or market 

utilities that facilitate flows among many insti-

tutions, such as central clearing. These institu-

tions must be held to higher standards for cap-

ital, liquidity and risk management, commensu-

rate with the greater potential spillover from 

their failure. In the US, Dodd-Frank was very 

much focused on strengthening these SIFIs to 

make the financial system more resilient and 

less likely to need taxpayer assistance to safe-

guard the access to financial services for 

households and businesses. 

 

But the lesson of the great moderation is that 

countercyclical macroprudential policy is also 

required to damp the potentially destabilizing 

increases in vulnerability that build during 

good times. Capital in financial institutions 

should be required to increase in those good 

times as risks of complacency and stretched 

financial positions rise. That capital might not 
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do much to damp the asset cycles themselves, 

but it will help to mitigate risks from the natural 

human tendency to project that recent good 

times will continue, constraining the specula-

tive and Ponzi finance on the upside so that 

institutions and markets can continue to lend 

and offer opportunities to manage risks when 

asset cycles turn down.  At that point, the extra 

capital can be released to support lending. 

   

This, of course, describes the countercyclical 

capital buffer (CCyB) of Basel 3. And increases 

in this buffer have come to be used in a num-

ber of jurisdictions as economies and banking 

systems have recovered from the GFC, includ-

ing in Denmark and in the UK where I serve on 

the Financial Policy Committee that sets the 

CCyB. 

  

Setting this requirement does have its chal-

lenges, including identifying and scaling vul-

nerabilities in environments in which, as is of-

ten the case, indicators are giving mixed sig-

nals, and then calibrating the appropriate CCyB 

setting. A second challenge to macroprudential 

policy more generally is identifying and dealing 

with financial vulnerabilities outside the bank-

ing system where they could be lodged in light-

ly regulated entities and markets. And a third is 

avoiding arbitrage across geographical juris-

dictions that simply pushes risk around globally 

integrated financial markets. We have made 

progress on all three of these fronts since the 

GFC, but more remains to be done. 

   

Despite these challenges, global financial sta-

bility would be better assured, in my view, if 

more jurisdictions, including the US, adopted 

more active use of the CCyB – made sure that 

banks and other intermediaries retained 

enough capital in the upswing now going on to 

safeguard their ability to deliver essential ser-

vices at reasonable prices in the next down-

swing. 

 

Stress tests are a critical building block for 

gauging the appropriate level of countercycli-

cal capital. To construct stress scenarios, policy 

makers must assess the risk environment and 

build explicitly countercyclical explorations of 

tail risks – embodying larger falls as incomes 

and asset prices reach higher levels. Transpar-

ent and credible results are essential to main-

taining public confidence and bank access to 

funding when buffers are released.   

 

Stress tests should be a key input into a deci-

sion about the CCyB, but they are not a substi-

tute for explicitly setting countercyclical capital 

buffers. The CCyB is a highly visible measure of 

the assessment of the authorities about the 

system-wide risk environment; in many jurisdic-

tions it applies more widely than just to the 

subjects of the stress tests; and it can be in-

creased or decreased on short notice when the 

risk environment changes rapidly and unex-

pectedly.   

 

However, the CCyB alone will not be the most 

efficient or even a sufficient way to mitigate 

many financial stability risks. For example, 

mortgage lending against residential real es-

tate has been the culprit in quite a few financial 

sector problems in many jurisdictions. And the 

externality from troubled housing markets can 

come from the cutbacks in spending by bor-

rowers who are struggling to service their debt 

as well as from lenders. The ability to set mini-

mum standards for mortgage lending should 

be in the tool kit of every macroprudential au-

thority and that authority should be willing to 

use it countercyclicly. Here again, I’m afraid 

that the US falls short of even having the typi-

cal macroprudential tools for protecting 

against risky practices in real estate lending, 

much less of an intention to use what controls 

there are to foster financial stability. 

 

Active use of macroprudential policies should 

enable monetary policy to remain focused on 

price and economic stability in the medium run.  
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Under most circumstances, macroprudential 

tools of the sort we have been discussing are 

likely to be far more effective dealing with fi-

nancial stability risks than would be the interest 

rate tools of monetary policy, whose compara-

tive advantage is countering real and price 

shocks. With two goals – price and financial 

stability – and two sets of tools, we should be 

able to come close to having our cake and eat-

ing it too – sustained expansion at low stable 

inflation rates uninterrupted by periodic finan-

cial crises.12 

 

Lesson 5:  Public understanding and support is 

critical to sustaining effective policy – and that 

includes countercyclical macroprudential poli-

cy. 

 

Public distrust of technocrats has greatly in-

creased since the GFC. Many factors have con-

tributed to that, but a sense that the crisis re-

sponse favored the financial sector over the 

general public has surely played a role. We 

didn’t do as well as we needed to connecting 

the actions to stabilize the financial system and 

encourage the recovery to the welfare of indi-

vidual households and businesses. 

   

Tightening regulation in good times when the 

financial system is perceived to be strong, and 

easing requirements when developments 

threaten to weaken it, will not be intuitive to 

many people. Banking lobbies will be opposed 

to increases in capital requirements or greater 

restrictions on loan terms, and they will try to 

rally the public to their perspective by citing 

increased costs of credit. People worried about 

protecting taxpayers and deposit insurance 

funds will be hesitant to buy into any relaxation 

when the cycle turns. 

   

We need to be active now in explaining to the 

general public as well as to their elected repre-

                                                   
12

 See Kohn 

https://www.bankofengland.co.uk/speech/2017/cooperation-

and-coordination-across-policy-domains for a discussion of 

macroprudential and monetary policy tools.  

sentatives the public benefits of countercyclical 

macroprudential policy and reminding them of 

the lessons learned about increasing compla-

cency in good times leading to the kinds of se-

rious economic deprivations we experienced 

not so many years ago.      
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SUMMARY OF ISSUES ADDRESSED IN THE GENERAL DISCUSSION 
IN SESSION 1 
 

 Volatility in economic growth and on 

the financial markets is currently low. Is 

this a trend or just the bottom of a cy-

cle?  Does it reflect complacency and how 

can one distinguish between complacency 

and fundamentals? 

 Is the slow economic growth in the after-

math of the recent financial crisis the result 

of a permanent slowdown of productivity 

growth or a (temporary) debt overhang? 

 Strong growth in credit increases the 

probability of a financial crisis but how 

good are we at forecasting financial crises? 

Should we rather rely on a well-capitalised 

banking sector combined with hard tail-risk 

stress tests? 

 Are we done with the post-crisis regulatory 

reforms or are there still areas where we 

need new and better regulation? Are there 

areas where we should ease recent regula-

tions due to unintended consequences? 

 How large are the distributional effects of 

macroprudential policy compared to mon-

etary policy? Is macroprudential policy too 

"political" to be left in the hands of the cen-

tral banks? 

 Can we rely on fiscal policy to be timely or 

do we need to strengthen the automatic 

fiscal stabilisors? 
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SESSION 2:  
COPING WITH THE CURRENT CHALLENGES  

FOR CENTRAL BANKS 
 

 

Participants in session 2, from the right: Peter Praet (chair), Axel A. Weber (keynote speaker), 
Mohamed A. El-Erian (discussant) and Charles R. Bean (discussant). 

 
 

During the "Great Moderation" there was a 

significant global transformation towards 

both de jure and de facto central-bank in-

dependence. Furthermore, the liberalisa-

tion of the financial sector and the switch 

to market-oriented monetary-policy im-

plementation led to depolitisation of mon-

etary policy. Central banks focused on con-

trolling inflation by man-aging the short-

term interest rates within conventional 

frameworks, and decisions regarding in-

terest-rate adjustments as well as the 

choices of monetary-policy instruments be-

came of a more technical and less political 

nature than previously, when exchange 

controls and lend-ing restrictions, etc., had 

been part of the central-bank toolbox. Af-

ter the recent financial crisis, the central 

banks have gained a stronger role – implic-

itly or explicitly – within the macro- and mi-

cro-prudential areas with high political at-

tention. It has been debated whether (and 

if so, how?) financial-stability objectives 

should take on a more prominent role in 

the conduct of monetary policy. Questions 

have also been raised about the adequacy 

of untested macro-prudential instruments. 

The post-crisis environment has also been 

the era of unconventional monetary policy 

with negative interest rates and "quantita-

tive easing", etc. The latter has raised the 

issue of whether large-scale central-bank 

purchase of government bonds will affect 

the independence and credibility of central 

banks. Session 2 focused on the monetary-

policy and macro-prudential challenges fac-

ing central banks within the current econom-

ic and political environment.  
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KEYNOTE SPEECH BY AXEL A. WEBER 
 
 

Introduction 

The Great Financial Crisis of 10 years ago has 

(once again) shown that financial stability is a 

necessary precondition for economic stability 

and, in particular, for price stability. Neglecting 

credit and financial markets when targeting 

macroeconomic variables such as inflation, un-

employment or output may have worked many 

decades ago when the capital stock was much 

smaller and financial markets were insulated 

from each other. However, financialization and 

globalization have boosted the role of credit 

and financial markets in the economy. Today, 

credit and financial markets are definitely no 

longer just a reflection of the economy, but 

they are major drivers of the economy. Conse-

quently, the interest and involvement of central 

banks in regulation and supervision has grown 

significantly since the Great Financial Crisis. 

 

In my contribution, I will take stock of the cur-

rent regulatory and supervisory framework 

from the point of view of a central bank: Are 

the changes in banking regulation since the 

Great Financial Crisis suitable to curb credit 

and financial markets and have they made the 

financial system more stable? I will in turn con-

sider microprudential regulation, macropru-

dential regulation, and issues concerning inter-

national harmonization and cooperation. 

 

The microprudential view 

Before the Great Financial Crisis, the main focus 

of regulators and supervisors was on micro-

prudential regulation and supervision. The cri-

sis showed that the existing micro-prudential 

framework was not sufficient to ensure financial 

stability in the context of highly globalized and 

interconnected markets.  

 

Through a number of key regulatory reforms, 

the microprudential framework has been 

strengthened in recent years and financial sta-

bility has improved substantially. Most notably, 

the finalization and still ongoing implementa-

tion of Basel III, new resolution frameworks 

across various jurisdictions and the introduc-

tion of a comprehensive framework for global 

systemically important banks (G-SIBs) to ad-

dress the issue of “too big to fail” have contrib-

uted to this end. 

 

The Basel III capital reforms have improved the 

safety and stability of the system, with banks 

holding more and higher-quality capital against 

various asset classes and against activities spe-

cifically identified post-crisis. While the finaliza-

tion of Basel III in December 2017 was an im-

portant milestone for the post-crisis policy de-

velopment agenda, a number of policy initia-

tives are still ongoing and the holistic imple-

mentation of Basel III should be finalized in a 

timely and globally consistent manner as a 

matter of priority. In addition, consistent im-

plementation of Basel standards will foster a 

level playing field for internationally active 

banks. 

 

The Financial Stability Board (FSB) has put in 

place a comprehensive set of principles to help 

ensure the orderly resolution of systemically 

important banks (SIBs) along with minimum 

loss absorption requirements for G-SIBs. To-

gether, they represent considerable progress 

in mitigating the too-big-to-fail problem. Fur-

thermore, banks have significantly improved 

their liquidity positions and strengthened their 

resilience by enhancing recovery and resolu-

tion capabilities as well as total loss-absorbing 

capacity resources to reduce the probability of 

having recourse to public funds in idiosyncratic 

bank crises and to help mitigate disruption to 

the broader financial system, if resolution were 

to become necessary. 
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In the area of crisis management, a substantial 

body of finalized standards and guidance has 

established the major legal, financial and struc-

tural foundations of orderly G-SIB resolution at 

the international level. Their focus on enhanc-

ing the operational readiness of resolution au-

thorities to execute a resolution transaction is 

key in addressing the major issues in cross-

border resolution. Fully recapitalized operating 

entities that themselves are not in resolution 

should have access to ordinary central bank 

lender-of-last-resort facilities and payment and 

settlement systems if they otherwise meet all of 

the conditions for access. The Bank of England 

has also recently led the way in converting this 

notion of an international best practice into 

stated central bank policy. 

 

While the effects of the regulatory reforms have 

been generally positive, the reforms have also 

resulted in some adverse unintended conse-

quences.  

 

There has been a stark increase in the number 

of regulations. Regulations have enforced a 

reduction in leverage, materially raised the fi-

nancial costs of risk-prone business models 

and led to large implementation and running 

costs due to the expanded control and regula-

tory framework. International banks now need 

to monitor and implement 200 regulatory revi-

sions per day, which represents a more than 

threefold increase from the 2011 level (Boston 

Consulting Group, 2018). These additional 

costs are a significant drag on bank margins 

and profits and also increase the cost of finan-

cial services, in particular of lending. Rising 

fixed costs (due to regulation) and declining 

variable costs (due to new technologies) also 

increase the optimal size of financial institu-

tions and favor a potentially undesirable in-

crease in concentration in the financial sector.  

 

Low profitability of financial institutions in ad-

vanced economies may have even become a 

systemic risk. Only profitable banks are safe 

banks. Sarin and Summers (2016) have argued 

that, despite major changes in the regulation 

of large banks, market measures of risk have 

not declined. They argue for a dynamic view of 

capital that recognizes future profits as a 

source of capital, and they conclude that due 

to the new regulation, the franchise value of 

financial institutions may have declined, which 

makes them more vulnerable to adverse 

shocks. While we share the authors’ concerns 

about regulatory actions eroding banks’ earn-

ing power, we do not agree with the authors 

that banks are not safer now than before the 

crisis. We rather think that markets may have 

underestimated bank risk in the years leading 

up to the crisis.   

 

Regulatory reform may also reduce market li-

quidity, in particular during downturns. This is 

evidenced by contracting bank trading balance 

sheets. For instance, the widening of the LIBOR 

OIS spread in early 2018 may have been caused 

by reduced market liquidity due to new regula-

tory requirements. 

 

Tightening regulation may also cause more 

aligned behavior: the increasing standardiza-

tion in risk measurement and product trading 

could result in market players acting in a more 

aligned way and increasing correlation, which 

may increase systemic risk.  

 

There is also a general concern that regulation 

may have become too complex. More complex 

regulation does not ensure that the financial 

system will become safer. Recent cases have 

shown that governance, conduct and culture as 

well as prudent risk management are equally 

important in enabling a stable financial system. 

As Haldane (2012) has eloquently argued, 

when finance becomes more complex, it could 

be wrong to make regulation more complex – 

instead, regulation must become simpler, but 

more robust. 
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Lastly, regulation may also stifle innovation. 

The advent of technology into financial services 

– i.e., the growth of fintech – is a challenge to 

be overcome by regulators as they seek to bal-

ance stability and innovation. 

 

The macroprudential view 

Microprudential regulation has increasingly 

been supplemented with macroprudential reg-

ulation since the Great Financial Crisis. While 

microprudential regulation is concerned with 

the stability of individual financial institutions 

and their responses to exogenous risks, 

macroprudential regulation involves the analy-

sis of the interdependence between the finan-

cial system as a whole and the economy and 

also incorporates endogenous risks. Macro-

prudential measures, such as countercyclical 

buffers, loan-to-income or loan-to-value ratios 

in real estate lending, or margin requirements 

for specific loans, differ from microprudential 

measures insofar as they fluctuate over time in 

accordance with the assessment of the situa-

tion of the macroprudential authority.  

