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Introduction

In May 2010 we published a paper on macroprudential policy frameworks. We identified a
number of issues which arise in creating such frameworks and some of the difficulties and
uncertainties involved. These issues were further addressed in the paper prepared by the
Group of Thirty ‘Enhancing Financial Stability and Resilience: Macroprudential Policy, Tools,
and Systems for the Future’, published in October 2010 (see bibliography).

Over the past year the debate has moved on.

First, the need for a macroprudential component in financial policy now seems to be widely
accepted. Reliance on an 'un-joined up' set of microprudential measures will not suffice.

Second, there is acknowledgement that the rates of economic growth consistent with
financial stability, and therefore sustainable in the long term, may be lower in some countries
than the rates typical of the past decade or more.

Third, it has become clear that a severe financial crisis may involve a significant and
permanent — or at least long term — loss of GDP.

Fourth, the lessons learned in a number of emerging markets during the Asian debt crisis in
the late 1990s have widened the debate about macroprudential policy to include, for
example, the potential role of capital controls.

Fifth, a number of countries — emerging markets as well as mature economies — are in the
process of introducing more or less explicit institutional arrangements designed to integrate
macroprudential policy into the overall economic policy framework.

And sixth, although some countries may still prefer the historical approach of relatively
informal “presumptive behaviour” by the central bank to deliver policy in this field, many are
finding that the demands of accountability, transparency and governance are leading them
towards a more formalised approach.

Many initiatives are now underway in this area at both the national and the international level
(see bibliography). Even so, some important issues of principle and practice remain to be
definitively resolved. This paper identifies ten such “difficult issues” and sets out some of the
main considerations in addressing them. The answers need to be worked out by each
country, taking account of the local circumstances.

More specifically:

e |t is clear that a successful framework requires the input and engagement of a
number of institutions, with a shared objective of delivering financial stability.

e There is nevertheless a need for a clear institutional focus of authority with an
objective, mandate and powers to deliver.

e That institution needs to adopt an integrated approach, linking collection of
data/market intelligence, analysis and assessment, development of policy proposals
and implementation.



There are at least two sub-objectives, ‘conjunctural’ and 'resilience’. The former is
to identify and address risks such as an undue build-up of leverage, credit or debt;
the latter is to monitor and enhance the resilience of the financial system and its
capacity to weather shocks while continuing to provide essential financial services.
Given the potential cost of “excessive” financial stability (or, perhaps more
accurately, excessive de-risking) in terms of economic growth, there is a political
judgment to be made about what level of risk a country is prepared to sustain or
conversely how safe the system should be.

Given that macroprudential policy interacts with a range of other policy areas, some
tension is probably unavoidable both on the substance of policy and in inter-
institutional (and conceivably inter-personal) relationships. Ways of minimising and
managing this need to be found.

As always, it is clear that having high quality staff with the right experience and the
capability and confidence to make difficult judgments is critical.

The lead macroprudential authority needs to have effective tools at its disposal.

The lead macroprudential authority needs to be subject to appropriate governance,
transparency and accountability arrangements

There needs to be recognition of the difference between “peacetime” and crisis,
and of the different arrangements needed to handle these two states. The
macroprudential role is likely to be mainly preventative ie in peacetime; but there
needs to be a clearly understood mechanism for making the transition between the
two states.

At the same time, and as noted above, many questions remain wholly or partially
unanswered. This paper identifies ten such questions and sketches the arguments relevant
to each one. The questions in summary are:

Q1
Q2
Q3
Q4
Q5
Q6
Q7
Q8
Q9
Q10

How should the Objective of macroprudential policy be framed?

Is macroprudential policy a genuinely Separate Policy Area?

How can Conflicts of Objectives with other policy areas be handled?

How much of any macroprudential regime should be set out in Statute?

How should the Identifications of Vulnerabilities be approached?

What Data is needed?

What macroprudential Policy Instruments are available and will they work?
How should the Institutional Framework be designed?

How should the transition from Peacetime to Crisis and crisis itself be handled?
How can domestic and International arrangements best be fitted together?

We have attempted to treat each issue in a reasonably self-contained way: given that the
guestions are in some degree overlapping, however, that is also true of the answers.



Q1 Objective
How should the objective of macroprudential policy be defined? How broad/narrow should it
be?

Policy Gap
The current focus on so-called macroprudential policy derives from a view that, in the run up

to the recent financial crisis, the authorities in many countries were too preoccupied with
price stability (of goods and services) and with firm-level supervision/regulation
(microprudential policy), and paid insufficient attention to system-wide financial
developments. The underlying objective of macroprudential policy is to address this
weakness. It seeks to reduce, even if it cannot eliminate, the risk of crises and perhaps also
to mitigate the effects of a crisis should one nevertheless occur (although some would say
that the latter lies outside the scope of macroprudential policy per se).

A possible statement of Objectives follows below. Several features complicate the definition.

