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‘The other problem is that when we in central bagésinto trying to
respond to potential bubbles, we start to loselmasgic mission. That can
be extremely high cost, both in terms of what weamtb what the public
thinks we are doirigMishkin, 2007¢:428).

Abstract

After the high-tech bubble in 2001-2002, there @sn a growing debate on how to integrate
financial instability in monetary policy. The cemtbankers conventional wisdom of ‘benign
neglect’ defended aex postintegration, central banks intervening only durthg burst. On
the contrary, some academics preferred the ‘leaagainst the wind’ strategy promoting a
policy intervention against financial fragility dog both the financial boom and bust. This
debate is re-examined in light of the current fiahcrisis that begun in August 2007. Has
the crisis challenged the conventional wisdom? @tmn@jor central banks practices during the
financial turmoil are studied (Bank of England, &pean Central Bank, Fed) in the
controversy perspective. Evolutions of these cétimaks positioning in this dispute during
the crisis is inspected via their real interest gatfiles, their speeches andiadex based on
central bankers’ speeches on this controversy. €l la@slyses show that next to the crisis
central bankers are more sceptical about the Bedgglect consensus, moving towards the
‘leaning against the wind’.
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Introduction

With the current financial crisis that begun in Asg2007, central banks have re-discovered
their traditional historical role in financial sifity ! they had forgotten since the 1990s, hidden
by the priority put on price stability. The drantatievelopments and deregulation of financial
markets since the 1980s end up in putting the G@drstability question on top of central
bankers agenda.

Since the New Economy boom-bust in 2001-2002, akb@nkers’ common wisdom is the
‘Benign Neglect’ (BN) strategy:the monetary authorities should deal with the fitiah
instability that may result from a crash in assates if and when the latter occurs, but they
should not adjust monetary policy pre-emptivelythe boom phasgBordo and Jeanne,
2002:4). In reference to the Mundell incompatiilitriangle, recommending floating
exchange rate, it means that central bankers dbawet to take directly into account financial
instability such as asset boom-bust or credit bobney should ‘laissez-faire’ the bubble, i.e.
‘surges in prices of assets to unsustainable leg@keenspan, 2002) The BN strategy calls
for addressingndirectly financial instability, via the primary goal of Iafion. Financial
imbalances matter only if they impact on futurelanbn or output (forecasts). This BN
strategy has been developed in the academic fieBelbnanke and Gertler (1999 ; 2001) and
comforted by practitioners (Greenspan, 2002).

This common wisdom is criticised by the promotefrshe ‘leaning against the windLW)
strategy defended by Cecchetti et al. (2000;2088) also by the Bank of International
Settlement$ They claim that the high-tech bubble and boont-bheuld have been regulated
via a more activist interest rate policy taking @aat directly asset prices. A pre-emptive
action to prick the bubbfeould have reduced the bust, improving social avelf

The financial crisis has challenged the standardsBhitegy, calling for a re-examination of
the BNversusLW dispute. Despite it concerned the New Econonggtagrices in 2001-2002,
this controversy suits to the current crisis witle problem of toxic financial assets or real
assets such as house prices. In the aftermatheotuhrent financial crisis, does the BN
consensus among central bankers still hold?

These questions are tackled with a focus not otitdrature, but on central bankers’ points of
view. The practice, strategy and speeches of tteatral banks during the financial crisis are
studied: the Bank of England (BoE), the Europeant@eBank (ECB) and the Fed. They are
chosen because they are three major central bartke icrisis due to the importance of their
role in global financial stability and the worldogmmy in general; but also because they
represent typical positions in the BiersusLW debate. The BoOE is the typical inflation
targeting regime point of view on this oppositidiinis regime is dominant in both academic
and central bankers. The ECB is chosen becausepbges a regime different from inflation
targeting. Finally, the Fed is the central bank rghtbe BN was elaborated in practice, under
the Greenspan era (1987-2006).

! Defined as & condition in which the financial system — comipgsfinancial intermediaries, markets and
market infrastructures — is capable of withstandsigpcks and the unravelling of financial imbalanaeghe
financial intermediation process which are sevem@wgh to significantly impair the allocation of $ags to
profitable investment opportunitig®®apademos, 2009b)

2 Also defined asthe part of asset price movements that is unexplaénbased on fundamentaErichet,

2005)

% Borio and Lowe (2002), Crockett (2003), Borio afitiite (2004), White (2006).

* ‘Pricking’ means intervening with a large intereste increase to reduce the bubble, using theetigg as a
signal for market participants.



Section 1 introduces the debate B&rsusLW controversy and its implications for monetary
policy (interest rate setting). Section 2 inspexdsh central bank interest rate policy during
the crisis to determinate its positioning in thebate. It also examines central bankers’
strategy towards financial stability before andindgrthe crisis. In section 3 the central banks
are compared, first in terms of interest rate golNext the evolution of their preferences in
the debate during the crisis is analysed via thesttoction of a preference index based on
their members’ speeches. Finally their theoreficahdations are compared.

1. The debate: presentation and policy implications

The pros and cons the BN and LW strategies areepted using arguments from the three
central banks officials’ speeches and publicatidaxt, implications for interest rate policy
(rule) and real interest rate trajectory are drawn.

1.1. The pros and cons LW

The main argument against the LW strategy is tlemtification problem, while its main
advantage is its symmetric nature.

1.1.1. Cons LW

The identification problem The identification problem means that LW is ingtieal:
the central bank cannot really determinate if arfirial imbalance, like a bubble, is under way
(Papademos, 2004). As stressed by King (2002:MNg), Honest person actually knows the
equilibrium level of asset pricedn the standard Neo-Classical theory based erefficient
market hypothesis, there is imbalance when assetsu of the fundamental vafueBut in
practice it is difficult to differentiate betweenowements in asset prices justified by their
fundamental value and those which are not becdieséuhdamental value is not observable
(Gieve, 2009:12). This uncertainty suggests thatdéntral bank can increase the nominal
interest rata while it is unnecessary, generating a sub-optignavth and disrupting asset
prices allocation role in the economy, reinforcigigpwth sub-optimality (Mishkin, 2008).
Besides, the effect afon the financial imbalance is uncertain: couldtt@lly inefficient,
could sustain the imbalance. More generally, ifficial disturbance come from inefficient
markets, i increases are inefficient. Consequently, idergtifan is a costly and time-
consuming process, with the risk of being achieafer a long time, leading to a ‘too late’
action (Gieve, 2009:12).

The non-rationality constraint By definition a bubble is a situation out of the
fundamental value, resulting from markets non stashdationality, like famous Keynes’
animal spirits. Therefore there is no reason forkets to react to the central bank rationale
action against the bubble because they are ir@tacting with ‘irrational exuberance’. Thus
the LW strategy fighting against the bubble is saggul to be inefficient. Furthermore,
because financial markets are not necessary irefticin particular during a bubble, but
rather follow the Keynes’ animal spirit psycholodyis difficult to predict their reaction to an
active monetary policy. The LW can do more harrmtgaod, adding extra market volatility
instead of reducing it (Papademos, 2004). Moredsetause of their herding behaviour, it is
difficult to influence market participants, makinige LW poorly efficient. Finally, due to
financial markets complexity and their potentiafficiency, their reaction to largencreases
is unpredictable and can be inexistent (ECB, 2005:5

An inappropriate instrument The nominal interest rates traditionally used to regulate
price stability, not financial stability (Bean, Z24). This is a blunt instrument that could

® Defined as thepart of the asset price that reflects expectatiabsut future inflation(Stark, 2009a).



generate collateral unnecessary damage to theecemlomy while attempting to preserve
financial stability (Gieve, 2008:9). It can affeitte financial sector and assets in general,
while in fact only a fraction of the financial secor assets are imbalanced. Hence, it is not an
appropriate instrument to deal with financial bobust, requiring a better targeted
instrument. Moreover, because of the interest ta@esmission lags, there is potentially a
timing problem: the LW can affect too late the emmy, being out of phase with the current
situation: when increases affect the economy to fight the boora,égbonomy can already
have turned to a burst (Bean, 2005b:10). This iesplhat the LW is pro-cyclical for timing
reasons. On top of that, because of market paatitg) imperfect rationality, very large rate
increases are required to reverse ‘animal spifiis€ magnitude of rate increases can damage
the real economy while having little effect on ficéal market§ and we can doubtHat
people would be prepared to accept the clear stesrts costs of such a strategy in return for
the uncertain long-term benefitéBean (2008:7). Consequently, the costs of the bW
potentially high while its benefits are uncertamddow. Finally, financial instability, like
bubbles, can be only the symptom of an underlyimgenstructural imbalances, suggesting
that instability should be addressed through othere appropriate policy than interest rate
policies like prudential regulation or supervisi@CB, 2005:58).

1.1.2. Pro LW

First, being symmetric, the LW strategy reduces itih@ral hazard generated by the BN
(Trichet, 2009a). Moreover, by stabilising the fical cycle, it is supposed to improve
macroeconomic stability. Meanwhile, the idea trested imbalances are not identifiable is not
specific to financial instability: it is also diffult to estimate potential output (output gap), the
NAIRU or the natural or neutral real interest ratet, central banks produce forecasts from
these variables and publish their misalignmenesto it does not seem totally impossible for
asset prices. Finally, the BN claims to be abléotecast the financial instability impact on
inflation and output. So there it seems possiblestess financial instability too, meaning that
the identification problem can be overcome.

1.2. The Benign Neglect (BN): pros and cons

The BN is the common wisdom among central bankedswaany leading scholars. The pros
and cons are inspected.

1.2.1. Pros BN

The BN rests upon ‘mopping up’ after the bubbleshuusing monetary policy to offset the
bust negative impact on the economy, so actingost notex ante It is not supposed to
create a bubble, since monetary policy easinglievied by a form of bubble in only one
third of case, and because asset prices boom ggemavhen monetary conditions are not
easy. This strategy is based on the efficient markatdtlyesis and the dichotomy between
the real and financial economies. Hence, ther#tlis br no chance that the bubble feeds into
the real economy, meaning that the boom and the dresinoffensive. It is also based on
historical studies claiming that bubbles do notiuefhce the real economy since market
crashes generally do not degenerate into finamséhbility (Mishkin, 2008).

