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The current turmoil
Should has undermined the

view that central

monetary banks can deal

with bubbles and

pOIicy lean imbalances after

they burst, argues

or clean: a William White.
reassessment

To lean or
to clean?

There has been considerable debate in recent years about whether monetary
policy should “lean against the wind” during the expansion phase of the credit
cycle or whether it should rather “clean up” after the credit cycle contracts. While
nobody would question the desirability of leaning enough to reduce inflation
pressures associated with credit growth, the real question that has emerged in
recent years is: should monetary policy be tightened by more than what appears
warranted by the near-term inflation objective? In particular, should monetary
policy be tightened in the face of evidence of growing economic imbalances and
rising systemic exposures in the financial system? Or are the consequences of
bubbles and imbalance best dealt with through an aggressive and pre-emptive
easing policy once they burst or start unwinding.

In short one might say, the debate revolves around whether monetary policy
should “lean or clean.” Until quite recently, the dominant view favoured the
latter, but in light of the difficulties encountered in trying to do just that, the
balance of earlier arguments appears to be shifting. This article reconsiders the
“lean or clean” debate in light of recent events, and then proposes a number of
steps to help avoid a repeat of these difficulties in the future.

William White was economic adviser and head of the Monetary and
Economic Department at the Bank for International Settlements from May 1995
to June 2008. He now chairs the Economic and Development Review Committee
of the OECD.



Leaning or cleaning

How we got here

Liberalised financial systems appear to be inherently procyclical: endogenous
cycles are driven by pieces of good news that lead to both an increased demand
for and supply of credit.! This in turn results in an increase in both asset prices and
spending, which contributes to still greater optimism and even more collateral for
further loans. Eventually, these reinforcing trends overshoot levels justified by the
initial improvement in fundamentals — rational exuberance becomes “irrational
exuberance.” In the end, the bubble bursts and the process of speculation and
leverage that powered it goes into reverse. Such processes have been observed
repeatedly: historically, the great recessions, beginning in 1825, 1873 and 1929
respectively, all shared these characteristics, as did the more recent Nordic,
Japanese and Asian crises. Crucially, in each of these instances, the eventual
crisis emerged suddenly and unexpectedly, and without any significant degree of
accelerating inflation preceding it.

There is a great deal of evidence to support the view that we are witnessing Easy money
something quite similar today. The so-called “Great Moderation” proclaimed in abounds
the latter part of the 1990s led to a variety of excesses that suddenly collapsed
around the turn of the century. This was met in turn by an unprecedented degree
of monetary easing in the large industrial countries, and subsequently by very
easy monetary policies in many emerging-market countries as they tried to resist
upward pressure on their exchange rates — conditions that remained in place for
much of the current decade. These lower rates contributed to a massive (demand
side) increase in monetary and credit aggregates; while an additional (supply side)
contribution to credit growth came from rapidly declining lending standards. This
was justified by both an alleged reduction in the overall risks to be managed,
and by faith in improved risk management capacities. In both the advanced and
emerging-market countries, a great number of borrowers who would never have
been able to do so in the past obtained access to credit (subprime mortgages, for
example), while many past borrowers did so on unusually easy terms (covenant-
lite corporate loans, for example).

And yet the most obvious sign of overextension did not materialise: in spite of
record high global growth rates, inflation remained quiescent for an unexpectedly
long period due to a variety of positive supply shocks, not least the process of
globalisation. But below this, were a number of clear signals pointing to the
gradual build-up of a number of major imbalances — affecting both the financial
and real sectors of the global economy. In the financial sector, most asset prices
(not least housing) rose to unprecedented levels, while the exposure of financial
firms to risks of various sorts, as can now be seen clearly with hindsight, also
increased sharply. In the real economy, household saving rates in many countries
(especially the English-speaking ones) fell to zero or even turned negative, while
the ratio of investment-to-GDP in China rose to almost 50%. These domestic
imbalances, which were unprecedented in the post-war era, led to very large
trade imbalances that were largely financed by capital flows that resulted from
significant exchange-rate intervention.