Conjuncture vs resilience

Relevant “system-wide financial developments” can be of essentially two kinds, one relating
to risks facing the financial system at a particular time (“conjunctural”) and the other relating
to the capacity of the system to withstand the crystallisation of these risks (“resilience”).
There can be trade-offs in terms of avoiding instability — for example, the more resilient the
system the greater may be the acceptable level of conjunctural risk: but “excessive”
resilience may involve a penalty in terms of economic growth.

Conjunctural risks might arise for example from the evolution over time of certain key
variables such as credit, debt and gearing across the financial system as a whole, or major
parts of it.

Resilience will reflect, for example, overall levels of capital and liquidity and the pattern of
exposures amongst financial intermediaries as well as a wide range of structural issues,
including such matters as the robustness of market infrastructure, effectiveness of
microprudential supervision, and the form of accounting rules as they affect reporting and
disclosure.

There is at present no clear consensus on where within this territory the boundary of
macroprudential policy should lie. That may not matter too much provided each of the
different dimensions is recognised and addressed in an effective way, and if the
responsibilities and powers of the different relevant authorities are coordinated satisfactorily.
In practice to date the macroprudential label has typically been applied mainly to
conjunctural issues and the objective of mitigating the pro-cyclical consequences of “normal”
regulatory capital rules and point-in-time risk weightings.

Even then, however, different issues arise depending on the precise choice of “target
variable(s)” and in determining an acceptable range for that variable. In some cases there
may also be a tension between desirability and deliverability.

For example, there is a widely-held view that the rapid growth of credit during the early and
mid-2000s was a critical factor in the crisis.  Macroprudential action to curb the growth of
credit would therefore have been indicated. But it is far from clear how effective the
available instruments would have been. For example attempts in various jurisdictions during
the 70s and 80s to influence or limit credit growth were generally ineffective.  Equally,
determination of an 'acceptable’ as opposed to a 'dangerous' level of debt is difficult and
probably both time and state dependent. Moreover, setting quantitative targets without
having instruments to deliver them is likely to be ineffective and damaging to credibility.



Restrict focus to resilience?

These difficulties have led some to propose that macroprudential policy should focus on the
narrower 'resilience’ objective, or even just the resilience of the banking sector, so that
macroprudential policy would effectively be an overlay on conventional microprudential
supervision. It would thus seek to ensure — through the setting of overall capital, liquidity, etc
requirements — that the banking sector as a whole remains robust against risks arising from
the wider economic and financial environment. In the terminology of Basel I,
macroprudential policy would be a form of Pillar 2 but with the discretion being exercised on
the basis of system-wide rather than firm-specific factors.

In our view the reality is that both dimensions — conjunctural risk and resilience — are
relevant to stability. Ignoring one is likely to call into question the overall effectiveness of the
macroprudential regime.

Policy interactions

A further critical consideration is the compatibility of the macroprudential objective with other
economic/financial policy objectives. This is most obviously a question in relation to
monetary policy, where for example pursuit of a macroprudential credit growth target or
ceiling would be likely to have a bearing on the monetary transmission mechanism and on
economic growth. But it also applies to other policy areas such as competition, consumer
protection and indeed fiscal policy. How to capture such policy interactions is discussed in
the response to Question 3.

Towards a statement of objectives

For all the above reasons there is at this stage no clear consensus on a definition of the
objectives(s) of macroprudential policy. Perhaps the best that can be done is to define what
we seek to prevent and outline the key mechanisms available to achieve that. Moreover, the
“right answer” will depend to a degree on the characteristics of individual national financial
systems. So a pragmatic definition of objective, applicable to a “lead authority” for
macroprudential policy, which sets the complexity in a manageable framework might be
along the following lines:

“To review and assess the systemic conjuncture and resilience of the financial
system, to identify actual or incipient threats to financial stability, to apply the policy
instruments available directly to the authority to address these threats or, where
responsibility for relevant instruments lies elsewhere, to recommend policy actions to
be taken by other authorities.”

The expectation would of course be that the objective might in future be refined and adapted
in the light of experience.



Q2 Separate Policy Area

Should “macroprudential policy” be regarded as a genuinely distinct policy “silo” with its own
distinct instruments, or is it just shorthand for other policy makers taking account of systemic
financial developments in setting the instruments of fiscal, monetary and other “conventional”
policies?

Debate continues on this issue.

What actually failed?
As noted in response to Question 1, the recent emphasis on macroprudential policy derives
from a view that the “traditional” approaches to macroeconomic policy and financial
regulation were inadequate in the build up to the recent crisis. But several conclusions are
possible. Specifically, did the failure:
o result from inappropriate or insufficient use of existing instruments?
o reflect the inability of those instruments to deliver financial stability?
o reflect a “targets and instruments” problem, in the sense that instruments were
available to deliver financial stability but they were hypothecated to other desirable
policy objectives eg price stability?

In this debate, it is helpful to distinguish objectives from instruments.

