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Main readings

= “The Relation between Monetary Policy and Financial-Stability
Policy,” paper presented at the XXI Annual Conference of the
Central Bank of Chile, “Monetary Policy and Financial Stability:
Transmission Mechanisms and Policy Implications,” Santiago,
Chile, November 16-17, 2017.
https://larseosvensson.se/2017/11/15/the-relation-between-
monetary-policy-and-financial-stability-policy-2/

= “Cost-Benefit Analysis of Leaning Against the Wind,” Journal of
Monetary Economics 90 (2017) 193-213.
https://larseosvensson.se/files/papers/cost-benefit-analysis-of-
leaning-against-the-wind.pdf




Some general questions

What 1s the relation between monetary policy and financial-
stability policy?
How can they be distinguished?
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hey have the same or different goals?
hey be conducted separately or coordinately?

hey be conducted by the same or different

authorities?
What 1f monetary policy would pose a threat to financial
stability?

Should monetary policy ever “lean against the wind” (of
credit booms and asset prices)?

The answers to these questions continue to be debated



The questions examined here and short answers

How can different economic policies be distinguished?
By their goals, instrument, and authorities

How can monetary and financial-stability policies be
distinguished? They are very different, and mostly orthogonal

Should monetary policy have a third goal, financial stability? No!

Should monetary and financial-stability policies be conducted
separately or coordinately? Normally separately

Should they be conducted by the same or different authorities?
Separate decision-making bodies essential

What if monetary policy would pose a threat to financial stability?
BoE model: Financial-stability authority judges and warns

Should monetary policy ever “lean against the wind” (LAW)?
Only if supported by convincing cost-benefit analysis.
Remember the Swedish LAW 2010-2013 and turnaround 2014.

Systematic LAW 1mplies lower average inflation and interest rate!



How can different economic polices be distinguished?

» Goals, instruments, responsible authorities
» Example: Fiscal policy and monetary policy
* Different goals, different instruments, different authorities

= Considerable interaction
* Fiscal policy affects inflation and real activity

* Monetary policy affects government revenues and expenditures
* Conducted separately, not coordinately: Nash equilibrium

» [s the relation between monetary and financial-stability
policies any different?



How can monetary and financial-stability policies be
distinguished? Monetary policy

= Goals (simple)
* Flexible inflation targeting: Price stability and full employment

 Stabilize inflation around inflation target and unemployment around
its long-run sustainable rate

=" [nstruments

* Normal times: Policy rate and communication (forecasts, forward
guidance, ...)

* Crisis times, crisis management: Unconventional measures, balance
sheet policies (QE), FX policy (interventions, currency floors) ...

= Authority: Central bank



How can monetary and financial-stability policies be
distinguished? Financial-stability policy

- Goal (complex)
Financial stability

* Definition: Financial system can fulfill its three main functions
(submitting payments, transforming saving into financing, and allowing risk
management/sharing),
with sufficient resilience to disturbances that threaten those functions

* Resilience crucial
* Also secondary goal: “Support government policies”
* Not the stability of the graveyard (Tucker: Political decision on standard of resilience)
* [nstruments
* Normal times, crisis prevention: Supervision, regulation, communication, stress tests ...
* C(Crisis times, crisis management: ...
= Authority(ies)
* Varies across countries: FSA(s), CB, Treasury, ...
= Monetary and financial-stability policies are very different



Should monetary policy have a third goal, financial
stability? 1

Answer: No
Economic policies should only have goals that they can achieve

Monetary policy can achieve price stability and full employment
(thus suitable goals)

Monetary policy cannot achieve financial stability
(thus not suitable goal)

There 1s no way monetary policy can achieve sufficient resilience
(more capital, less funding risk,...) of the financial system

No systematic effects of MP on financial stability:
Signs often indeterminate, effects normally small

Leaning against the wind (LAW)?



Should monetary policy have a third goal, financial
stability? 2

» Best theoretical argument for LAW (Jeremy Stein, 2013):

“IW ]hile monetary policy may not be quite the right tool for
the job, 1t has one important advantage relative to
supervision and regulation — namely that it gets 1n all of the
cracks”

= But empirical estimates indicates that a modest policy-rate
increase will barely cover the bottom of those cracks

= To fill the cracks, the policy rate would have to be increased
so much that it might kill the economy

* Qualitative results are not enough;
quantitative results are needed, numbers!



