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Macro-Prudential Regulation and Effective
Monetary Policy
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\oses K. Tule*

. Intfroduction

inferconnectedness, and structural rigidities inherent in domestic financial

systems and how these can impact on global financial stability. The crisis also
highlighted the inadequacies of the price stabllity objective and micro-prudential
regulation in guaronteeing o heclthy  1oncial system, and the fact thot regulotors
must worry about the systemic issues underlying the stobility of the financiol system.
As aresult, excessive leveroges leading to build-up of financiol imbalonces provided
a borometer for measuring financial instobility. Financial deepening, complex
innovative financic! instruments and the integraiion of markets created ihe ease of
financiol contagion in fragile economies across borders to econcmies with avertly
strong financial markets and economic fundamentols.

| he recent global financial and economic crisis exposed the fragilities, risks,

In the build-up to the recent global financial and economic crisis, onecdotal
evidence suggests that poor monetary policy, complemented by a reliance on
micro-prudential supe  sion could lead to a crisis of encrmous dimensions, untess
checked by more encompassing complementary policies. The set of these
complementary pclicies, developed following the 1997 Asion financial crisis,
provided the rationale for rethinking micro-prudential supervision as o pragmatic
framework for fincncial stobility, especially within a globalized finoncial system. Thus,
Crockett {2000 2asoned that micre-prudential supervision, which hitherlto, had been
fraditionally direcled tc protect depcsitors and investors, could be redesigned
towards maintcining financial stobility by "marrying the micro and macro- prudential
dimensicns of financial stability”. Following this, the World Bank in a series of seminar
P ers examined the vigbility of macro-prudential regulation in ensuring financiol
stability. The sclufion toclkit of the recent globa!l financial crisis enveloped macro-
prudentiol policy as forming the nucleus in discussions on the assessment of heolth
ond safety of the financiol system as well as the prevention cf future crises.
Conseguently, the IMF programme for the ossessment of systemic financiol stability
now relies more onmacrc-prudentiol policy in determining financial system stabllity.

rauses K. Tule s the Direcfor of the Monciary Policy Doepartment of the Central Bank of Nigerio, The usuai disclaimer
applics.
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Model 2: Responsibility is shored with the fiscal outhority, but the centfral bank carries
out operatfions — jointly sets iargets and consult on policy rate and choice of
instrument.

i1.3 Institutional Framework for Macro-Prudential Policy

To be effective, macro-prudential policy should be anchored on a well-developad
institutional framework with specific mandate and structures for accountability.
Authority must also be provided with adequate incentive  )enable an alignment of
the macro-prudentialinstruments and objectives.

Three essential characteris * s of macro-prudential policy are particularly criticat in
defining the institutional mandate. Firstly, Macro-prudential measures for fighting
cyclical risks are unpopular and likely to meet resistance from the market. Since
macro-prudential regulation suffers from *inaction bias” stemming from the high cost
of mocro-prudential measures, the benefits of such measures can only be chserved
in the leng-runand may not be apparent.

Secondly, macroe-prudential regulations must operate alongside other policies such
os micro-prudential, monetary and fiscal policies. There is need for coordinafion and
cooperation among the different institutions responsible for these policies,
particularly in areas of infor  ofion shoring. The macro-prudentiol authorities also
need powers to collect dato from koth finoncialanc  on-finoncial institutions and fo
designote certoin insfitutions as systemicolly important and subject them 7o
odditionol macro-prudential scrufiny.,

Thirdly, the recent financi  crisic * ighlighted concerns obout the copocity of central

banks to adequotely monitor oll the different risk components within the economy. in

particular when bank subsidiaries, products and functions cut ocross the entire

spectrum of finoncial services, with some outside the regulatory purview of the

central bank. Consequently in some jurisdictions, the scope of bonking operations
osreviewed and scaled down to core banking functions.

In the post-crisis era, er hasis has shifted to stronger coordinotion and cooperafion
amongst regulators across the financial services. As a result there is a rethink and
review of the regulafory framework for the entire financial sector. This clearly
delineates regulatory domain, coordination areas and mechanisms to facilitate inter
and infra agency, collaboration with a view to ensuring effective mocre-prudential
regulation. As a consequence of the above, the institutional boundaries between
cenfral banks and othi  financial regulatory ogencies have been remapped.
Besides, several models have emerged as institutional arangements for macro-
orudential policies and regulotion vary substantially across countries.
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unemployment; balance of payments viakility; and achievement of economic
growth and development. Inrecent fimes, however, a good number of cenfral banks
have tended towards price stability as the primary goal of monetary policy.