Distinction of objectives from instruments

So far as objectives are concerned, it seems fair to say that — certainly in many mature
economies — the goal of systemic financial stability and the avoidance of crises was not
clearly articulated. It was taken for granted, in two senses:

o first, as an objective, it was obviously desirable and therefore did not need to be
spelled out; and,

e second, at least by implication, it was thought to be a by-product of pursuing sensible
macroeconomic and regulatory policies, allied to belief in the Efficient Markets
Hypothesis, and again therefore did not need to be separately recognised.

Recent experience has called both of these propositions into question. It is therefore now
widely accepted that a separate objective — a macroprudential objective — relating to the
stability of the financial system as whole needs to form part of the overall economic and
financial policy framework. But, as indicated in the response to Question 1, that leaves open
the precise formulation of the objective.

The position in relation to instruments is more difficult. The problem is that many of the
instruments which might potentially be of value in delivering a macroprudential objective are
already assigned to other policy goals. Thus short-term interest rates are typically used in
monetary policy to influence nominal demand and thence inflation; and capital requirements
are one of the main instruments of (microprudential) regulatory policy, designed to limit the
likelihood of default by individual banks or other financial institutions.  These instruments,
though set to achieve other objectives, can nevertheless have an important influence on
systemic stability. It has been very hard to identify a distinct set of “macroprudential
instruments” whose sole or main effect is confined to systemic stability.

Moreover, although there is some overlap, the instruments relevant to delivery of different
formulations of a macroprudential objective may be different. In the case of resilience,
raising capital requirements would go at least some of the way to achieving it. But,
particularly in the short run, they may not be very effective in curbing credit growth or
leverage, where margin requirements — imposed for example as LTV ceilings — may have
more impact.



Overall, it may be better to think in terms not of specifically macroprudential instruments but
rather instruments generally, some of which can be applied to macroprudential (as well as

other) objectives.

Separate or simultaneous?

Perhaps the underlying issue is how far it is possible or sensible to “silo-ise” macroprudential
policy making — to try to define precise objectives, to assign particular instruments for
delivery of each one and then to make a particular institution responsible for deployment of
the instrument(s) to meet the objective. In favour of such an approach is clarity and
accountability. The alternative, which may however better reflect economic reality, is to
recognise the interactions between instruments and to set some of them simultaneously to
deliver the best fit to a number of different objectives. The disadvantage of this approach is
that goals and responsibilities can become blurred.

Conclusion

The approach in most countries is likely to be a pragmatic choice amongst the following

alternatives:

1 Ask each policy area to “take systemic issues into account™

2 Acknowledge the need for a separate policy “channel” but fuse this into an existing
policy area (the usual candidate being monetary policy)

3 Create a separate macroprudential policy framework with responsibility for monitoring
and assessing systemic risks and initiating action in response. It would provide for a
degree of influence over the use of a number of instruments, some of which may be
available uniquely to the lead macroprudential authority.

Because of the complexities and uncertainties of implementation and inertia/resistance from
existing silos, the first option risks being ineffective and the second risks confusion through
trying to meet two policy goals within one framework. This would seem to point towards the
third option.

Naturally with experience and understanding of what the framework is seeking to achieve
and how — at the level of both policymakers and the public — alternative approaches may
emerge. The choice made by an individual country is in any case likely to depend on
factors such as the size and stage of development of its financial sector, attitudes to
governance and accountability, the channels of interaction between the financial system and
the real economy and the extent of its international financial linkages.



Q3 Conflicts of objectives

What conflicts can arise between macroprudential and other policy objectives (notably
monetary and regulatory)? Can the macroprudential objective be made “symmetric” in
relation to these other objectives (eg growth, inflation)? Or does there need to be an explicit
ex ante prioritisation of objectives?

Potential Tradeoffs

In broad terms, stability of the financial system and macroprudential policy designed to
achieve it should be consistent with other desirable economic (and indeed social) goals.
Instability in the financial system is likely to mean that the economy as a whole is unable to
function efficiently — and, as indicated by recent experience, crises can involve significant
social costs. At the margin, however, there may be trade-offs. A regulatory regime which
requires excessive levels of capital may ensure systemic stability but may at the same time
unnecessarily inhibit the growth and risk-handling capacity of the economy. Equally, rapid
economic growth associated with an excessive and conjuncturally dangerous expansion of
credit, leverage, and debt may well — as again evidenced by recent experience — lead to
financial instability.

In practice, the conflict between systemic stability and growth may however be more
apparent than real, certainly in the long term. In stable periods macroprudential measures
may constrain growth. The alternative however, is a higher probability of financial crises, with
significant periods of negative or low growth. In reality the sustainable rate of growth
consistent with the maintenance of financial stability seems unlikely, over a long period, to
be lower, and may in fact be higher, than it would be if the risk of financial instability were
disregarded.

