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Scheme of the presentation

1. The changing nature and objectives of central banks
2. The dominant central bank model before the recent global crisis

3. Inflation targeting, the Neo-Wicksellian approach, central bank
reaction functions and the Taylor rule

4. The unsettled issue of financial stability

5. Planting the seeds of the Great Recession: macroeconomic,
regulatory, financial and intellectual failings




1. The changing nature and objectives of central banks

= Public vs. private nature

Changing objectives
v Price stability
v'Financial stability
v'Government funding

Central banks- — v Growth/employment

Complex institutions
Tools: Traditional vs. non-conventional

nd

Policy dilemmas- primary objective?

Chart 1. Long term price level indices
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Source: Mitchell, International Historical Statistics, Europe, 1750-1988, New York, Palgrave Macmillan, 1992; Jim O ‘Donoghue , Louise Goulding: Consumer Price Inflation since
1750, Office for National Statistics, 2004; FRED; ISTAT.




Importance of the objectives

Price (in)stability-

Inflation control

Unemployment and growth-
Critiques brought to the FED for failure to act during the Great Depression

Financial stability-
Recently grew in importance

Government funding-
In acute difficulties
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Chart 2. Central Bank assets relative to GDP
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Source: Ferguson, Schaab and Schularick, Central Bank Balance Sheets: Expansion and Reduction since 1900, ECB Forum, May2014




Central bank balance sheet relative to GDP
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Chart 3: Long term interest rates, Annual averages, 1861-2014

== Germany ~— e===]taly e=——UK = e—US

20 Gold Standard Autarky Bretton Woods angits
aftermath
o
X 154
@
2
-
=
S
—_
s 10 4
=
=
=
<«
5 4
€0 00 €N 00 €N 00 N 0 €N 00 €N GO0 N 00 €N 00 €N 00 ) 00 €N 00 €N 00 N 00 N 00 €N 0 €N X €N
MOV ADDOS = —=ANNOT TV OO-T-ONND D —
WV XVX0XVXVXOROVXVXVLDNDNDNDNDNT NN O OO
e e e =~ o~ NN
Source: Bundesbank, Richard Sylla, Sidney Romer A History of Interest Rates, Fourth Edition, John Wiley & sons, Inc, 2005




Chart 4: Proportion of countries with systemic banking crises
(weighted by their share of world income)
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Source: Reinhart, Carmen M. and Kenneth S. Rogoff This Time is Different: Eight Centuries of Financial Folly (Princeton: Princeton University Press, 2009) g
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Chart 5: Banking, currency, default and inflation crises
(Advanced Economies aggregate, 1900-2008)
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2. The dominant central bank model before the recent global crises

Prevalence of price stability as main objective
1. Better inflation control with an independent central bank

2. Shift of the Philipps curve- no cost in terms of reduced
activity and higher unemployment ( Chart 6)

3. Low and stable inflation favours growth (Chart 7)

4. Independence in pursuing a limited objective

1

= Hh11

Chart 6: Shifts of the Phillips curve ( United Kingdom)
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Chart 7: The cost of inflation for long-term growth.
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3. Inflation targeting, the Neo-Wicksellian approach, central bank reaction
functions and the Taylor rule

Institutional set-up

Objectives

An Elegant Central Bank Model
Strategy
¥

Inflation targeting

Economic conditions CPI

Inflation expectations Inflation targeting
ECB <> Exchange rate
indicators Credit and monetary developments Intermediate targets

Professional forecasters Interest rates

1




Quantitative approach to monetary policy

“...the links between Reserve action and the money supply are sufficiently close, the
effects occur sufficiently rapidly, and the connections are sufficiently well understood, so
that reasonably close control over the money supply is feasible, given the will.”

“No substantial movements in the price level within fairly short periods have
occurred without movements in the same direction in the stock of money, and it
seems highly dubious that they could. Over long periods, changes in the stock of
money can in principle offset or reinforce other factors sufficiently to dominate trends
in the price level.”

“While the stock of money is systematically related to the price level on the average, there
is much variation in the relation over short periods of time and especially for the mild
movements in both money and prices that ize most of our experie and that
we would like to have characterize all.”

Friedman, 1960 15

Chart 8: Money multiplier in Germany (1980-1999) and the
euro-area (1999-2014)
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Chart 9: The Wicksell-Richter Arbitrage Diagram
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1+i,,=P1(1+i)/P2;

(1+ m) =P2/P1
(1+i,)=(1+i)/(1+m) Fisher equation

The original Taylor rule had the following form:

r=p+0.5y+0.5 (m-2)+2 (1)
and can be rewritten, maybe more intuitively, as:
r=4+0.5y+1.5(n-2) (2.)

‘Where:

r is the federal funds rate

7 is the rate of inflation over the previous four quarters

y is the percent deviation of real GDP from a target

and 2 is the desired inflation rate while 4 is the equilibrium interest rate when both the
inflation gap and the activity gap are zero




Chart 10: The ECB corridor of interest rates
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Source: ECB

Interest rates within a corridor system
rt =E.(r") = BR' + RR°

Where
r® is the market interest rate on day t
rT is the interest rate at the end of the maintenance period
E*® is the expectation operator based on information available on day t
R' is the rate applying when banks are long on liquidity and depositing it with the ECB
P, is the probability of banks being long on liquidity at the end of the maintenance period
R* is the rate when banks are short of liquidity and borrowing from the ECB
F. is the probability of banks being short on liquidity at the end of the maintenance period.

20




Chart 11: Liquidity and overnight interest rate before the Great

Recession
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Chart 12: Excess liquidity (Jan 1999-March 2015)
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Chart 13: Monetary Policy Implementation in the Unites States
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4. The unsettled issue of financial stability

Independence

Price stability
Pre-crisis Central Banking Inflation targeting

Taylor rule

Interest rate control

Financial stability

“contribute to the smooth conduct”, “may

offer advice”, “may perform specific tasks”
Vs

“The primary objective of the European
System of Central Banks shall be to
maintain price stability.” 24




Chart 13: The dilemma between financial and price stability
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5. Planting the seeds of the Great Recession

Chart 14: US GDP growth and inflation

13 - 5
eesenflation  ====GDP growth rate o
5o
Il % e
J57 . =0 =%
9 o
B e AR
Y L] * . .
iSis -‘ S0 5
. . . . "
3 K o .
= 5 1= ﬂ o
hy . G
t]:: -
.
3 t N =4 i .
) o B ®
1 s e X B0 . co
o - o
C
1 L
=)
-5
0 = < ) MO D O Ay v 0 & 1 < 05 SO I o= " N (=N [ [ e i ¥
= AN Y ey s oy MO R RE |ND | C O ey T W 0O 0OV AN D D D = g, = R e
A N N D QO OV O O g OOy Q= nON T Qe O VRS O SO RO TR
S R = NEC E D Bl = e e i A Tl N R A S e R o
Note: Consumer Price Index for All Urban Consumers And Real GDP;
Source: FRED 26
v—h26




5. Planting the seeds of the Great Recession

Macroeconomic failings
Regulatory failings
Financial failings

Intellectual failings

2]
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