Clearly, the period of high global growth and essentially stable prices has now
come to an end. The process of financial deterioration has continued relentlessly
since August 2007, with a wide spectrum of asset prices falling sharply and
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many financial institutions having merged, gone bankrupt, or now on the verge
of bankruptcy. Due to tighter credit conditions and a natural process of mean
reversion in spending patterns, real growth in the advanced industrial economies
has also slowed sharply. Emerging-market economies initially seemed somewhat
immune to this slowdown, but it is now clear that they too have been caught up
in this global transition. This interactive process of deterioration between the real
and financial sectors, as the various imbalances simultaneously unwind, has yet
to fully run its course. Nor have we yet seen the full impact on global currency
markets, or on protectionist sentiment, of the current large trade imbalances. The
economic and social costs of these developments raise the question of how they
might be avoided in the future — or at least how the costs associated with them
mightbe moderated.

Revisiting the debate

It is clear that, in recent years, the position that monetary policy should “clean
up” after the credit cycle has burst, rather than lean against its formation in
the first place, has been the dominant analytical paradigm, most notably in the
conduct of the Federal Reserve.? Over the last two decades, the Fed has tightened
monetary policy only in response to the prospective inflationary implications
of asset-price increases, and not in response to accumulating credit-related
imbalances or increasing exposures within the financial system. Conversely,
when financial disturbances threatened growth prospects, monetary policy was
eased significantly: in 1987 after the stock market crash, in 1990-91 following
the property crash and the Saving & Loans crisis, in 1998 with the collapse of
Long Term Capital Management, in 2001-04 after the end of the dotcom bubble,
and most recently in 2007-08 in response to the systemic financial turmoil. This
pattern of “pre-emptive easing” was referred to by Alan Greenspan, the former Fed
chairman, and other Fed officials as a “risk management paradigm.” Essentially,
this combined a refusal to “lean” with an eagerness to “clean” — resulting in the
well-documented asymmetry in the Fed’s response over the credit cycle.

Admittedly, other leading central banks have been more cautious about
allowing such an asymmetry to take root. The Bank of Japan, with the memory
of its lengthy struggle to escape from the bursting of its bubbles of the 1980s still
fresh, has promised to resist the formation of credit and associated debt excesses
in the future. The European Central Bank famously refers to its two pillars for
monetary policy, the second of which is based on an awareness of the dangers of
excessive money and credit growth. While this difference in views has certainly
laid the grounds for a serious analytical debate, it is clear that a new consensus has
by no means been achieved. The remainder of this article revisits the arguments
for and against both the “lean” and the “clean” propositions in light of the current
crisis. It concludes that the current practice of pre-emptive easing (when the
bubble bursts) should be replaced by one of pre-emptive tightening (before it
does so).

(i) Arguments for and against “leaning”

It is important to note that the arguments supporting the view that monetary
policy cannot be used effectively to lean against the expansionary phase of the



credit cycle have focused almost exclusively on the difficulties of leaning against
increases in asset prices, rather than the underlying credit cycle itself. Rising asset
prices are, of course, only one of the many imbalances that can be generated by
easy credit conditions.

This narrow focus, therefore, allows for at least three plausible arguments against
the straw man of “targeting” asset prices. The first argument is that there are
a number of asset prices that might be targeted. Advocates of this policy are
then invited to choose which asset price should be the focus of the authorities’
attentions, and to explain why. Since there is no obvious right answer to this
question, the whole approach of leaning against the wind is made to seem
questionable. A second criticism is that, absent any clear criteria for determining
the level of the asset price consistent with “fundamental value”, it is impossible
to estimate deviations from such a price in order to lean against it. A third
criticism is that, given expectations of further increases in any rising asset price,
the interest rate increases required to “prick the bubble” would be so great as to
cause material damage to other parts of the economy.

In reply to these arguments, those opposing the view that leaning against
the expansionary view of the cycle is impossible begin with a simple point. To
favour leaning against the credit cycle is not at all the same thing as advocating
“targeting” asset prices. Rather, advocates of leaning favour action to restrain the
whole nexus of imbalances arising from excessively easy credit conditions. In
short, the focus should be on the underlying causes, rather than one symptom of
accumulating problems. The suggestion is, therefore, that when confronted with
a combination of rapid increases in monetary and credit aggregates, increases in
a wide range of asset prices, and deviations in spending patterns from traditional
norms, monetary policy should tend to be tighter than it would otherwise.