Should monetary policy have a third goal, financial
stability? 3

= (Car metaphor 1 (Bill White)
* Currently MP on accelerator; FSP on brake: Not good
* Policies are close substitutes
= (Car metaphor 2
* MP keeps steady speed: Uphill accelerator, downhill brake
* FSP keeps airbags and safety belts on
* Policies are mostly orthogonal
= MP tightens/eases financial conditions through policy-rate path to
achieve price stability and full employment

* This has no systematic effect on financial stability (sometimes positive,
sometimes negative, usually small or zero, depending on circumstances)

= FSP affects resilience through capital and funding regulation

* This has no systematic effects on financial conditions (may sometimes tighten,
sometimes ease, usually small or zero, depending on circumstances)

= Policies mostly orthogonal
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Should monetary policy and financial-stability policies
be conducted separately or coordinately?

* In normal times, crisis prevention: Conducted separately,
also when conducted by the same authority

* But each policy should be fully informed about the conduct
and impact of the other policy and take that into account

* Nash equilibrium rather than coordinated equilibrium/joint
optimization

* MP much more effective in achieving price and real stability

* FSP much more effective in achieving financial stability

" In crisis times, crisis management: Full cooperation and
coordination of policies by FSA, CB, MoF, bank-
resolution authority, ...
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Should monetary policy and financial-stability policies
be conducted by the same authority or different ones?

Separate decision-making bodies w/ separate goals and
Instruments

Accountability and efficiency justify all financial-stability
Instruments in one authority

Two clean models that should work well: UK and Sweden

UK model
* BoE: Two committees, MPC and FPC (Kohn, Tucker)

Swedish model
* FSA: Financial stability, all macro- and microprudential instruments

* Riksbank: Monetary policy, no financial-stability instruments
(except liquidity support in crises, but not monopoly on that)
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Two clean models for monetary and macroprudential
polices

» UK: Same authority (BoE)

* Two committees (MPC & FPC), separate goals and

instruments, full information about each other’s policy (Kohn,
Tucker)

* (Clear accountability

= Sweden (Canada, Chile): Separate authorities

* Riksbank, monetary policy, no macroprudential instruments

* FSA, financial stability, all macro- and microprudential
Instruments,

* (Clear accountability

13



Swedish model

= Gov’t Aug 2013: New strengthened framework for financial stability
= Swedish FSA

* Main responsibility for financial stability
* All macro- and microprudential instruments

* Boundary between macro- and microprudential policy unclear, especially in Sweden
(oligopoly of 4 banks dominate financial sector)

» Efficiency and accountability: Micro- and macropru together, in one authority
* But legal authority remain to be fixed

=  Riksbank

* No macroprudential instruments
(except liquidity support in crises, but not monopoly on that)

= Financial Stability Council
* Members: MoF (chair), FSA, NDO (bank resolution authority), RB
* Forum for discussion and exchange of information, not decisions
* Published minutes, reports from workgroups
* FSC will lead crisis management in crisis
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Finansinspektionen (the Swedish FSA),
no “inaction bias” 1

= LTV cap 85% (October 2010)

= Risk-weight floor for mortgages 15% (May 2013)

= LCR-regulation (Basle 3, USD, EUR, total) (Jan 2014)

= Pillar II capital add-on 2% for 4 largest banks (Sep 2014)
= Risk-weight floor for mortgages 25% (Sep 2014)

= Systemic buffer 3% for 4 largest banks (Jan 2015)

= (CCyB activated at level 1% (Sep 2015)

* Amortization requirements (Jun 2016)

* CCyB raised to 1.5% (June 2016)

* (CCyB raised to 2.0% (March 2017)

= Current capital requirements for 4 largest banks 22% of RWA (17%
CET1)

= Stricter amortization requirements (Nov 2017)
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Finansinspektionen (the Swedish FSA),
no “inaction bias” 2

* Produces an annual mortgage market report, with stress tests
on individual data on new borrowers, according to which

o lending standards are high

o households’ loss-absorbing and debt-service capacity is good and
increasing over time

o households’ resilience to disturbances in the form of mortgage rate
increases, housing price falls, and income falls due to unemployment 1s
good and increasing over time