 

Switzerland has been successfully applying 

macroprudential measures for several years, as 

raising interest rates has been no option given 

the strength of the Swiss franc and the focus of 

monetary policy on the exchange rate. An anti-

cyclical capital buffer has been available since 

2012. The capital buffer can be set at a maxi-

mum level of 2.5% of a bank’s total domestic 

risk-weighted assets. The buffer was activated 

in 2013 at a level of 1.0% for mortgages for 

domestic residential property and was in-

creased to 2.0% in 2014. In order to further 

reduce the risk of a buildup of imbalances in 

the real estate market, the risk weights (and 

thus the capital requirements) for mortgage 

lending with a high loan-to-value ratio have 

been increased, and the banks’ self-regulation 

rules for granting mortgage loans have been 

revised. 

 

Macroprudential measures were probably a 

major reason for the slowdown of the Swiss 

housing market in recent years. Nominal house 

price appreciation is down to 1.5% (y-o-y) from 

5.5% just before the imposition of the capital 

buffer, and residential domestic mortgage 

growth is down to 2.8% from 5.8%, notwith-

standing the fact that mortgage rates are much 

lower now than in 2013 and the economic out-

look is much brighter.  

 

Despite the success of macroprudential 

measures in Switzerland to date, I warn against 

an undue reliance on macroprudential 

measures – macroprudential measures are no 

panacea. First, the success of macroprudential 

measures hinges on the assumption of an om-

niscient regulator that analyzes, decides and 

adopts the right measures in real time and 

without any delay. Second, macroprudential 

policy is only a second-best solution: the price 

mechanism is suppressed by switching from a 

market-determined capital allocation to a 

command-and-control determined capital allo-

cation. This may have redistributional effects 

(for example, from would-be buyers of real es-

tate with low equity and income to buyers of 

real estate with plenty of equity and income). It 

may also cause significant efficiency losses. 

Monetary policy is preferable for setting the 

universal price of leverage and reaches into all 

of the cracks.  

 

And third, on their own, macroprudential 

measures cannot tame financial markets suffi-

ciently, being vulnerable to regulatory arbi-

trage and losing effectiveness over time, as 

individuals increasingly learn how to circum-

vent or live with these measures. 

 

The importance of a level playing 
field 

A level playing field is a key prerequisite for a 

competitive financial sector that rewards the 

most efficient business models and not the 
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most risky ones or those protected by implicit 

guarantees. While the introduction of new reg-

ulatory standards is an important step in ad-

dressing pre-crisis issues, it is just as important 

to ensure a level playing field by implementing 

them in a consistent and timely manner across 

national jurisdictions. 

 

According to a recent estimate (International 

Federation of Accountants 2018), financial insti-

tutions are spending 5% to 10% of their annual 

revenue dealing with a patchwork of divergent 

regulations – much of it introduced since the 

financial crisis – which shows the need for more 

globally aligned policymaking. The Basel pro-

cess illustrates well that regulatory and super-

visory cooperation at the international as well 

as sectoral level is needed to ensure a level 

playing field both from a geographic, but also 

from a product and market perspective, so that 

the same economic functions are treated in a 

comparable way.  

 

A level playing field is also important when it 

comes to new technologies. Regulators should 

provide for a level playing field for all market 

participants and balance innovation and stabil-

ity. Lack of a level playing field may for exam-

ple expose some players to different regulatory 

regimes with respect to the collection and pro-

cessing of customer data, which may lead to 

innovative business models shifting from highly 

regulated regimes into less regulated ones.  

I see increasing risks emerging from shadow 

banks and other parts of the financial system 

that perform bank-like functions, but which are 

not equally covered by conventional supervi-

sion and regulations and operate in areas such 

as leveraged lending and covenant-lite loans. 

The latest FSB monitoring report on shadow 

banking (FSB 2018) shows that the aspects of 

shadow banking considered to have contribut-

ed to the global financial crisis have declined 

significantly. However, a rise in assets held in 

certain investment funds has increased the 

risks from liquidity transformation and illus-

trates the continued need to address structural 

vulnerabilities from asset management activi-

ties. The FSB also finds that the shadow bank-

ing sector grew by nearly 8% globally to more 

than USD 45 trillion or 13% of total global fi-

nancial assets on a conservative measure, with 

China – included in the assessment for the first 

time – representing 16% of global shadow 

bank assets.  

 

We are currently still fighting the last crisis. 

However, the next crisis will be different from 

the previous one, and we must prepare for it. I 

am afraid the next crisis could arise outside the 

banking system. Our current focus is mainly on 

banks, but gaps remain in handling the failure 

of a non-bank financial institution, a market-

based shadow banking activity or a threat from 

cyberattacks or massive fraud. We should 

therefore enhance our resolution mechanisms 

to also include large non-bank financial institu-

tions to increase our ability to fight crises that 

are centered outside of traditional banks. Cen-

tral banks will need to do their homework in 

better understanding the non-regulated sector 

and its potentially disruptive potential for fi-

nancial markets and the real economy to avoid 

the next crisis emanating from the non-

regulated sectors of the financial systems. 

 

Concerning emergency mechanisms in crises, a 

recently published Group of Thirty report 

(Group of Thirty 2018) concludes that the pru-

dential safeguards put in place in the past 10 

years make the financial system more resilient 

and stable. However, they are incomplete and 

have not yet been tested in a crisis. In addition, 

new resolution and restructuring regimes pro-

vide a more effective strategy for managing the 

failures of large complex financial institutions, 

but they have not been tested either. Further-

more, the authors of the report are concerned 

that the tools available to fight extreme crises 

have been weakened, especially in the United 

States. The weakening of some central banks’ 

authority and ability to respond swiftly and ef-
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fectively when a systemic crisis occurs may 

pose a real and present danger when – not if – 

another crisis precipitates. 

 

Who should engage in regulation 
and supervision? 

Who should regulate and supervise banks? It is 

often argued that central banks have great ex-

pertise in all matters concerning the financial 

system, and that consequently they should play 

a prominent role in safeguarding financial sta-

bility at the microprudential as well as at the 

macroprudential level. However, this is not the 

main argument for central banks to get in-

volved in regulation and supervision. If finan-

cial stability is a prerequisite for macroeconom-

ic stability – and I would argue that it is – then 

the financial stability mandate should lie with 

the central bank or the central bank should at 

least be closely involved in macroprudential 

regulation and monitoring.  

 

I do not believe that the main risk to financial 

stability stems from shortcomings of the regu-

latory or supervisory system. The main risk to 

financial stability stems from the fact that many 

central banks do not acknowledge the interre-

lations between financial markets and their 

macroeconomic stability target, usually defined 

as CPI inflation close to 2%. The single-minded 

pursuit of a short-term inflation target, not-

withstanding potentially devastating long-term 

side effects of extended periods of ultra-low 

interest rates and of QE on financial markets 

and the economy, is not conducive to financial 

stability nor to price stability in the longer 

term.  

 

While in the long run, tensions between the 

price stability mandate and the financial stabil-

ity mandate abate, conflicts and trade-offs may 

arise in the short run. However, these conflicts 

or trade-offs are not solved by monetary poli-

cymakers ignoring financial stability concerns. 

It may be preferable to bring conflicts to light. 

That’s why I think it is desirable that a central 

bank should have an explicit financial stability 

mandate rather than subsuming the financial 

stability mandate under the price stability 

mandate.  

 

In order to safeguard long-term price stability, 

the monetary policy framework has to allow for 

trade-offs between long-term financial stability 

and short-term price stability. Frameworks that 

do not allow for such a comprehensive view, 

such as the majority of today’s narrow inflation 

targeting frameworks, are not conducive to 

price stability and financial stability in the long 

term.  

 

By getting involved more strongly in macro-

prudential regulation and surveillance and as-

suming responsibility for financial stability, the 

political exposure of central banks, questions 

about their legitimacy and accountability, and 

risks to central bank independence are increas-

ing. Again, I think it is better to face these is-

sues and bring them into the open by setting 

up adequate institutional arrangements and 

procedures and a legal framework than to 

muddle through by solely focusing on a short-

term inflation target. 

 

Conclusions 

No comprehensive set of preventive measures 

– although they are essential – can completely 

eliminate all threats to financial stability. The 

history of financial crises shows that the next 

crisis may emerge in unexpected ways and 

from unexpected sources. Post-crisis micropru-

dential and macroprudential initiatives have 

remedied some of the weaknesses of the pre-

crisis regulatory framework, but they have 

shortcomings. While microprudential tools are 

complex, costly and may have idiosyncratic 

risks, macroprudential policy is only a second-

best solution and may not be getting in all the 

cracks. Furthermore, we have to ensure that 

regulatory reforms not only address issues 



 

49 

 

identified in the last crisis, but also consider 

risks emanating from the non-regulated sector. 

Central banks need to increase their awareness 

of these risks and also be in a position to em-

ploy emergency powers not only to deal effec-

tively with failures of individual institutions and 

modest shocks to the financial system, but also 

to handle a systemic crisis that raises doubts 

about the solvency of the entire financial sys-

tem. Last, but not least, the single-minded pur-

suit of a short-term inflation target may be the 

greatest risk of all to financial stability. 
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DISCUSSION BY MOHAMED A. EL-ERIAN 
 
 

 

It is such a great pleasure and an honor to be 

in Denmark and participate in this conference 

on the occasion of the 200th anniversary of the 

Danmarks Nationalbank. I would like to thank 

Lars Rohde and Agustin Carstens for the kind 

invitation, and for also giving me the chance to 

catch up with good friends and colleagues, 

some of whom go back over 30 years – not 

quite the 200 years of the Danish central bank, 

but slowly converging! 

 

It is a double honor and pleasure to be provid-

ed with the opportunity to serve on this panel 

with Axel, Charles and Peter. In the his elegant 

paper we are discussing, Axel takes stock of the 

changes in the regulatory and supervisory 

framework since the global financial crisis with 

a view to assessing whether they have made 

the financial system more stable. In doing so, 

he considers both macro and micro-prudential 

issues. His main conclusions include the obser-

vation that, within a generally positive outcome 

for regulatory reforms – the banking system in 

particular is now a lot safer than before the 

crisis – there have also been some adverse un-

intended consequences. Chief among them: 

 The excessive proliferation of regulations 

and, with that, a notable increase in banks’ 

compliance expenses that has contributed 

to a “low profitability of financial institu-

tions in advanced economies [that] may 

have become a systemic risk” in future as 

“only profitable banks are safe banks.” 

 A reduction in market liquidity, especially 

during periods of market stress where tra-

ditional intermediaries are less able and 

willing to provide balance sheet; 

 More correlated behaviors by banks based 

on the increasing standardization in risk 

measures and trading, increasing the risk 

of disruptive herding causing market over-

shoots; and 

 The spread of greater complexity that risks 

stifling innovation. 
 

Axel also warns us about undue reliance on 

macro-prudential regulations, worrying about 

the ability to analyze risks appropriately. 

 

My own brief remarks will be aimed at solicit-

ing comments from Axel and others both on 

what’s in the paper and on what attracts less 

focus. 

 

Turning first to what’s in the paper, I agree that 

significant progress has been made in many 

advanced economies to strengthen the bank-

ing system. Is it perfect? No. In particular, there 

are still gaps in the proper alignment of inter-

nal incentives and behaviors. And not all indi-

vidual banks and national jurisdictions have 

done enough. But it’s certainly a lot safer and, 

notably for the United States, no longer consti-

tutes a major risk for a systemic crisis. 

 

I also agree with Axel that this does not mean 

that financial risks as a whole are notably low-

er. Here, the paper references shadow banks -- 

which I take as shorthand for what has been a 

morphing of risk, and its migration to non-

banks that, to quote the paper, “are not equal-

ly covered by conventional supervision and 

regulations.” 

 

That speaks too to a particular liquidity trans-

formation process, that, to put it simply, has 

led the system as a whole to overpromise in its 

ability to provide liquidity during periods of 

market stress. This is not just about banks’ un-

willingness to provide balance sheets at times 

of a sudden change in the ruling market para-

digms (as we have seen play out over the last 

few months in some sectors, including emerg-

ing markets – something that I will return to). 
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It’s also about ability given new regulatory re-

quirements and specifications. 

 

As regards the point on profitability, I agree 

that the scope for profits has been generally 

reduced for this sector. But they are still sizea-

ble. Moreover, rather than see this as contrib-

uting to higher systemic risks, it speaks to a 

multi-year process of shifting the banking sys-

tem closer to the utility model. Indeed, we 

could think of this not just as a consequence of 

policy but also as a de facto tool of policy. 

 

As to what attracts less focus in the paper, a 

consequence of the comprehensive regulatory 

efforts of recent years has been to evolve the 

structure of the financial sector. 

 

In the banks’ segment, this has taking the form 

of greater concentration. It’s a topic that at-

tracted attention at the Jackson Hole meeting a 

few weeks ago and raises many interesting 

question, including about the crowding out of 

small borrowers. And it assumes more dimen-

sions given Stanley Fischer’s comments in the 

prior panel about political economy, including 

the impact of the banking lobby. 

 

For the industry as a whole, it’s about a slow 

move from a normal distribution to more of a 

bi-modal one, albeit an imbalanced one with 

two very different wings; and as the belly of the 

distribution is gradually being hallowed out. 

It’s as true for banks as it is for asset managers 

where the growing importance of mega firms 

has been accompanied by a greater prolifera-

tion of small participants, including new en-

trants. 

 

Interestingly, this is a phenomenon that we 

have seen play out gradually in many other 

economic, political and corporate areas. It’s an 

issue because typically, the belly tends to stabi-

lize distributions. 

 

Lots has been said and written about the fatter 

tail of large institutions. The other tail involves 

small companies that, due to technological in-

novations, are able to do more with less. It 

speaks, for example, to the growing influence 

of fintech – albeit still small in absolute terms – 

and the expanded space for small niche player.  

Among the things to watch here is the reaction 

of the large firms in futue, including their oper-

ational choices between co-existence, partner-

ship and either direct or indirect take overs. 

 

This is an intriguing development in terms of, 

to use Ben Bernanke’s famous 2010 phrase, 

“benefits, costs and risks.” My sense is there is 

a need for more work on this, including regula-

tory and supervisory aspects. And it  will relate 

naturally to how the accelerating technological 

advances – particularly in big data, AI and mo-

bility – are changing not just what we do, but 

also how and who does it. 

 

Their interactions accelerate the rightward 

moves in both supply and demand curves. With 

that comes the enabling of a larger set of state 

and non-state actors, and not just good ones, 

opening the issue of cyber risk and bringing 

into sharper focus that of consumer protection. 

 

Then there is an additional element associated 

with the overpromise of liquidity I referred to 

earlier. Established during the prolonged peri-

od of unusually low financial volatility and am-

ple liquidity injections, this has been structural-

ly embedded in the system through the prolif-

eration of certain products. The resulting risk 

of illiquidity pockets, and the contagion threat 

that comes with that, could also expose central 

banks to a winder balance of risks. 