1.2.1. Cons BN

Identification possible?The BN is based upon the identification imposgipithat is
contested: identification is not necessary a prableirst, as an institution the central bank is

® See Bean (2005b:11), ECB (2005:57).
" Posen (2003).



supposed to have more information than marketsupposed to be independent from the
markets and should have information on them. Thetfeat the fundamental value cannot be
judged precisely, so that the proper action igdift to assess, does not mean that no action is
possible. It only implies that the precise actiorimiplement is difficult to calibrate, but the
action direction seems to be identifiable (Issi@903b:8). During the financial crisis, the
exact magnitude of policy action was clearly diificto determinate, but the direction was
clear: stop the housing bubble (boom) and stogtéeit crunch (burst). It was not impossible
to identify the housing bubble (Trichet, 2009a).

An asymmetric policyThe BN asymmetric nature is an incentive to mbwaard by
announcing that the central bank will help bankd &nancial actors, what ever the price.
Asymmetric policy also means inactive interest gaacy during the boom period, implying
potentially too low interest rates, encouragingessive risk taking so preparing the burst.

Limits to the ‘'mop up: The mop up strategy is also perilous since foisnecessary fast
working enough. The current financial crisis suggdhat it could be overwhelmed by the
speed and magnitude of the financial crash, inqudar because of the zero lower bound on
nominal interest rate constraining the extent ef tmop up. The burst is actually non linear
and can be brutal and deep, threatening the whodmoeny and making the mop up
inefficient. The mop up can lay the ground for tiext bubble by setting interest rate too low
(Gieve, 2009:13). Besides, this address of the leutalrst can relocate the bubble elsewhere,
in another part of the financial system or the m@nomy, meaning that one imbalance is
leading to another (Tucker, 2008&:7)

Animal spirits work in both directionsThe inefficient interest rate policy stressedy
BN during the boom works in both directions: if etr participants do not react to rate
increases during the boom because of optimisme thier reasons to think they won't react to
rate reductions during the mop up because of pessinMarket participants’ panic requires
large rate cuts for the mop up, meaning that thdd®er bound is quickly achieved. Finally,
the BN rests upon the fundamental value theory ki@t been challenged by the current
financial crisis.

The implications in terms of interest rate settofighe two sides of the debate are now
investigated.

1.2. Implications in terms of interest rate policy

Recommendations of the BN and LW for interest sattting are analysed, first in terms of
policy rule, next in terms of real interest ratefpe.

1.2.1. A rule-based approach of the controversy.

We first present the formal presentation of theatielin terms of monetary policy rules and
then explain why this approach is not followedhistarticle because of its pitfalls.

Presentation The debate is generally formalised in terms ofhetary policy rule with
the interest rate as the monetary policy instruméng starting point of this formalisation is
the classical forward looking Taylor (1993) ruletioé form:

r= r*+yn(n;+h _I_T)+yy(yt+h _yt*+h) (1)

r is the real interest rate that can be calculaiadhe simple Fisher formula:= i - 7% with i
being the nominal interest rate amfl inflation expectationsr* is ‘neutral’ rate or the
Wicksell’'s natural real rate of intereatrepresents inflation and is the inflation target. The
variabley represents output anyd the potential output. This rule is forward-lookibhgcause
forecasts of variables are considered at the optanget horizorh so forecasts ati

8 See also Tucker (2006:18).



According to the LW approach, asset pricgd¢r stock exchange indices such as Standard &
Poor’'s 500) is an indicator that should enter pemn#ly and explicitly in the rule that
becomes:

F=r*+y, (T, =70+ Yy (Yon = Yeen) + Ve (S = Stn) (2)

The term S* correspond to the asset fundamental value or semulibrium value
approximated for example by historical average. f@sponse to asset pric8ss direct and
explicit. For simplicity we can suppose that0 so that the central bank reduce case of
stock market collapse

On the contrary, the BN approach recommends torespnly implicitly and indirectly t&

via their impact on inflation and output forecasibe response coefficients jis=0 most of
the time during normal times. Yet the BN is in favof the ‘mopping up’ that can be
interpreted formally as responding strongly to apsiees collapse during the bust, so that the
response is asymmetric and the rule ‘non linear’:

Equation (1) if b=0
Equation (2) if b=1

b is a binary variable that can take on values of 0 only, withb=0 meaning the absence of
asset prices bust and b=1 when the bust is obsefVedBN consists in having=0 when
b=0 andys>0 whenb=1.
Consequently the debate could be closed by estijati Nevertheless, we don’t adopt this
rule-based approach of the BN vs. LW because ademsation suffers from several pitfalls.
Drawbacks. The policy rule estimation suffers from numerouswbacks. First no
central bank pretends to follow such a rule: in rinle versusdiscretion dichotomy, central
bankers claim to be on the discretion side. The isitlescriptivex postnot prescriptive. But
even as a descriptive tool the rule is not satigfjoecause it is the MPC rule, so that is does
not open the black box of individual MPC memberssigions. It describes the central bank as
a homogenous representative central banker whgenidt the case in practice.
Moreover, even if the hypothesis of a represergatentral banker is accepted, the data
choice remains a problem. What are theand the inflation and output gap forecasts chosen
for the policy rule (eq.1l) estimation? What is thariable chosen to represent financial
instability? The three central banks examined smdgpublishr* and there is no consensus on
its estimation in the literature. The real timeefcasts used by the MPC to take the decision
also are not published. On top of that, the choicthe right optimal target horizdmfor the
forecasts is also a problem since it is supposedaty with the degree of integration of
financial stability in monetary policy. For the iavle representing financial stability it can be
financial asset prices (stock exchange index, spreareal asset (house prices), a monetary
index (credit growth) or a composite index with gireblem of choosing the weight given to
each component.
Finally, since central bankers are under discretibey use their judgment to take their
decisions. Judgement is difficult to incorporatethie rule and is not easily observable and
certainly not published in terms of number. Consady central bankers’ judgment on
financial stability cannot really be integratediue rule.
Hence the policy rule estimation is perhaps a topke tool to judge ofs, i.e. central banks
and central bankers’ preferences in the BN vs. L&atie. This is confirmed by empirical

° But can be negative if financial instability is aseired by the credit spread.



estimations conflicting results in the literatudepending on the article or the financial
stability variable,ys can be nil or non nil and often is statisticallgrsficant but with the
wrong sigr®. These limits lead to envisage another empiriti&rest rate measure for the BN
vs. LW debate.

1.2.2. An interest rate profile approach of the controversy.

In practice, the BN and LW lead to distinct poliaypractice, in terms of interest rate in
particular, that is distinct interest rate profietrajectory. In the spirit of Bordo and Jeanne
(2002:21), the typical real interest ratdrajectories under the BN and LW strategies are
represented (Figure ) The variabler is calculated using the simple Fisher formula
described above. The BN strategy moves the intea¢stonly during the asset prices crash
(mopping up), not during the boom phase. On théraoyn the LW strategy adjusts monetary
policy pre-emptively in the boom phase to prick théble and avoid the future crash or at
least reduce its magnitude.

Real interest rater )
o A
‘Leaning against the wind ~ -------

Pricking A ‘Benign negleCt ...................

-

Benign neglect* N

Mopping up —» N

v

0

Figure 1 - Real interest rate profile: Benign NegMéS. Leaning against the wind

How does the real interest rat@rofiles in the United Kingdom, the Euro area amel USA
compare with these typical trajectories? This comittion to the typical profiles gives a first
indication on the strategy followed by each cerbaaik during the current financial crisis.

2. The policy and strategy during the crisis in light of the BN
versus LW debate

The real interest rate profiles of each three atesitare compared with the typical real
interest the strategy (Figure 1) to determinatetwhas their choice in the BMersusLW
debate during the current crisis. For each cemi@ak the strategy is examined to give the
reasoning behind the profile. Finally, the foundas of each central strategy during the crisis
are inspected.

2.1. The Bank of England

To have a first indication of whether the Bank afgiand (BoE) has followed rather the BN
or the LW, the United Kingdom real interest ratstisdied, calculated using the simple Fisher

191n a parallel preliminary work, 17 articles estiing empirically a Taylor-type rule for the U.S.veabeen
reviewed over the period 1999-2009: 13 articlegyssgthay£0 significantly while 4 suggest the contrary. Yet
s IS sometimes the wrong sign. Hence this literatuke-based does not appear perfectly conclusive.

1 Figure differs from Bordo and Jeanne (2002), #risadaptation.



formula. Its trajectory during the crisis is comgamwith the BN and LW interest rate profile.
Then, investigation is pursued further by examinimg nominal interest rate profile of each
Monetary Policy Committee (MPC) member. It is ainadooking at possible divergence in
strategy inside the MPC among members, with foramse some of them preferring BN to
LW, or the contrary. Thirdly, the presentation dfetBoE strategy vis-a-vis financial
instability as explained by MPC members is studied.

2.1.1. Interest rate profile

The BoE real interest rate profile is a mix of Bhdd_W, but the BN seems dominant (Figure
2). It implements a small tightening during the tpdout it could be due to the positive
output gap. During the burst, there is a light ‘piog up’ but not a severe easing. The BoE
insists on its large interest rate cuts, highliggtihe ‘mopping up’ of the BN.

—e— Inflation gap —&— Qutput gap Real interest rate

Figure 2 - Inflation gap, output gap and real iegtrate, United Kingdom (2006-2009).

Notes : Horizontal axis: time ; vertical axis: %ims for the real interest rate. Inflation gap :1Cean of monthly data. Output gap:
Hodrick-Prescaott filter, 1600 on quarterly GDP; Rie¢erest rate = nominal interest rate - Inflatiexpectations 1 year ahead (NOP); mean
of monthly data. The Bank/NOP measure of expeatati® chosen since it is the most developed arifipi the BoE.