In formulating the objective of macroprudential policy, an important consideration therefore is
how to capture these trade-offs without losing a clear focus on systemic stability. Other
policy domains with which trade-offs can arise include the fiscal policy, competition policy
and consumer protection policy.

There may be a useful analogy in the symmetrical target approach taken by some countries
in relation to monetary policy and inflation. A target is set with a ceiling but also a floor on
the level of inflation. In a similar way, some counterbalance is needed for macroprudential
policy to avoid the “overcooking” of stability measures at the cost of a disproportionate
impact on growth.

Symmetry : challenges

While in principle a symmetric approach may be attractive, it is much harder to implement in
the context of systemic stability because there is no quantifiable measure of stability and
indeed no universally agreed definition. Probably the best that can be done is to require
those responsible for macroprudential policy to have regard for the other policy objectives on
which macroprudential policy might have an impact. But the obvious questions then are —
which other policy objectives? and how much regard? And as mentioned under Q2 above
any approach based on “have regards” is likely to dilute transparency and accountability,
even if it is effective at all.

An alternative would be to define ex ante a hierarchy of objectives ie to give explicit priority
to, say, inflation over systemic stability. Even to state this, however, highlights the difficulty:
in some circumstances it may be sensible to strike the balance in one place but in other
circumstances priorities may be reversed. Furthermore, even with a hierarchy of objectives,



there would still be the question of how to set the relevant instruments to respect the
prioritisation. With multiple instruments involved, this would not be straightforward.

Conclusion

Whatever the mechanism, recent experience has demonstrated that financial stability, and
macroprudential policy as an essential contributor to its delivery, needs to be given higher
priority than in the past. But some flexibility to accommodate a changing environment is
necessary. One approach would be for the mandate of the lead macroprudential authority to
be updated periodically, say annually, with guidance being given, perhaps by the political
authorities, on the attitude the authority is expected to adopt towards other policy areas.

The question of instruments (as opposed to objectives) and their interactions is discussed
further under Question 7.



Q4 Statutory Backing

How much of the framework for macroprudential policy should be set out in statute rather
than being handled through non-statutory arrangements (eg via MoUs)? Is it sensible to
introduce a statutory framework at this stage given the limited practical experience in
pursuing macroprudential objectives? On the other hand, without a statutory framework,
are existing powers and “natural authority” (of the finance ministry, central bank etc)
sufficient to implement measures which may be unpopular but necessary?

In favour of statute
A number of considerations argue for setting out the broad framework of macroprudential
policy in statute:

(i) as a new area of policy, or at least an area which has been judged to require much
greater emphasis than in the past, a statutory framework helps to ensure that the
aims, powers and responsibilities are as clear and transparent as possible.

(i) insofar as macroprudential policy may sometimes involve overriding or modifying
actions taken by other financial authorities (eg the micro-prudential regulator), it is
important that there should be a clear framework for decision-making.

(i) a statutory framework facilitates the creation of clear channels of accountability for
the overall conduct of macroprudential policy, something which has come to be
regarded as increasingly important in all policy areas over recent years.

(iv) insofar as macroprudential policy may sometimes involve taking actions which would
in the past have relied on “presumptive” powers ie powers based on custom and
practice rather than having statutory backing, this may no longer be acceptable or
safe.

Against
() many elements of macroprudential policy remain analytically uncertain and/or not
well-defined; these include, pre-eminently, definition of the objective in any
quantifiable way.
(i) trying to carve out a distinct macroprudential policy “silo” may discourage recognition
of interactions with other areas of economic and financial policy.

Conclusion

On balance, the arguments probably weigh in favour of introducing some form of explicit
statutory framework — and probably sooner rather than later while memories of the crisis are
still fresh. But in the present state of knowledge and experience it is probably best to keep
the framework flexible and relatively simple.

A possible, gradualist approach might begin by setting out the objectives and intent in
legislation, perhaps with key features about which there is a level of confidence, but then
providing for the rest of the framework to be filled out through secondary legislation as
experience increases.



Q5 Identification of vulnerabilities

How can the three main sources of systemic financial vulnerability — unsustainable trends in
financial aggregates over time, unstable pattern of financial exposures and structural
weaknesses — best be identified? What indicators are most useful?

Identification: having the right people

Various processes can make an important contribution in identifying vulnerabilities and the
build-up of risks in the financial system. These include data gathering, collecting qualitative
market intelligence, in-house analysis, reviewing academic analysis etc, discussed in more
detail in Q6 below.

Probably the most important single factor however in a successful “radar” function is having
a team of smart, experienced and enquiring people. They need extensive knowledge of
financial activity generally (including a capacity to interpret the implications of new products
and forms of business activity), and particular knowledge of the national (or regional)
financial system, so as to be able to spot features which look as if they could become a
threat to stability. The size of such a team obviously depends to some extent on the size of
the relevant financial system but need not be very large. Quality is more important than
guantity. It helps also if such teams include individuals with practical financial experience,
notably of past crises.