 

If they overtighten, rather than risk of de-

anchoring inflationary expectations, they risk 

de-anchoring huge sellers of volatility. But if 

they under-tighten, they encourage the contin-

ued excessive sale of volatility, in all its form, 
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and the excessive risk taking for the system 

that comes with that. 

 

This is part of the larger question of what has 

happened due to persistently low interest rates 

and the intriguing question of what has been 

labeled in the marketplace as the “fast star.” It 

accentuates the uncertainties associated with 

what Chairman Powell’s called at Jackson Hole 

the [more traditional] celestial stars that re-

flects that “the economy has been changing in 

ways that are difficult to detect and measure in 

real time.” The basic question here, and it’s a 

very important one, is whether the neutral rate 

consistent with the Fed’s dual mandate is con-

sistent with financial stability. 

 

The final aspect in the list of challenges to cen-

tral bank is the scope for international coordi-

nation – or, to be exact, the eroding scope for 

this recently. This comes at a time not just of 

considerable structural fluidity, but also of in-

creased cyclical need for it, especially as we 

enter a period of increased divergence in eco-

nomic performance and in economic policies 

within the advanced world. 

 

With that comes greater dispersion in equity 

markets, significant interest rate differentials 

between the two bond benchmarks (for exam-

ple, currently over 250 bps for the 10-year dif-

ference between the German Bunds and US 

Treasuries), dollar appreciation, and greater 

financial volatility overall. And I suspect that 

there is more divergence to come in the 

months ahead. 

 

We have already seen isolated cases (fortu-

nately) where this can easily lead to increasing 

pressure on technically and structurally vulner-

able asset classes, including those such as 

emerging markets that have attracted exces-

sive interest from flighty cross-over investors 

and now have to cope with their exits. It is a 

painfully familiar phenomenon, and one that is 

still far from playing out fully. 

 

All this before we talk about another big ele-

phant in the room, and what Agustin Carsten 

referred to in his remarks as “the  unprece-

dented process of policy normalization” – that 

is, what happens when more than one systemi-

cally important central bank stops its large-

scale asset purchase program, raises interest 

rates, and allows its balance sheet to slowly 

shrink.  

 

We know from the experience of the Fed that 

one is in the process of delivering, to adapt a 

phrase used years ago by Ray Dalio in a differ-

ent context, a “beautiful normalization” – that 

is, a normalization that does not derail growth 

and excessively destabilizes financial markets. 

We do not know what happens when several 

attempt this.  

 

I suspect that, should this materialize, it could 

well open the way for more self-feeding cycles 

and multiple equilibria. The related issues of 

financial stability could well become as im-

portant as how inflation proceeds. And, again, 

this involves two-sided risks. Things can break 

if financial conditions tighten too rapidly. But 

it’s also problematic if they remain too loose 

for too long.  

 

Allow me to conclude that all this is happening 

in a rather fluid operating environment due to 

a long list of ongoing structural uncertainties 

and changes. They start with questions about 

how basic elements of economies operate, in-

cluding the behavior of productivity and wag-

es, together with the relationship between un-

employment and inflation. Then there is the 

impact of technology, including the accelerat-

ing shift from the physical to the physical and 

virtual.  

 

Recall the increasing feeling in Silicon Valley 

that we are “entering the second half of the 

chess board” – that means an accelerating and 

even less predictable of even more rapid inno-
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vation. And all this in the context of the emer-

gence of two poles globally, the US and China, 

with very different approaches to the interac-

tions between their governments and their big 

tech. 

  

Technology is one of the three T’s mentioned 

by David Lipton, the IMF’s First Deputy Direc-

tor, at the multilateral’s spring meeting last 

April in Washington DC. The other two, trust 

and trade, have also become more fluid, 

thereby heightening the sense of unusual un-

certainty. They can also increase vulnerability 

of central banks to political interventions as 

well as amplify the challenges to regulatory 

and supervisory harmonization. 

 

Many of us had hoped that, having stepped up 

and taken on enormous policy burdens and 

showing great courage and innovation in using 

experimental measures, central banks would 

be able to complete a successful policy handoff 

and go back to being – well – more boring and 

less in the spotlight. While we should continue 

to hope for this, the reality is the world still 

poses a number of challenges to them. These 

will require a continued skillful combination of 

resilience and agility, and not just with regard 

to economic and financial issues. Needless to 

say, open and adaptable mindsets will be key. 

 

I thank Axel for pointing out some of the main 

reasons for all this, and I regret that I had to 

add to his list. 

 

Thank you for your kind attention. 
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DISCUSSION BY CHARLES R. BEAN 
 
 

 

It is a great pleasure to be here to celebrate 

the bicentenary of the Danmarks Nationalbank 

and also a great pleasure to be invited to dis-

cuss Axel Weber’s views on some of the current 

challenges for central banks. Axel focusses 

largely on the consequences of the myriad of 

post-crisis reforms for financial stability, but I 

will take the liberty of adding a few remarks 

about monetary policy at the end. 

 

Micro-prudential policy 

On the micro-prudential front, as Axel notes, 

there has been a substantial increase in the 

loss-absorbing capacity of banks as a result of 

the Basel III reforms, with the aim of reducing 

the incidence of future crises. In addition, there 

has been significant progress in developing a 

fit-for-purpose regime for handling the resolu-

tion of failing banks, especially large multina-

tional ones – though here one should recog-

nise that the regime still has to be tested by 

events. And the crisis has also prompted some 

central banks to give a makeover to their 

methods of providing emergency liquidity as-

sistance. As an example, the Bank of England’s 

liquidity support facilities now allow for bor-

rowing – both on demand and through market-

wide auctions – against a much broader range 

of assets, including illiquid raw loans whose 

quality have been pre-evaluated by the Bank, 

on pre-specified terms, while the range of po-

tential counterparties has also been greatly 

expanded, including to central clearing houses. 

 

Axel observes, however, that a side effect of 

these reforms has been to raise banks’ costs of 

doing business and that the resulting squeeze 

on profit margins itself may create financial 

stability risks. Could the reforms actually have 

gone so far as to make the system less stable? 

Axel dismisses the sceptical piece by Sarin and 

Summers (2016), correctly so in my view. But I 

do have sympathy with the general argument 

that we need to be alert to the impact of the 

regulatory environment on banks’ profitability, 

for if banks cannot make adequate profits 

through their plain vanilla business, then they 

are more likely to move into riskier activities in 

order to boost them. I have always been struck 

by the fact that Australia and Canada suffered 

much less from the crisis than other countries 

and in part that seems to have been because 

their banks had been less driven to look for 

new ways to generate profits. Furthermore, if 

bank profitability is too low, it encourages 

banking activities to migrate outside of the 

regulatory perimeter. So I am sympathetic to 

looking at ways to make regulation and super-

vision more efficient: smart supervision is sure-

ly better than stifling supervision. 

 

Have the reforms gone far enough? The con-

sensus in the official sector is that the key ele-

ments have all been decided and that is mainly 

now about completing the implementation and 

maybe adding a few tweaks here and there. 

That view is not shared universally outside, 

however. Some academics (e.g. Admati, 2016; 

Vickers, 2016) would like to see even higher 

capital requirements. Here, I think the issue lies 

more with the unreliability of risk weights than 

with the mandated capital ratios themselves. 

Banks’ own models often ascribe wildly differ-

ent risk weights to the same asset class and we 

saw in the last crisis that assets that were 

thought to be safe – such as highly rated mort-

gage-backed securities or euro-area periphery 

debt – may quickly turn out not to be. For that 

reason, I am very much in favour of the lever-

age ratio as a complementary backstop. 

 

Some other critics would like to see structural 

reforms pushed further, with greater separa-

tion between the ‘utility’ and ‘casino’ aspects of 

banking. If we suffer another financial crisis like 
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that of 2007-8, then I believe the public pres-

sure for more fundamental changes to the way 

the banking system operates will become irre-

sistible.      

 

Macro-prudential policy 

Let me now turn to macro-prudential policy. 

While this may seem like the new kid on the 

block, it is really more like an old wine in a new 

bottle, as such direct intervention in the finan-

cial intermediation process was the norm in 

many countries in the two decades after World 

War II and has continued to be deployed in 

emerging economies since. 

 

Axel sounds a warning that we should not ex-

pect too much from macro-prudential policies. 

I agree, though not for quite the same reasons. 

Axel’s first qualification is that it requires om-

niscient macro-prudential authorities. But while 

we would obviously like policy makers to make 

wise and informed choices, macro-prudential 

policy surely is no different in its demands than 

monetary or fiscal policy. All we can expect is 

that policy makers do their best. 

 

Second, he argues that macro-prudential policy 

is only a second-best policy because it distorts 

price signals and that monetary policy would 

be preferable as it sets the price of leverage. 

This I really don’t agree with. The reason we 

need macro-prudential policies in the first 

place is because some decisions taken by fi-

nancial intermediaries potentially generate sig-

nificant future negative externalities for other 

agents, including in the real economy. Moreo-

ver, those decisions may relate to specific parts 

of financial markets, rather than their entirety. 

A well designed macro-prudential intervention 

can target the specific decisions generating the 

externalities, thus bringing us closer to the first 

best. It is entirely analogous to the use of tax 

policy to internalise externalities (indeed, it 

raises the question as to whether fiscal inter-

ventions might sometimes be a more natural 

way to curb risk-generating activities). 

 

I also think Axel’s suggestion that monetary 

policy is an instrument that is particularly well-

suited to restraining the build-up of leverage is 

mistaken. Raising policy rates may restrain the 

growth in credit but it also has numerous other 

effects on the level of activity. If there is a credit 

boom and the real economy is also overheat-

ing, then there may be no conflict. But there 

will be times when credit growth needs to be 

restrained but the real economy needs more 

stimulus. This was exactly the circumstances we 

faced at the Bank of England around the time 

that Mark Carney arrived. At the same time as 

the Monetary Policy Committee was providing 

guidance that policy rates would remain ‘low 

for long’ in order to sustain the recovery, the 

Financial Policy Committee was introducing 

limits on banks’ ability to extend home loans 

with a high loan-to-income ratio. That attempt 

to make the demand growth mix less credit-

rich seemed to me exactly the right thing to do 

in the circumstances. More generally, I think 

constantly clobbering the real economy in or-

der to contain the excesses of the financial sec-

tor is simply politically unsustainable. 

 

I do agree with Axel that sometimes risks may 

develop that are outside of the reach of macro-

prudential policies and also that activities may 

migrate outside the regulatory perimeter in 

order to circumvent them. But my real concern 

over macro-prudential policies is whether there 

is the sufficient democratic support for them. 

Unlike monetary stability where we have the 

inflation target, we lack an objective and 

agreed measure of the latent risks to financial 

stability. Consequently it will often be conten-

tious whether or not action is warranted. That 

will particularly be the case after a long period 

of steady expansion, such as the latter stages 

of the Great Moderation, when people may 

tend to underestimate risks, claiming that “this 

time is different”. Moreover, because macro-
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prudential policies, especially loan-to-income 

and loan-to-value ceilings, impinge directly on 

a particular set of potential borrowers there 

may be quite strong public push back. In short, 

I am not sure that the public argument for an 

independent macro-prudential policy has yet 

been won. We need to work harder to make 

the case. 

 

Monetary policy 

Axel did not say a lot about monetary policy, 

but he does state his concern that the single-

minded pursuit of an inflation target may gen-

erate risks to financial stability and that finan-

cial stability concerns therefore need to be ex-

plicitly integrated into the monetary policy re-

gime.  

 

Of course, even before the crisis there was a 

debate as to whether monetary policy should 

attempt to ‘lean against the wind’ of an asset 

price or credit boom, deliberately undershoot-

ing the inflation target for a while in order to 

reduce the risk or severity of any subsequent 

correction and that debate has been given ex-

tra vigour by the crisis (see e.g. White, 2009). 

From what I have already said, you will be able 

to guess that I do not think that monetary poli-

cy should be the weapon of first resort for ad-

dressing incipient financial stability risks, as 

that task is better assigned in the first instance 

to macro-prudential policies which can be tar-

geted directly on the source of the problem. 

 

But there may be a role for monetary policy 

should those policies prove ineffective. Indeed, 

such a lexicographic ordering of policies has 

been formally part of the Chancellor’s remit to 

the Bank of England’s Monetary Policy Commit-

tee since 2013: if the Financial Policy Commit-

tee decides that it lacks effective tools to con-

tain the risks, then it communicates that to the 

Monetary Policy Committee. The Monetary Pol-

icy Committee may then decide to deliberately 

undershoot the inflation target for a while in 

order to mitigate the financial stability risks, 

thereby also enhancing the likelihood of meet-

ing its inflation target in the longer term.  

 

That said, the hurdle for such action may be 

quite high. In particular, Svensson (2017) has 

pointed out that not only do the uncertain fu-

ture gains from leaning against the wind need 

to be weighed against the near-term costs of 

higher unemployment but taking action today 

may also weaken the economy enough to raise 

the future costs of a crisis should one occur. 

His cost-benefit analysis suggests that even 

when macro-prudential policies are powerless, 

leaning against the wind may not be the opti-

mal strategy. 

 

Let me conclude with a few more general re-

marks on the challenges facing monetary policy 

makers. For me, the biggest concern is a po-

tential lack of monetary firepower should there 

be a fresh downturn in activity. While the fac-

tors behind the apparent decline in the natural 

safe real rate of interest over the past twenty-

five years are still a matter of debate, it would 

be prudent for central banks to operate on the 

assumption that it is unlikely to revert soon to 

the 2 to 3 per cent that we were previously ac-

customed to. That implies more frequent epi-

sodes of very low policy rates and the potential 

need for further bouts of quantitative easing.  

 

This is an uncomfortable place to be. Not only 

do such policies heighten financial stability 

risks by encouraging a search for yield, they 

also raise awkward political economy issues. 

Quantitative easing works in large part through 

raising asset prices, but this benefits the asset-

rich – typically the old – at the expense of those 

who plan to acquire them in the future – typi-

cally the young. Such distributional effects may 

be tolerated by the public if they are short-

lived, but not when the purchases are sus-

tained over a long period. Moreover, the ex-

pansion of central bank balance sheets also 

raises issues. If the central bank buys public 



 

57 

 

debt, then it may raise concerns that it is en-

gaged in financing the government. If, on the 

other hand, it buys private assets, then it ex-

poses the public sector to the private sector’s 

credit risks and thus drifts into territory that 

really ought to be the domain of fiscal policy. 

 

There have been suggestions for creating more 

room for conventional monetary policy such as 

raising the inflation target from 2 per cent to, 

say, 4 per cent (Blanchard, Dell’Ariccia and 

Mauro, 2010) or else moving to targeting the 

level of prices (or nominal GDP) which would 

serve to depress expected future policy rates 

once the effective lower bound on policy rates 

binds (Woodford, 2012). Neither of these solu-

tions is without cost, but in any case continuing 

to rely solely on stimulatory monetary policy to 

sustain aggregate demand in the face of an 

adverse cyclical shock risks further boosting 

private sector debt levels, which in some coun-

tries remain uncomfortably high. In my view, it 

would be better if governments took on more 

of the responsibility for maintaining aggregate 

demand, especially where there is still plenty of 

fiscal space available. 
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SUMMARY OF ISSUES ADDRESSED IN THE GENERAL DISCUSSION 
IN SESSION 2 
 

 How robust is the banking sector now 

compared to the pre-crisis world (with re-

spect to e.g. capitalisation, liquidity and 

leverage)?  

