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governance levels, macro-prudential policies should not be overstrained, and it
should rather be complemented by fiscal and structural policies.

 The governance structure in the euro area might strike the right balance
between macro- / micro- prudential at both European and national level. What
is crucial is that the ECB will be able to retain both micro-prudential
responsibilities (i.e. balance sheet assessment, through the Single Supervisory
Mechanism), and, in coordination with the European Systemic Risk Board, direct
macro-prudential competences to “guide” the policy stance of individual national
authorities (through the Capital Requirements Regulation and Directive). The
ECB/ Single Supervisory Mechanism should therefore be able to internalise any
tensions between macro- vs. micro-prudential policies and establish a well-
defined hierarchy between them.

 Some of the new ECB competences are likely to result into a conflict of interest /
institutional bias especially when the ECB acts in its liquidity provision role (i.e.
lender of last resorts for banks). Hence communication between different parties
and a clear mandate, prioritising objectives, should be ensured in order to
reduce the intersection of responsibilities, and align preferences at the same
time.

 Here, coordination with national macro-prudential authorities will be essential.
National macro-prudential authorities should internalise any tensions between
monetary and macro-prudential policies.
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3. THE INTERFACE BETWEEN MONETARY AND MACRO-
PRUDENTIAL POLICY

3.1. How do they interact?
There is a general consensus that price stability and financial stability are complementary
over the long run. However, over the short-/ medium-term, the two objectives can clash.
As an example, during quantitative easing (QE) programs, macro-prudential instruments
designed to contain financial market leverage can run counter to monetary policy
measures. While expansive monetary measures, such as quantitative or credit easing, aim
to increase borrowing and spending in the economy, macro-prudential policy aimed at
limiting the loan-to-value ratio of banks can instead decrease the amount of loans supplied
by banks. These two objectives are clearly conflicting. Therefore aligning the two policies is
important. But, aligning them too much can also be dangerous as it might lead to financial
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macro-prudential policy tools.11 Under this perspective, monetary policy can contribute to
the build-up of financial imbalances. This is the case as the monetary policy stance impacts
on risk appetite of financial intermediaries, which, in turn, affects the health and stability of
the financial sector, hence, the outlook for price stability.

The ideal set-up would be that of having a countercyclical monetary policy, which is stricter
during upswings, even in the absence of inflationary pressures, and is aggressively eased in
the short term during marked contractions. Even if, in the short run, the monetary policy
stance was to cause the target variables (i.e. inflation) to differ from their desired values,
this would be justified by the possibility of avoiding future (larger) deviations, such as the
likelihood of a crisis. In saying so, however, one should also recognize the limitations that
monetary policy faces, in particular with respect to eliminating the debt overhang that is
typical of a financial downturn.

Therefore, the extended perspective stresses the risk of overloading monetary policy by
attaching targets under (financial) crises times that are not reasonable to achieve. Hence,
rather than using monetary policy as a crisis combat tool, the latter should be used
preventively in order to avoid an overloading later on. The preventive nature of monetary
policy is regarded as necessary in order to protect credibility regarding its price stability
objective. The monetary policy is regarded as effective in at least containing ex ante risks
to financial stability, even if this objective can be attained only in conjunction with a solid
macro-prudential policy.12

The Bank of International Settlements (BIS) largely endorses this perspective. The current
institutional set-up of the FED pursues this logic. In addition, there are signs that the ECB
is slowly moving in this direction.

Integrated perspective
The proponents of this perspective argue that even the extended perspective calls for an
excessively strict, and inappropriate, separation of the two policy areas, i.e. price and
financial stability. The underlying assumption is that it is very difficult to separate price
stability from financial stability, as well as it is hard to split the instruments and
transmission mechanism of monetary policy from that of macro-prudential policy. As a
result, it is highly ineffective for the monetary policy to solely focus on price stability. For
instance, securities purchase programs, one of the unconventional policy measures adopted
recently by the ECB, does not only have direct intended monetary policy effects, but also,
through recapitalization of ailing financial intermediaries, impact on financial stability, which
in turn feeds back directly into price stability.13 In a similar way, macro-prudential tools that
affect quantity of lending (a financial stability objective) impacts on money creation and,
thus, on price stability.