Indicators

Unsustainable trends in financial aggregates

Indicators of this kind have probably attracted most attention and been subject to the most
intensive analysis in the past. The analysis has covered certain developed economies but
also importantly emerging economies patrticularly in Asia, with experience of the 1990s
crisis.

The list of potentially useful indicators is well known and includes overall leverage ratios for
banks and for the principal domestic sectors of the economy, growth rates and levels of
lending and debt related to particular sectors, and the maturity structure of liabilities,
including dependency on wholesale funding. In many emerging markets the size and form
of capital flows also provide a significant set of indicators.

Even with the long runs of data available for some of these indicators, however, it has
proved difficult to come up with reliable (discriminant analysis based) procedures for
identifying incipient crises. There are typically serious Type | or Type Il errors in all such
procedures.! This reinforces the message that, for the time being at least, it will remain
necessary to rely heavily on the qualitative judgments referred to at the beginning of this
section.

Unstable patterns of financial exposure

These may be spotted through collection and analysis of more conventional financial data (at
the firm level and in aggregate), although again market intelligence may provide useful
indications of where to look. One difficulty here is that historical data, collected mainly for
monetary/macroeconomic and (micro-) prudential reasons, may not be well adapted for
macroprudential analysis (see Question 6). Recent initiatives have begun to address some
of these deficiencies but it will be several years before sufficient data is available to form a
reliable view of what is or is not relevant. (Experience with the evolution of shadow banking
is a current case in point.)

! Informally, a Type | (statistical) error signals a problem when there isn't one and a Type Il error fails
to signal a problem when there is.
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Resilience-related structural features
Many disparate issues fall under this heading, involving inputs from a wide variety of
sources.

Monitoring the creation and development of new instruments, and the emergence of new
forms of business activity, can give important clues to potential sources of risk. Are they, for
example, designed to arbitrage regulatory requirements? Do they involve new, perhaps
opague, ways of providing credit? The development of “shadow banking” is again a case in
point.

Recent experience also suggests other important structural indicators, including measures of
interconnectedness within the financial (particularly banking) sector.

In addition, important issues may arise in relation to market infrastructure such as payments,
clearing and settlement systems, and from the authorities’, especially the central bank’s, own
market operations, which may also highlight public sector financial exposures. (Such
considerations were, for example, a principal driving force behind the introduction of RTGS
payment systems, which reduced contagion risk and at the same time central bank
exposures in payments systems.)

Finally, other matters such as trading rules, accounting standards, disclosure requirements,
legal provisions and aspects of the form and effectiveness of the regulatory system which
may be leading to perverse or unintended consequences, can all be relevant to an overall
assessment of systemic resilience.

Conclusion

The potential indicators of systemic significance are many and varied. They need to be
considered from the points of view both of conjunctural trends and exposures as well as
resilience. Judgment as to importance — even with access to relevant data, see Q6 — is
difficult and relies on individual expertise. Agility of thought and thinking ahead are key.
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Q6 Data.

What data/information is needed to support macroprudential analysis? In what respects
does it differ from/go beyond what is normally collected for the purposes of monetary policy
and (microprudential) financial regulation?

The answer is still under debate given that the scope of macroprudential analysis is itself not
fully agreed.

Existing data sources

Much of the data collected for macroeconomic and monetary policy purposes and by the
micro financial regulator(s) is relevant for macroprudential analysis.  So for example,
information on sectoral financial balances, levels and growth of bank credit, sectoral
distribution of exposures, individual firm capital, liquidity and risk profiles and the maturity
profile of debt form an essential part of the necessary information base. But it may include
less detail on, for example, the pattern of individual banks’ counterparty exposures, on
secured versus unsecured liabilities and on the maturity breakdown of assets and liabilities,
than is needed to assess systemic vulnerabilities

Additional data for macroprudential purposes
In broad terms, the main additional data requirements are:

0] aggregate data which will help identify a build-up of risks in the financial system
as a whole, especially where these are not evident at the level of individual
institutions. This may seem straightforward in principle but at a micro-level the
data currently collected from individual firms is often not fully compatible in terms
of definitions, timing and coverage and is therefore difficult to aggregate;

(i) data on individual institutions which helps to assess their likely behaviour under
stress (as opposed to providing a snap-shot of their current position) and the way
this behaviour is likely to knock-on to other parts of the financial system (eg
through balance sheet and capital market contagion);

(iii) data on markets as opposed to institutions, including price trends, measures of
volatility, implied market views about future price movements (through eg option
prices) and credit standing (through eg CDS prices and bond spreads), etc.

Other factors

Data needs to be timely, accurate and reliably available. At the same time, data overload
needs to be avoided. A particular need is to identify trends in behaviour, instances of
regulatory arbitrage, new products and new legal constructs [see Q5 above].

For this reason the approach to data/information collection needs to be selective and
flexible, taking account of what seems relevant at a particular time and in particular
circumstances. Moreover, it needs to extend beyond the regulatory boundary so as to
identify potential risks arising from new institutions or markets outside the boundary (and
may point to the possible need to adjust the boundary).