 Should we be concerned about risk shifting 

towards unregulated shadow banks and 

non-bank sectors? 

 What are the benefits and costs of further 

financial regulation?  Is there a need for in-

creased international harmonisation of 

regulation to ensure a level playing field 

and lower implementation costs in cross-

border banking groups? 

 What is the impact of regulation on profit-

ability, concentration and risk taking in the 

banking sector? 

 How effective are the various macropru-

dential instruments (countercyclical capital 

buffers, loan-to-income ratios, loan-to-

value ratios, etc.)? Are we fighting macro-

prudential problems with microprudential 

tools? 
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DINNER SPEECH BY STANLEY FISCHER  

Danmarks Nationalbank at 200 
 
 

It is an honor and a pleasure to be in Denmark 

celebrating the 200th birthday of Denmark’s 

central bank, Danmarks Nationalbank, and I 

would like to thank Governor Lars Rohde and 

his colleagues for inviting us to join the party – 

and congratulate them on reaching the age of 

200 in good health, despite some difficulties at 

the early stages of the Great Financial Crisis. 

 

Of course, the invitation brings with it certain 

questions, prime among them, “What do you 

give an historical institution for its 200th birth-

day?”  In this case, the answer is simple be-

cause the Nationalbank has already sent its 

suggestion for an appropriate gift.  What it 

wants is a speech that is short and to the point.  

How short?  The instructions are “15 minutes”.  

What is the point?  In the case of the 300th 

birthday of the Bank of England in 1994, the 

birthday party was designed to suggest that 

after 300 years, the time had come for the Bank 

of England to become independent. And that 

indeed came to pass. In this case, the 200th 

birthday of the Danish central bank, there are 

two potentially critical questions: the first is the 

question already asked in six referenda, 

“Should Danmarks Nationalbank join the ECB?”, 

or more precisely at this time, “Should Den-

mark use the Euro as its currency?” 

 

After six negative referendum results, the 

popular answer to that question seems to be 

an overwhelming “No”. But interestingly, the 

two speeches by Governors of the National 

Bank that were distributed to us, one by Nils 

Bernstein, the other by the present Governor, 

Lars Rohde, each presented strong arguments 

in favor of joining the Euro Zone. 

 

The second major issue emerges from the fact 

that in the Great Financial Crisis, the Danish 

government had to extend a guarantee of fi-

nancial assets amounting to 250% of GDP. As 

stated by Kim Abildgren, on p. 139 of his excel-

lent history of the National Bank, “Historical 

events clearly emphasize the importance of 

having a stable financial system if we want a 

robust economy” – and that is a lesson learned 

by many countries over the years. Or, as ex-

plained in Governor Rohde’s speech, “… the 

financial crisis was an example of how the 

foundation for bad times is laid in good 

times.13  … We do not lift our heads and see 

the flames building up on the horizon.”   

 

And then, to cheer us up, the Governor said 

“Right now – in 2018 – the economy is booming 

again.”  And, perhaps concerned that he 

should not seem to be too optimistic for a Dan-

ish governor, he added “I suppose we should 

be pleased …” 

 

Outline of the story of the Nationalbank. Now 

to the substance.  We begin with a rapid guid-

ed tour of the history and structure of the Na-

tionalbank, based on Kim Abildgren’s history of 

the institution. That book starts with a short 

statement of the Nationalbank’s goals.  “Since 

[1818], [the Nationalbank’s] objective has been 

to ensure stable prices, a stable financial sys-

tem and safe and secure payments.”  From the 

modern viewpoint, say as seen by someone 

used to the Fed’s dual mandate, it is notable 

that neither employment nor growth are men-

tioned among the three goals. 

 

The book is broken down into five parts and 11 

chapters, which tell the history of monetary 

policy in Denmark, and many other relevant 

things.   

 “Part I – Birth of Danmarks Nationalbank”.  

The history of the Nationalbank starts as 

                                                   
13

 In the private sector, one says “Bad loans are made in good 

times.” 
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the histories of other central banks have 

started. This section consists of two chap-

ters: the title of the first chapter is “State 

bankruptcy and a chaotic monetary sys-

tem”, a frequent starting point for the crea-

tion of a central bank, and the second 

chapter – reached after only twelve pages 

of text and over a century of time that in-

cludes the Great Depression – is “The Dan-

marks Nationalbank Act of 1936.” 

 “Part II – Price Stability” has three chapters 

that relate largely to the period after 1936: 

Chapter 3 is the story of monetary policy in 

brief, “Low inflation for 200 years – with a 

few exceptions”; Chapter 4 explains the 

mechanism that produced that outcome, “A 

fixed exchange rate has provided for stable 

prices”; and Chapter 5 has an equally inter-

esting heading, “Danmarks Nationalbank’s 

toolbox: Interest rates and foreign ex-

change reserves”.  

 There is no chapter heading devoted 

to moral suasion, nor price controls, nor 

exchange controls, nor even forward guid-

ance. But there is a relatively lengthy sec-

tion – over a page – headed “When the 

toolbox included lending caps” that starts 

“… extensive exchange control was intro-

duced during the crisis in the 1930s, and it 

took more than 50 years to roll it back 

again.”  That appears to have inoculated 

the policymakers and the public against 

further use of exchange controls. 

 One gets the impression reading this 

part of the book that the Nationalbank has 

very much stuck to its knitting in running 

monetary policy, and that fiscal policy has 

stuck to its knitting to a greater extent than 

a devotee of the finer points of Tinbergen’s 

work on the assignment of policies to goals 

would have preferred.   

 “Part III – The Stability of the Financial Sys-

tem” has three chapters: Chapter 6 is enti-

tled “From savings banks to financial su-

permarkets”; Chapter 7 “When history re-

peats itself: banking and financial crises”, 

and Chapter 8 is on “Credit and house price 

bubbles”.  Chapter 8 includes a cartoon 

showing someone standing and speaking.  

It comes with an explanatory note, entitled 

“Adviser or salesman”, whose first sentence 

is “Experience shows that the most serious 

crises, with major implications for financial 

stability, frequently follow in the wake of 

loan-financed property price bubbles”.  

Enough said. But it is noteworthy that the 

central bank explicitly includes financial 

stability as its secondary goal, the first be-

ing stable prices, and the third being “safe 

and secure payments”.   

 “Part IV – Safe and secure payments” has 

two chapters. Chapter 9 is entitled “From 

coins to mobile apps – means of payment 

over 200 years” and Chapter 10 covers 

“From counterfeiting to cybercrime”. This 

section is modern and interesting, and also 

important. 

 “Part V – A robust economy” consists of 

only one chapter, 11, which is headed “200 

years with a rising standard of living – de-

spite fluctuations”. It is summarized by this 

statement: “In the longer term, the trend in 

real income does not depend on monetary 

policy but on how efficiently the economy 

can produce goods and services. The 

standard of living has improved notably 

over the last 200 years, reflecting a rise in 

productivity.  But the economy has also 

fluctuated, and the deepest or longest 

downturns have been seen in periods with 

banking crises.” 

 

The economic case for joining the euro 

zone. The January 2009 statement by Gov-

ernor Nils Bernstein to the European Af-

fairs Committee of the Danish parliament 

emphasizes that by joining the ECB, Den-

mark – more specifically the Nationalbank 

and its chairperson – would have a say in 

the determination of a number of deci-

sions that are highly relevant to Denmark, 

but on which they currently have no say. 
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Of course, by keeping an almost constant 

exchange rate against first the Deutsch-

mark, and then the Euro, Denmark has al-

ready in practice agreed to accept several 

of the decisions that the ECB makes. But 

by not joining the ECB, the Nationalbank 

retains the option not to accept future in-

terest rate decisions the ECB may make. 

My sense is that this is an option that 

could be exercised only once or very rare-

ly – for once the Nationalbank elects even 

once to set its interest rate at a level sig-

nificantly different from that of the ECB, 

the premium between short-term interest 

rates in Denmark and in the Eurozone 

would rise, and – almost like capital con-

trols – take a long time to decline to its 

previous level. 

 

It could occasionally happen that there 

would be an attack on the krone that is a 

result of some decision of the Danish cen-

tral bank or the Danish fiscal authorities, 

or an adverse of positive shock to the 

Danish economy. If that were to happen, it 

could take a long time to restore the 

closeness of the link between the euro and 

krone short and longer-term interest 

rates. 

 

In addition to the interest rate, Governor 

Bernstein mentions several other deci-

sions, mostly regulatory, that are made by 

the ECB’s Governing Council and “have a 

direct impact on us – and yet we have no 

influence on these decisions, or even in-

sight into the rationale behind them”. 

However he adds “I am aware that our 

opportunities to exert influence should not 

be exaggerated”, even though the press 

sometimes suggests that Denmark fights 

above its weight in the making of intra-EU 

decisions. I will return to this issue at the 

end of this speech. 

 

In his speech to the Queen of Denmark 

and others celebrating the 200th anniver-

sary of the National Bank on July 4 this 

year, Governor Rohde allowed his sense of 

humor to show through. Talking about the 

founding of the Nationalbank, he asked 

how the country had got into the difficult 

situation that it faced in 1818. I quote: 

“The British bombardment of Copenha-

gen. The state bankruptcy. We remember 

these events from our history lessons. 

Denmark had been at war. That was ex-

pensive. We had lost. That made matters 

even worse”. 

 

He asked “… who are the greatest losers 

when the economy is in a shambles? Ordi-

nary people. There was every reason to 

establish a central bank. Tasked with en-

suring that the value of money remains 

stable.  … Trust in the value of money is a 

cornerstone of all societies at all times.” 

 

Which would be better in practice, fixed 

or floating? This question could be an-

swered by analyzing the implications of 

various shocks to the economy of Den-

mark, and examining to what extent the 

size of the disturbance to the Danish 

economy is affected by whether the ex-

change rate is fixed or floating.14 Another 

approach would be to say that getting rid 

of the krone would remove a potential 

source of divergences from optimality that 

would be created by unifying the markets 

of Denmark with those of the remainder of 

the euro zone. 

 

But those are not the considerations that 

would decide the next referendum if there 

is to be one. Rather, it would be decided 

on political grounds, the grounds of how 

important it will be to Denmark to retain 

as much of its special character and histo-

                                                   
14

 This analysis can be found on pp. 582-86 of International Eco-

nomics by Paul Krugman, Maurice Obstfeld, and Mark Melitz, 

eleventh edition, Pearson, New York, NY.   
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ry as it can. That having been said, I be-

lieve it likely that if the euro survives much 

longer, the euro area will become larger 

and the euro more accepted. 

 

Financial stability. Although I gave this is-

sue a big buildup when I introduced it ear-

lier, I shall leave the topic for the 300th 

anniversary, at which – if it takes place – 

the financial stability problem will have 

been solved. But we should all consider 

the likelihood after the Great Financial Cri-

sis, and its aftermath of signs of a retreat 

from Dodd-Frank, that many central banks 

should be focusing much more seriously 

on the risks of financial instability than at 

this time appears likely to happen. After 

all, the greater source of damage to the 

United States economy during the Great 

Financial Crisis came from its damage to 

the financial sector. We should also rec-

ognize the difficulty of dealing with this 

issue in light of the problems for financial 

stability posed by the political power of 

large financial institutions. 

 

The last words go to The Economist (of 

September 23-29, 2000): [Tell the story of 

my organizing my files and coming across 

two articles on Denmark’s euro vote in 

2000]. 

 

The first article is entitled “No from the 

Danes”, and makes the case that a Danish 

no in the September 28th, 2000 referen-

dum on Denmark’s joining the ECB would 

provide a welcome jolt in favor of a multi-

system Europe. Well, the Danes provided 

the jolt. The world awaits the welcoming 

of the jolt, though it does appear that at 

present the more impressive jolts are be-

ing provided by a non-member of the Eu-

ro area. 

 

The second article is called “Those awk-

ward Danes”. Here are its two final para-

graphs. 

 
“Since the end of the cold war, Den-
mark in its geo-politics, has come 
closer to “Europe” while being a 
leading proponent of bringing the 
Balts into both the EU and NATO.  
Relations with Germany have got 
steadily warmer, while Denmark’s 
sense of Nordic solidarity has grown 
weaker. German reunification, the 
move of Germany’s capital back to 
Berlin, and Poland’s renaissance 
have all tugged Denmark, quite 
happily, towards a new centre of 
European gravity. 

If it joins the euro, it will still feel 
more comfortable with that shift. If 
not, it will still have a special place 
as a north European hub. And it will 
retain its reputation as the EU’s 
most awkward member – Britain, 
perhaps, excepted.” 

 

I was going to conclude by saying that you 

will now have first place in the awkward 

contest that the Economist describes.  

However, a look around the EU suggests 

that you may lose that position, and prob-

ably decline even further in the contest 

than according to the Economist you were 

in the year 2000. 

   

My fifteen minutes must be up, and so I 

will not go further into these difficult is-

sues and their implications. Thank you 

again, Lars and colleagues, for inviting us, 

and thanks to all of you for your attention. 
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SESSION 3:  
LIFE IN THE PERIPHERY 

 

 

Participants in session 3, from the right: Øystein Olsen (chair), Stephen S. Poloz (keynote speaker), 
Veerathai Santiprabhob (discussant) and Hélène Rey (discussant). 

 
 

According to the classical "open-economy 

tri-lemma" it is impossible for a country to 

have both a fixed exchange rate, free 

cross-border capital movements and an 

independent monetary policy at the same 

time. If a country chooses to fix its ex-

change rate and have free capital move-

ments, it will have no scope for using mon-

etary policy as a tool to stabilise the do-

mestic economy. If a country choses an in-

dependent monetary policy as well as free 

capital movements, the exchange rate will 

have to float. However, in recent years it 

has been subject to debate whether these 

policy options really are available or 

whether countries in a globalised world 

are actually facing a dilemma: If one wants 

to have free capital movements, there is no 

scope for an independent monetary policy 

– with free cross-border financial flows, 

domestic interest-rate and credit condi-

tions will mirror the global financial condi-

tions (the "global financial cycle"). A corol-

lary of this is that unconventional monetary 

policy measures in the large economies 

may have strong spill-over effects on the 

central banks in the periphery. In addition, 

exchange rate developments appear to 

deviate significantly from textbook models 

that justify the conclusion that ex-change 

rates act as stabilisers rather than amplifi-

ers. Session 3 focused on the role of ex-

change rates and the implications of global-

isation for monetary-policy frameworks, in-

cluding consideration of international policy 

coordination in times of unconventional 

monetary policy to address the shortcom-

ings of the international monetary system.  
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KEYNOTE SPEECH BY STEPHEN S. POLOZ 

Abstract 

Investing in Monetary Policy Independence in a Small Open Economy 
 

 

This paper will explore the limitations that 

global financial cycles bring to monetary policy 

in small open economies, even under a flexible 

exchange rate. It will then suggest ways of 

overcoming those limitations to buttress mone-

tary policy independence. 