Hence, this view advocates using simultaneously monetary policy (standard and non-
standard) and macro-prudential instruments in order to ensure financial stability and price
stability at the same time. Therefore a strict separation of tools by target areas is,
according to them, counterproductive. Instead both policy areas should cooperate closely.
Moreover, financial market events should always be part of monetary policy considerations.

In cases where a crisis outbreaks – despite the joint efforts an integrated perspective would
call for – a “bottleneck approach” should be taken. The sectors that suffer the most from a
debt overhang, and whose balance sheets were hit the hardest, should be primarily
supported. Without such policy efforts, the contraction in some sectors could easily result in
a broader liquidity spiral and fire sales of assets, which in turn could lead to self-reinforcing
deflationary spirals and sudden stops.14 This view is in line with the actions taken by the

11 See Borio (2014), Feroli et al. (2014), Goodhart (2014), Stein (2014), and Woodford (2012), amongst others,
for a discussion on the limitations of macro-prudential tools, and the difficulty of conceptualizing financial stability.
12 Bundesbank (2015).
13 See Stein (2013) for a discussion of this feed-back loop.
14 See Mendoza (2010) for the theoretical foundations of this mechanism, and Buiter and Sibert (2008) for a
discussion on the need for a ‘market-maker of last resort’ in such cases.
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4.

FROM THEORY TO PRACTICE: MONETARY AND MACRO

-

PRUDENTIAL POLICIES IN THE EMU

Talking about the EMU practice,the Commission has, since thecrisis,proposed nearly 30sets of rules

for better

regulation and supervision of the financial sector.

As discussed

previously, the ensuing Eurozone crisis added an extra dimension. It highlighted thepotentially vicious circle between banks and sovereigns, highlighting in turn the limits offinancial institutions without taking into account the financial system as a whole. This iswhy

theEU Heads of State and Government committed to the implementation of a

consistentframework that rests on a multi-

level institutional approach, with a Single

Supervisory Mechanism (SSM), as a part of a broader Banking Union for the euro area, a

nd

a European Systemic Risk Board (ESRB) for the EU as a whole.This was coupled by the introduction of rules on capital requirements (

Capital R

equirementsRegulation(CRR)andDirective(CRD IV)), which entered into force on 16 July 2013 (andapplied from 1 January 2014), transposing the Basel III agreement into EU legislation.In the next two sections, we discuss the governance of thesepolicies

in details and the

possible interactions with the ECB•s monetary policy.While there is obviously aninternational governance dimension to consider, the latter is not discussed for sake ofbrevity (for a

n overview

see Figure2).4.1

The governance of monetary and macro

-prudential policies:coordination at the European levelThe ECB took over macro

-prudential supervision by becoming a key participant in the

European Systemic Risk Board(ESRB), created at the end of 2010 as a part of a newtwo-

pillar system of financial supervision, the European System of Financial Supervision

(ESFS). The ESRB represents the macro-prudential pillar at the European level, going hand-in-

hand with three European Supervisory Aut

horities (ESAs) to cover micro

-

prudential

supervision; representing the second pillar.16The ESRB, according to its mandate,•shall be responsible for the macro-prudentialoversight of the financial system within the Union in order to contribute to the preventionor mitigation of systemic risks to financial stability [...] that arise from developments withinthe financial system and taking into account macro

-

economic developments, so as to avoidperiods of widespread financial distress‚(ESRB legislation).The ESRB was not given any legally binding authority, albeit it has the power to issuewarnings and recommendations, including both admonitions calling for the attention of theaddressees to identified systemic risks, or recommendations advising on policyactions tobe taken to mitigate the identified risks. Addressees of the ESRB•s warnings andrecommendations can be the European Union, individual EU Member States and the threeESAs, as well as national supervisory authorities in the EU or the European Commission(the latter, mainly as concerns the relevant EU legislation).Given the ESRB•s General Board composition, the process leading to the adoption ofwarnings and recommendations and their communication involves collective considerationby a set of important bodies and institutions, including the President and Vice-President ofthe ECB, which makes it difficult for the addressees to simply ignore them.1