Conclusion

In all of this, a balance needs to be struck between on the one hand collecting the data
which would be ‘ideal’ and on the other the cost (for the industry) of providing it and (for the
authorities) of analysing it. The costs for financial institutions can be reduced by allowing a
reasonable period for phasing in new requirements so that the necessary system changes
can be synchronised with their internal IT cycles. The costs for both the authorities and the
banks can be contained by thinking carefully about what data is really needed and what is
the most cost-efficient way of collecting it, drawing especially on qualitative intelligence. This
is sometimes inexpensively available but can be extremely helpful in focussing more formal
data collection initiatives.
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Q7 Policy Instruments

What instruments are available to pursue macroprudential policy objectives? How many are
already assigned to other policy objectives?  What evidence is there on their likely
effectiveness in delivering macroprudential policy objectives?

This is an area of continuing uncertainty. At least in the mature economies, few of the
potential instruments have been used in the past to pursue macroprudential objectives.
Consequently there is limited practical experience to call on. This is less true in relation to
some Asian economies and important lessons are available from the Asian experience.

The answers to Questions 1, 2 and 3 are also relevant here.
The choice of instruments depends partly on the definition of objective.

Instruments relevant in addressing conjunctural risks

(&) If the goal is to influence overall credit creation in the economy (including the
shadow banking system), or by banks specifically, the obvious candidates are
instruments which affect the price of credit or aim directly to constrain balance sheet
growth. In this category fall short-term interest rates (affecting the cost of funds),
overall capital or leverage requirements (affecting the cost of intermediation) and
perhaps liquidity requirements (which raise the shadow price of illiquid loans).
There are however considerable calibration uncertainties about how much impact
these measures are likely to have and over what period. In addition their effects are
likely to vary from bank to bank depending on their overall capital and liquidity
position. There is the separate possibility of imposing quantitative limits on either
the level or growth of credit; but past experience with such direct controls indicates
that they are ineffective beyond the short term and become increasingly
distortionary.

(b) If instead the goal is defined “from the borrower side” in terms of increases in debt,
instruments which (as above) affect the supply of credit are again clearly relevant.
However there is the additional problem of “leakage”: certain categories of borrower
may be able to borrow from outside the banking sector or at least outside the
domestic banking sector. This might be addressed by measures which make
borrowing generally less attractive, for example by increasing collateral
requirements (including eg LTVs) or by changing the tax treatment of interest paid.
Some of these measures may however be difficult to enforce without a considerable
degree of international harmonisation and coordination [see q10 below]. Another
potential policy instrument — although again carrying the risk of long term distortions
— is the selective use of capital controls particularly in response to external
macroeconomic shocks.

(c) If the goal is to address risks associated with the pattern of exposures amongst
financial intermediaries, instruments of a more ‘micro’ nature are likely to be
required, for example capital requirements against particular concentrations of
exposure, or minimum margin requirements against particular kinds of contract (eg
derivatives and repo). Some of the measures under (d) below may also be
relevant, for example requirements for central clearing of derivative contracts. All
such interventions would be directed at avoiding an excessive build-up of
exposures within the financial sector or concentrations of exposure to particular
external parties

13



Instruments relevant to resilience

(d) To the extent that the goal is set instead in terms of remedying structural
weaknesses, interventions of a rather different kind are likely to be necessary. In
some cases they may involve the encouragement or facilitation of infrastructure
projects (eg securities settlement systems) designed to reduce risk or clarify its
location.

(e) In others they may take the form of promoting changes in rules on accounting or
disclosure, or the legal treatment of certain kinds of transaction. They may also
involve reinforcing aspects of microprudential supervision.

Conclusion
The area of instruments (and associated powers) requires flexibility as more is learned about
calibration issues.

Many of the instruments, especially those relevant to conjunctural risks, are already used to
pursue other policy objectives — notably short-term interest rates and inflation, and capital
ratios and individual bank safety and soundness. How far that constrains their use for
macroprudential purposes was discussed in Question 3. The balance of instruments and
powers may need to be different in different cases: for example, should there be reluctance
to broaden the objective of interest rate policy, overall capital requirements may be useful as
a macroprudential tool while still leaving some flexibility at the micro level to address
individual bank risks.

Equally, if the focus is on resilience, a different range of (perhaps more qualitative)
instruments is likely to be needed for the successful delivery of policy.

Given the potential diversity of instruments, the lead macroprudential authority needs to
have correspondingly flexible powers. For some policy instruments, it may be given the
power to direct their usage; in others it could be given a power of recommendation, where
the recipient authority is required to comply or explain; and in others it may simply have a
responsibility to make public recommendations for other authorities to “take note™ without
necessarily providing a formal response. It is in any event unlikely to be realistic to give any
one body a formal, general overriding power of instruction — it would probably be too wide-
ranging to be acceptable.
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Q8 Institutional Framework

What should be the role of the different financial authorities — the finance ministry, the central
bank, the regulator(s) and the deposit insurance/investor compensation scheme — in relation
to macroprudential policy? Who should have the principal responsibility? Who should act
as the lead macroprudential authority? How should the different authorities engage with
each other?