li1.1.2 Instruments of Monetary Policy

The key instruments of monetary policy include: open market sales/purchases of
financial securities; reserve requirements, interest rate adjustments; foreign exchange
market interventions; and discaunt window operations. Typically, monetary policy is
designed to influence interest rate, exchange rate and its expectations as
intermediate variobles, to impact on the ullimate goals of inflotion, cutput or
moderation of the business cycle ingeneral.

ll.2 Macro-Prudential Reguiation Policy: Objectives and Instruments

ll.2.1 Objectivesof. icro-Prudential Regulation

There is currently no cansensus on the objectives af macro-prudential policy.
However, the general view is that it involves a reduction in the risks and
macroeconomic costs of financial instability. A more explicit rendition ic  at macro-
prudential policy moderates systemic risks by explicitly addressing the inter-linked
exposures of financial instifutions, and the pra-cyclicolity of the financial system
(Caruana, 2010}, . macro-prudential regulation is an approach ta financial
regulation amed @ igating the risk of the financial system as a  ole otherwise
called "systemic risk” or the reduction in the accumulation of financial risks, so as to
reduce the prebability of a financial crash or mitigate the impact of a crash if it does
occur (Jacome and Nier, 2012). Following the European Systemic Risk Board (ESRB),
we define systemic risk as the risk of disrupticn in the financial system with the potential
to have serious negative consequences for the real economy. An example of such a
disruption is a credit crisis, in which losses suffered by banks and other lenders cause a
curtailment of credit fo households and firms that in turn depress overoll economic
activity,

Agaregate weaknesses arise when e financial sector as a whole becomes
overexposed fo the same risks such as credit, market or liguidity. Also, the faifure of an
individual institution can create systemic risk when it impairs the ability of other
instifutions fo continue to provide financial services to the economy. Systemic
instifutions include not only large banks, but also those institutions that provide critical
payment and insurance services t¢ other financial institutions. All leveraged providers
of credit, regardless af size, are included in the purview af macro-prudential policy
because it Is their callective weakness that can affect the provision of credit to the
economy as awhole (lacome and Nier 2012},
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instruments to prevent the accumulation of excessive shori-term debt include:
liquidity coverage ratio; liguidity risk charges that penalize short-term funding; capital
requirement surcharges proportionol to size of maturity mismatch: minimum haircut
requirements on asset-backed securities; limits on open foreign exchange positions;
and constraints on the type of foreign currency assets. To ensure the resilience of the
infrastructure of the financiai system, concenirationlir - sand changesin sectoral risk
weights are used.

Using Dynamic Capital Buffer, financial institutions are required by reguic s fo
maintain a certain amount of capita’ "wormally equity ¢ - dretained profits) fo enable
them obsorb losses on loans or securities. They are further required to add to their
capitalwhen there are signs of unusuolly stfrong credit growth or when there are signs
of a credit-driven assef price bcom.

Under Variation in Sectoral Risk Weights, regulators compel systemically important
financial instituiions 10 add capital to caver new loans in sectors that are building up
excessive risks. For example, Turkey recently increcsed requirements for new lending
to households to stem high loan growthin that segment.

Dynamic Provisions require banks to set aside mone  to cover loan losses when
credit iosses are  latively low 1o position bank balance sheets to absorb iosses that
build during downturns. A dynamic provisioning regime was infroduced in Spain in
2000 and more recently in Chiie, Cclombia, Peru and Uruguay {Jacome and Nier,
2012).

xasures Targeted at Foreign Currency Lending are designed tc mitigate the
negaiive impact of currency appreciaticn on fareign loans 1o unpratected
customers. The danger of arise in foreign currency value heightens credit risk for
lenders becouse repayment becomes more expensive. Macro-prude  almeasures
ta reduce these risks include portfoiio limifts on foreign currency lending and other
targeted restrictians, such as requiring more capital and tighter laon-to-value and
debt-ic-l :ameraticsforforeign currency loons.

Liquidity Requirements are especially useful when funding is easy to abtain, an
increase in required buffers of liquid assets {those that can be easily and quickly
converted tc cash) provides cash reserves that can be drawn on when funding dries
up.Newlealand« dKorea,recently infraduced such measures

Loan to Value and Debt Service to Income ceilings are very handy whenr netary
palicy is tight. Administrative rules that limit bank lending such as caps on loon-to-
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and measuring the pro-cyclicality of systemic risk through times. The cross-sectional
¢~ nension ofrisk con be monitored by tracking balance sheetinformation, totol assets
by their composition, liability {financial accounting) and capital structure-as wi - Qs
the value of the institutions trading securlties and securities available for sale.