7

Moreover, theaddressees are subject to an ‚act or explainƒ mechanism, implying that addressees have to16The three ESAs were not created

e
x
 n
o
v
o

but resulted from upgrading the 3 Level Lamfalussy (3L3) Committeeof European Financial Supervisors and transforming them into authorities with legal personality and enhancedcompetencies. This new financial supervision system was established following a European Commission proposal,at the back of the results contained in the De Larosi†re report, supporting a new European supervisory structure.17The ESRB board brings together the central bank governors-level representatives of the financialsupervisory authorities from all 28 EU Member States, as well as the President and Vice
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member of the European Commission and the chairs of three ESAs.
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not

fully operational and the sovereigns-banks doom-

loop still in place (Macchiarelli,

2013).A separation principleshouldthen beausefulguideinestablishinga well-definedorderbetween macro and micro prudential policy objectives(Panetta, 2014), hencefacilitating coordination with monetary policy.4.2.1Macroeconomic riskand theMIP‚Macroeconomic riskƒ, as a part of systemic risk,involvesmonitoring macro aggregates.Ofall the measuresof the European governance frameworkrecently implemented,theMacroeconomic Imbalances Procedure

(MIP)

is the one that comes closest toaddressing the underlyingpolitical economyconcerns posed by correctionpatterns

within

the

currency union

.22T

he ECB play

s actuallya role in surveillance missions within theMIP(Article 121(6) of theTFEU), in the context of the legislative package agreed between the EU Council and theParliament (the ‚Six Packƒ, entered into force in December 2011)

, hence making

macroeconomic risks liable of possible interactions with mon

etary policy

.The Pack limits the discretion of national authorities, backed up by sanctions (as containedin the Excessive Deficit Procedure). Article 9 of Regulation No. 1176/2011 on the‚prevention and correction of macroeconomic imbalancesƒ in particular says that•[t]heCommission may carry out enhanced surveillance missions to the Member State concerned,in order to monitor the implementation of the corrective action plan, in liaison with the ECBwhen those missions concern Member States whose curren cy is the euro [ƒ]‚.Article 13(3)further clarifies the role of the ECB in these surveillance missions saying that

•[ƒ] the

Commission may, if appropriate, invite representatives of the European Central Bank toparticipate in surveillance missions‚directly.23The results of such in-depth reviews (alsowith the participation with the ECB) shall be made public, albeit the ECB will not publish itsown independent assessment. As for other macroeconomic surveillance roles, the ECB ishence given under the MIP a‚low profileƒ function (Darvas and Merler, 2013).This implies that, even ifsuchtension may exist in the interaction with theECB•s

monetary

policy stance,they should be presumably of little relevance

for the moment.

4.

3

The governance of monetary an

d macro-

prudential policies:

coordination between European and national levelsMacro-

prudential policy is normally is thought to operate mainly though the banking sector.

This is key in the euro area, given that the latterrelies greatly on bank finance.Another distinctive feature of the euro area is the heterogeneity among member states„particularly, between core and periphery„

and the fragmentation of European financial

markets„at the micro level. Many European banks work generally at the retail level, andthe degree of cross-border penetration has always been fairly squat in Europe(Panetta,2014). This has placed severe strains on the monetary policy transmission mechanism.With business cyclesnotbeing generallysynchron izedand the recent evide nce ofmonetary policy impulses not transmitting symmetrically, the safekeeping of relevantmacro-prudential policy tools must involve a national dimension.In this environment, country-

specific macro-

prudential policies can be used not only with a

financ

ial stability objective in mind, but also to prevent financial and real imbalances

stemming from the one-

size

-doesn•t-

fit

-

all

problem (Panetta, 2014). In this respect, theinteraction between monetary policy and macro-prudential tools is a key constituentin theeuro area design.22Herzberg and Watson (2014) identify this dimension as well

, eve

n if in a dynamic setting.23Regulation (EU) No 1176/2011 of the European Parliament and of the Council of 16 November 2011.
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5. WHEN IS INCLUDING MACRO-PRUDENTIAL POLICY
BENEFICIAL? EVIDENCE FROM THE LITERATURE
The specific literature on this issue is at its infancy. A common thread among recent studies
on interactions seems to be that macro-prudential and monetary policies are, in many
instances, complementary and support each other. However, there is also a potential for
trade-offs, or even conflicts of interest between them. While the exact type of trade-offs
will depend on the specific model assumptions, there are some general lessons to be
learned based on the (selected) literature review below.24