Qunulative votes of Bank of England MPC merrbers (2007/01-2009/03)
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Figure 3 - Bank of England MPC members’ interest teajectory 01/2007-03/2009



The BoE is a monetary policy committee (MPC) pubhg individual voting records. These
individual votes (nominal interest rate) confirmsmnall or inexistent tightening during the
boom, preferring the BN to the LW (Figure 3). Yetdérogeneity in preferences is revealed by
these individual votes. A majority of members hasrderest rate profile that looks like a BN
strategy. Besley's interest rate profile with vofi@srate increases at the end of 2008 resemble
a ‘hawk’ behaviour following the Bagehot's (1873)ctkine of lending at high interest rate
during a financial crisis (further developmentsdvgl. On the opposite side, Blanchflower’'s
interest rate profile is congruent with a strongsien of the BN with a large ‘mopping up’,
that is a ‘dove’ behaviour.

2.1.2. Explanations of the strategy by the Bank of England.

The BoE’s position on the BNersusLW debate before and during the financial crisis is
examined, evolution being highlighted.

Inflation targeting and financial stability: a proBN background The BoE strategy
towards financial instability and asset prices beblhas been elaborated during the 1995-
2002 high tech bubble (King, 2002; Bean, 2003aFhjs leads to the assimilation of financial
instability to asset prices misalignment. Embeduorecdhflation targeting, it claims that this
framework is enough, so that the BN is the bestedfyy: price stability is enough and
financial stability is not a gogber sé? There is no asset price targeting, meaning that
financial instability is not included in the logsiction or the reaction function.

On the contrary, the LW, generally assimilated $eed prices targeting by BoE officials, is
rejected for practical reasons. First, bubbles ot identified becaus&d honest person
actually knows the equilibrium level of asset psic&ing, 2002:16}%. Secondly, the
Tinbergen principle stipulates that the centralkoaust have as many instruments as goals. It
is violated in the LW strategy because the MPCtivasgoals (price and financial instability)
but has one instrument (interest rateJhis line of reasoning drives the BoE to a caitic
adoption of the BN: it rejects the ‘mopping up’ €ker, 2006:18). The other reason for its
rejection is that low interest rate can preparern&et boom-bust cycle in financial markets.
Hence, contrary to the Fed, the BoE propose ardifteversion of the BN which, excluding
the ‘mopping up’, looks even more inactive (Fig@je

Despite this inflation targeting pro BN, financiaktability is a challenge for monetary
policy creating a restricted trade-ofAchieving price stability is no guarantee that fcéal
instability can be avoidedBean, 2003a:18). Nevertheless, in accordanch thié BN, this
trade-off is of limited importance so is taken irocount notdirectly but indirectly via its
long term consequences on the economy (inflatioth @amtput). It is integrated through
inflation and output forecasts, i.e. forecast imdla targeting pretending to be forward-
looking (Bean, 2003a-b). If the financial imbalas@mpact on inflation or output, it is taken
into account in the interest rate setting. Thiggnation is conform to the academic strategy
proposed by Bernanke and Gertler (1999; 2001)tHeeBN. It suggests that the BoE defends
a strategy not far from the Greenspan’s Fed.

Nevertheless, the BoE admits that financial inditstis a complication that has to be taken
into account. Under the BN and the related forachased inflation targeting it means that
financial instability is addressed through the i inflation target horizorh flexibility,
instead of the interest rate instrument flexibility case of financial crisis with a severe burst,
the central bank can lengthknfrom 2 to 3 years for instance. Yet during theerd crisis, the
BoE has not clearly increasdyl while the Swedish Riksbank did, from 2 to 3 yedrs
practice this flexibility inh implies that the central bank accept a temporamadion from

12 King (2002), Bean (2003a:18, 2006:5)
13 See Also Tucker (2006:18)we just don’t know enough about the determinatibasset prices’
¥ Tucker (2006 :18).



the inflation target, i.e. a flexible interpretatiof inflation targeting (King, 2004). This
flexible inflation targeting is supposed to be aiént to deal with financial imbalances.

The strategy during the beginning of the financiakisis (2007-2008)During the first
phase of the financial crisis until the Lehman Best collapse in October 2008, MPC
members have continued in their speeches to defeyst previous BN strategy elements:
asset prices are not a goal nor a target, the lcdltesgfy is not recommendable, once again due
to the Tinbergen principté Inflation targeting was still enoutfh Moreover, taking the credit
crunch directly into account in the interest rai@nese would create some confusion on the
BoE's goals, challenging the rhetoric of priority price stability (instead of financial
stability) and the credibility of the commitmentttee inflation targét.

Forecasts and flexible inflation targeting with thdengthening were considered as more
appropriate than the LW too difficult to implementpractice. In a cost benefit/analysis, the
LW cost of pricking the bubble were judged to higbmpared to hypothetical long run
benefits (Bean, 2008:)

But the BoE couldn’t really practice the BN neithérdeed, the real interest rate quickly
reached 0% (figure 2) and the MPC was even pratgnitiiat the nominal interest rate was
also inefficient not only because it was reaching ©% lower bound but also interest rate
transmission channels were impaired by the findnmisis. Finally the interest rate was
judged a ‘too blunt instrument’ to deal with thedncial crisi&’. That is whyin fine ‘I do not
think that mopping up is a doctrine than can beecklupon (Tucker, 2008a:7). Such
evolution in strategy could mean that the foreaaf$ition targeting If) became inefficient in
dealing with financial instability. Instead the B@lt the emphasis on the necessity to move
to a ‘macro-prudential’ solution to the financiaists. A new instrument was required to
complement the interest rate and let monetary pdliee for the price stability goal: the
quantity of money, not its price (interest raté)stis the so calletjuantitative easing®. The
interest rate easing (mopping up) is rejected wodia of unconventional instruments. This
new instrument was supposed to be directly oriett@drds one of the major cause of the
crisis: the market failure (Bean, 2008:9). ReadiigC members’ speeches, the quantitative
easing was presented as a temporary extraordinatyument, with the underlying idea that
the financial crisis will not last, so a quick ratuto a ‘normal’ inflation targeting. But
implicitly it was the signal that the BN strategwgsvchallenged and that financial stability had
become a goal.

The strategy post Lehman Brothers collapde.the 2009 speeches, the doctrine ‘price
stability and inflation targeting are enough’ wacldred still alive by most MPC members,
but more in the rhetoric than in practié®e factothe BoE had adopted the financial stability
goal, meaning that the central bank was not reiggldinance temporary and indirectly, but
permanently and directly. Thus despite pretendieglidg with financial instability through
other instrument than the interest rate, the Bakdmthe contrary practised interest rate cuts
after Lehman Brothers collapse in October 2008Uile@). Such interest rate cuts looks like a
‘mopping up’ despite the BOE to be against.

It implies that inflation targeting is not enoughs confessed by a few MPC members:
‘inflation targeting as currently operated is nofffizient (Dale, 2009:55". But most MPC
members continue to pretend that the LW is impdsgit practice, due to the Tinbergen

15 Gieve (2008 :11).

6 Bean (2008 :7).

" Sentence (2008:15).

18 This line of reasoning with a costs/benefits asialys very similar to the Fed (Kohn, 2006).

9 Gieve (2008 :9).

% Defined as:to expand the money supply through large-scalet assehase’s(Benford et al., 2009). This
refers to the policy introduced by the Bank of JajpaMarch 2001; See Baba (2005).

% See also Gieve (2009:13-4).
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principle in particular: The idea that we can and should use short-ternmasteates to quell
asset booms or to curb lending practices is intdllally and practically suspéc(Besley,
2009:4). A majority of members continues to defémel macro-prudential solution instead of
the LW, arguing that it addresses more directly afiiciently the credit boom-crunch
problem (Bean, 2009a:24). A minority of MPC membkeyve to admit that the financial
crisis give some elements in favour of the LW aedslfor the BN, the collapse of the
efficient market hypothesis in particidarThis limited critique of inflation targeting aride
BN means that the MPC pursue a less inflation tadgeen approach to monetary policy. In
practice some MPC members recommend to augmerpritte index from houses prices to
deal with financial instability. The BN being leascepted, a more activist policy is required.
The MPC implement an ‘aggressive’ action, not based_W or the mopping up but the
‘quantitative easing’.

Back to Bagehot”?Numerous members of the BoE's MPC refer explicidyBagehot
(1873) to justify its policy during the crisis, itaterest rate policy in particufdr In his
famous bookLombard Streét Bagehot recommends to 1¢nd freely but 2) ‘at a very high
rate of interest(meaning that both money quantity and price nmat@#@d 3) against a good
collateral. This Bagehot's doctrine correspondsht lender of last resort role of the central
bank providing a ‘liquidity insurance’. Thquantitative easingpractised by the BoE has
provided liquidity to the economy, respecting thistfpart of the Bagehot's doctrine. Yet, the
interest rate has been cut during the crisis, abthie second part of the Bagehot's doctrine on
high interest rate does not seem applied. Accortbnrgpme BoE members’ high rates don’t
mean a penalty rate, but instead the rate chargelebcentral bank relative to the market in
normal conditions, i.e. before the crisis (Tuck&09:10). Using this measure, the BoE has
not really lent at a high rate partly because inmgps ‘penalty rate’ was a stigmatisation
creating more trouble than security in the finahsystem (Tucker, 2008b:5).