From this broader perspective, there is no need to choose a specific asset price
to target: it is a combination of developments that should evoke concern. Nor is
there a need to calculate with accuracy the fundamental value of individual assets:
it suffices to identify developments that seem significantly out of line with what the
fundamentals suggest. Finally, there is no need to “prick” the bubble and to do harm
to the economy in the process: the intention is simply to tighten policy in a way
that restrains the credit cycle on the upside, with a view to mitigating the magnitude
of the subsequent downturn. Moreover, as general inflation would normally be
tending upwards in such circumstances, what is at issue here is not likely to be the
direction of policy, but rather only the degree of policy tightening.

There are a number of additional arguments supporting the views of those
wishing to lean against the upswing of the credit cycle. It is possible that credible
statements of official concern and a determination to act on them would change
private behaviour in a more stabilising direction. In particular, it might help
moderate some of the excesses seen in banking and credit markets, with their
subsequent effects on asset prices and spending propensities. It is commonly
believed that a similar change occurred in the way inflationary expectations
were formed after central banks became more serious about controlling inflation.
Finally, tightening policy more in the upswing would seem likely to mitigate the
size of the downswing,* and would also provide more room for policy easing in
response. In particular, with interest rates higher at the peak of the cycle, there
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would less chance of running into the serious constraint of the zero lower bound
for interest rates.

(ii) Arguments for and against “cleaning”

The first argument used by those supporting the view that monetary policy is more
effectively used in cleaning up in the contractionary phase of the credit cycle is that
it is generally supported by the macroeconomic models now commonly used by
central banks. These include not only large scale structural models (that have not
changed much since the 1970s), but also increasingly dynamic stochastic general
equilibrium (or DSGE) models, which typically show that monetary policy can be
quite effective in stimulating effective demand in a downturn. The second argument
is that policy easing has consistently worked to stimulate demand in the past. As
noted above, the Fed’s typical response to financial turmoil since 1987 has been
to ease monetary policy, and in every instance to date the economy subsequently
resumed growth. Indeed, over the last few decades, recessions have been very mild
and the variance of output growth has been very low. Third, it is often argued that
previous experiences of costly deflation — the United States in the 1930s and Japan
in the 1990s — were primarily the consequence of policy errors: particularly the
failure of the authorities to ease monetary policy aggressively enough following the
collapse of various asset-price bubbles.

A fourth argument — of increasing practical relevance as policy rates edge ever
lower — is that monetary policy can still be effective even at (or very near) the zero
lower bound for the policy rate. The argument rests on three propositions. First, it
is argued that long rates can be lowered by generating expectations that the policy
rate will be kept very low for an extended period. Second, it is held that term
and credit risk premia can be reduced through changes in the relative supply of
securities, reflecting shifts in the composition of the central bank’s balance sheet.
Third, it is suggested that “quantitative easing”, under which the central bank’s
balance sheet is allowed to expand beyond the size required to keep the policy
rate at zero, can have expansionary effects though various channels.

Those opposed to the cleaning proposition, rely only in part on refuting the
arguments above. As for refuting the first argument, large structural models have
had a very poor record in predicting the turning points of even standard cycles
in the post war period. To this must be added the reality of massive change in
the real economy, the financial sector and the policy regime in recent years. The
assumption of parametric stability under such conditions is highly implausible,
unless the parameters are so loosely estimated in the first place as to raise serious
doubts about the model’s reliability. Further, even the large structural models
have a very rudimentary role for the financial sector, and their predictions might
therefore be particularly suspect at times of financial crisis. As for more recent
DSGE models, even their supporters admit that they are “work in progress”, while
they include an even smaller role for the financial sector than those seen in more
structural models.