 

The argument that global financial integration 

has reduced the ability of central banks to pur-

sue independent monetary policy is surely self-

evident by now, at least episodically. This 

amounts to a shortage of policy instruments, 

and this paper will develop a menu of ways in 

which small open economies can invest in 

strengthening policy independence. Having a 

menu of policy instruments available permits 

customization of responses to the circumstanc-

es that arise. The paper will focus on three sets 

of instruments, which may not fall under the 

purview of central banks. 

 

The first set of instruments comes under the 

rubric of macroprudential policy. For example, 

adjusting countercyclical capital buffers in both 

directions can dampen the procyclicality of 

capital flows. Similarly, tightening or easing 

rules around mortgages – leverage or debt 

service restrictions, in particular – can blunt 

foreign interest rate shocks passing through 

the domestic bond market. These tools have so 

far been used only for macroprudential pur-

poses, but if authorities were willing to adjust 

them in both directions, they could serve as a 

powerful tool to buttress the independence of 

interest rate policy. 

 

A second set of instruments is based on direct 

public sector financial intermediation. Public 

sector financial intermediation – such as 

providing export credit, small business lending, 

or mortgage underwriting – is generally de-

signed to address credit gaps left by an oli-

gopolistic banking sector. But they may also be 

used to counter procyclicality in credit crea-

tion, even if it is being driven globally. Tapping 

these tools was one key reason why Canada 

was able to weather the global financial crisis 

as well as it did, as public sector institutions 

were able to offset considerably the credit 

crunch that emerged. In turn, this allowed the 

central bank to maintain its focus on inflation. 

 

A third promising avenue is the development of 

additional automatic fiscal stabilizers. It is wide-

ly recognized that fiscal policy becomes rela-

tively more powerful when monetary policy is 

approaching its limits. Calibrating fiscal param-

eters to become more active at that time, and 

less so in normal times, can promote an ap-

propriate mix of fiscal and monetary policies, 

reduce output volatility and help preserve 

monetary policy independence. 

 

In all three areas, it is not possible to simply flip 

a switch in the heat of the moment. The paper 

will argue that these instruments all require up-

front investment and a demonstrated willing-

ness to adjust them in both directions for them 

to become effective policy tools. The benefits 

of doing so are clear – the risk of losing the 

domestic monetary policy independence gen-

erally associated with a floating exchange rate 

can be significantly reduced. 

 
  



66 
  

Background paper 

Investing in Monetary Policy Sov-ereignty: Ideas from the Periphery 

 

by Cesaire A. Meh, Senior Research Officer, Bank 

of Canada, and Stephen S. Poloz, Governor, 

Bank of Canada15 

 

Introduction 

It is generally accepted that a country cannot 

have an independent, or sovereign, monetary 

policy, a fixed exchange rate and free capital 

flows all at the same time. Canada began wres-

tling with this issue in the early years of the 

Bretton Woods system, and was the first to 

float its currency, in 1950. We tried a fixed ex-

change rate regime again starting in 1962, but 

returned to a float in 1970. 

 

This history, and Canada’s economic and finan-

cial proximity to the United States, motivates 

Canadians to stay at the forefront of thinking 

around monetary policy sovereignty. Indeed, 

early thinking around this “impossible trinity” 

or “trilemma” came from Robert Mundell, a Ca-

nadian. 

 

More recently, the issue has attracted interna-

tional interest. Hélène Rey and others have ar-

gued that Mundell’s trilemma may be even 

more restrictive than previously thought.16 This 

is because global financial cycles can weaken 

or even neutralize the ability of a floating ex-

change rate to insulate sovereign monetary 

policy from external financial forces. In extreme 

cases, the trilemma may even become a di-

lemma. 
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 This work benefited from discussions with Markus Brunnermei-

er, Gino Cateau and participants from the joint Danmarks Na-

tionalbank–Bank for International Settlements conference for 

the 200th anniversary of Danmarks Nationalbank. We would 

like also to thank José Dorich and Claudia Godbout for simula-

tions in the Bank of Canada projection model, and Thibaut 

Duprey, Timothy Lane, Larry Schembri, Alexander Ueberfeldt, 

Carolyn Wilkins and Yaz Terajima for comments. Minnie Cui 

and Salman Hasham provided excellent research assistance. All 

remaining omissions and errors are those of the authors. 
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 See Adrian (2018), Obstfeld (2015) and Rey (2013). 

It is important to point out at the outset that 

this has not been the experience so far in Can-

ada. Perhaps this is because Canada has re-

peatedly found exchange rate flexibility essen-

tial to adjust to external forces – commodity 

price fluctuations, in particular. A decline in oil 

prices, for instance, leads naturally to a depre-

ciation of the Canadian dollar against the US 

dollar, because Canada is a net exporter of oil 

while the United States is a net importer. At-

tempting to fix our exchange rate through such 

an episode would mean a significant and pos-

sibly prolonged drop in Canada’s inflation rate. 

Markets have come to understand this adjust-

ment process and to appreciate the anchoring 

of inflation that results from allowing the ex-

change rate to facilitate adjustment. 

 

This underscores Mundell’s original insight, 

that an area with a common currency will func-

tion well only if the counterparties have much 

in common. We do not need to look far for an 

alternative example: Denmark’s fixed exchange 

rate with the euro seems to have functioned 

quite well. This suggests that the commonali-

ties of the economic structures in that pairing 

are much greater than the differences. 

 

Generally, though, policy-makers need to take 

seriously the possibility of the trilemma collaps-

ing into a dilemma, even if the risk is only epi-

sodic. This issue could grow in importance if 

we saw more divergence in inflation targets in 

the future. Today, 2 per cent inflation is a goal 

that a wide range of central banks share, but 

the experience since the global financial crisis 

in 2008–09 has some considering the merits of 

higher inflation targets (Blanchard, Dell’Ariccia 

and Mauro 2010). The ability to choose an op-

timal domestic inflation target could be erod-

ing over time. 
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We explore the issue of sovereign monetary 

policy further in this paper. We use the term 

“sovereign” to describe independence from 

international developments, which translates 

into a central bank having the ability to pursue 

a specific domestic inflation target, designed 

for its own circumstances, independent of the 

monetary policies of other countries. This is to 

avoid any overlap with the literature on mone-

tary policy independence from fiscal authori-

ties. Indeed, we argue that the risk of the tri-

lemma becoming a dilemma could be reduced 

through enhanced collaboration between the 

central bank and the fiscal authority, among 

other things. 

 

The paper is organized as follows. We start 

with theoretical considerations that provide a 

menu of policy measures to bolster central 

bank sovereignty. We argue that because many 

of the instruments in this menu of options are 

not normally under the purview of the central 

bank, some form of coordination mechanism is 

required – in the limit, automaticity. Next, we 

discuss the practical application of this menu of 

options by touching on the Canadian experi-

ence. We then conclude. 

 

Theoretical considerations 

Let us begin with a few theoretical considera-

tions. At the heart of the analysis is the as-

sumption that monetary policy is conducted 

using a single instrument, the short-term inter-

est rate. In effect, whether we believe we face a 

trilemma or a dilemma, we are talking about a 

shortage of policy instruments. We consider a 

menu of possible supplemental policy instru-

ments, investing in which may help to buttress 

monetary policy sovereignty in critical epi-

sodes. 

 

In principle, any policy instrument with macro-

economic effects could be considered a means 

of reinforcing monetary policy sovereignty. 

 

Fiscal policy. The simplest example that comes 

to mind is fiscal policy. When monetary policy 

is constrained by external conditions, or by the 

effective lower bound, fiscal policy may be 

used to achieve the same macroeconomic out-

comes. 

 

The immediate reaction to this suggestion is 

often that fiscal policy is less than optimal be-

cause it is generally discretionary rather than 

rules-based and takes time to deploy. This is-

sue may be addressed in three ways. 

 

First, as is the case in Canada, inflation targets 

can take the form of a formal agreement be-

tween the central bank and the fiscal authority. 

This means that the inflation target may enjoy 

the unqualified support of government and 

increases the likelihood that, should monetary 

policy find itself constrained in some way, the 

fiscal authority would bring discretionary fiscal 

action to the table. These occasions are likely 

to be extraordinary and episodic, hence less 

likely to weaken the independence of the cen-

tral bank. 

 

Second, one can make the fiscal mechanism 

automatic, as modelled in the automatic fiscal 

stabilizer literature. Examples of automatic sta-

bilizers are provided in Figure 1, and the chan-

nels through which they alleviate cycles are 

presented in Box 1. In this case, the fiscal 

mechanism becomes part of the economy’s 

structure and therefore helps ground expecta-

tions. Importantly, it is not necessary that all 

fiscal policy be driven by a rule, only that there 

be a significant fiscal channel that operates au-

tomatically. 

 

Third, even without an automatic fiscal mecha-

nism, some degree of fiscal predictability could 

still be established through repeated use. This 

would require a demonstrated willingness to 

adjust fiscal policy, in both directions, depend-

ing on the economic situation. Repeated use of 

the instrument is a form of investment – estab-
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lishing a track record that will help ground ex-

pectations during an adverse episode. 

 

What matters is that markets – and the central 

bank – come to rely on the independent ac-

tions of fiscal policy in certain circumstances. 

This builds more room to manoeuvre for mon-

etary policy. 

 

Macroprudential policies. Other possible sup-

plementary policy instruments can have the 

same effect. In particular, it makes sense to 

consider policies that can influence financial 

intermediation, which lies at the heart of mone-

tary policy transmission (Figure 2). Macropru-

dential policies are generally thought of as 

tools to make the financial system more resili-

ent against possible future crises. For instance, 

disclosure requirements from financial inter-

mediaries can be strengthened, or the capital 

requirement on banks permanently increased 

to make the financial system more structurally 

sound. 

 

However, macroprudential policies can also be 

allowed to vary systematically with the cycle 

through time. In this way they can be viewed as 

a supplement to traditional monetary policies. 

For example, recent research by Aoki, Benigno 

and Kiyotaki (2016) suggests that cyclical 

macroprudential tools provide more support 

to monetary policy than time-invariant macro-

prudential tools, and can improve welfare and 

lead to more stability in the face of global fi-

nancial cycles. They conclude that “…inflation 

targeting alone without macroprudential policy 

could reduce welfare.” 

 

Public sector financial intermediation. A related 

possibility is to deploy public sector financial 

intermediation. Typically, public sector financial 

institutions exist to address specific market 

failures, such as a shortfall of small business 

financing. But if lending by these public finan-

cial institutions expands and contracts around 

the global financial cycle – filling credit gaps 

during credit crunches, but yielding ground to 

private sector financial intermediaries after the 

crunch is over – they, too, can be seen as an 

additional instrument of policy. 

 

Limits on foreign-currency borrowing and capi-

tal controls. Because foreign-currency borrow-

ing by businesses and financial intermediaries 

can lead to financial instability, policies that 

encourage a switch away from foreign currency 

debt – while keeping the dynamics of the over-

all debt sustainable – would limit financial sta-

bility risk. As well, targeted and temporary cap-

ital controls could also be helpful in mitigating 

the impact of financial cycles. Research from 

Harvard and MIT (Farhi and Werning 2012) 

shows that capital controls used countercycli-

cally are quite effective, especially in response 

to risk-premium shocks. But they may be sub-

ject to regulatory arbitrage, which could re-

duce their effectiveness. 

 

This is not an exhaustive list, but it does pro-

vide a sense of the scope of what may be pos-

sible. Many of these additional policy instru-

ments do not fall under the purview of the cen-

tral bank. This means that a coordinating 

mechanism – of which outright automaticity is 

an extreme form – might also need to be de-

veloped. 

 

We recognize that empirical evidence on these 

tools would be nice to have, especially on 

countercyclical macroprudential tools. We as-

sert that these tools need to operate with 

some regularity through time for people to 

acknowledge their existence and build them 

into their expectations. This will also generate 

empirical evidence that supports their use. 

 

Let us now illustrate how some of these in-

struments have been deployed in Canada and 

consider how they may help to buttress mone-

tary policy sovereignty. 
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Macroprudential policies 

The growth-at-risk framework and macropru-

dential policies 

Researchers at the Bank of Canada have 

adapted the International Monetary Fund’s 

growth-at-risk framework (Adrian, Boyarchen-

ko and Giannone, forthcoming, and IMF 2018) 

to quantify the trade-offs involved in using 

monetary and macroprudential policies. The 

growth-at-risk framework models the distribu-

tion of possible gross domestic product (GDP) 

growth outcomes. The part “at risk” is the por-

tion that falls below the fifth percentile. In their 

model, easier monetary policy results in higher 

expected GDP growth, but it also leads to the 

accumulation of financial stability risks. This 

alters the distribution of possible GDP growth 

outcomes, fattening the tails of the distribu-

tion. The consequence is that the bottom 5 per 

cent of the distribution is bigger—expected 

GDP growth is higher due to easier monetary 

policy, but the growth at risk from a bad sce-

nario increases at the same time. Box 2 pro-

vides a detailed description of the growth-at-

risk framework. 

 

Using this framework, Duprey and Ueberfeldt 

(2018a) conduct a hypothetical counterfactual 

experiment in which they examine trade-offs 

between financial stability and macroeconomic 

stability emanating from monetary policy in an 

economy with and without macroprudential 

policy.
17

 To this end, they start with a base-case 

policy rate profile (green line in Chart 3a) but 

also consider a faster-normalization policy rate 

path (red line in Chart 3a) and a policy path 

that stays lower for longer (blue line in Chart 

3a). They then analyze what those different 

paths would imply for macroeconomic and fi-

nancial stability risk in a world with and without 

macroprudential policy. Three key points 

emerge from the analysis. 

                                                   
17

 Although insightful, this work has been carried out so far in a 

reduced-form environment in which a welfare analysis cannot 

be undertaken. In a work in progress, Duprey and Ueberfeldt 

(2018b) build a simple structural model that provides a foun-

dation for the trade-offs observed in Chart 3. 

 

The first point is that, without macroprudential 

policy, increasing the policy rate faster than in 

the base case reduces financial stability risk but 

increases the risk to macroeconomic stability. 

This can be seen by the movement from the 

green dot to the red triangle in the top panel 

of Chart 3b. In this counterfactual exercise, the 

decline in financial stability risk from faster 

normalization of the policy rate is equivalent to 

about 0.10 percentage points of GDP growth 

(the vertical difference between the green dot 

and the red triangle), but this comes at the ex-

pense of an increase in macroeconomic stabil-

ity risk of about 0.05 percentage points in GDP 

growth space (the horizontal difference be-

tween the green dot and the red triangle). In 

contrast, the lower-for-longer path would in-

crease both financial and macroeconomic sta-

bility risk by 0.10 and 0.15 percentage points, 

respectively (movement from green dot to blue 

square). Therefore, in a world without macro-

prudential policy, a lower-for-longer path 

would be riskier than a faster normalization 

path from a macroeconomic and financial sta-

bility risk management perspective (Poloz 

2014). 