Limits to the BoE strategy during the crisihis BN of financial stability by the BoE is
surprising because it deals traditionally withwith the publication of th&inancial Stability
Review Nevertheless, it seems that the apparent suotastation targeting during the Great
Moderation has put the focus on price stabilityttipg aside financial stability. The current
crisis has reminded the BoE its classical roleewider of last resort and demonstrated the
limits to more than 20 years of myopia looking omdy price stability. Contrary to what
central bankers, the New Classical school and ddave Keynesians assert, price stability is
not the silver bullet producing automatically ficgad stability. It suggests that during the
recent crisis, like MPC member Besley, the BoE prdbably to much weight on the
credibility of its commitment to inflation targegand not enough weight to interest rate
instrument flexibility. The risk of interest rategidity was Goodhart famous ‘too little, too
late’. But during a severe crisis it is rather ‘tate, nothing possible’. Indeed if the BoE acts
when the recession and deflation have already tplea®, interest rate cuts are not enough to
stimulate the economy, in particular because tme per cent nominal interest rate bound is
quickly attained. As soon as monetary policy traissitan channel are impaired by the
financial crisis (lack of confidence in financiabnkets) and that the interest rate is inefficient,
the BoE is condemned to unconventional instrument.

From the strategic point of view, this inflatiorrdating collapse leads former MPC member
Blanchflower to propose not to target asset prites, at least to integrate a composite
financial instability indicator (house prices) letprice index.

Finally, financial stability is nowadays a gqadr sefor the BoE, added in the Banking Bill,
so that thatle jureinflation targeting has evolved, even if the Bafisaas if it was ‘business
as usual’. In face of the new financial stabilityay) the interest rate inefficiency, the large

2 Gieve (2009 :18).
% Bean (2009a).
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guantitative easing and the difficult situation dhited Kingdom economy, some MPC
members had to recognize that the inflation tangestrategy was not enough. But most of
them did not admit it explicitly and prefer claingithat a fnacro-prudentidl framework is
necessary. This justifies posteriorj the BN since prudential policy was supposed to be
required, not interest rate cuts.

2.2. The Furopean Central Bank

We proceed as for the BoOE, analysing first theregerate profile to determinate if the ECB
follows rather the BN or LW strategy. Then the E6Bategy vis-a-vis financial instability
before and during the recent crisis is inspected.

2.2.1. Interest rate profile

ECB’s real interest rate profile (Figure 4) reseesbla LW with a larger interest rate
tightening during the boom than the BoE or the Fedine with the LW typical profile, the
reduction during the crisis is less vertical thanthe BN, so a smaller easing than the BoE or
the Fed.
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Figure 4 - Inflation gap, output gap and real iestrrate, Euro Area (2006-2008).

Notes: Horizontal axis: time ; vertical axis: % misi for the real interest rate. Inflation gap : RIGnean of monthly data. Output gap:
Hodrick-Prescott filter, 1600 on quarterly GDP; Regerest rate: nominal interest rate - Inflatiempectations (Quarterly Survey of

Professional Forecasters or SPF, mean point estimatyears ahead). Mean of monthly nominal inteete. SPF is selected as the most
commonly used at the ECB, and 2 years correspoitsl tieedium term oriented strategy.

The ECB position in the debate BMrsusLW is a compromise. It has a Monetarist tradition
where money matters: the quantity of money and maoypendicators (credit) remain at the
centre of its analysis while they have nearly dissgped at the BoE and the Fed. In the two-
pillars strategy, the monetary pillar is then preaed by ECB members as a relevant tool to
deal with financial instability. The economic pillocused on the crisis impact on inflation
and the real economy looks like what central bamkder inflation targeting are doing. The
cross-checking of these two pillars is supposedffer a more accurate portrait of the
financial situation than other monetary policy sgy. The ECB is vigorously opposed to
inflation targeting, precisely because it considiie neglecting monetary conditions is not
perfectly adapted to financial instability. The E€®plicitly states that its strategy is superior
to the BoE, that it better predicts financial itslity. Better anticipating financial imbalances,
it can act more pre-emptively and more cautiouskplaining the more smoothed profilerof
compared to the BoE.
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2.2.2. Explanations of the strategy by the ECB

Before the crisis: financial stability in the twoiltars strategy During the period before
the crisis, the ECB convincingly integrates finahdénstability in its two pillars strategy that
is the cross checking of the monetary (credit, gpaed economic pillars. The idea of taking
into account financial imbalances via their futwensequences on the economy is also
present with therhedium term orientatidrof the strategy. Those elements seem similar to
inflation targeting (BoE) with apparently the sapmaphasis on the priority to price stability
and the idea that the policy framework is enouglhthsd that asset prices targeting is not
required. Nevertheless, the BoE and ECB strategieslifferent: the BoE puts little emphasis
on credit and money indicators monitoring congtigithe ECB monetary pillar.

Because of this two pillars strategy, the monetaityar in particular, the ECB is more in

favour of the LW than the BoE or the Fed, and moravour of the LW than the BN. Credit

and money careful monitoring in the monetary piligwes early warnings on the bubble.
Hence, contrary to the BoE and the Fed, the EG&jall to have some possibility to identify
the bubble, even if it remains difficult (Papadem2304). That is also why the ECB claims
its strategy is more appropriate than inflatiomeéding to deal with the financial crisis (Issing,
2005; Papademaos, 2009a).

Beginning of the crisis: a Bagehot strategyccording to ECB members the financial
crisis in 2008 has confirmed these claims: impaaaf monitoring credit and money, the
superiority of the two pillars strategy on inflatidargeting. Until the Lehman Brothers
collapse, the ECB has explicitly followed the Baggsh (1873) doctrin&. It was supposed to
protect from moral hazard by distinguishing illidity from insolvency. Hence the ECB was
not ‘mopping up’, practising instead inertia in th&erest rate: the ECB was acting as a lender
of last resort not as the monetary policymakergigie interest rate instrument. It results high
interest rates during this period, with no intenege cuts (Figure 4). It was justified by the
‘separation principle the monetary policy instrument (interest rategpnge was not
influenced by financial instability (Trichet, 2008n terms of real interest rate profile, it
resembles (a little) a BN while the rationale iedent.

The ambiguity post Lehman Brothers collapsélevertheless, next to the Lehman
Brothers collapse, in October 2008, the ECB begasut the interest rate in what look like a
‘mopping up’ and accordingly its MPC members’ betgirdefend more explicitly the LW in
their speeches (Trichet, 2009a). Yet, they wera idifficult position since they explained
before that they were following the Bagehot's dioetr(a form of BN) and that the ECB
strategy was enough so that the mopping up waseagpired. That is why some members
continued to refuse the LW, claiming that the twibaps strategy is enough (Bini-Smaghi,
2009a). The solution to reduce this lack of claitgs to pretend that financial imbalances
were so large that the interest rate instrumentneagnough for the LW. The latter had to be
pursued, but other means that the interest rabaiinent>. At short term to save the financial
system a new instrument of ‘liquidity managemenéiswequired, non standard measures of
‘enhanced credit supporin the ECB terminology. Hence, theeparation principlecould
continue to prevail: monetary policy remains foclsa price stability, the focus on financial
stability being managed via another instrumentaA®nsequence, the crisis had little impact
on the ECB’s doctrine of priority to price stalyliat the medium term and the related two
pillars strategy. The only change is at the instntievel, revealing that price stability is not
enough. In the log run, the solution is not a neal @f financial stability but a reform and
development of the regulatory system.

24 Bini-Smaghi (2008)
% This discourse is not totally different from theBs rhetoric.

13



In the end of 2009 as it became clear that the financial crisis &aggermanent and
extraordinary shock, demonstrating that the BN imappropriate in this case, the ECB has
reinforced its case for the LW strategy. It is ndearly in favour of the LW (Trichet, 2009b).
Yet it should not be applied mechanically and sttae@imain embedded in the two pillars
strategy and the medium term orientation. ECB memhkso put the emphasis on the trade-
off between price stability and financial stabifftywhile it remains only implicit in the BoE
case. ECB members consider that the trade-offasgmt at short term, but nearly absent at
long term. It implies that at short term the ingnate instrument cannot pursue both goals, so
that another instrument is needed or that priceilgtashould be forgotten temporarily. But
the recent crisis has demonstrated that the séort-tould be very long, as Keynes stressed
with its famous expression that in the long runane all dead. The ECB has no answer to this
criticism, and there is no mention of what will the post crisis strategy. There is no sign of
deep change in the ECB strategy. It does not sesral@roblem since the crisis has shown
that its strategy was clearly more appropriate tthense of the BoE or the Fed. It does not
mean that ECB pragmatic Monetarism is still thetksgtegy but instead that the BoE
inflation targeting was apparently wrong in givitigle or no role to money and credit.
Beyond inflation targeting it is the demonstratioh the limits to its underlying New
Keynesian theory developing models with no impeidecin the monetary side with no banks
and no credit crunch.

2.3. The Fed

As for the BoE and the ECB, the Fed'’s interest patdile is first examined to judge if it is
more congruent with the BN or LW approach. Next ffed’s strategy against financial
instability before and during the recent crisiamalysed.

2.3.1. Interest rate profile
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Figure 5 - Inflation gap, output gap and real iegtrate, USA, 2006-2008.

Notes: Horizontal axis: time; vertical axis: % pirfior the real interest rate. Inflation gap : ORgan of monthly data. Assumed inflation
target: 2.8%. Output gap: Hodrick-Prescott filte800 on quarterly GDP; Real interest rate: nominigrest rate - Inflation expectations
(Survey of Consumers, University of Michigan, exeecchange in prices during the next 12 monthsrtetg data). Mean of monthly

nominal interest rate.

The Fed real interest rate profile is the more eonfto the BN: compared to the BoE or the
ECB, the boom tightening is reduced (Figure 5).t@m contrary, the mopping up is severe
compared to the two others central banks. SinceeriGgan (2002) the Fed is actually the
leader of the BN developed during the boom/burghefinternet economy. During the recent
2007 financial crisis, huge rate cuts accompaniethige liquidity injections in the economy

% papademos (2009b).
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suggest that the Fed follows the first part of Bagehot’s doctrine (‘lend freely’) but not the

second part on ‘high interest rate’, partly becaugedges the distinction between insolvency
and illiquidity is not easy to make in pracfiteMoreover, high interest rates would penalize
commercial banks, loans and the financial marketstfoning”.

2.3.2. Explanations of the strategy by the Fed

The Fed strategy towards financial instability intezl from Greenspan is first analysed, then
the strategy during the current financial crisisxamined.

