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The golden age of central banking came to an abrupt 
end on August 9th, 2007. Prior to that central bankers 
had generally assumed that a combination of their 
(considerable) success in achieving price stability, 
via infl ation targets, plus the maintenance of Basel II 
capital adequacy ratios (CARs) by all the main 
commercial banks would, by the same token, more or 
less guarantee fi nancial stability also. In some cases 
the fi nancial stability divisions of central banks were 
pruned in size; almost invariably they were seen as a 
backwater, (Mongolia, if not quite Siberia) compared 
to the excitement of the monetary policy department 
of each central bank. 

There were concerns about future fi nancial stability, but 
aside from the Bank of International Settlements (BIS), 
these related more to worries about exchange rate 
volatility (the macroeconomic imbalances) and 
to certain hedge funds, than to the credit-fuelled 
housing boom. Indeed, there was a delusion, fed 
by econometric modelling, that the value of a 
geographically-diversifi ed portfolio of US houses 
would/could never decline by more than 4 or 5% at 
worst, (because it never had in the previous 50, or so, 
years for which good data were available). 

It was not so much the low level of (US) interest rates, 
but the promise that they would be kept low “for an 
extended period of time”, that encouraged fi nancial 
intermediaries to extend leverage, to borrow short in 
wholesale markets to lend for a longer term. Since 
risk was thought to have been reduced, as measured 
by credit default swap (CDS) spreads which reached 
a low point in summer 2007 just before the balloon 
exploded –so much for “the wisdom of markets”– 
everyone took on more of it, in pursuit of a higher 
return on equity (ROE).

There was a mass common delusion, shared by 
central bankers, regulators, politicians and most 
economists, as well as by the bankers themselves. 
The best description of how we all got into this state 
is to be found in the various writings of Hy Minsky.

The fi rst, most obvious, central lesson for central 
bankers is that the achievement of price stability far 
from guaranteeing fi nancial stability may, in some 

circumstances by apparently reducing risk, be even 
inimical to fi nancial stability. The second, most 
obvious lesson is that Basel II was unsatisfactory 
in many respects, being in effect both much too 
procyclical and too focussed on micro, rather than 
systemic macro, prudential issues. The third lesson 
was that it was totally unsatisfactory to be left with the 
alternatives, when faced with a failing systemically 
important fi nancial intermediary (SIFI), of a 
liquidation or direct government (taxpayer) support. 
The fourth lesson was that property (residential 
and/or commercial) booms are particularly hazardous 
for the economy because of their inter-linkage with 
the banking system.

We shall now discuss each lesson in turn.

1| Alternative instruments

Central banks have sometimes been described as 
akin to “one-club golfers” with their only effective 
instrument being their command over the short-term 
policy rate. In view of additional concerns about 
fi nancial stability, should central banks use this single, 
main instrument to try to achieve some combination 
of both price and fi nancial stability by “leaning into 
the wind”? My own answer would be “no”. Trying to 
achieve two objectives with a single instrument does 
not work very well, (though I would add housing 
prices into the European HICP). The achievement 
of price stability has been a great boon, and to lessen 
the focus on that, at a time of much concern about 
both defl ationary and infl ationary pressures, would 
be, in my view, a mistake.

If central banks are to continue to predicate interest 
rates to the achievement of price stability, then should 
another institution, say a fi nancial services authority, 
be given responsibility for macroprudential fi nancial 
stability? Again my answer would be no, for many 
reasons. First, a major instrument for dealing with 
fi nancial (in)stability is the ability to provide and 
to control liquidity, both generally to markets and 
individually in emergency lending assistance (ELA). 
Second, both fi nancial markets and monetary policy 
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cannot work in conditions of extreme instability. So, 
third, central banks already generally have overall 
responsibility for fi nancial stability, and a body of 
professional staff to do the job.

Of course, until the zero lower bound for interest 
rates is hit, a change in the provision of central 
bank liquidity will have implications for short-term 
interest rates, subject to some minor qualifi cations 
about operating on the interest rate corridor and on 
expectations (of future short-term rates).

So, if we are going to give the central bank a reinforced 
mandate for the second objective of fi nancial stability, 
we need some additional instruments to enable that to 
be achieved. A number of such can be identifi ed, for 
example, loan to value (LTV) and loan to income (LTI) 
ratios in the housing market, leverage ratios and net 
stable funding ratios (NSFR) for all levered fi nancial 
intermediaries, and risk-weighted CARs for banks. All 
of these should be capable of variation by a Financial 
Policy Committee (FPC) according to circumstances.

The problem lies not so much in identifying 
such instruments but in deploying them in a 
counter-cyclical manner. In a bust/crisis, markets and 
bankers often become so shell-shocked (risk averse), 
that the authorities’ main concern is to persuade them 
to take on more risk/credit/leverage. So regulation 
can only really bite in a boom. But the boom would 
not continue unless most in the market expected it 
to do so; and boom conditions are popular with all 
concerned. So for a central bank to announce that it 
judged the boom “unsustainable” and intended to take 
real, solid steps to halt the “irrational exuberance” 
would generate howls of execration. Indeed if the 
measures succeeded in preventing a crisis, this would 
be held to prove that they had not been needed in 
the fi rst place!