As for the second argument, the fact that something has worked in the past
does not logically imply that it will in the future. Indeed, the degree of monetary
easing required to kick-start the United States economy seems to have been rising
through successive downturns as the headwinds of debt have become stronger,



suggesting that something seems to have changed in the transmission mechanism
of monetary policy. Beginning in the third quarter of 2007, for example, it was
disquieting that the Fed’s policy rate fell at a record pace while mortgage rates
actually increased for an extended period. A similar phenomenon was seen early
in the last cycle of easing when lower short rates initially failed to feed through
to standard channels of the transmission mechanism until virtually all asset prices
started to rise strongly in the middle of 2003. In spite of unprecedented monetary
and fiscal stimulus, the American recovery after 2002 was still the weakest in
post-war history.

As regards the third argument — that deep recessions have been primarily
the product of too timid monetary easing — it cannot be denied that still more
aggressive easing might have made a material difference. However, this is a
supposition rather than a statement of fact. What is a fact is that, at the beginning
of both the American and Japanese downturns,in policy rates were eased very
sharply and, and in the latter case, significantly more than a Taylor rule would
have implied. A competing (or perhaps complementary) hypothesis would be
that the difficulties seen in previous major downturns were in large part related
to the excesses of the earlier upturns. In Japan, investment levels collapsed after
the crisis started and the corporate ratio of debt to value added fell continuously
for over a decade. Likewise, the increased risk exposure (and inadequate capital)
of financial institutions in years leading up to the current crisis is only one of a
number of global economic and financial imbalances that had developed during
the same period. Should the global economy now slow abruptly, in spite of the
recent and rapid easing of monetary policies, this would provide further evidence
that underlying deflationary forces have their roots as much in the preceding
boom period as in subsequent policy errors.

The fourth argument, that monetary policy can still be effective even when policy
rates are near zero, can be questioned (although not refuted) on various grounds.
A credible commitment to keeping policy rates low for an extended period to fight
deflation assumes there are no other arguments for potentially having to raise policy
rates. One such argument — which has current relevance for the United States —
would be fears over a currency crisis arising from the long standing increase in
external indebtedness. The argument that changes in the composition of a central
bank’s balance sheet can effectively alter risk premia would seem to assume a
high degree of non-substitutability between assets. This view has not been at all
fashionable in academic circles in recent years, though it might now be being
reassessed in light of the current degree of market dysfunction. Indeed, the fact that
the Fed has recently felt it necessary to engage in quantitative easing is testimony
to the shortcomings of the policy initiatives taken to date. Whether this last recourse
will work in stimulating real output growth remains to be seen, but the previous
experience with such policies in Japan cannot be considered wholly encouraging.
Given the possibility that monetary policy might not work effectively in the
eventual downturn, the dangers of not leaning against the upswing of the credit
cycle become still more evident. These dangers are even more significant if
alternatives (and complements) to monetary policy, such as stimulative fiscal
policy, the recapitalisation of the banking system and debt workouts, also prove
ineffective or difficult to implement — a situation that seems highly plausible
under current conditions. The inability of monetary policy (and complementary
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remedies) to restore growth after a credit bust, therefore, adds further weight to
the arguments for not getting into such a situation in the first place.

Further support for this proposition is provided by recognising other longer term
problems associated with the maintenance of very low interest rates in response
to such a situation. First, as was seen in Japan, low rates can actually encourage
forbearance and impede the balance-sheet restructuring and/or bankruptcies
necessary to reduce excess capacity. Second, this environment can encourage
mergers and acquisitions that have little long-term merit. Third, again as seen in
Japan saving rates could be reduced (or maintained at very low levels), hurting
long-run growth potential. Fourth, very low rates sustained for long periods
can impede the functioning of the interbank market leaving the central bank
as the “market-maker of last resort.” And finally, there is always the difficult
issue of the exit strategy from such a position. As the real economy improves,
tightening must be “measured” enough not to destabilise still fragile confidence
and financial markets, but also fast enough not to allow inflationary expectations
to come unstuck. The experience of the United States and Japan in recent years
indicates that the exit problem can be very hard to overcome.

The extremely difficult conditions in the global economy and financial
markets today give greater urgency to the question of what steps might be taken
to reduce the likelihood of similar risks arising in the future — that is, it reminds
us of the importance of thinking about crisis prevention and not just about crisis
management. Thinking about crisis prevention is desirable in its own right, but is
all the more desirable given the need to take unprecedented measures to manage
the current crisis. Many of these measures will clearly have undesirable side
effects over the medium term: increased moral hazard, major increases in the ratio
of government debt to GDP, the risk of future inflation, and further consolidation
in the banking sector with the unwanted implication that still more banks become
either “too big to fail” or even “too big to save.”