= Best source for risk assessment of household debt

" As far as I can see, macroprudential tools and policy seem
effective and good in Sweden 1n maintaining resilience
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Finansinspektionen (the Swedish FSA),
no “inaction bias” 3

» But the FSA’s amortizations requirements are unnecessary
and the FSA’s arguments in favor of them are invalid

" https://larseosvensson.se/files/papers/englund-svensson-avstyrker-
finansinspektionens-forslag-skarpt-amorteringskrav.pdf
https://ekonomistas.se/2017/09/25/finansinspektionens-argument-
for-forslaget-om-skarpt-amorteringskrav-haller-inte- 1 -
rantekansligheten/
https://ekonomistas.se/2017/09/26/fis-andra-argument-haller-inte-
heller-2-inkomstkansligheten/
https://ekonomistas.se/2017/10/30/hoga-bostadspriser-och-
okande-skulder-inget-skal-for-skarpt-amorteringskrav/
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What if monetary policy would pose a threat to
financial stability?

BoE model, Aug 2013: Forward-guidance promise

31 knockout: If the FPC would judge that monetary
policy poses a significant threat to financial stability that
1t cannot contain with its instruments

It should be the FS authority, not the MP one, to make
the judgement and warn the MP authority

The MP authority may then adjust monetary policy or
not

Effectively “comply or explain™
But preserves the independence of monetary policy
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Leaning against the wind (LAW)

= Policy strongly promoted by BIS

* Followed by Norges Bank and Reserve Bank of
Australia

= Previously followed by the Riksbank,
but now dramatically abandoned
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Fed and Riksbank forecasts June 2010

Inflation Unemployment

—June 2010, FOMC (PCE)
—June 2010, FOMC (Core PCE) 1 4
==June 2010, Riksbank (CPIF)
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= Riksbank and Fed forecasts quite similar

= Policies very different

* Fed: Continue to keep policy rate between 0 and 0.25%, forward guidance,
prepare QE2

* Riksbank: Start raising the policy rate from 0.25% to 2% in July 2011

 What if the Fed had followed the Riksbank example?

Source: Svensson, Lars E.O. (2011), “Practical Monetary Policy: Examples from Sweden

and the United,” Brookings Papers on Economic Activity, Fall 2011, 289-332. 20



The Swedish experience: LAW
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The Swedish experience: LAW
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The Swedish experience: Turnaround
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: : MP work
The Swedish experience: Turnaround. : WOTKS
Inflation rates ln Sweden!
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The unemployment cost of Riksbank LAW 1
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https://larseosvensson.se/2014/02/06/ekonomistas-unemployment-
and-monetary-policy-update-for-the-year-2013/
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The unemployment cost of Riksbank LAW 2
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Leaning against the wind (LAW)?

= Widespread skepticism against LAW beyond BIS,
Norges Bank, RBA

* Bernanke; Draghi; Yellen; Evans; Williams;
IMF 2015; FOMC 2016;
Allen, Bean, De Gregorio 2016, “Independent Review
of BIS Research’;
Sveriges Riksbank 2017

= But the debate seems to continue
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Widespread skepticism against LAW 1

Bernanke (2015): “As academics (and former academics) like to say, more research on this issue
is needed. But the early returns don't favor the idea that central banks should significantly change
their rate-setting policies to mitigate risks to financial stability.”

Evans (2014): “Indeed, any decision to instead rely on more-restrictive interest rate policies to
achieve financial stability at the expense of poorer macroeconomic outcomes must pass a cost-
benefit test. And such a test would have to clearly illustrate that the adverse economic outcomes
from more-restrictive interest rate policies would be better and more acceptable to society than the
outcomes that can be achieved by using enhanced supervisory tools alone to address financial
stability risks. [ have yet to see this argued convincingly.”

Williams (2015): “[M]onetary policy is poorly suited for dealing with financial stability, even as a
last resort.”

IMF (2015), “The question is whether monetary policy should be altered to contain financial
stability risks. ...
Based on our current knowledge, and in present circumstances, the answer is generally no.”

FOMC (2016): “Most participants judged that the benefits of using monetary policy to address
threats to financial stability would typically be outweighed by the costs ... ; some also noted that
the benefits are highly uncertain.”
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Widespread skepticism against LAW 2

Allen, Bean, and De Gregorio (2016), “Independent Review of BIS
Research”:

“so far the [BIS] argument for LAW seems to have cut relatively little ice with
those actually responsible for setting monetary policy. In part, that is because of
the lack of convincing evidence that the expected benefits outweigh the
expected costs.