The Greenspan’s standardSince the high tech bubble the Fed is the BNtegsa
champion with, contrary to the BoE, some preferdiocghe ‘mopping up’. This strategy to
deal with financial crisis is inherited from Grepas and the peculiar episode of the high tech
bubble. It isprima facie quite surprising that this doctrine has survived Greenspan.
Nevertheless, Greenspan had apparently a lot hfeinée on Bernanke’s way of thinkiiig
Moreover, Bernanke is the leader of the BN’s schmoparticular on how to integrate asset
prices in monetary policy indirectly, via forecastsis works are the basis for the BoE
strategy, but also the Fed strategy.

The belief in the soft version of the efficient meir hypothesi® and the fundamental value
theory are the root of the Fed BN. It is a softsi@n because Greenspan was aware of market
participants ‘irrational exuberance’. Despite timsperfection, Greenspan claimed that on
average bubbles are beneficial and that marketezanbe is beneficial. He considers the fact
that asset prices are away from the fundamentakvas to some extent a rational behaviour
from market participants. Not only because it aficial markets normal functioning, but also
because it is beneficial for them, and also forrdst of the economy. He considers bubble as
pro-growth. He also judged as limited and managettie cost of the bubble burst, so that
costs-benefits analysis is pro bubble. This faithmarkets functioning is based upon his
experience at the Fed. His conclusion from the hagh bubble is that markets and the
economy are resilient to shock. It means marketdaa certain extent self correcting so that
central bank intervention to prick the bubble ig required and could Kill its pro-growth
character. Even if the central bank has to inteevéuring the bubble burst, it is easily done
via the ‘mopping up’, partly because self-corregtmarkets help the monetary authorities;
but also because the markets soft efficiency imsptleat asset prices misalignments are
limited. Finally, he defended the BN because hébetl that a large part of the asset prices
boom at the end of the 1990s was justified by thadyctivity boom caused by the new
technologies that he identified in 1995.

This Greenspan doctrine should not be classifiedehtotal BN in the sense of no action at
all. Indeed, Greenspan is in favour of a clasdgfdlincorporating the mop up action during
the bubble burst. On top of that, he tried to prilck high tech bubble with high nominal
interest rate from 1995 to 1998, and warns mar&btaut the ‘irrational exuberance’ since
November 1996. But it had little or no impact onrkeds, so his experience is that the pre-
emptive action against bubble is inefficient andisdhe LW. Hence the Greenspan BN
version is not only theoretical, but also a refwolin practice.

Following Greenspan, Federal Open Market Commit(E©MC) members have
developed a case against the LW they re-namedetktea‘ action, while the BN has the
denomination ¢onventional view(Kohn, 2006). Based on the Greenspan era expegien

27 Bernanke (2008a), Kohn (2009).

28 Mishkin (2007d).

2 Looking at Bernanke’s speeches at the Fed duhie@treenspan era, they clearly are more and more
influenced by Greenspan in time.

30 Blanchflower (2009a:9) defines this hypothesigadlews : ‘financial sector has price all assets efficiently a
all times in the past, and will continue to do s@iothe infinite future
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(1987-2006), they allege that the LW is difficutt implement in practice since market
participants following Keynes’ animal spirits dofisten to the Fed. Pricking the bubble is
not feasible in practice due to markets limitedcefhcy. LW effects are uncertain because
markets are deaf so that the central bank hasctease the interest rate a lot before markets
react. Those rates increase can destabilise theseaomy (recession) before markets react.
There is a trade-off between financial and macroenuc stability that the LW cannot avoid.
Since FOMC members claim that their official mamedist according to the Federal Reserve
Act of 1977 maximum employment, stable prices and moderate terg interest ratés
they have no incentive to generate unduly highr@sterate to prick a financial instability that
is not a priority in their mandate. Like proposeddzademic¥, asset prices are taken into
account only if they affect in the long run the mate’s primary goals: price stability and
employment. This BN permits to avoid confusion oonetary policy goals (mandate). In this
respect, the Fed resembles the BoE inflation tengegtrategy. Yet one major difference is
that the Fed responds in principle equally to theetprices impact on inflation and output
forecasts while the BoE mainly respond to theiractmn the inflation forecasts.

Furthermore, another major argument against theis\Wubble identification. Based on the
1990s example, FOMC members consider that parss#tarices increase can be justified by
economy fundamentals with the productivity boomwds difficult to separate the part of
asset prices increase due to fundamentals fronorleenot caused by fundamentals. It is
difficult to distinguish the boom from the bubblEhe LW would have destroyed the part of
asset prices boom justified by fundamentals, cguamundue contraction in the economy. It
demonstrates that the LW calibration is difficudthat is the exact amount of interest rate
increase justified by fundamentals? A limited imse has no effect on markets exuberance
but preserves the mandate and the part justifieibhgamentals. A large increase can affect
markets but does not respect the mandate and medunclue fluctuations in the economy.
Another problem with the LW, according to FOMC mary) is the timing. The LW can be
pro-cyclical instead of contra-cyclical: prickingrc happen while the economy has moved
from the boom to the burst. This limit to the LW partly due to the monetary policy
transmission lags. Some FOMC members also allegetie LW is a source of moral hazard.
Regulating asset prices can lead market particspnbe convinced that the central bank is
taking full responsibility for asset prices, taiggtthem. Becoming a new target for monetary
policymakers, markets participants can put evererpoessure on the Fed to intervene in case
of asset prices collapse (Kohn, 2006). Besideshitje tech bubble, but also the 1929 crash
and the 1990s Japan experience is supposed to dsawenstrating that monetary policy
intervention limited to ‘mopping up’ is enough agificient. FOMC members summarize this
line of reasoning with a costs-benefits analysishef LW strategy that is associated with the
time horizon: short-term, long run (Figure 6).

Costs of LW Benefits of LW
Short term Recession No gain
Long run No costs Avoiding depression

Figure 6 - Costs-benefits analysis of the LW stpateccording to Fed members

Hence the LW is valuable (Figure 6) only if the golerm depression generated by the asset
prices burst is larger than the recession causearibking the bubble. According to FOMC
members, the high tech bubble has demonstratedstha the case. The financial burst is not
necessary large and is easily reduced by ‘mopppigTihey reject the idea behind the LW
that the bubble can lead to a non linearity wité tisk of collapse of the economy. This is
possible but unlikely. The theoretical apparatudeulying this case against non linearity is

31 Bernanke and Gertler (1999; 2001).
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the efficient market hypothesis and the fundamevaisile theory that promote a substantial
dichotomy between the financial side and the reeahemy. Furthermore, they note that even
if the non linearity does happen, the appropriasérument is not monetary policy but instead
the regulatory framework.

The strategy during the crisis: before Lehman Brealts collapseDuring this period the
Greenspan standard against the LW and pro ‘mopppigemains dominant. The bubble
identification was still a problem condemning th& LThe belief in the soft efficient markets
hypothesis still lead FOMC members to affirm the tentral bank had no more information
than market participants, so that it couldn’t dorenthat waiting for their self-correction.
Moreover, the belief that bubbles are not dangemnvas strong: recent financial crises
demonstrate that they have little impact on thé eeanomy. The non-linearity defended by
the LW strategy was not judged realistic; and oagain if ever the non-linearity is present,
the regulatory framework is the solution, not mangtpolicy. The reason is that the burst is
presented as a market failure, in line with textbooicro-economy, not as a global risk
threatening the whole economy. Market failure iseatral and technical description with no
mention of the importance of the costs for peolples an ambiguous terminology suggesting
either that the market is imperfect, either thekatcollapse. It seems that FOMC members
defends the first version, pretending that the temiuto the crisis is a new institution
(regulatory) to complete markets and avoid the reutcrisis with more regulated markets.
Behind the expertise, the Fed claims that the ps#af the economy is nearly impossible and
that if happens it is not really its responsibilitlyis is an escape.

The strategy after the Lehman Brothers collaps&€he refusal to rescue Lehman
Brothers has often been positively interpreted ties respect of the Bagehot's doctrine:
insolvent banks should not be rescued. Yet thecefié this inactive policy on financial
instability has been dramatically negative. Thesisrdeepened, forcing the Fed to change
slightly its position in the BNrersusLW debate. The crisis spill over on the real ecopo
was so large that the LW idea of a non-linearityhvihe collapse of the economy became
likely. The Fed had to consider the queue of tlabability distribution of risks and mop up
severely, using an extraordinary interest rateticat2d" of October, so two rate cuts in the
same month: the nominal interest rate i was redéroad 1.5 to 1%. Another cut was done in
December with reduced to between 0 and 0.25%. Thus the 0% lbwend on the official
interest ratel was quickly attained. They fear that the insurapoéicy against the non-
linearity was not enough, suggesting some limitsmopping up with the interest rate
instrument since despite they had put the reateésteate deep in the negative zone (Figure
5) it was not enough to prevent the financial magamnics and the severe attack to their neo-
Bagehot strategy. The alleged regulatory solutvas rejected since too long too implement
due to the necessity of a long reflexion (Bernar@)8b). The regulatory framework was
perhaps part of the solution, but its weaknesseéssanrtcomings were also a cause of the
crisis. Instead, some emergency solutions and s@meinstruments were needed. The Fed
moved to the ‘credit easing’ and had to producelkection of innovations in monetary policy
implementation to give liquidity to the markets ahd economy.