Towards a new macrofinancial framework

In the wake of the current crisis two fundamental propositions are receiving
increasing attention: first, that liberalised financial systems are inherently
“procyclical”; and second, that the unravelling of accumulated imbalances might
significantly reduce the effectiveness of monetary policy in stimulating demand.
Certainly, it cannot be denied that the period of financial market turmoil has been
met with an extraordinary and creative response on the part of central banks.
Nevertheless, the crisis has continued unabated and the global economy seems
increasingly vulnerable.

Moreover, there are grounds for belief that the problem of procyclicality could
well get worse in the future. Three major structural shifts in modern finance have
encouraged procylicality: securitisation, globalisation and consolidation. After a
period of pause associated with the current crisis, these secular trends seem likely
to resume since they have been driven in large part by improving technology,
which will not be easy to roll back by government decree. In addition, there are
grounds for belief that fair-value accounting, in spite of the unwanted contribution
it makes to the procyclicality of the system, will be increasingly adopted: whatever
its faults, it seems better than the available alternative accounting benchmarks.



The fundamental conclusion to be drawn from balancing all the arguments above
is that we need a new macrofinancial framework to resist procyclicality.® This
can be done in a market friendly way. The intention must be to preserve the
efficiencies generated by new financial developments, while at the same time
mitigating inherent threats to safety and stability. Focusing on a the development
of a new framework to reduce procyclicality, the fundamental problem, could
also mitigate the tendency for politicians to rely on heavy handed and punitive
regulation designed primarily to stop the recurrence of yesterday’s problems.
While some such changes are surely needed, care must be taken to address
underlying causes of problems as well as their symptoms. Such a new system
should have three central characteristics.

(i) Focus on systemic exposures

First, there should be an increased emphasis on systemic exposures. In
particular, attention would be focused on the dangers associated with many
different economic agents (households, corporations and financial institutions)
having similar exposures to possible common shocks, and also the possibility
of common responses. It is the shared exposures that contribute the most to
systemic problems within the financial sector and to the joint vulnerability of
the real and financial sectors.

Given that this is essentially a macroeconomic problem, rather than one
confined to the financial system, it might alsovbe suggested that central banks
(with their “top down” view of things) should be given ultimate responsibility for
measures to resist procyclicality and systemic distress. Such a mandate for the
central bank is not in fact inconsistent with the generally accepted view that price
stability should be their principal objective. This consistency becomes obvious if
one accepts the fact that price stability can be as easily threatened by deflation as
inflation, if a boom-bust cycle is allowed to become sufficiently severe. Indeed,
a deflationary spiral might in the end prove significantly more dangerous than an
inflationary one since, as suggested above, monetary instruments can lose their
potency in the face of high debt levels and the zero interest rate bound.

As for regulators, they would have to continue to monitor institutions and
markets (a “bottom up” approach) with a primary focus on ensuring appropriate
market conduct and consumer protection. This “twin peaks” model — now in
place in Australia and being suggested elsewhere — has the particular advantage
of clarity about institutional objectives, a characteristic which also helps to ensure
accountability of the agencies responsible.

(ii) Greater symmetry

A second characteristic of such a framework is that it should be much more
symmetric. That is, the instruments used to resist procyclicality would attempt
to lean against the upturn of the credit cycle rather than being exclusively relied
upon to clean up after the bubble bursts. The current paradigm of “pre-emptive
easing” would therefore be replaced by one of “pre-emptive tightening”.
Contrary to what has been the dominant intellectual view to date, the arguments
made above suggest that the former task (leaning) seems likely to be less
difficult than the latter (cleaning). The continuing downturn of the American
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economy in particular, in spite of massive liquidity injections and monetary
easing, attests to this fact. Using policy instruments to moderate the upswing
not only implies a more moderate downswing, but also gives policy instruments
more room for easing when the downswing does occur. This is of particular
importance if one believes that very low interest rates and/or capital levels can
have negative effects on the economy, in addition to their (possible) stimulative
effects on aggregate demand.