Interrelationships of policy areas and authorities

Macroprudential policy touches on a number of distinct though related policy areas and can
be effected through a wide range of instruments. It is therefore hard to fit into the “one
objective-one instrument-one authority” model which has been adopted in other policy areas.
Moreover, some elements of macroprudential policy involve trade-offs which remain — and
may always be — politically contentious and are not therefore easily delegated to an
executive agency. For these and other reasons, a number of different financial authorities
are likely to have an interest, even if in differing degrees, in macroprudential policy.

Roles and capabilities of different authorities

In practice, however, a large part of the technical expertise relevant to the conduct of
macroprudential policy is likely to be found in the central bank and, to some extent, in the
micro-prudential regulator (where that is separate). Moreover, the central bank will typically
have responsibility for the execution of monetary policy. It will for that reason be familiar with
much of the wider context for macroprudential policy.

The finance ministry is of course the interface with the political process, and will typically
have a major say in the overall framework for, and in defining the precise objectives of,
macroprudential policy. However given the manifold operational tasks and decisions
required, it probably does not make sense for it to be assigned the central executive role,
notwithstanding its role in setting objectives, mandates and context.

As for the microprudential regulator, one of the motivations for the recent focus on financial
stability policy generally has been a concern to emphasise a system-level perspective and
not to focus narrowly on the health of individual institutions. Giving a separate authority —
separate that is from the regulator — macroprudential responsibility is one way of trying to
ensure this.

Leadership
If the central bank takes on overall responsibility, it is nevertheless likely to be dependent on

other authorities — notably the finance ministry, the microprudential regulator and the
financial conduct regulator — in several respects.

First, it will rely partly on the microprudential regulator for data and market intelligence.

Second, it will need to take account of information from the finance ministry on other relevant
government policies.

Third, it may be dependent on one or both to take actions or give effect to recommendations.
This indicates the need for close and effective engagement between the authorities involved.

Conclusion

Most countries seek to achieve this through some kind of formal high-level coordinating
authority, sometimes with a statutory objective as an incentive for proactive decision-making
as opposed to operating as a talking shop. Such ‘lead macroprudential authorities’, often
chaired by and anchored at the central bank (or in some cases the finance ministry) might
also include representatives from the deposit guarantee/investor compensation scheme, the
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microprudential supervisor, and possibly independent parties with requisite experience and
capability. Their efforts towards the same shared objectives would be supplemented by
extensive and frequent contact at working level together with analytical research inputs often
from the central bank.

One important proviso. Such arrangements can work well in “peacetime”, when there is
sufficient time for issues to be raised and discussed and for any tensions to be identified and
resolved. Arrangements for crisis management may however need to be significantly
different. This is discussed further in Question 9.
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Q9 “Peacetime” vs Crisis

How do governance arrangements and responsibilities need to change when moving from
“peacetime” to the management of a crisis?  Does macroprudential policy — which is
intended mainly as preventative — continue to have a role? What procedure should govern
the transition from “peacetime” to crisis?

Macroprudential policy is intended to reduce the probability of systemic crises. But there is
still the possibility that crises will occur. This raises the question of what macroprudential
policy can contribute to the response.

The lead macroprudential authority and crisis management

At one level, the lead macroprudential authority is likely to be particularly well placed in
terms of data and market intelligence and, assuming the authority is the central bank,
operational involvement in markets to orchestrate the response to a crisis.

But in an incipient or actual crisis new considerations and other institutions may become
increasingly important and the decision-making process may need to change.

First, a significant financial crisis is likely to be a political event in that it will typically affect
individuals and the economy generally — for example through its social and regional
implications — in ways which go beyond the boundaries of normal regulatory responsibilities
or competence. Only the government has the authority to make the choices that may be
required in response.

Second, although efforts are now being made to minimise the likelihood, responding to a
crisis may involve using fiscal resources to restore stability. Since this is ultimately at the
discretion of the government and the finance minister, the finance ministry is bound to be
closely involved.

Third, any deposit guarantee/investor compensation authority will have an important role in
terms of policy but also operationally.

Models for crisis handling

The cast in a crisis management situation is therefore likely to be different from that in
“peacetime”. At the same time, the time scale for decisions is typically much shorter: there
is no longer time for fully prepared discussions and extended arguments, the priority is to
have in place a clear and timely mechanism for making decisions — a clear message about
“who is in charge”.

There is no universally ideal model of how this should be achieved. It may it depend to
some extent on pre-existing relationships amongst the different institutions involved.
However there seems a good case for putting the finance ministry in clear overall charge at
the 'big picture' policy level, if only on the basis that many of the most important decisions
would have to be ad referendum to the finance ministry in any case.