 

The second point is that macroprudential poli-

cy is more effective than monetary policy at 

reducing financial stability risk. This can be 

seen by the vertical shift of the green dot in the 

top panel to the green dot in the bottom panel 

of Chart 3b. Indeed, for the same base-case 

policy rate path scenario, the introduction of 

macroprudential tightening reduces the aver-

age financial stability risk by about 0.30 per-

centage points of GDP growth. Notice that this 

is significantly larger than the decrease in fi-

nancial stability risk emanating from tighter 

monetary policy when macroprudential policy 

is not active. 

 

The final point is that when macroprudential 

policy is tighter, changes in monetary policy 

have larger effects on macroeconomic risk and 
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smaller effects on financial stability risk. As can 

be seen from Chart 3b, with macroprudential 

tightening, a faster increase in the policy rate 

increases macroeconomic risks four times more 

than it decreases financial stability risks. In con-

trast, without macroprudential tightening, the 

increase in macroeconomic stability risk is 

about half as large as the decrease in financial 

stability risk. This suggests that the ability of 

monetary policy to stabilize the macroeconomy 

is reinforced by the presence of an active 

macroprudential policy that targets financial 

stability risks, implying a more sovereign mon-

etary policy. 

 

Countercyclical buffers 

Bank of Canada researchers analyze the inter-

action of countercyclical capital buffers and 

monetary policy in a structural model that links 

bank, household and business balance sheets 

(Alpanda, Cateau and Meh 2014). In particular, 

they analyze a scenario where an exogenous 

easing in global financial conditions reduces 

mortgage rates. They assume that monetary 

policy is conducted via a typical Taylor rule 

and, as we show in Chart 4, compare two sce-

narios: a baseline with no macroprudential pol-

icy (red line) and an alternative with a counter-

cyclical capital buffer ratio (blue line). The key 

message from the analysis is that if households, 

businesses and banks anticipate tighter 

macroprudential policies when credit grows 

too fast, they automatically adjust their bor-

rowing and lending decisions. This has a stabi-

lizing effect on consumption, investment and 

output, and ultimately requires less adjustment 

in monetary policy to control inflation. 

 

Indeed, in the baseline economy without capi-

tal buffers, the shock pushes up the stock of 

house prices, household debt and residential 

investment by 15 per cent, 13 per cent and 13 

per cent, respectively (Charts 4a–c). This causes 

an increase in output and boosts inflation by 

about 0.5 percentage points at peak. In con-

trast, when countercyclical capital buffers are 

active, the capital requirement increases by an 

average of 5 percentage points over four 

years. The higher capital requirement leads 

households to reduce their borrowing and de-

mand for housing and consumption, which in 

turn dampens the increase in output and infla-

tion. The policy rate needs to increase by only 

0.3 percentage points compared with 0.8 per-

centage points when there is no countercyclical 

capital requirement policy (Chart 4f). 

 

This suggests that monetary policy sovereign-

ty, in the face of external financial shocks, is 

enhanced by the presence of countercyclical 

buffers. The enhancement is likely to be more 

important when macroprudential tools are tar-

geted and aimed at the source of the imbal-

ances. 

 

Rules-based vs. discretionary macroprudential 

policies 

For any policy to be effective and credible as a 

stabilizer, it needs to be designed and used as 

such. In most cases, this implies that the policy 

is likely to be more effective if it is systematical-

ly put in a rules-based framework, rather than 

enacted in a discretionary fashion. A rules-

based approach makes implementation auto-

matic, not arbitrary. This can help eliminate 

adverse implementation incentives, such as 

inaction bias by policy-makers, and the poten-

tial for negative market reactions.  

 

To quantitatively illustrate the importance of 

credible macroprudential policy, Aikman et al. 

(2018) construct a counterfactual experiment 

to see if a rules-based capital buffer could have 

prevented or mitigated the 2008-09 crisis. Their 

results suggest that a buffer of 3 per cent in the 

United States would have delivered the same 

level of resilience as the US$200 billion Trou-

bled Asset Relief Program (TARP). This would 

have brought forward the capital raising that 

ultimately proved necessary, with the added 

benefit of using private instead of public re-
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sources. Moreover, they estimate that a buffer 

of 4.7 per cent would have mitigated any ef-

fects that TARP on its own was unable to avoid, 

because it would have permitted banks to con-

tinue lending at historical rates of credit 

growth. 

 

These capital requirements may sound large. 

However, data suggest that banks had suffi-

cient capacity to meet them through a combi-

nation of additional retentions and new issu-

ance (Hirtle 2016). The key point is that a rules-

based approach would have helped the 

buildup during the upswing, by eliminating 

signalling effects and the inaction bias of poli-

cy-makers. And the release of this buffer would 

have reduced the severity of the crisis and 

credit crunch. A recent practical example can 

be seen in the United Kingdom regarding the 

Brexit vote. The average countercyclical capital 

buffer in the United Kingdom was set at 1 per 

cent and released following the Brexit shock. 

This release was viewed as an important factor 

that contributed to mitigating the financial 

stress associated with the Brexit shock, and 

hence helped increase the credibility of the UK 

buffer. 

 

What this all means is that multiple macropru-

dential tools are available that could create 

more room to manoeuvre for a central bank. 

The main requirement is that they be predicta-

bly countercyclical, whether they are automatic 

or discretionary. If there is any concern over 

inaction bias, then making a single instrument 

automatic, or perhaps giving the central bank 

control over one instrument, could be a useful 

option. 

 

Public sector financial intermedia-

tion 

We will turn now to the use of public sector 

financial institutions. Many countries have such 

agencies, usually with the aim of correcting one 

or more market failures in financial intermedia-

tion. International trade finance is one such 

area, as is small business lending. 

 

The need for such public agencies is often de-

bated. We will not delve into the issue here.18 

But tapping into these tools was one key rea-

son why Canada weathered the global financial 

crisis as well as it did. These institutions also 

allowed the central bank to maintain its focus 

on inflation through the crisis and the after-

math. 

 

There were two main tracks to Canada’s crisis 

response in this area: public sector lending to 

businesses that were finding their credit re-

stricted, and programs aimed at banks to en-

sure they had ongoing access to funding at a 

reasonable price in order to continue lending 

to consumers and businesses. 

 

Business Credit Availability Program 

The first track was implemented through Ex-

port Development Canada (EDC) and the Busi-

ness Development Bank of Canada (BDC). EDC 

provides credit insurance and political risk in-

surance for exporting companies, and lending 

to foreign buyers of Canadian exports. BDC is 

primarily a lender to small businesses. 

 

In the wake of the crisis, the government 

boosted the capital and borrowing limits of 

both EDC and BDC, and temporarily increased 

the scope of activities they could perform. One 

way in which BDC and EDC made use of these 

additional flexibilities and resources is the 

Business Credit Availability Program (BCAP) 

introduced in 2009.19 Through this program, 

EDC and BDC provided at least Can$5 billion in 

additional loans and other forms of risk man-

agement to enhance credit at market rates to 

businesses with viable business models, but 

                                                   
18

 For further discussion, see the IMF work by Ratnovski and 

Narain (2007), which provides a detailed discussion of the 

benefits and risks of public sector financial institutions in ad-

vanced economies. 19
 For additional information, see Canada’s Economic Action Plan 

(https://budget.gc.ca/2009/plan/bptoc-eng.html) in the 2009 

federal budget. 
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whose access to financing would otherwise be 

restricted. As a result, lending soared at both 

institutions, often in partnership with private 

sector banks. In fact, as of the end of March 

2011, both institutions reported total activity 

under BCAP of over Can$11 billion, aiding 

more than 10,000 firms across the country and 

in all sectors of the economy, with a focus on 

small businesses.20 When conditions returned 

to normal, the institutions reverted to their 

usual operations. 

 

Insured Mortgage Purchase Program 

The second track was the Insured Mortgage 

Purchase Program (IMPP). It was aimed at large 

Canadian commercial banks, which faced ele-

vated funding costs during the crisis, and Ca-

nadian consumers, who found it more difficult 

to get mortgage financing. Under the plan, the 

Canada Mortgage and Housing Corporation 

(CMHC), which typically offers mortgage insur-

ance to financial institutions, purchased large 

pools of mortgages outright. In exchange, fi-

nancial institutions received cash that they 

could use to make new loans to consumers and 

businesses. Over Can$70 billion, equal to al-

most 5 per cent of GDP, was used during the 

program’s operation. The IMPP, along with 

other Bank of Canada facilities, allowed Cana-

dian banks to reduce their use of term funding 

by more than 30 per cent below normal lev-

els.
21

 

 

With the benefit of hindsight, these steps 

helped the Bank of Canada’s monetary policy 

provide appropriate stimulus while the policy 

interest rate was at the level then considered 

to be the effective lower bound. Even at the 

worst of the crisis, the Bank was able to keep 

                                                   
20

 The amount of financing provided to Canadian businesses 

through the program easily surpassed the target of at least 

Can$5 billion that was set out in Budget 2009. 21
 Complementing the IMPP were several steps taken by the Bank 

of Canada to support financial market liquidity, including the 

introduction of term repos and repos for private sector in-

struments. Taken together, these steps were instrumental in 

keeping markets functioning and allowing the monetary policy 

transmission mechanism to continue to work. See Zorn, Wilkins 

and Engert (2009) and Nadeau (2009) for further discussion. 

monetary policy grounded in its inflation out-

look. In this way, public sector financial inter-

mediation was used to help support monetary 

sovereignty. 

 

Automatic fiscal stabilizers 

Let us turn now to the use of automatic fiscal 

stabilizers. Most countries, including Canada, 

already have some automatic fiscal stabilizers 

in place (IMF 2015). The key question, howev-

er, is whether the automatic fiscal stabilizers in 

Canada are strong enough to deliver the nec-

essary stabilization needed to provide timely 

support to monetary policy and the macroe-

conomy. 

 

To address these issues, we conduct a policy 

experiment using ToTEM (Terms-of-Trade Eco-

nomic Model),22 the Bank of Canada projection 

model, to determine the power of existing Ca-

nadian stabilizers. We consider a foreign de-

mand shock that causes the output gap to fall 

to a trough of 1 per cent in a baseline scenario 

where automatic stabilizers are in place (blue 

lines in Chart 5). We then compare responses 

against a counterfactual that abstracts from 

these stabilizers (red line in Chart 5). The stabi-

lizers being captured are both government 

purchases and transfers. 

 

This experiment suggests that the automatic 

stabilization properties of the Canadian system 

are not very strong. They are strong enough to 

lean into a negative demand shock, but not to 

counteract it meaningfully. Specifically, in the 

example considered, the key monetary policy 

rate has to fall by 175 basis points (bps) to 

keep inflation on target (blue line in Chart 5c). 

Having automatic fiscal stabilizers operating 

reduces the required decline in the policy rate 

by only about 20 bps (moving from the red line 

to the blue line in Chart 5c). 
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 See Murchison and Rennison (2006), Dorich et al. (2013) and 

Bank of Canada (2017) for a description of ToTEM. 
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This difference is not very large – it is only 

about one-tenth of what is actually required. 

However, imagine a scenario in which the au-

tomatic fiscal stabilizers were about four times 

as powerful. This would mean that monetary 

policy would be able to keep inflation on target 

without adjusting the policy rate as aggressive-

ly. If 75 bps of the adjustment were to come 

from fiscal policy, then monetary policy would 

have had to respond only by 100 bps. 

 

To sum up, to significantly reduce the burden 

on monetary policy, automatic fiscal stabilizers 

would need to be enhanced greatly from cur-

rent levels. This means that a coordinating 

mechanism – of which outright automaticity is 

an extreme form – might also need to be de-

veloped. 

 

These results are in line with McKay and Reis 

(2016), who show that reducing the scope of all 

the stabilizers would have had a small impact 

on the volatility of the US business cycle in re-

cent decades. This, however, depends on how 

monetary policy is conducted. When monetary 

policy is constrained by the effective lower 

bound (and hence far from optimal), the stabi-

lizers have a more important role in aggregate 

stabilization and they affect social welfare sub-

stantially via the provision of social insurance. 

 

Consistent with insights from the work of 

McKay and Reis discussed earlier, Eichenbaum 

(2018) proposes a rules-based approach to 

have fiscal policy assume more of a stabilizer 

role during stress times. His asymmetric ap-

proach would see stabilizer programs ramp up, 

through either traditional programs such as 

unemployment insurance or adjustments to tax 

rates, when monetary policy reaches the effec-

tive lower bound. The fiscal policy would be 

recalibrated when the central bank policy rate 

returned to a predetermined, normal policy 

setting. If such an approach is intended to an-

chor expectations, its credibility would be en-

hanced by being enshrined in law and clearly 

communicated to the public and market partic-

ipants.23 

 

Designing fiscal stabilizers that ramp up during 

crisis periods would also be helpful in maintain-

ing an appropriate mix of monetary and fiscal 

policies. The policy mix matters to the econo-

my’s debt load: if fiscal policy dominates the 

effort, government debt builds up, whereas if 

monetary policy leads the effort, household 

debt builds up. In either case, excessive debt 

creates a vulnerability that makes the economy 

less resilient over time. 

 

This was seen in Canada in the mid-1990s, 

when relatively easy fiscal policy paired with 

relatively tight monetary policy led to govern-

ment debt levels that drew unwelcome atten-

tion from international investors. And in the 

years following the crisis, relatively tight fiscal 

policy and relatively easy monetary policy led 

to a historic buildup of household debt. Bank 

of Canada staff have explored this trade-off 

between public sector and private sector debt 

using our central policy model (Poloz 2016). 

This has helped us put the recent rise in private 

sector indebtedness into context—that in the 

circumstances it was not feasible to avoid a 

buildup of some kind of debt. Finding an opti-

mal point along that trade-off between private 

and public sector debt remains a subject for 

further research. 

 

Conclusion 

We must acknowledge that the traditional 

monetary policy trilemma can become a di-

lemma in certain conditions, although in Cana-

da we have not experienced this. We have of-

fered a menu of possible options for small, 

                                                   
23

 This can raise questions of fiscal dominance and monetary 

dominance. An interesting interpretation is that Canada’s infla-

tion-control agreement is one possible solution to this issue 

because both the monetary and fiscal authorities have agreed 

on a joint commitment to the inflation target. The central bank 

has operational independence, but when it becomes con-

strained by the effective lower bound on the interest rate, fis-

cal policy would then assist monetary policy to support the 

economy. Hence, the inflation agreement represents an ele-

gant coordinating mechanism between the two authorities. 
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open economies to choose from to bolster the 

central bank’s ability to conduct a sovereign 

monetary policy. Most of these involve instru-

ments that do not traditionally belong to the 

central bank. Developing those tools would 

require up-front investment – in coordinating 

mechanisms, in demonstrated willingness to 

use the policies when needed and perhaps in 

outright automaticity. 

 

That is all well and good on a theoretical level. 

In practice, of course, the world can look com-

pletely different, and institutional arrange-

ments can vary greatly from one country to 

another. 

 

With all the possibilities we have mentioned, 

implementation is more complicated than 

simply flipping a switch once a difficult episode 

arises. These policies cannot be like Sleeping 

Beauty, who could be awakened in a moment. 

Rather, they need to operate with some regu-

larity through time for people to acknowledge 

their existence and build them into their expec-

tations. Since many of the instruments dis-

cussed here are not normally under the pur-

view of the central bank, some form of coordi-

nation mechanism is required—at the extreme, 

automaticity. The bottom line is, the more pre-

sent the policies are, the more effective they 

can be in improving the trade-offs faced by 

central banks, and the greater the ability of the 

central bank to pursue a sovereign monetary 

policy, regardless of the conditions they face. 