Angelini et al. (2014) find that in ‘normal times’, when the economic cycle is driven by
supply shocks, macro-prudential policy yields negligible benefits relative to a ‘monetary
policy-only’ scenario, even if the two authorities cooperate.  Furthermore, if both policies
are finally implemented, the economy is better off when the two cooperate, as that will
prevent any conflict of interest in aims. Yet, the benefits of macro-prudential policy become
more sizeable when economic fluctuations are driven by financial or property market
shocks that in turn affect the supply of loans. Once again the benefits increase when the
two authorities cooperate closely.

In the same vein, Quint and Rabanal (2013) show that introducing macro-prudential
policies is largely welfare improving, but that there are also winners and losers from
including these instruments. Under property price or risk shocks, these measures reduce
the volatility of real variables by offsetting the propagation effects triggered by these
shocks. However, when technology (or supply) shocks hit the economy, macro-prudential
policies have the opposite effect and magnify the countercyclical behavior of the lending-
deposit spread. This imposes larger fluctuations in consumption, housing investment, and
hours worked for borrowers. Hence, in such circumstances, introducing macro-prudential
policy would increase the welfare of savers, but reduce that of borrowers.

Similar considerations apply for an aggregate demand shock. A monetary policy response
alone is optimal if it durably stabilizes output AND inflation. When stabilizing inflation
comes at the cost of lower output, and when lending imposes a systemic risk externality,
there is some scope for using macro-prudential policy alongside monetary policy so as to
limit systemic risk stemming from the expansion in leverage.

Gelain and Ilbas (2014), on the other hand, show that the successfulness of a monetary-
macro-prudential policy mix depends on how responsive macro-prudential policy is to
changes in the business cycle (or output). There are considerable gains from coordination if
the macro-prudential regulator has a similar response to the business cycle as the
monetary policy, i.e. it has been assigned a sufficiently high weight on output gap
stabilization. If, on the other hand, the main focus of the macro-prudential mandate is on
credit growth, then this can reach better outcomes in the absence of coordination, even if
the central bank does worse. This trade-off in coordination gains is equally present in a
situation characterized by high real and financial volatility, such as experienced during the
recent financial turmoil, and their results are robust to numerous definitions of financial
stability.

Taking a different stance, Claessens et al (2013) argues that while interactions can
enhance or reduce the effectiveness of each policy in achieving its objectives, there is no
great need for coordination in most cases. However, there are exceptions, in particular
when monetary and macro-prudential policies are constrained. An example of such
constraint is a monetary union where individual countries do not have authority over
monetary policy. In such cases, the burden on the other policy (in this case macro-
prudential) increases and additional distortions can give rise to coordination issues. In such
a (second best) scenario

-
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6. CONCLUSIONS
The European Union has pursued a number of initiatives to create a safer and sounder
financial sector for the single market. In parallel, bold unconventional monetary policies
have been implemented in order to combat low inflation, foster risk taking and, ultimately,
reinvigorate growth.

But monetary and macro-prudential policies interact with each other and thus may enhance
or diminish the effectiveness of the other. Monetary policy affects financial stability by
shaping, for instance, leverage and borrowing. Equally, macro-prudential policies constrain
borrowing, which in turn have side-effects on output and prices, and therefore on monetary
policy. When both monetary and macro-prudential functions are housed within the central
bank, coordination is improved, but safeguards are needed to counter the risks from dual
objectives.

Against this background, this paper outlined the theoretical and empirical underpinnings of
macro-prudential policy, and discussed the way it interacts with monetary policy. We
identified advantages as well as risks from cooperating in the two policy areas, and
provided suggestions in terms of institutional design on how to contain those risks.  Against
this backdrop, we evaluate the recent European practice.

We conclude that the governance structure in the euro area might strike the right balance
between macro- / micro- prudential at both European and national level. What is crucial is