That does not mean a wholesale substitution of finance ministry analysis and judgments for
the possibly technically better-informed views of the central bank and regulator; but it does
mean that, where there are differences of views, the finance ministry unequivocally has the
ultimate power of decision.

The operational leadership role might nevertheless sensibly be assigned to the central bank,
given the importance that financial and monetary operations are likely to have in the
management of any crisis and that the central bank, as part of its normal role, will have the
personnel and systems in place to execute them. Note, however that the role is likely to lie
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with the central bank as central bank not — should it be the case — as lead macroprudential
authority.

The regulator would clearly also have to be closely involved — whether it is part of the
central bank or separate — not only to carry out any necessary regulatory actions but also to
ensure that they respect international regulatory rules and commitments.

This obviously represents a significant shift of approach from the proposed “peacetime”
model.

Who pulls the trigger?

It raises in turn the question of what procedure should be followed in moving from peacetime
to crisis. Again there is no universally agreed answer. And it is not just a technical
judgment; it also needs to take account of the likely motivations of the different parties
involved.

One approach would be to define a trigger in “hard” terms, based on thresholds for certain
key variables. This has the virtue of clarity but could be exposed to “gaming” round the
chosen variables and is inherently inflexible. An alternative would be to assign the
responsibility on a more discretionary basis to the lead macroprudential authority. But there
is then a risk of “forbearance” insofar as the authority may be reluctant to signal a crisis,
implying a failure in its preventative role. On the other hand, it would not wish to be exposed
to a charge of having unduly delayed action if the responsibility for initiating action was
clearly signalled in its mandate.

In practice, it may be possible to combine “hard” and “soft” triggers in an arrangement where
a “hard” trigger initiates the transition unless it is explicitly overridden by the lead
macroprudential authority.

Conclusion

It seems likely that in most jurisdictions the key role of the lead macroprudential authority will
be preventative. However it may also be well placed to play a role in triggering the move
from peacetime to crisis when financial stability seems to be under threat.

The appropriate role of the authority during a crisis is not so clear. Its processes may not be
well-designed to deal with operational and policy decisions in compressed timescales and
under external, including political, pressures. But on the other hand it would seem unwise to
overlook the analytical capacity and experience of the lead macroprudential authority as a
valuable input in handling a crisis. Mechanisms need to be developed to facilitate this input
in the different institutional context of crisis management.
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Q10 International Dimension

How far is it possible/sensible to develop macroprudential policy on a national rather than an
international basis? If international consensus is not achievable, which elements of
macroprudential policy can be implemented at national level?

Given the degree of interconnectedness amongst major financial centres, and therefore the
exposure of one national financial system to problems in others, the obvious ambition should
be to achieve a high degree of convergence in relation to macroprudential (as well as other
aspects of financial stability) policy.  Without that, significant arbitrage opportunities are
likely to emerge which may undermine the impact of national policy measures and lead to
competitive distortions. This is clearly the case in relation, for example, to additional capital
requirements.

That is not to gainsay the need for nationally-based frameworks for macroprudential policy,
but how far it is possible/sensible to go at the national level depends partly on how the
objective of macroprudential policy is defined and on a range of other disparate
considerations, including a country’s relative cyclical position and how far the authorities are
concerned about the competitive position of financial activity in the country. (Note however
that insofar as macroprudential policy is concerned with reducing or eliminating the fiscal
cost of potential government financial support in a crisis, that loss of subsidy is likely to be
reflected in one way or another in the competitive position of those who enjoyed it.)

The current approach in international discussions does indeed put a good deal of emphasis
on encouraging individual countries to develop effective national macroprudential policy
arrangements within an overall framework being developed by the FSB and the IMF. The
as yet unanswered question is whether, in the absence of a substantial degree of
international convergence, countries will be able to bring about significant improvement in
national systemic stability without incurring, at least in the short term, seemingly
unacceptable costs.

At a practical level, perhaps the most important but intractable current issue is that of
developing an effective mechanism for the resolution of internationally-dispersed banks (so
called SIFIs or now G-SIFIs), which requires of its nature a substantial degree of
international coordination and, in some areas at least, convergence of practice.

Conclusion

Fiscal capacity and many aspects of statute essentially exist only at the national level. This
seriously limits the capacity of international bodies to take on an operational role in crisis
management, although they (eg the IMF and FSB) can in principle have a valuable part to
play in identifying risks, promoting preventative measures, setting and enforcing standards
and disseminating good practice. And the IMF clearly also has its historical role both in
handling macroeconomic problems (which might lead on to financial crises) and in
encouraging resolution of longer term issues of macroeconomic convergence.

Whilst all countries need to develop their own answers to the questions considered in this
paper, achieving international financial stability — that is stability in a system which is
perhaps more internationally inter-connected than any other part of the economy — is likely
nevertheless to depend crucially on further progress in “joining up” the actions of different
national authorities.
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