And that is a very worthwhile investment. 
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I. How did the unconventional monetary policy of AEs 

complicate life in the periphery?

�  
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I.1  Excessive global liquidity changed the nature of capital flows to EMs 

Source: IMF
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• Capital flows to EMs became more volatile and portfolio flows increased markedly post GFC
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• Capital flows appear to be more sensitive to global financial conditions than interest rate differentials

EM Asia capital flows and interest rate differentials
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I.2  Capital flows to EMs led to asset prices surge, 
underpricing of risks, and credit growth 

that could pose financial stability risks in the future
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I.3  Due to capital flow dynamic, exchange rate at times served as 
“amplifier” as opposed to “stabilizer” of capital flows, 

especially in EMs with strong external position

• Exchange rate appreciation invited more inflows, which led to more pressure on the exchange rate
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II. How could EM central banks in the periphery 

deal with reduced ability to pursue independent 

monetary policy?

�  
 
 

Bank of Thailand’s operating environment during 2013 - 2017

• Fragile domestic recovery: unbalanced growth, lower growth rate than 
potential, and lowest growth rate among East Asian EMs. Growth 
became close to potential level only in 2017-2018

• Large current account surplus (10.8% of GDP in 2017) owing to low 
investment, low oil prices, and surge in tourism revenue 

• Inflation below the lower bound of the target range since 2015 mainly 
due to supply-side factors

• Financial stability risks continued to increase: 

– high household debt,

– expanded shadow banking activities,

– unrated corporate bond bubble,

– declining quality of mortgage loan portfolio, and

– rapid expansion of real estate supply
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• Despite volatile capital flows, the BOT has 
retained a certain degree of monetary policy 
autonomy. With strong external positions, 
there is no  imminent need to increase the 
policy rate

• However, conducting monetary policy has 
proven to be more difficult thus far:

– Lowering interest rate could not 
disincentivize capital inflows when 
investors’ risk appetite was influenced 
by excessive global liquidity 

– Limited policy space when interest rate 
was close to the effective lower bound, 
which was higher than the zero lower 
bound

– Further interest rate cut might not get 
transmitted into higher inflation but 
could lead to adverse impacts on 
financial stability
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Source: Citi
Note: Data as of Oct 2016

Sound economic fundamentals, especially robust external positions, 
help insulate the country from external shocks, 

and THB is deemed as a regional safe haven currency
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II.1 “Leaning against the wind” monetary policy
with macroprudential measures has proven to be effective

Macroprudential measures

• Credit card: raising minimum income of card 
holders

• Personal loan: strengthening borrower 
qualifications and capping credit limits

• Unrated bond: tightening underwriting 
standard and narrowing scope and eligibility of 
unrated bond investors

• LTV: imposing 70% LTV on high-value residential 
property

• Saving cooperative: tighthening regulations 
and supervision

Source: Bloomberg
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• ‘Leaning against the wind’ policy and macroprudential measures are needed to help safeguard 
financial stability

• For EMs, macroprudential measures are complements, rather than subsitutes, to monetary policy 
stance
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II.2 Allowing exchange rate movements with foreign exchange 
intervention to address unintended consequences of capital flows

• Two-sided foreign exchange intervention helps limit the amplifying impacts of exchange rate 
on capital flows

• Building reserve buffers in anticipation of capital flow reversal caused by AE’s normalization 
helps increase ability to ride out the waves

THB/USD and NEER THB/USD and change in reserves

Source: BOT Source: BOT
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II.3 Increasing private sector’s ability to handle capital flows and 
their impacts: capital account liberalization and improving FX 

risk management capability

��

• Launch the qualified company scheme with limited foreign 
exchange supervision

2003

2008

2010

2012

2015

2017

2018

• Relax outward portfolio investment for institutional investors

• Allow residents’ hedging on estimated obligation (<1y) for goods and services

• Expand FX retention period to 360 days before repatriation

• Relax outward portfolio investment for retail investors through intermediary

• Raise limit on outward direct investment from 50 USD mn to 100 USD mn per year

• Remove limit on outward direct investment for Thai companies

• Remove limit on outward direct investment for all individuals

• Allow qualified individuals to invest abroad directly

• Raise limit on external portfolio investment via local asset 
management companies from 75 USD bn to 100 USD bn Direct investment

Portfolio investment

Current account

Recent developments of capital flow liberalization
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II.4 Reducing incentives 
and “throwing sand in the wheels” for hot money

• Reducing short term BOT bond supply to 
limit ability of non-residents to place 
short-term money

- Market-based measure 

- Size of bond issuance can be adjusted 
on a monthly basis in response to 
capital flow conditions

- Unintended consequences: 
short-term rates became lower than 
policy rate and domestic investors 
took more risks via foreign 
investment funds

• “Sand in the wheels” measures for non-
residents

- Create friction on offshore THB 
liquidity management

- Disclosure of end benefiaciary 
investors in Thai bonds

Short-term yield movement

Reduction of BOT’s 
short-term bond 

issuance

Removal of short-term 
bond measure

��

Policy rate

Source: BOT
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II.5 Calculating and utilizing “limited policy space” wisely

Multiple dimensions of policy space

• Due to financial stability concerns, EMs’ effective lower bound tends to be higher 
than zero

• Limited policy space needs to be preserved for future adverse incidents

• Public confidence in central bank balance sheet needs to be safeguarded

• Navigating risks of being classified as a currency manipulator

BOT’s balance losses from sterilization intervention

Net interest income Contributions to BOT balance sheet losses
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III. How could international coordination help minimize 

unintended consequences on EMs?
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III. Possible areas of coordination

• Coordination of monetary policy framework that takes into account financial 
stability risks more explicitly might reduce excessive global liquidity

• Increase consideration on EMs’ conditions and constraints  when developing 
IFIs’ institutional views 

– While AEs were able to undertake unconventional monetary policy with 
little resistance from the global policy community, EMs in the periphery are 
often restricted and reproached in their response to the side effect 

– Burden of adjustments needs to be proportionately shared by the source 
and recipient countries of capital flows

– Capital flow management measures need to be sufficiently flexible to allow 
EMs to navigate volatile capital flows (and if needed, allow backtracking of 
too early liberalization)

– External Balance Assessment (EBA) and assessment of currency valuation 
need to take into consideration implications of capital flows and country 
specific context and circumstances

��  
 
 

IV. Challenges ahead for central banks in the periphery
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IV. Challenges ahead for central banks in the periphery

• Increasing comovements between domestic and foreign variables and 
financial integration, partly due to rapid advancement in technology 
and reduced significance of national borders, are challenges to central 
bank’s autonomy

– Low global inflation and flattening of yield curve

– Global asset price procyclicality and comovements

– Fintech and new types of financial service providers 

• Increased vulnerability coming from unpredictable trade policy

• Increasing need to better incorporate financial stability into the 
monetary policy framework

• How should distributional impact of monetary policy be considered in 
policy decision?

��  
 
 

� 

“Monetary policy is like juggling six balls... it is not 'interest rate up, interest 

rate down.' There is the exchange rate, there are long term yields, there are 

short term yields, there is credit growth.”

Raghuram Rajan

Former Governor, Reserve Bank of India

“If you don't pay attention to the periphery, the periphery changes and the 

first thing you know the periphery is the center.”

Dean Rusk

Former U.S. Secretary of State

 
 
 
 
 
 
 
 
 
  



 

91 

 

DISCUSSION BY HÉLÈNE REY 
 
 

 

The discussion by Hélène Rey focussed on the 

importance of Global Financial Cycles, the role of 

the US dollar for global supply chains, early warning 

indicators and the menu of macroprudential tools. 

 

 

 

  



 

92 

 

SUMMARY OF ISSUES ADDRESSED IN THE GENERAL DISCUSSION 
IN SESSION 3 
 

 How large is the scope for an independent 

monetary policy in a world with large 

cross-border financial flows?  How and to 

what extent can countries try to isolate 

themselves from global financial factors? 

Can we expand the range of policy tools to 

enhance monetary-policy independence? 

 Does the concept "financial cycle" add val-

ue or should we just rely on the "business 

cycle" concept? Do we know enough about 

the drivers of the (global) financial cycle?  

 Is the exchange rate a shock absorber or a 

shock creator in open economies? 

 To what extent do advanced countries and 

international organisations take adverse 

policy spillovers to emerging markets into 

account? 

 What is the future potential of "big data" 

and "machine learning" in policy-

supporting analyses? What is the right mix 

of data scientists and economists when try-

ing to learn from big data? How do we 

evaluate the return on investment of re-

sources in "big data" analyses versus in-

vestment in more traditional methods such 

as forecasting the business cycle (especially 

the downturns)? 
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PANEL DISCUSSION:  
THE FUTURE OF CENTRAL BANKING FROM A  

SMALL OPEN-ECONOMY PERSPECTIVE 

 

 

Participants in the panel, from the right: Lars Rohde (chair), Mar Gudmundsson, Philip Lowe, Stefan 
Ingves, Thomas Jordan and Karnit Flug. 
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SUMMARY OF ISSUES ADDRESSED IN THE PANEL DISCUSSION 
 

 Are the challenges facing small open econ-

omies different from those faced by large 

economies? 

 Is a flexible exchange rate sufficient for the 

conduct of independent monetary policy in 

a small and open economy? Can the result-

ing volatility of the exchange rate call for 

additional instruments in order to preserve 

financial stability? 

 How do the low global interest rates affect 

the conditions for small open economies? 

 Do small open economies need to have 

more sizable buffers (in the financial sector 

and among firms and households), larger 

fiscal space and more flexible economies 

than large economies to absorb shocks to 

the economy? 

 What are the pros and cons and trade-

offs of the different policy tools used in 

the aftermath of the recent financial 

crisis (negative interest rates, forward 

guidance, quantitative easing, FX in-

tervention, macroprudential instru-

ments, capital flow management 

measures)? 

 What is the appropriate level of FX reserves 

in small open economies?  

 How much can we expect from macropru-

dential policy? Can it only throw "sand in 

the wheels" and is that enough?  

 Is macroprudential policy only second best 

compared to monetary policy? Should fi-

nancial stability be included as one of the 

goals of monetary policy besides price sta-

bility?  
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stens holds an MA and a PhD in economics from the University of Chicago. 

 

Claudia M. Buch 
Deutsche Bundesbank 
Professor Claudia M Buch is the Vice-President of the Deutsche Bundesbank. She is responsible for Financial Stability, 
Statistics and Internal Audit. Professor Buch is the accompanying person of the President of the Bundesbank on the ECB 
Governing Council and a member of the German Financial Stability Committee (FSC). Prior to joining the Bundesbank in 
May 2014, she was the President of the Institute for Economic Research (IWH) in Halle (2013-2014), Professor of Economics 
at the Otto von Guericke University Magdeburg (2013-2014), and Professor of Economics for “International Finance and 
Macroeconomics” at the University of Tübingen (2004-2013). From 2012 to 2014, she was a member of the German Council 
of Economic Experts. She was Scientific Director at the Institute for Applied Economic Research (IAW) in Tübingen (2005-
2013), and worked at the Institute for World Economics in Kiel (IfW) from 1992 until 2013. She habilitated at the University 
of Kiel (2002) after receiving her doctorate there in 1996. Between 1985 and 1991, she studied Economics at the University 
of Bonn and she graduated from the University of Wisconsin (Eau Claire) with a Master of Business Administration degree 
in 1988. Her fields of specialisation are financial stability, international banking, international finance and macroeconomics, 
and financial integration. 

 

Kenneth Rogoff 
Harvard University 
Kenneth Rogoff is Thomas D. Cabot Professor at Harvard University. From 2001–2003, Rogoff served as Chief Economist at 
the International Monetary Fund. His widely-cited 2009 book with Carmen Reinhart, This Time Is Different:  Eight Centuries 
of Financial Folly, shows the remarkable quantitative similarities across time and countries in the run-up and the aftermath 
of severe financial crises. Rogoff is also known for his seminal work on exchange rates and on central bank independence.  
Together with Maurice Obstfeld, he is co-author of Foundations of International Macroeconomics, a treatise that has also 
become a widely-used graduate text in the field worldwide. Rogoff’s 2016 book The Curse of Cash looks at the past, pre-
sent and future of currency from standardized coinage to crypto-currencies. The book argues that although much of mod-
ern macroeconomics abstracts from the nature of currency, it is in fact at the heart of some of the most fundamental prob-
lems in monetary policy and public finance. His monthly syndicated column on global economic issues is published in over 
50 countries. Rogoff is an elected member of the National Academy of Sciences, the American Academy of Arts and Sci-
ences, and the Group of Thirty, and he is a senior fellow at the Council on Foreign Relations. Rogoff is among the top ten 
on RePEc’s ranking of economists by scholarly citations. He is also an international grandmaster of chess. 

 

Frank Smets 
European Central Bank 
Frank Smets is Director General Economics at the European Central Bank since February 2017. Previously he was Adviser 
to the President of the European Central Bank since December 2013 and Director General of the Directorate General Re-
search from September 2008. He is professor of economics at UGent and an honorary professor in the Duisenberg chair at 
the Faculty of Economics and Business of the University of Groningen. He is a Research Fellow of the Centre for Economic 
Policy Research in London and CESifo in Munich. He has written and published extensively on monetary, macroeconomic, 
financial and international issues mostly related to central banking in top academic journals such as the Journal of the 
European Economic Association, the American Economic Review, the Journal of Political Economy and the Journal of Mon-
etary Economics. He has been managing editor of the International Journal of Central Banking from 2008 till 2010. Before 
joining the European Central Bank in 1998, he was a research economist at the Bank for International Settlements in Basel, 
Switzerland. He holds a PhD in Economics from Yale University. 



 

96 

 

 

Donald Kohn 
Brookings Institution 
Donald Kohn holds the Robert V. Roosa Chair in International Economics and is a senior fellow in the Economic Studies 
program at the Brookings Institution. He also currently serves as an external member of the Financial Policy Committee at 
the Bank of England.  Kohn is a 40-year veteran of the Federal Reserve system, serving as member and then vice chair of 
the Board of Governors from 2002-2010. Kohn is an expert on monetary policy, financial regulation, and macroeconomics 
and has written extensively on these issues. Prior to taking office as a member of the Board of Governors he served in a 
number of staff roles at the Board, including secretary of the Federal Open Market Committee (1987-2002) and director of 
the Division of Monetary Affairs (1987-2001). He has also served as chairman of the Committee on the Global Financial 
System (CGFS), a central bank panel that monitors and examines broad issues related to financial markets and systems. He 
advised Federal Reserve Chairman Ben Bernanke throughout the 2008-2009 financial crisis and served as a key adviser to 
former Fed Chairman Alan Greenspan. He was awarded the Distinguished Achievement Award from The Money Mar-
keteers of New York University (2002), lifetime achievement awards from The Clearing House (2012) and Central Banking 
magazine (2017), the Distinguished Alumni Award from the College of Wooster (1998), and the Honorary Degree, Doctor 
of Laws, from the College of Wooster (2006).  In 2016, he was made honorary Commander of the British Empire. Kohn was 
born in November 1942 in Philadelphia. He received a B.A. in economics in 1964 from the College of Wooster and a Ph.D. 
in economics in 1971 from the University of Michigan.  