The second main problem is that cycles are not 
global in coverage but vary from country to country 
and market to market. Without controls on capital 
movements, (or even with such), regulatory 
restrictions falling particularly heavily on some 
specifi c intermediaries, or countries, or markets will 
be subject to the desire for “a level playing fi eld” and 
to disintermediation (the border problem).

So we (and central banks) will have problems in 
the application of counter-cyclical measures for the 
achievement of fi nancial stability. These problems 

have not really been satisfactorily addressed in the 
current Basel III measures, to which we now turn.

2| Basel III

Besides being procyclical, Basel II required far too 
little loss-absorbing tier 1 core equity (TCE), took no 
notice of liquidity at all, wildly understated the need 
for capital against trading books, and failed to realise 
how badly the risk-weightings were calibrated (taking 
no notice of highly correlated systemic risk from 
commonly held portfolios, e.g. of mortgage backed 
securities –MBS). As a result Northern Rock was 
assessed by the UK Financial Services Authority (FSA) 
as Basel II compliant a few months before its collapse, 
despite having a fragile funding base and a leverage 
ratio of over 50 to 1, which in the United States would 
have been assessed as critically under-capitalised.

These latter defects, but not really the procyclicality, 
have been partially addressed in Basel III by the Basel 
Committee on Banking Supervision (BCBS). Some 
forms of liquidity requirements, a liquidity coverage 
ratio (LCR) and an NSFR are to be introduced, but 
only as observation ratios and from 2013. The CAR 
for TCE is to be raised smartly to 7%, and, at long 
last, sanctions are to be applied as the ratio falls 
from 7% to the minimum of 4.5%. Previously the 
BCBS had not felt that they could propose sanctions, 
so their proposed ratios became minima, and the 
available buffers were the exiguous margins held 
above such minima.

Partly because risk-weightings are both poorly 
designed and open to gaming, an extra back-stop in 
the form of a leverage ratio has been introduced, but 
at 33 to 1 (3%) is far too generous. Moreover, the CAR 
of 7% for TCE is too low to protect against a severe 
asset market downturn (though there will also be an, 
as yet, unspecifi ed add-on for SIFIs). There is a huge 
debate whether the weighted average cost of funds 
to banks would rise signifi cantly if the TCE ratio 
were to be lifted much further, (as many of us would 
advocate), and of the social cost/benefi t of doing so. 

Something of a compromise appears to be taking shape 
with the suggested CARs left in place, but supported 
by the addition of contingent convertible (CoCo) 
bonds and collective action clause (CAC) bonds, 
which have the capability of transformation into 
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loss-absorbing equity under certain (pre-arranged) 
conditions; more on this in the next Section. 

But while all of this provides a greater loss-absorbing 
buffer, none of it is directly counter-cyclical. Basel III 
does provide for such an additional counter-cyclical 
buffer, but only up to a maximum of 2.5% of risk 
weighted assets (RWA), and purely at the “discretion” 
of each central bank. Given the unpopularity of ever 
exercising such discretion (see Section 1), I doubt if 
it will be much used.

3| Resolving failed banks

So Basel III is not likely to make bank failures (or 
failures of other SIFIs) improbable in the future. 
Methods of handling failing banks have included:

• assisted mergers;
• liquidation;
• nationalisation and/or taxpayer support.

All have very serious drawbacks. The United States 
are putting their (Dodd-Frank) faith in a combination 
of prior “Living Wills”, an expanded role for the 
FDIC in liquidation and an “ex post” charge on the 
remaining SIFIs to bear any extra losses, in order to 
make liquidation more palatable than in the past. I 
have my doubts whether/how this will work. 

The Europeans are putting their faith in fi nding another 
source of funds for meeting the burden of loss in a failing 
bank. This extra source is to be the bank bond-holder 

and the proposed route is to be via CoCos and CACs, 
(but not until 2013). My own concern, re CoCos, CACs 
and bail-ins are three-fold. Will they get the complex 
technical issues right? If a CoCo or a CAC gets triggered 
will not this lead to even more contagion to other banks 
than we have at present? If the implicit insurance 
guarantee on (senior) bank bonds is removed, will we 
not move towards a (Modigliani/Miller) world in which 
the structure of bank liabilities has no effect on overall 
funding costs? If so, more pure equity is much the same, 
but simpler, than equity plus CoCo/CACs.

4| Restraining real-estate cycles

It has been a major component of public policy in many 
countries, especially in the Anglo-Saxon countries, 
to encourage home ownership. As noted earlier 
regulation can only really be effective in restraining a 
boom. While there are several instruments that could 
be used for that purpose, including various forms 
of taxation, as well as LTVs and LTIs, their use in a 
counter-cyclical manner would run into even more 
(political) opposition than, say, counter-cyclical shifts 
in bank CARs or liquidity requirements.

What is needed is a presumptive rule, or rules, relating 
say LTVs or housing taxes to some combination of 
bank credit and housing price performance. No rule 
can ever be perfect, but the “comply or explain” 
approach can deal with rule fallibility. Instead central 
banks are holding on with much determination to 
their precious scope for discretion. This is one lesson 
that they have not learnt.
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