This high uncertainty with a risk not consideredtiwe Fed’s BN strategy has forced
FOMC members to re-examine the case against theTll& doctrine inherited from the high
tech bubble and Greenspan was apparently undesstrenay have been unduly comforted
by the resilience of the U.S. economy to the csdlagf the high-tech bubbl@gkohn, 2008b).
The efficient market hypothesis, even its soft i@rswas challenged by the crisis with large
market participants mistakes in assets valuatioth anlimited relation with the alleged
fundamental value. The mopping up was also cafl uestion since it proved to be more

%2 This is outside the scope of the article. Seedlaad Mésonnier (2009).
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complicated and less efficient than during the hegth burst in 2001-2002. This drives some
FOMC members to consider that the ability to detbet bubble should have been more
important during the current crisis, but that inotfa had been not large enough to practice the
LW. After re-examination, FOMC members continuedegdend the BN strategy, insisting on
the same limits to the LW implying its rejection.
In the reality the Fed has been very innovativéhs implementation of its policy, probably
partly due to the inappropriateness of its doctrimet in the rhetoric its strategy towards
financial instability has remained rather unchangatth maintenance of the BN policy is not
perfectly consistent with the challenge that fatedinderlying hypotheses during the current
crisis: the Fed’s position in the BxersusLW debate lacks of robustness in the light of the
recent crisis. The idea that financial instabilgynot a full goal of the Fed is not consistent
with its history: it has been created in 1913 riexthe recurrent problem of (banking) panics
in 1873, 1884, 1893 and 1907. Indeed in the preambthe original Federal Reserve Act it
was declared that the Fed was createdprovide for the establishment of Federal reserve
banks, to furnish an elastic currency, to affordame of rediscounting commercial, to
establish a more effective supervision of bankimgthie United State¥. Nowadays the
complete Fed’'s ‘monetary policy goals’ are: the Fguhll maintain long run growth of the
monetary and credit aggregates commensurate wighetonomy's long run potential to
increase production, so as to promote effectiviely doals of maximum employment, stable
prices, and moderate long-term interest ratésThus credit is mentioned in Fed’s mandate.
The Fed mopping up strategy was also based onyhathesis that it has no informational
advantage compared to market participants. Thistigotally consistent with the fact that it is
an institution centralising information, not a metrblayer. Even if it has as much information
than market participants, it can more intervene tteem that cannot act even if they know
there is a bubble because it is not their intedesthe face of market participants rational
herding behaviour the hypothesis that the Fed basformational advantage is not a reason
for inaction (BN). Finally, the Fed seems, to ussyKes words, prisoner of past conceptions:
the high tech bubble and the Greenspan doctrirst. éx@erience can help for the future, but
it is often a limited or even useless guide simeefuture is different from the past.

Why these central banks and central bankers peogifferent approaches to this debate,
what are the foundations of their differences rategy?

2.4. Differences in foundations

Differences in monetary policy regime among thee¢hcentral banks are crucial to
explain the differences in positioning (Figure 7).
The inflation targeting (BoE) and the Fed are poshetary targeting strategy with little or no
emphasis on monetary aggregates and credit. Thegy dbandoned monetary aggregates
since the end of the 1980s. The underlying thedmpftation targeting developed by some
New Keynesian is totally anti-monetarist, rejectig quantitative theory, the Friedman’s
theory of inflation, and don’t include banks or ditecrunch. Apparently rejecting all that
looks monetarist, New Keynesians have also abamboreglit and money monitoring since
there are not supposed to be anymore the most famtondicators or information variables.
It could explain New Keynesians difficulties to rdiy the credit bubble of the current crisis,
or at least difficulties in justifying a focus omedit, that is the LW. The Fed case is more
difficult to understand since Bernanke is one thstlspecialist of the credit channel and of
the 1929 crash. The predominant role of the BNlmdue to the presence of Kohn (close to
Greenspan) or Mishkin, a typical New Keynesian. dwer, Bernanke and Mishkin are one

3 See Ferguson (2002).
34 Federal Reserve Act, Section 2a, 1977.
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the best specialists of the inflation targetingimegthey want to implement at the Fed, what
could explain the choice of the BN, like the BoE.

BoE ECB Fed
Policy regime Inflation targeting Two pillars Riskanagement
Preferred strategy vis-a- BN LW Mopping up
vis financial instability
Bubble identification Very difficult Possible Impsible
Belief in the fundamental Yes, but limited Not really To a certain extent
value theory
Efficient market No No To a certain extent
hypothesis
Self regulated markets No No To a certain extent
Financial/real economy Small No Moderate
dichotomy
Boom/bust Limited risk Costly Mostly beneficial
Financial stability No Yes No
considered as a goal
Priority to price stability Yes Yes Yes
References Bernanke and Gertler Cecchetti et al. (2000; Greenspan (2002)

(1999; 2001) 2002)

Figure 7 - Positioning of the BoE, ECB and Fedhie BN and LW debate: the foundations.

It contrasts with the pragmatic monetarist of tl&BEand its monetary pillar offering the
ability to monitor credit and to justify its rola the policy decision. It also allows for a better
and early identification of the credit bubble areyénd the LW. The ECB, unlike the BoE
and the Fed, is not really in favour of Neo-claakicypothesis such as the fundamental
value®. Because of irrational market participants thera risk of boom/bust or credit cycles
threatening the whole economy. Financial marketsferancial stability should be monitored
and manage permanently, not only in case of ciiSB members sometimes suggest that
financial stability is a gogber se even if it remains less important than price isitgblike at
the BoE and the Fed. At the centre of this positigns the belief that financial crisis are
perilous for the economy because it can easilystrainto the economy.

The BoE’s MPC members sometimes mention the fundeahealue theory, but they
don’t really believe in hypothesis such as effitiamarket, the dichotomy or self-regulated
markets. That is why some MPC members judge tha@pimg up is uneasy because irrational
markets are not ready to react or overreact to mon@olicy. The fact that the dichotomy
between the real and financial sectors, albeit nfiepg exists, is another reason for not
intervening under inflation targeting. Hence, everredit boom/bust can destabilise the
economy, the magnitude is small. For all theseamsméinancial stability has not to be a goal
per se inflation targeting is enough to address theigris

The Fed is closer to the BoE than the ECB in tesmsositioning in the BNversusLW
debate. Indeed they both believe that identificai® difficult, and that there is a form of
dichotomy prevailing, the resilience. Moreover thmgh mention frequently in their speeches
Neo-classical hypothesis like the efficient markgbothesis or the fundamental valjeand
even if they claim it is almost impossible to obsgrthey believe in it, and markets are
relatively well following it (Bernanke, 200¥) Yet the BoE and the Fed differ because the

% papademos (2008a), Stark (2009a).

% Bean (2003b).

37 Bernanke (2002), Kohn (2008b).

3 |t seems based on ideas that the fundamental ishareintrinsic of properties of markets and thesilience,
which are partly characterised by their abilitydisperse risk (Warsh, 2007). But dispersing the dizes not
eliminate it and can even increase the systermkdysancreasing the potential of contagion.
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Fed is not an inflation targeter and respond egualthe impact of the crisis on both output
and inflation forecasts because of its dual mand&te BoE is an inflation forecast targeter
that put more weight on the inflation forecasts duse of its hierarchical mandate with
priority on inflation.
This Fed Neo-Classical rhetoric, inherited from &rgpan, leads to the idea that bubbles are
not necessarily dangerous. The BoE and the ECBlefending the opposite view. Contrary
to the BoE that defends the BN because inflatiogeting is enough, the Fed defends this
strategy because of Neo-classical beliefs andraxctigal reasons. While it sounds strange for
FOMC members belonging to the New Keynesian sckiBetnanke, Mishkin), it could be
caused by the difficulty and fear to change thatsgy established by Greenspan. Moreover,
the dramatic magnitude and quickness of the cestitng can be justified by the fear of the
1929 deflation, but it looks like a temporary pitpito financial stability over price stability.
From this point of view the ECB strategy seemsreleand more appropriate, not because of
its monetarism, but because of its transparent tmang of money and credit. Nevertheless,
the ECB has an ambiguous position since it is learaf financial stability is a goal per se or
not: is the second pillar a goal?

After analysing each three central banks in isohgtitheir practices and strategies
regarding the BNversusLW debate are compared, and their evolutions befod after the
crisis.

3. A comparison of the BoE, the ECB and the Fed

First, for comparing their positioning in the deb&N versusLW debate, the real interest rate
profiles of the three central banks during the enirrcrisis are studied simultaneously. Next,
the comparison is refined by examining the evotutbindividual members on the debate via
an index based upon the content analysis of tpeeches. Finally, the underlying hypothesis
behind their positioning are confronted.

3.1. Interest rate policy during the crisis
Real interest rate stance before the crisis isdimalysed, then the period after the crisis.

WK Biroarea — - USA‘

Figure 8 - Real interest rate Euro area, U.S. amited Kingdom, 2006-2008.

Notes: Horizontal axis: time; vertical axis: % psifor the real interest rate. For explanationsadulation see Figure 2, 4 and 5.

The comparison of the three central banks reatastaate profiles (Figure 8) indicates that
the BoE and the ECB have little or no preferenoegife BN consensus: they don’t maintain
the real interest rate constant during the boonog@dyefore the crisis. This is less clear for
the Fed with the U.S. real interest rate declirbefpre August 2007. The LW recommends a
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bubble pricking during the asset boom that seemi® mmactised by the BoE and the ECB
more the Fed (Figure 8 and Figure 9, columi’AJhis is consistent with the Fed being anti
LW, considering than pricking can do more harm thaad.

Real interest Real interest  Behind the curve Behind the curve  Real interest
rate increase rate decrease(real interest rate falls(real interest rate falls rate heated

(Boom) (Bust) after output gap after inflation gap 0% in 2008
A B C D E
United-Kingdom 1,2% -4,1% No No No
Euro area 1,6% -2,6% Yes No No
USA 0,8% -6,3% No No Yes

Figure 9 - Interest rate policy of the BoE, ECB #émel Fed during the financial crisis

The Fed During the burst period post August 2007 the ksednore practising the
‘mopping up’ than the BoE and the ECB: the Fed seamre pro BN than the others two
central banks (Figure 8, Figure 9, column B). Tl I5 the first to decrease the real interest
rate to 0% (Figure 8, Figure 9, column E) and dibes about 4 quarters. This can be
interpreted positively by claiming that the BN s#gy of the Fed allows for acting soon and
strongly during the burst, so that the Fed interat action is ahead of the curve. This is
apparently confirmed by the output and inflatiaiaiions (Figure 9, columns C and D).