...1In some cases the research programme appeared somewhat one-eyed. [Of 9
projects on financial stability and monetary policy] the first and (to some
extent) the fifth seem motivated primarily by a desire to overturn Svensson’s
[2017] conclusion on the inadvisability of LAW.

...the research effort ... seems excessively focussed on building the case for
LAW, rather than also investigating the scope for other policy actions to
address financial stability risks.”
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Ingves on LAW 2012

= [Ingves, “Stora risker med alltfor lag ranta,” SvD, Oct 18, 2012:

= “Dagens hoga arbetsloshet ar ett problem, men som riksbankschef kan
jag inte bara agera kortsiktigt. Jag maste dven ta ansvar for de
langsiktiga konsekvenserna av dagens penningpolitik. Och det finns
risker forknippade med en alltfor 1ag ranta under en lang tid som inte
gar att bortse fran. ... Om Riksbanken inte tar hansyn till
skuldsattningen hos hushall och foretag kan dessa konsekvenser bli
mycket allvarliga.”

= Ingves, “Large risks with too low interest rate,” SvD, Oct 18, 2012:

= “Today’s high unemployment 1s a problem, but as Governor I cannot
only act short-sightedly. I must also take responsibility for the long-run
consequences of today’s monetary policy. And there are risks associated
with too low an interest rate for a long period that cannot be neglected.
... If the Riksbank does not take into account the debt of households and
firms, these consequences may become very serious.”
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Riksbank on LAW 2017

* Sveriges Riksbank (2017, p. 13):
“It 1s not likely that small increases in the repo rate
would have any tangible effects on household
indebtedness. A large increase in the repo rate could
certainly slow down the buildup of debts but would also
lead to higher unemployment, a much stronger krona
and lower 1nflation. Other measures more specifically
aimed at reducing the risks associated with household
debt have less negative effects on the economy as a
whole.”
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Cost-benefit analysis of LAW 1

Costs of higher policy rate:
A weaker economy: Lower inflation and higher unemployment

* Ifno crisis: Non-crisis loss 1s larger (15 cost)

» [fcrisis occurs: Crisis loss 1s larger if the economy 1is initially weaker because
of LAW (2"¢ cost, the main cost)

« 2nd cost disregarded in previous literature (including my own work)
Possible benefits: Lower probability or magnitude of crisis
Empirically, costs exceed benefits by a substantial margin
Reason: Policy-rate effects on probability and magnitude too small

Somewhat surprisingly, less effective financial-stability policy, with
higher probability, larger magnitude, or longer duration of a crisis tends
to increases costs more than benefits (increases 2" cost)

Robust result: Overturning 1t requires policy-rate effects
5-40 std. errors larger than benchmark empirical estimates

Svensson (2017), “Cost-Benefit Analysis of Leaning Against the Wind,”
Journal of Monetary Economics 90 (October)
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Cost-benefit analysis of LAW 2 @
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Svensson (2017), “Cost-Benefit Analysis of Leaning Against the Wind,”
Journal of Monetary Economics 90 (October)
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Cost-benefit analysis of LAW 3

Percentage points

Cumulative MC, MB, NMC
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Few assumptions, very 81mple transparent (preferred to complicated analysis)

Easy to redo
Framework for comparing new and old results
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Cost-benefit analysis of LAW 4 Components MC, MB
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Representative benchmark estimates:

Policy-rate effects on

unemployment (IMF 2015, Riksbank),

probability (IMF 2015, Schularick and Taylor 2012; Riksbank 2014)
magnitude (Flodén 2014; Jorda, Schularick, and Taylor 2013; Riksbank 2014)
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For financial stability, no choice but to use financial-
stability policy

Probability of crisis and crisis start
(solid)

Policy-rate effects (dashed)

Dagher, Dell’ Ariccia, Laeven,
Ratnovski, Tong (2016), “Benefits and 31
Costs of Bank Capital,” IMF SDN/16/04 .