Jditionally, other sophisticated fincncicl fools and models have been developed o
assess the interconnectedness across infermediaries and ecch institution’s
coniribution to systemic.

The time dimensionrefers o the evolution of aggregoteriskin the financial  tem over
time. It deals with the tendency of financicl agents to assume excessive risk in the
upswing and then to become overly risk averse in the downswing. This reveal seif in
cyclical patterns in the leveroge and maturity mismatch in the financial system such
as the credit and liguidity cycles. Te address the time dimension ¢f risk, a wide sef of
variables are typically used, forinstance: ratio of credit to GDP, recl| asset prices, ratio
of non-core fo core liak "'es of the banking sector, and monetary oggregates. Some
early warning indicators have been developed encompassing these and other
pieces of financial data {Borio and Drehmann, 2009). Furthermore, macro stress tests
were employed to identify vulnerabilities in the wake of identified build-up of risky
assets ond portfolics.

IV.interaction between Monetary Policy and Macro-Prudential Regulation

The primary objective of monetary —clicy is price stabi = while that of macro-
prudentic! policy is financial stability. In recagnition of their close linkages and
interdependencies. some central banks are enabled by law to pursue and achieve
both objectives. Even in jurisdictions where cther agencies have statutory
responsibility for financial stability like the United Kingdom, close collaboration and
coordination between the regulatory int - Jtions isimperative?

Given the conflicting objectives of monetery and macre-prudential policy, there are
two sidesto the relationship:

(1) A mutually reinforcing relationship in which monetary policy sets the overall
conditions for demand and supply of credit and other assets wherein lies a major
so e of finoncial system vulnerabilities, and macro-prudential policy facilitates
financial system stapility and improves the transmission of monetary policy impulses
and;

The current interest in macro prudential regulation actually stemmed fram the recognition that a regutalory gop no
particular authorly hod respansibiiity tor monitoring and managing systemic risks-cantribLted sigrificantly 1o tne recant
wava of finoncal crises.
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3. The third relates to the choice af instruments-this presents potentially both
opportunity for synergy and conflict. Let us consider the use of capital butfer
as an  strume 1 of macro-prudential policy. During a credit boom, this
instrument may be depioyed as a countercyclical scfeguord against a
possible burst, It works in two ways: {1) raising additionat capitalis costly and

e transfer of such cost should moderate demand for credit thereby
moderating act  mulation of assets by 1ancialinstitutions and: {(2) should a
burst occur, financial institutions would be able to absorb losses. Now, if the
depli ment of this instrume  coincides with a period of fight monetary
policy, then it works for both. Likewise, _y seiting interest rates {discount
window operations}, monetary policy can alter liguidity conditions that may
work for the financial stability or against it dep:  ding on the direction and
the orientation of macro-prudential policy. An alternative scenario results in
aconflict cfinterest.

4. Sources of deviations overlap. For example, excessive build-up of assets
(credit} leads to the composite index of financial stability (s) deviating fromits
target {s*). Likewise, excessive credit creation ieads to overheating money
supply expands and more inflation results leading fo higher deviation
betweeninflation (1) andits targets {11*}].

3. timately. the effectiveness of menetary policy depends on the stapility of
the financial system, which in a bilat 1l sense. depends on monetary or
mocroeconomic stability. This summarises the case for close coordination of
bothmonetary«  dmacro prudential policy.

IV.2 Models of Interaction

Monetary policya I mocro-prudentiai policy are closely linked to other stabilization
policies in terms of their objectives, instruments, fransmission mechanism, ultimate
goals and sources of shocks. Regardless, this close connectedness as a double
edgt sword can be a basis for synergy or a recipe for conflict. Two models of
interaction are considered here viz: a ccoperative solution and a non-cooperative
game.

IV.2.1 The Cooperative Solution Model

This reformulates the problem of optimalinteraction between monetary and macro-
prudential palicy in terms of the minimisation of a common loss function where both
policies aim to generate an anti-cyclical shieid. Macro-prudential policy tends o
take a prevenlive course while monetory policy assumes greater corrective stance.
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Since macro-prudential policy has direct or indirect effects on these variables, it
influences the transmission mechanism of monetary policy. Under this nerspective,
the key question is the extent of complementarity between the two policies and
whether the likely inferactions between these policies creafe risks of conflicts in the
pursuit of price and financial stability.

Hc  ever, as both policies ultimately affect the availability and cost of funds, they can
also be viewed as substitutes. In particular, it can be shown 11 interest rates and
macro-prudential tools may both be adjusted to deal with the same
macroeconomic or finoncial shock-for instance, the aut rities can raise interest
rates or reserve requirements. Hc  much interest rates and macro-prudential
instruments would be used would depend in part on the extent to which
macrceconomic and financial stability considerations ccincide, and the :lative
effectivenass of these instruments.