ECB. It would suggest that the ECB and to a lesseergxthe BoE are reluctant to
implement this strategy, so would be behind theveumflation and output situations don’t
confirm this assertion for the BoE, while the EC&salate only in terms of production
(Figure 9, columns C and D). Thus apparently thé E@s more conservative preferences
than the BoE or the Fed, that is less weight ompwuthan these central banks in its loss
function. Since compared to UK the Euro area netrest rate is maintained constant for a
longer period post August 2007 and remains higihere are some indications that the ECB
is less pro BN than the BoE (Figure 8). Put diffehethe ECB seems the more in favour of
the LW. The BoE has a mixed strategy BN-LW withreasingr before the crisis and next a
‘mopping up’ (Figure 9, columns A and B). It alsenfirms ECB more pronounced
reluctance to implement the ‘mopping up’, or a momedent application of this action. Buat
fine the BoE and the ECB don't look totally behind theve. Indeed the ECB puts the real
interest rate in about 3 quarters while the BoEdeeéequarters. This illustrates that the ECB
activism is not that far from the Fed mop up. ThHeBEis against mopping up but lead an
activist policy.

As a conclusion, the current financial crisis thezl ks rather pro BN, the ECB pro LW while
the BoE leads a mix strategy BN-LW.

Yet such comparison doesn’t highlight potential lations in central banks preferences
in the BN vs. LW debate during the current crisisg more precisely eventual evolutions in
individual central bankers’ preferences. Centralksaare not a single decision-maker, but a
MPC made of several individuals. That why an indgxcentral bankers preferences is
constructed to spot their dynamics during the grisi
The points of view of the three central banks membee inherited from the high tech bubble
burst in 2001-2002. The magnitude and nature otthmeent crisis can lead to change in their
positions.

% The limit to this exercise is that the intereserand inflation expectation can be driven by o#lements than
the financial crisis, such as the oil price shock.
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3.2. Evolution during the crisis: a central bankers individual
preference index

The reason for analysing the BN vs. LW debate antbeghree central banks (BoE, ECB,
Fed) with an index and not a policy rule estimatawe first presented. Next, arguments in
favour of the index are exposed, followed by itsils that are reduced with the use of an
explicit formal construction scheme with selectionteria. Finally the index results are

discussed.

3.2.1. The index: pros and cons, construction criteria

3.2.1.1 The pros

It is common in central banking literature to usdex, for example to measure the level of
central bank independence, accountability or trarespy (Eijffinger and Geraats, 2006).
This allows for a both quantitative and qualitatigealysis. The index measures central
bankers’ preferences in the BN vs. LW debate. lreefees are revealed via the intensity of
words used by central bankers to describe the ppooaches of this controversy. This text
analysis is frequent in social sciences, and is nsed in economics: ‘wording’ or codes
models are employed precisely to understand ardigbreentral banks behaviour (Rosa and
Verga, 2005). Speeches content analysis permésttact MPC members’ individual position
in the debate. The complexity of central bankedgjnent on this debate, described by words,
can be taken into account in the index.

3.2.1.2. Index: limits, data and methodology
The methodology to collect data, build the prefeeemdicator and measuring the preference
are dedicated to alleviate the index constructi@mvbdacks.

Criteria for speeches entering in the indeb the index construction, subjectivity and
arbitrary choice can be a problem in the selectibepeeches entering in the database. This
problem is reduced if the criteria to select spesdure explicit so that the index construction
can be verified. All articles chosen are servingtcd bankers’ speeches. Former central
bankers’ contributions are excluded from the sample article choice main criterion is the
presence of the worddean or ‘leaning against the winndso that the central banker is
explicitly dealing with the debate. The search basn done on central banks websites using
the information provided by their webcrawler, metgh engine. It results 47 speeches: 17
from the BoE, 20 from the ECB and 10 from the Heidyre 10 in annex).

Criteria for the sample periodThe time period of the speeches database is @802/
2009/12. Despite there are previous contributionthis debate, the sample begins in August
2002 with Greenspan'’s article considered in therdilure as the central bankers’ first major
contribution to the debate, but also because tmecdithis index construction is primarily to
study the current crisis that began in 2007.

Criteria for the mapping from the wording to the dex Such index is limited since it
is based on the researcher subjectivity in assogised number with ‘words’. Yet such
drawbacks are limited if the criteria, words anderences for index construction are
presented so that the index can be replicated ligr sesearchers. The index is based on the
intensity preference for the BN and LW approachesealed by the wording employed
(Figure 10 in annex, columns 5 and 6) but alsohd tentral banker present or not the
arguments of both sides of the debate. Each cdpawradter scores in their different speeches
are reported in Figure 10 (annex).

3.2.2. Index presentation
The index for the debate BN vs. LW is organisetbsws:

22



- Index <0 : ‘Benign Neglect’ (BN)
The index isnegativefor preference for the ‘benign neglect’ approaag its maximum
(-3) very strong preference for the BN, while ({2¢ing strong preference and (-1)
moderate preference for the BN.
- Index >0 : ‘Leaning against the wind’ (LW)
The index is on the contrappsitivefor preference for the ‘leaning against the winith
the maximum (3) corresponds to very strong prefezdar the LW, while (2) and (1) are
respectively strong and moderate preference foLe
- Index = 0. It means no preference for one of thpr@ach judged equal or that both
approaches are rejected.
As in Eijjffinger and Geraats (2006) the basic indeerval is 3 points and the mid-point, for
instance -0,5 or 1,5, are used for a more preadexi It is based on the criteria such as the
presentation of the arguments of both approachdkeotiebate or the depth of the counter
arguments presentation.
In accordance with Eijffinger and Geraats (20063rage index score in time are calculated
for each three central banks (Figure 11, bottorh)s Bverage has some limitations since it
represents individual MPC members’ preferencesthmivhole MPC preference. Moreover,
not all MPC members are represented in the sarkiglece the mean or average index for a
given central bank is a rough indicator of the Mt€ference and has little informative power
on the average MPC position. On top of that speeclealing with the controversy do not
have a regular frequency in time so that the madex for a given period is not necessary
very representative. Nevertheless, the number eédpes, especially during the recent crisis
period seems large enough to get a few informatiboreover, it is individual member that
decides the interest rate so their preferencesebeant for the BN vs. LW debate.

3.2.3. Index results

Results of the index in terms of speeches numbgemeral and in each three central banks in
particular are studied. Next, index results ararérad at the central banks macro-level to see
potential evolution in their preferences in the B& LW debate during the crisis. Finally the
index is analysed at the central bankers’ micr@llée shed light on individual preferences in
this debate. Consequences for the aggregate MHtopaa the debate are considered.

Speeches numbeiwith a more limited number of speeches, the Felggs talking
about the debate than the BoE or the ECB (Figuje @éntral banks are less silent on this
debate before than after the Lehmann Brothers gs#lan October 2008. After this critical
moment, they begin to talk more about the cont®xeindeed the number of speeches post
Lehman Brothers is superior to the number corredipgnto the period before the crisis,
while the time period is five time smaller. Thisassignal that the debate has been intense
during the recent crisis period in 2009, meaning pleriod is worth studying.

All central banks Bank of England ECB Fed

Number of speeches on the debate :

Before the crisis (08/2002 — 0T/2D 20 8 6 6
08/20009/2008 5 2 1 2
10/30012/2009 22 7 12 2
Whole sample (08/2002 — 12/2009) 47 17 20 10
Index mean
Whole sample (08/2002 — 12/2009) -0,37 -0,88 0,53 -1,3
Ante crisis -0,88 -1,12 0,25 -1,67
Post crisis (start 08/2007) 0 -0,67 0,64 -0,75
Post crisis — Lehmann (star2008) 0,18 -0,5 0,62 -0,25

Figure 11 - BN/LW preference index data and redoltshe period ante and post financial crisis
Source: author, based on the BN/LW preference if8er Figure 10 in annex for index details).
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Index mean: the central banks macro-levéccording to the index average, the three
central banks are making a continuum with the EX@Bitionally pro LW, the BoE clearly pro
BN and the Fed being the BN champion. For the cAdbe ECB, its president claims that
‘Over the past few years, both experience and dewwats in the literature appear to
support a shift in favour of the adoption of somerf of leaning against the wih@Trichet,
2009a). The index also permits to clarify the posiof the BoE that looking at real interest
rate profile was a mix BN-LW. Considering centranhks together, the BN is the consensus
before the crisis. The criéfsis challenging this consensus with mean indexttier crisis
moving towards the LW with a neutral position (0).

The mean post Lehman Brothers collapse is alsoidenesl since it is described by
central bankers and academics as a turning poitihd@ncurrent financial crisis. This sub-
sample indicates a more pro LW position for cenbiaahks together, suggesting a consensus
shift among central bankers from the BN to the LYt there are some disparities with the
BoE clearly moving towards the LW, while ECB is rmcause according to the index its
members fluctuate in their position in the receetiqd, Papademos or Bini-Smaghi in
particular. Thus the ECB remains only a ‘soft’ defer of the LW. It is not a strong defender
of the LW as stressed by its mean index (belowl'thg ECB applies the LW with prudence,
embedded in the two pillars strategy and the medarm orientation.

The mean for the period post Lehman Brothers cedlags little signification for the Fed due
to the reduced number of speeches during this gp€Bicspeeches). Thus the index suggests
central bankers positions have moved during thesctiheir preferences have moved from the
BN to the LW. Hence the BN consensus has been iprdssure, the index even indicating
that in the most recent period the LW has becoreectinsensus. This can be seen at the
individual central bankers level.

Index at the micro-individual level and MPC macroonsequencesAs stressed
before, this index is first an individual membemsglex, so that previous results at the central
banks macro-level have a limited signification.dad not all MPC members are represented
in the database. So results at the individual rievel seem the more relevant. After a few
general remarks, the analysis is focused on tlsésqgoeriod and finally consequences for the
MPC aggregate level are studied.