20% bank capital relative to risk-
weighted assets might have avoided === =l
80% of historical banking crises in D e ’
OECD since 1970

(DDLRT, 2016, fig. 7)

Effect of capital on probability of crises:
Shift from solid to thick dashed lines
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Dagher, Dell’ Ariccia, Laeven, Ratnovski, Tong (2016), “Benefits
and Costs of Bank Capital,” IMF SDN/16/04

Figure 7. Share of Public Recapitalizations Avoided, Depending on Hypothetical Precrisis

Bank Capital Ratios
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Source: Dagher, Dell’ Ariccia, Laeven, Ratnovski, and Tong (2016), “Benefits and Costs of Bank
Capital,” IMF Staff Discussion Note 16/04.

» Swedish capital requirements now:
Total risk-weighted capital 22% (CET1 17%) (depending on
precise measure)
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Systematic LAW?

* Implies lower average inflation and interest rates, larger risk for ELB

= Policy rule, no LAW: iy =r+mn +y(m — ")

= Take (unconditional) mean: E[i;] =r + E[n;] + y(E[n:] — ") (1)
» Assume avg Fisher eqn: Eli;] = r + E[m{] (2)
= By (1)and (2): Eln;] =n*, E[i]]=r+n"

= LAW: iy=r+mn,+y(m—n*)+a;, Ela;]=a>0

» Take mean: E[i;] =7+ E[n:] +y(E[n] —7") +« (3)

» By(2)and(3): Eln]=n"=n"—a/y < n”
Elij]]=r+n" <r+mn"

= Lower average inflation and policy rate

= [Larger risk for ELB

= Good?
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Summing up

= Economic policies should only have goals that they can achieve
* Monetary policy should not have financial stability as a goal

= Monetary and financial-stability policies
» Have different goals, instruments, effects, and (often) authorities
* Are very different, mostly orthogonal

* Should normally be conducted separately, by separate decision-making bodies (also
when conducted by the same authority), but each policy under full information about the
conduct of the other policy

* The UK and Sweden provide two clean systems, with clear separation and accountability
*  What if monetary policy would pose a threat to financial stability?

* FS authority judges and warns, MP authority decides whether to act
= Should monetary policy ever “lean against the wind” (LAW)?

* Only if supported by convincing cost-benefit analysis

* Remember the Swedish LAW 2010-2013 and turnaround 2014

* The cost-benefit framework presented is simple, transparent, and easily applied

* Systematic LAW may lower average inflation and interest rate

39
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Additional slides
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Household assets
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much higher than debt

Chart A27. Household assets and liabilities in Swe-
den
Percentage of disposable income
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Note. Total assets exclude collective insurance. Financial assets
refers mainly to cash, bank deposits, bonds, mutual funds and
shares. Real assets refers to single-family houses, tenant-owned
apartments and second homes.

Sources: Statistics Sweden and the Riksbank
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Household saving historically high
(no indication of debt-financed overconsumption)
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Chart A26. Household saving in Sweden
Percentage of disposable income
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Sources: Statistics Sweden and the Riksbank
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Large average down payments of new borrowers:
Average LTV ratio of new borrowers 65%,
so average down payment 1s 35%

2.AVERAGE LOAN-TO-VALUE RATIO
(Per cent)

80

: @

20 — ]

Source: FI's sample.

2011 = 2012 = 2013 2014 2015

Note. Arithmetic mean.

Finansinspektionen (The Swedish FSA), “The Swedish Mortgage Market, ” April 2016



Resilience 1: Stress tests on individual household data:
Unemployment increase and housing-price fall

24. HOUSEHOLDS WITH DEFICIT

AND LTV OVER 100 PER CENT » Severe shocks to new borrowers

COMBINED UNEMPLOYMENT

AND FALL IN HOUSE PRICES 5

(Share of households, per cent) o Unemployment increase from O to
. 5% (requires economy-wide

increase of more than 5 pp)

* Housing prices fall by 40%

3 7

/ = What fraction of new borrowers
’ 174 (1) have problems servicing their
o debt (a deficit in a “left to live

//V on” analysis) and (2) are

0.15
*

%123 4 56 78 910 underwater?

Unemployment, per cent

10 per cent fall in price u Answer: 1 . 7%

20 per cent fall in price

Source: FI's sample.

@& 40 per cent fall in price

Finansinspektionen (The Swedish FSA), “The Swedish Mortgage Market, ” April 2016 45