As suggested above, conventional models (especially those based on
recent data) are not likely to be very helpful in identifying problems which
accumulate slowly during upturns and then suddenly materialise. That is the
principal reason why most forecasters missed the current downturn. In contrast,
indicators of growing imbalances in the economy do seem to have useful
predictive powers. Unusually rapid credit and monetary growth rates, unusually
low interest rates, unusually high asset prices, unusual spending patterns (such
as very low household saving or unusually high investment levels) all deserve
the attention of those charged with resisting procyclicality. Unusually high
external trade positions (whether deficits or surpluses) are another indicator of
unsustainable exposures.

How might these indicators influence the setting of policy instruments? Here,
much more work remains to be done, particularly with the calibration of monetary
instruments. Nevertheless, it is clear that when faced with growing imbalances,
monetary policy in the expansion phase of the credit cycle might have to be tighter
than a near-term inflation mandate alone might warrant. This policy would then
have to be explained to the public. Regulatory policy would have a similar bias,
with measures taken to ensure that risk spreads (for expected losses), provisioning
(for changes in expected losses) and capital (for unexpected losses) were built
up in good times and run down in the bad. These regulatory policies would then
have to be explained to the accounting profession and the fiscal authorities, both
of whom have in many cases strongly opposed such policies.

That said, the use of discretionary policies to resist procyclicality might prove
rather difficult. One alternative would be to rely first on rules for the adjustment
of regulatory instruments; for example, dynamic provisioning as introduced
by the Bank of Spain. Another possibility would be to continue to calculate
capital requirements as currently proposed under Pillar 1 of Basel II. This
relates capital requirements to the perceived risk of the portfolio of individual
institutions. This figure might then be grossed up (using the authority of Pillar
2) to reflect system-wide imbalances indicating the growing risk of systemic
disturbances. Such an approach would act to offset the inherent procyclicality
of Basel II, while building on its strengths at the same time. The issue of how
to deal with currently unregulated institutions also needs further reflection,
since there can be no doubt that tighter requirements on regulated players will
encourage migration elsewhere. The creation of off-balance-sheet vehicles in
the build-up of the current crisis to escape the Basel capital requirements attests
to this. Even assuming an extension of the regulatory sphere, automatic (rule-
based) regulatory measures still prove insufficient to deal with the underlying
problem of procyclicality. In this event, : both regulation and monetary policy
might may have to be tightened in a discretionary way and explanations for
these measures provided to the public.
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(iii) National and international cooperation

A third required characteristic of the new macrofinancial stability framework is
that the authorities would have to be much more supportive and collaborative
than they are at the moment. This implies more cooperation, both nationally and
internationally. With respect to national authorities, silo mentalities currently
prevail in many countries. With respect to international cooperation, national
authorities remain too much influenced by issues of national interest. Hopefully,
this can be changed.

At the national level, in line with the twin peaks model that allocates ultimate

responsibility for different objectives to different agencies, central bankers and
regulators should work together much more closely. This would involve ongoing
discussion about both the indicators of growing imbalances and exposures and the
appropriate policy responses. Central bankers (mostly economists) and regulators
(often from a legal background) need to recognise that they have a great deal to
learn from each other. Their respective “top down” and “bottom up” approaches
also complement each other. Ministries of finance should actively encourage such
cooperation since, should an unresisted boom turn to bust, it is the taxpayers who
ultimately have to pay for any resulting bailouts.

As for mutual support at the international level, countries wishing to counter

procyclical tendencies at home must pay more attention to the international
dimension. Three points seem particularly important:

First, the oversight of internationally active financial institutions must have
a cross-border dimension. In many cases, foreign banks are so important
that their failure could threaten macroeconomic stability in the host country
(think Central Europe). At the same time, the international exposure of
some banks is so large that losses elsewhere could threaten the health of
the home country (think Iceland). Indeed, it is not inconceivable that the
home country would not have the fiscal means to save a bank that might be
thought in principle “too big to fail”. Everyone would then pay a price for
the disorderly failure of a bank that proved “too big to save”.