The index shows that preferences for BN are geyerabre intense (-2 or -3) while
preferences for the LW don’t go high (Figure 12¢n@al bankers speeches analysis suggests
it is due to the fact that the BN is presented th@scommon wisdom so that is easy to be
radically pro but difficult to be totally againsinee it implies being against the central
bankers wisdom and the academic mainstream. Besgsficant variations in preferences
during the crisis (Papademos) are difficult to expl

For the ante/post crisis evolution, the index hglits three groups of central bankers
(figure 12), as shown by the index means (Figurg Alfirst group has strengthened its
preference for the BN consensus during the crigisker or Bini-Smaghi for instante A
second group, whether it is pro BN or pro LW, has changed its mind during the crisis,
Mishkin or Tumpell for instance. The third groupnmsde of central bankers with preferences
evolving towards the LW during the current finah@asis. According to the index they are
numerous: Bean, Gieve or Kohn. They explain parthef evolution of the mean index
towards the LW. The change in preferences candiealawith the index indicating that Bean
and Gieve for instance have moved from the BN &Li¥W. Thus according to the index the
more radical individual changes in preferencesaatae BoE.

“%In the literature August 2007 is the consensutd fiar the beginning of the current crisis.
“1 Bini-Smaghi is a special case with 0 in the inlegkause he refuses both the BN and the LW pretgiir
ECB'’s strategy encompasses this debate.
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Figure 12 - Index of central bankers’ preferenctha‘Benign Neglect’ versus ‘Leaning against thedvdebate

Notes: each point represents a central bankerrprefe in the BN versus LW debate with his name ddifiembers of three central banks are analysedemésented with
different colours: orange for the BoE, blue for @B and green for the Fed. Figure 10 is givinghezentral banker affiliation. Theertical axis corresponds to preference
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contrary the down negative side of the index cquess to pro BN preferences with -3 being the niotense preferences for BN. Therizontal axis is time, and the
sample period is 08/2002—-12/2009. Details of ineleboration are presented in the article.
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Yet the impact on the MPC is limited since despigan stayed in the MPC, Gieve is not any
more since February 2009. Moreover, Gieve has beglaced by Tucker at the position of
Deputy Governor for Financial Stability, and Tucksrems against the LW (Figure 12).
Nevertheless, Bean’s change in preferences is taposince he was the member the more
elaborating on the debate with a total of 7 spee¢Rrégure 11). The change can be more
modest with King becoming less against the LW.

In the end, the BN mainstream remains largely sspreed and mainly central bankers
continue to defend this approach despite the filmhedsis. Nevertheless, they admit that the
current financial crisis has shown some limits tostapproach, reviving the L%
Consequently, the BN consensus has been challemgebe current crisis, leading to an
evolution of central bankers’ positioning towarde tL\W: central bankers moved North in
Figure 12.

Since individual preferences are heterogeneous g@roentral bankers it means that at
the aggregate level of the MPC that there is naimmaus position. This is particularly the
case of the BoE where members can be pro BN oL WoThis heterogeneity in preferences
Is consistent with its type of ‘individualistic conittee’ with incentives for individual
position due to an individual accountabifttyDespite small individual variations, the ECB is
more homogenous. Thus contrary to the BoE, theerathanimous ECB preferences are in
accordance with its ‘truly collegial’ type. Yet tl&CB heterogeneity in preferences appears
more important that what could have been expectéd e type. Finally, despite a small
movement towards the LW during the crisis, the kegpps homogenous pro BN preferences.
These MPC internal diversities demonstrate thatdsate BN vs. LW is still strong behind
central banks closed doors.

Conclusion

In the aftermath of the 2001-2002 New Economy bdwst, the debate BNersusLW
seems relevant to understand the BoE, ECB and &®ahs during the current crisis that
begun in August 2007. The latter has slightly cleahthe positioning of these three central
banks, evolving from the BN to the LW strategy. Btithe end their positions remain more
or less the same. Thus even if the crisis has dooemtral banks to reassess their financial
stability goal, they continue to pretend that itsigit is always less important than other
goals: the priority to price stability remains therm. Moreover, the coordination between
these multiple goals is not yet clarified by theethcentrals and will be their next task in the
future. These relatively small evolutions are inargh contrast with the extraordinary
magnitude of this crisis with the triumph of Keyheteas: speculation, inefficient markets
with optimistic-pessimistic animal spirit. It reusdhat despite a new situation, central banks
have the temptation, as stressed by Keynes, toimematheir rhetoric prisoners of past
concepts. On the contrary the current crisis téndsrove that this time the past wisdom of
the BN was less appropriate than the LW. That iy tiie ECB following this strategy was
more ready to deal with this new situation thanBb& or the Fed believing in the old BN.
The crisis also suggests that the inflation tangetiegime, that was the dominant
paradigm before the crisis, is not necessary tleebmst way to deal with Minsky’s financial
fragility that has become a major question witlafioial markets development. Indeed, in the
face of the current severe crisis, central bankse henplemented inpractice less price
stability focused strategy. In the face of high emainty and risk they have been able in
practice to produce innovations. It is in sharptcast with their theory and rhetoric that stick
to past ideas, the Fed and the BoOE in particulais §jap between theory and practice could

2 Kohn (2008b).
3 See Blinder (2004) for a detailed presentatiothisf MPC typology.

26



mean that the call for change stressed by the mucresis with the adoption of Keynes ideas
will not happen. This possible rapid return to ‘imess as usual’ could presage that we could
be quick back in a new crisis.
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Annexes

Central Preference Opinion about the
Central banker  Year Bank gﬂex in the Citation on the opinion about the ‘leaning agathstwind ‘benign neglect
vs. LW (Lw)
debate BN)
1) (2 3 4 (5) (6)
Bean 2003a BoE -1 ‘considerable difficulties
Bean 2003b BoE -1 ‘Extraordinary difficult’
Bean 2005a BoE -1 ‘Satisfactory’
Bean 2005b BoE -1,5  ‘Unlikely to be appropriate’
Bean 2006 BoE -1 ‘Reasonable’
Bean 2008 BoE -1 ‘Practical difficulties’
Bean 2009a BoE 1 ‘the events of the past couple of years have glegoped
the balance in favour’
Bernanke 2002 Fed 1 ‘Not entirely without merit’ but ‘unlikely to be pductive in
practice’
Besley 2009 BoE -3 ‘intellectually and practically suspect
Bini-Smaghi 2009a ECB 0 ‘remains an abstract concept’ ‘Not sufficiently’
Bini-Smaghi 2009b ECB -1 ‘the case has not yet been made’
Blanchflower 2009 BoE 15 ‘Need to consider such a course’
Dale 2009 BoE -1,5  ‘Difficult to implement in practice’
ECB 2005 ECB 1 ‘attractive features’ but ‘risks’
Ferguson 2002 Fed -2 ‘Very problematic’, ‘extraordinarily difficult’
Gieve 2008 BoE -1 ‘hard to believe’
Gieve 2009 BoE 1 ‘willing to’ but macroprudential better ‘not safe’
Gonzalez-Paramo 2009a ECB 0,5 ‘support’
Gonzalez-Paramo 2009  ECB ‘support’ ‘moral hazard’,
15 ‘excessive risk
taking’
Greenspan 2002 Fed 2 ‘an illusion’
‘Difficult to conceive’
Issing 2003a ECB -1,5 ‘concerns’
Issing 2003b ECB -0,5 ‘Clarifications are required’
Issing 2005 ECB 1
King 2002 BoE -1,5 ‘virtually impossible’
King 2004 BoE -1 ‘| agree’
Kohn 2006 Fed 1 ‘Likely to lead to worse macroeconomic performance’
‘dubious’
Kohn 2008a Fed -0,5
Kohn 2008b Fed 05 ‘larger potential gain that | had anticipated’ btstill
' sceptical’
Kohn 2009 Fed -0,5  ‘limited ability’
Mishkin 2007a Fed -2 ‘No’, ‘almost impossible to do’
Mishkin 2007b Fed -2 ‘do more harm than good’, ‘against’
Mishkin 2008 Fed -2 ‘should be avoided’
Papademos 2004 ECB 1  ‘To cautiously consider’ but risks
Papademos 2008a ECB 1  ‘try’ but ‘may not be straightforward’
Papademos 2008b  ECB -0,5 ‘not always feasible’
Papademos 2009a ECB 1  ‘Cannot be implemented mechanically’
Papademos 2009b ECB 1 but limits’
Posen 2009 BoE -1,5 ‘daunting prospect’
Stark 2009a ECB 2 ‘encourage’ ‘called into question’
Stark 2009b ECB 1 ‘effective’
Trichet 2005 ECB 0,5 ‘will occur rarely’
Trichet 2009a ECB 1 but ‘not in a mechanical way’
Trichet 2009b ECB 0,5 But ‘practical questions’ ‘limitations’
Tucker 2006 BoE -1 ‘we just do not know enough’
Tucker 2008a BoE -1,5  ‘cannotrely on’
Tumpell-Gugerell 2009a ECB 0,5 ‘may pose problem’ but ‘should try’
Tumpell-Gugerell 2009b  ECB 0,5 ‘more wary’

Figure 10 - Data on individual central bankers’ference in the BN vs. LW debate

Notes: the index for the debate on asset pricegiation (column 4) in the policy rule is negatfee preference for the ‘Benign Neglect’
(BN) approach, and is on the contrary positiveffraference for the ‘leaning against the wind’ (Le&f)proach. In this index, 0 means no
preference for one of the approach judged equaleans that both approaches are rejected. All estidhosen are serving central bankers’
speeches. Former central bankers’ contributiongxekided from the sample. The index is based ernntiensity preference for the BN and
LW approaches revealed by the wording employedufeos 5 and 6) but also if the central banker prese not the arguments of both
sides of the debate. BoE: Bank of England; ECBppean Central Bank; Fed: U.S. Federal Reservepd@ches are considered: 17 from
the BoE, 20 from the ECB and 10 from the Fed.
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