A typical example of a confiicting impact would be a situation in which an asset
bubble hos been identified, while there are strong risks to price sfability on the
downside. In other words, sur—ly and demand are misaligned in both e credit
markets and real economy, in opposite directions. In that case, macro-prudential
oolicy should aim at restricting credit and liquidity growth, buf this could lead to an
undesired contfraction in aggregate cufput, and toincreased dc  side risks to price
stability. The macro-prudential policy would then contribute positively to meet the
financial stability objective, but would have an adverse impact on the price stability
objective, calling for a policy response, possibly a loosening of the monetary policy
stance. Such aloosening of menetary policy, however, may have an adverse impact
on the financial stability objective. Lowr  ntarestrates could indeed contribute to the
build-up of financial imbalances via the sc-called 'risk taking' channel. Simoly put,
very low inferest rates may create incentives, for banks, to take on more risk, through
the i erplay of vorious channels including asset substitution, pro-cyclical leverage
and risk shiffing. when bonks cperate under asymmetric information. Lower interest
rates may alsc contribute to excessive credit growth, with the resulting creation of
asset price bubbles.

Lowerinterestrate leads investors to percelve banks as comparatively less risky and in
particulor, imply lower credil standards including credit availobility tc custormers who
are perceived asrey  :senting a higher creditrisk. When the reguiafory environme s
not fransparent, adecrease in the level ofrealinierest rate increases banks' risk-taking
behaviour, partly because it may facilitate the underpricing of risks which is typical
when gsset pricesrise.
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In general, the e sctiveness of macro-prudenticl tools may vary depending on the
circumstances in w zh they cre implemented. When the consumer price index
(CPI} and asset prices move in the same direction, it is likely that the stance of bot
monetary and macro-prudentiol policy would be mutuolly reinforcing fo restore
both price ond asset market stability. On the other nond, when movements of
consumer ¢ ¢ asset prices diverge, e ftwo policies become conflicting. In
particular, the conflict between the two policies appears to be mere severe if rising
consumer prices are accompanied by stagnation in the assef market, as shov by
the experiences of scme countries during the recent global financial crisis.

From Figure 3, it can be shown that the three policies = not orthegenal but whe
properly caordinated can complement each other for the maintenance of
macroeconomic stabllity, The ihree policies have  eir ultimate objective as
macroeconamic stability. In thot sense, there is agreement on objective. Sound
monetary and micro-prudential policy con ensure moneiary stability but not t
ultimate objective. In the same way, sound macro-prudential and monetary policy
only ensures countercyclical resilience but not the ultimate objective. Only  :il-
coordinated setf of the three policy measures ensure the attainment of the ulliimate
objective of macroeconomic stapility.

Cyclical Stability Macro-prudential Policy

Monetary Policy

Macroeconomic Stak

Financial Siability

rpMonetary Stability
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acro-prudential policy must deplay a range of tools fo address systemic weakness
and individual failures. This is because asingie toolis unlikely to be sufficient to address
the varicus sources of systemic risk. The monetary autharities ar instifutions responsible
for macro-prudential regulaticn must be able to iailor specific macro prudenticl
instrumenisto the particular identified vulnerabilities.,

Also, macro-prudential policy framework should encompass a system cf early
warning indicators that signal increased vulneralkilities to financial stakility and a set
of asscciated pcolicy tools that can address the increa  d vulnerabilities at an early
stoge. Ifs pursuit would require the macro-prudential authority 1o odjust policy fools
dynamically, to counter the build-up of risks during upswings and attenuate credit
confraction and excessive risk-aversion in downturns,

Vi Concluding Remarks

Frem a macro-prudential view, the overriding goa! of financial regulation goes
beyond just pratecting insured depaositories/investors and maintaining price stability.
The task involves mitigating the fire-sales and crec  crunch effects thot con arise as o
consequence of excessive leverage in the financial systern. Containing these effects
with just micro-prudential supervision will be cifficult. In this paper, we highlighted the
need for maocra-prudential framework far financial regulation, the abjectives and
instruments required to impler  :ntsuch o framework, pointing aut the importonce of
policy coordination among the macroeconomic stabilizing policies. Analysis of
couniry experiences show that different jurisdiction adopt different institutiono!
structure for macroprudential reguiatien. The lessons for Nigeric inciude the need for
a counter-cyclical macro-prudential policy which is cdequately aligned with micro-
prudential and monetary policies so as to ensure optimal results.
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