 

Peter Praet 
European Central Bank 
Peter Praet joined the European Central Bank as Member of the Executive Board in 2011. He is responsible for the Direc-
torate General Economics. Before joining the ECB, Peter Praet was Executive Director of the National Bank of Belgium 
(2000-2011). Here he was responsible for International Cooperation, Financial Stability and Oversight of Financial Infra-
structures and Payments Systems. Between 2002 and 2011, he was also a Member of the Management Committee of the 
Belgian Banking, Finance and Insurance Commission (CBFA), where he was responsible for Prudential Policy for banking 
and insurance. Peter Praet served as Chief of Cabinet for the Belgian Minister of Finance from 1999-2000, as Chief Econo-
mist of Générale de Banque and Fortis Bank from 1988-1999, as Professor of Economics at the Université Libre de Brux-
elles from 1980-1987, and as Economist at the International Monetary Fund from 1978-1980. He earned a Ph.D. in Econo-
mics from the Université Libre de Bruxelles in 1980. Peter Praet served on several high-level international committees, 
including the Basel Committee on Banking Supervision, the Committee on Payment and Settlement Systems, the Commit-
tee on the Global Financial System, and the European Banking Authority. He was First Alternate of the Board of Directors 
of the Bank for International Settlements from 2000-2011. 

 

Axel A. Weber  
UBS 
Chairman of the Board of Directors, UBS Group AG. Axel A. Weber was elected to the Board of Directors (BoD) of UBS AG 
at the 2012 AGM and of UBS Group AG in November 2014. He is Chairman of the BoD of both UBS AG and UBS Group AG. 
He is chairman of the Institute of International Finance, a board member of the Swiss Bankers Association and the Interna-
tional Monetary Conference, and a member of the Group of Thirty as well as the Trilateral Commission, among others. Mr. 
Weber was president of the German Bundesbank between 2004 and 2011, during which time he also served as a member 
of the Governing Council of the European Central Bank, a member of the Board of Directors of the Bank for International 
Settlements, German governor of the International Monetary Fund and as a member of the G7 and G20 Ministers and 
Governors. He was a member of the steering committees of the European Systemic Risk Board in 2011 and the Financial 
Stability Board from 2010 to 2011. Mr. Weber's academic career includes professorships at the Universities of Cologne, 
Frankfurt / Main, Bonn and Chicago. He holds a PhD in economics from the University of Siegen, where he also received 
his habilitation. He graduated with a master’s degree in economics at the University of Konstanz and holds honorary doc-
torates from the universities of Duisburg-Essen and Konstanz. 
 
 

 

Mohamed A. El-Erian 
Allianz 
Dr. Mohamed A. El-Erian is Chief Economic Advisor at Allianz, the corporate parent of PIMCO where he formerly served as 
chief executive and co-chief investment officer (2007-14), a columnist for Bloomberg Opinion, a contributing editor at the 
Financial Times, and a member of several non-profit boards. From December 2012 to January 2017, he chaired President 
Obama’s Global Development Council. He has written two New York Times bestsellers: "When Markets Collide" (2008) and 
"The Only Game in Town: Central Banks, Instability and Avoiding the Next Collapse" (2016). Named to Foreign Policy’s list 
of “Top 100 Global Thinkers” for four years in a row, he has served on the jury for the annual for the Financial 
Times/McKenzie Book of the Year award since 2015 and has received numerous awards and recognition for his economics, 
financial industry and philanthropic activities. He holds a master's degree and doctorate in economics from Oxford Univer-
sity and received his undergraduate degree in Economics from Cambridge University. He is an Honorary Fellow of Queens’ 
College, Cambridge University. 
 

 

Charles R. Bean 
London School of Economics 
Charles Bean is a Professor of Economics at the London School of Economics and a member of the Budget Responsibility 
Committee at the Office for Budget Responsibility. From 2000 to 2014, he served at the Bank of England as, successively, 
Executive Director and Chief Economist, and then Deputy Governor for Monetary Policy, serving on both the Monetary 
Policy and Financial Policy Committees. He also represented the Bank in international fora, such as G7 and G20. Before 
joining the Bank, he was a member of faculty at LSE and has also worked at HM Treasury. He has served as Managing 
Editor of the Review of Economic Studies, was President of the Royal Economic Society from 2013 to 2015, and is Chair-
man of the Centre for Economic Policy Research. He was knighted in 2014 for services to monetary policy and central 
banking and recently undertook a major review of the quality, delivery and governance of UK economic statistics on be-
half of the UK government. He holds a PhD from MIT. 
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Niels Christoffer Thygesen 
University of Copenhagen 
Niels Thygesen is Professor of Economics (emeritus). Trained at the universities of Copenhagen, Paris and Harvard, and 
having worked for the governments of Denmark and Malaysia, he was at the University of Copenhagen 1971-2005. He has 
worked primarily on European monetary and financial integration, serving on official and academic expert groups. He is 
the author of three books, notably of “European Monetary Integration: From the EMS to EMU” (with Daniel Gros), London 
1992 and 1998, and of app. 100 articles. He has been a Visiting Professor at Institut d’Etudes Politiques, Paris, at the Euro-
pean University Institute, Firenze, and a Visiting Senior Fellow at the Brookings Institution. He was an independent mem-
ber of the group, mostly of central bank governors, which prepared Economic and Monetary Union in Europe (“Delors 
Committee”) 1988-89. He was Adviser to the Governor of Danmarks Nationalbank, to the Danish and Swedish govern-
ments, to the European Commission, and to the IMF (on the effectiveness of surveillance). He was Chairman of the OECD’s 
Economic and Development Review Committee 2000-8. In October 2016 he became the first Chair of the European Fiscal 
Board advising the European Commission on implementing the rules for national fiscal policy and on reforming fiscal 
governance. Niels Thygesen was President of the Danish Economic Association 1974-9; Member of the Executive Commit-
tee of the Trilateral Commission (Paris) 1981-2005; of the Steering Committee for the Euro50 Group (Paris) since 1999; and 
Adviser of the  Institute for New Economic Thinking (INET), New York 2012-16. 

 

Stanley Fischer 
Massachusetts Institute of Technology 
Professor Emeritus, Massachusetts Institute of Technology. Former Vice Chairman and member of the Board of Governors 
of the Federal Reserve System. Previous positions also include governor of the Bank of Israel, vice chairman of Citigroup, 
World Bank Chief Economist and first deputy managing director of the International Monetary Fund. Dr. Fischer has pub-
lished extensively in top-ranking economic journals and is the author several scholarly books. 
 
 
 
 

 

Øystein Olsen 
Norges Bank 
Mr. Øystein Olsen was re-appointed Governor of Norges Bank and Chair of the Executive Board on 1 January 2017 for a 
second six-year term. Mr Olsen has held this post since 1 January 2011. Mr Olsen’s previous work experience includes 
posts as Director General of Statistics Norway and Director General at the Ministry of Finance. He has also chaired or been 
a member of several government-appointed commissions. Mr Olsen holds a postgraduate degree in economics (Cand. 
oecon.) from the University of Oslo. 

 

Stephen S. Poloz 
Bank of Canada 
Mr. Poloz has been Governor of the Bank of Canada since 3 June 2013. Born in Oshawa, Ontario, Mr. Poloz has over 30 
years of public and private sector experience. An economist by training, he first joined the Bank of Canada in 1981 and 
occupied a range of increasingly senior positions over a 14-year span. Mr. Poloz then spent four years at BCA Research as 
managing editor of its flagship publication, The International Bank Credit Analyst. Mr. Poloz joined Export Development 
Canada in 1999 as Vice-President and Chief Economist. From 2008 to 2010, he was responsible for all of EDC’s lending 
programs, as well as the Economics and Corporate and International Trade Intelligence groups. He became EDC’s Presi-
dent and CEO in January 2011, a position he held until his appointment at the Bank of Canada. Mr. Poloz resides in Ottawa 
with his wife Valerie. He has two children, Jessica and Nicholas, and he is a grandfather. 

 

Veerathai Santiprabhob 
Bank of Thailand 
Veerathai Santiprabhob has been the Governor of the Bank of Thailand since October 2015. He also currently serves as a 
member of the Securities and Exchange Commission Committee, the National Economic and Social Development Board 
and the State-Owned Enterprise Policy and Supervisory Committee. Veerathai is a macroeconomist, strategist, and finan-
cial professional with more than 20 years of experiences in economic policy design, commercial banking, and capital mar-
ket. He began his career as an economist at the IMF before serving as a co-director of Policy Research Institute of Thai 
Ministry of Finance during the 1997 Asian financial crisis.  He had spent most of his career in the private sector serving as a 
senior executive of Siam Commercial Bank, PCL and The Stock Exchange of Thailand. He had also served as an advisor of 
Thailand Development Research Institute and a board member of various leading corporations. Veerathai received his B.A. 
(first class honors) in Economics from Thammasat University in 1988 and A.M. and Ph.D. in Economics from Harvard Uni-
versity in 1994, sponsored by H.M. the King Bhumibol Adulyadej’s Anandamahidol Foundation. He was awarded the Ei-
senhower Fellowship in 2013. 

 

Hélène Rey 
London Business School 
Professor at London Business School. Member of The Haut Conseil de stabilité financière (the French High Council for 
Financial Stability). Winner of several prestigious awards, including the 2006 Bernácer Prize and the 2012 Birgit Grodal 
Award of the European Economic Association. Dr. Rey has published widely on international finance and the international 
monetary system in top-ranking journals.  
 
 
 
 
 
 

 

Mar Gudmundsson 
Central Bank of Iceland 
Már Guðmundsson has been Governor of the Central Bank of Iceland since August 2009. From 2004 until his appointment 
as Governor, he served as Deputy Head of the Monetary and Economic Department (MED) at the Bank for International 
Settlements. From 1994 to 2004 he was Chief Economist and Director of the Economics Department at the Central Bank of 
Iceland. He joined the department as an economist in 1980 and later held the position of Manager and Head of Research. 
From 1988 to 1991 he served as economic adviser to the Minister of Finance in Iceland. Már Guðmundsson has a BA-
honours degree in Economics from the University of Essex and an M Phil degree in Economics from the University of Cam-
bridge. He has published several articles in books and economic journals on macroeconomics, monetary policy, exchange 
rate regimes, financial stability, and pensions and has served on the editorial boards of economic journals in Iceland, at 
the BIS, and in the UK. 
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Philip Lowe 
Reserve Bank of Australia 
Philip Lowe is Governor of the Reserve Bank of Australia. Mr Lowe holds a PhD from the Massachusetts Institute of Tech-
nology and a B.Comm (Honours) in Economics/Econometrics from the University of New South Wales. He has authored 
numerous papers, including on the linkages between monetary policy and financial stability. He commenced as Governor 
on 18 September 2016.  He is Chair of the Reserve Bank Board and Payments System Board, and Chair of the Council of 
Financial Regulators. He is a member of the Financial Stability Board. Prior to his current role, he held the positions of 
Deputy Governor, Assistant Governor (Economic) and Assistant Governor (Financial System). He also spent two years at 
the Bank for International Settlements working on financial stability issues.  Mr Lowe is Chair of the Financial Markets 
Foundation for Children and a director of The Anika Foundation. He is also Chair of the Committee on the Global Financial 
System of the Bank for International Settlements. Mr Lowe is a signatory to The Banking and Finance Oath. 

 

Stefan Ingves 
Sveriges Riksbank  
Stefan Ingves is Governor of Sveriges Riksbank and Chairman of the Executive Board. He was appointed Chairman of the 
Basel Committee on Banking Supervision in June 2011. Mr Ingves is also chairman of the BIS Banking and Risk Manage-
ment Committee (BRC) and a member of the Board of Directors of the BIS, Chairman of the Toronto Centre for Global 
Leadership in Financial Supervision, Member of the General Board of the European Systemic Risk Board (ESRB), Member 
of the General Council of the ECB, Governor for Sweden in the IMF and Board Member of the Nordic-Baltic Macropruden-
tial Forum (NBMF). Mr Ingves has previously been Director of the Monetary and Financial Systems Department at the 
International Monetary Fund, Deputy Governor of the Riksbank and General Director of the Swedish Bank Support Author-
ity. Prior to that he was Under-Secretary and Head of the Financial Markets Department at the Ministry of Finance. Stefan 
Ingves holds a PhD in economics. 

 

Thomas Jordan 
Swiss National Bank 
Thomas J. Jordan was appointed Chairman of the Governing Board of the Swiss National Bank (SNB) in 2012. From 2010 
to 2012, Thomas J. Jordan was Vice-Chairman of the Governing Board of the SNB. From 2007 to 2010, he was Member of 
the Governing Board of the SNB. He was Chairman of the Board of Directors of the SNB’s ‘StabFund’, the stabilisation 
fund, from its foundation in 2008 until it was wound up in 2013. Thomas J. Jordan is a member of the Board of Directors of 
the Bank for International Settlements (BIS) in Basle and the Steering Committee of the Financial Stability Board (FSB). He 
is the Governor of the International Monetary Fund (IMF) for Switzerland, and Chairman of the G10 Central Bank Counter-
feit Deterrence Group (CBCDG). Thomas J. Jordan has published numerous articles on monetary theory and policy in lead-
ing international journals. In 1998, the University of Berne appointed him lecturer (Privatdozent) and in 2003 honorary 
professor. Thomas J. Jordan was born in Bienne, Switzerland. He received his Ph.D. in economics from the University of 
Berne in 1993. He wrote his post-doctoral thesis (Habilitation) during a post-doctoral research visit at the Department of 
Economics at Harvard University. 
 
 

 

Karnit Flug 
Bank of Israel 
Dr. Karnit Flug was appointed Governor of the Bank of Israel by the President of Israel on November 13, 2013. Dr. Flug 
previously served as Deputy Governor of the Bank of Israel from July 2011, when she was appointed to the post by the 
Israeli Government. From July 2013 until November 2013, Dr. Flug served as Acting Governor of the Bank of Israel. Dr. Flug 
received her M.A. (cum laude) in Economics from the Hebrew University in 1980, and her Ph.D. in Economics from Colum-
bia University in 1985. In 1984, Dr. Flug joined the IMF as an economist. In 1988, she returned to Israel and joined the 
Research Department of the Bank of Israel, where she worked and published papers on topics including macroeconomics, 
the labor market and social policies. In 1994–96, while on leave from the Bank of Israel, Dr. Flug worked at the Inter-
American Development Bank as a senior research economist. In 1997, upon return to the Bank of Israel, she was appoint-
ed Deputy Director of the Research Department, and in June 2001 she was appointed Director of the Research Department 
and a member of the Bank's senior management — a position she held for 10 years. Dr. Flug has served on a number of 
public and government committees, including the Committee on Increasing Competitiveness in the Economy, the Commit-
tee for Social and Economic Change ("the Trajtenberg Committee"), the Committee for the Defense Budget ("the Brodet 
Committee"), and the Committee to Study Raising the Retirement Age for Women. 
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