Second, more recognition must be given to the fact that international
economic and financial linkages have been steadily growing. One
implication of this greater integration is that domestic indicators of
procyclical behaviour likely underestimate the threat posed to stability

(and to inflation as well) since they are likely to be exacerbated by similar
tendencies abroad. A second implication is that “excesses” in one country
constitute a legitimate reason for complaint on the part of other countries
likely to be affected when the bubble bursts. However, it is important to note
that excessive saving (providing the finance to support excessive spending
elsewhere) must also be recognised as an important part of the problem.

Third, much more attention needs to be paid to the role of exchange rates in
fostering procyclical behaviour. The efforts of many countries in emerging
market countries to prevent their currencies from rising against the dollar,
both through easy monetary policies and explicit intervention, effectively
imported American “imbalances” into their own countries. In addition, and
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closely related to the second point, one could add the feedback effects on the
American economy from lower long-term rates (encouraged by the massive
inflow of official reserves), widening and ever more dangerous global trade
imbalances, and the unwarranted upward pressure diverted to freely floating
currencies like the euro. For all of these reasons, it is of mutual interest that
a through rethink takes place over what currently passes for an international
monetary system.®

Paradigm shift The current crisis arises from a variety of economic and financial imbalances
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generated by many years of easy credit and monetary conditions For a variety
of reasons, the dangers represented by these imbalances did not manifest
themselves in the form of inflation. Consequently, central banks, operating
under the prevailing paradigm that monetary policy is more effective at dealing
with the consequences of the unravelling of such imbalances than at leaning
against their growth, decided not to act on the growing evidence of imbalances
and bubbles in the real economy and financial markets. Given the difficulties
currently experienced in implementing stimulative policies surely it is time
to revisit this paradigm. Moreover, as it appears that liberalised modern
finance is inherently procyclical — a feature that is likely to become even more
ingrained in the future — authorities around the world need to start building a
new framework for macrofinancial stability that is better equipped to resist
this tendency. 4

Notes

1. For a fuller description see Borio, C. and White, W. (2004). “Whither monetary and financial
stability? The implications of evolving policy regimes,” BIS Working Paper, No. 147.

2. See, for example, Bernanke, B. (2002). “Deflation: making sure ‘it’ doesn’t happen here”,
remarks before the National Economists Club, Washington DC, 21 November 2002; Mishkin,
F. (2007). “Housing, and the monetary transmission mechanism”, paper presented at the Federal
Reserve Bank of Kansas City Economic Symposium, Jackson Hole, Wyoming, 31 August 2007,
and Kohn, D. (2008). “Monetary policy and asset prices revisited”, speech presented at the Cato
Institute’s 26th Annual Monetary Policy Conference, Washington DC, 19 November 2008.

3. One reason for believing in such a relationship is that financial institutions might become less
exposed to bad loans during the upturn. This, together with other policies designed to make them
more resilient to downturns, would lessen the likelihood of a significant tightening of credit
conditions during the downturn.

4. Consider the path of the policy rate in the US in the early 1990’s, the first years of this decade,
and most recently. Both the size of the policy rate reduction and its speed have increased through
successive cycles. This is consistent with the instrument instability argument made above.

5. This suggestion is presented in more detail in White, W. (2005). “Procyclicality in the financial
system: do we need a new macrofinancial stability framework?” Kiel Economic Papers, No. 2;
and Borio, C. and Shim, I. (2008). “What can (macro-) prudential policy do to help support
monetary policy?” BIS Working Paper, No. 242.

6. This gives some urgency for calls to reform the Fund itself (the question of “chairs and shares”).
If large, emerging market countries shared a sense of “ownership”, the Fund might find it easier
to produce a more universal floating exchange rate system, at least among the bigger currency
blocks. Moreover, a more effective Fund might also find it easier to convince the large creditor
nations (China, Germany and Japan in particular) that in a closed global economy everyone must
contribute to measures to reduce global trade imbalances. Indeed, the need for creditors to adjust
takes on added importance when the overall environment is deflationary rather than inflationary.
This is, of course, precisely the set of circumstances we face today. Against this background, the
fact that the United States has introduced by far the largest set of domestic stimulus measures
looks positively anomalous.
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