
Targeting Financial Stability: 
Macroprudential or Monetary Policy 

David Aikman, Julia Giese, Sujit Kapadia and Michael 
McLeay, Bank of England* 

 

Boston Policy Workshop,  
Federal Reserve Bank of Boston, 9 July 2017 

* The views expressed in this presentation are those of the presenter and should not be thought to represent those of the 
Bank of England, Monetary Policy Committee members, or Financial Policy Committee members. 
 



Pre-crisis: UK monetary policy and financial 
stability 

Real economy stability… …financial instability 
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(a) Date MPC shifted to a 2% CPI inflation target 



Post-crisis views 

• Broad agreement on need for tougher structural regulation of 
financial sector and the role of macroprudential policy 
 
 

• Divergence on role of monetary policy: 
– Stein (2013) only ‘monetary policy gets in all the cracks’ 
– Shin (2015) ‘both monetary policy and macroprudential policies 

have some effect in constraining credit growth and the two tend 
to be complements’ 

– Svensson (2015) ‘little or no support for leaning against the wind 
for financial stability purposes’ 

 



A simple, common framework for policymakers 

• Articulate monetary-macroprudential interactions and trade-
offs using a simple New-Keynesian model which: 
– introduces a role for credit and the possibility of a financial crisis 

(similar to Woodford, 2012; Ajello et al, 2016; Svensson, 2016) 
– augments standard loss function for financial stability objectives, 

including possibility of (financial crisis) hysteresis effects 
– includes macroprudential policy via countercyclical capital buffer (CCB) 
– examines jointly optimal policy and considers when monetary and 

macroprudential policies are substitutes or complements, including 
under different shocks 

– considers the implications of the zero lower bound, market-based 
finance and the risk-taking channel of monetary policy, and whether 
monetary policy should lean against the wind 

 

 
 



IS curve:  
y₁ = E(ps)₁y₂ − σ(i₁ − E(ps)₁π₂ + ωs₁) + ξ y₁ 

Phillips curve:  
π₁ = κy₁ + E(ps)₁π₂ + νs₁+ ξ 𝜋𝜋₁ 

Real credit growth: 
B₁=φ0+φ𝑖𝑖i₁+φ𝑠𝑠s₁+ξB₁ [+φ𝑖𝑖𝑖𝑖i₁s₁] 

Macroprudential policy:  
s₁=ψk₁ +ξB₁ 

Crisis probability  (based on cross-country estimation):  

γ₁ = exp(h0 + h₁B₁ + h₂k₁)
1+exp(h0 + h₁B₁ + h₂k₁)

 

 

Benchmark two-period model 



Loss function:  L=π1
2+ λy1

2... 
β(1 − γ₁)(π2𝑛𝑛𝑐𝑐

2 + λy2𝑛𝑛𝑐𝑐
2)... 

+β(1+ζ)γ₁(π2𝑐𝑐
2 + λy2𝑐𝑐

2) 
 

Private sector assumes crisis will not occur so does not: 
• react to changes in crisis probability 
• internalise the effect of its behaviour on crisis probability 
 

Most of model is calibrated to broadly match UK 
empirical evidence 
• interpret time period as 3 years to capture credit building up 

over a longer horizon and policy implementation lags  
 

 
 

 
 
 
 

Loss function, expectations and calibration 



Without macroprudential policy, monetary 
policy must trade off two goals 



Introducing macroprudential policy leads 
to welfare gains (1) 



Introducing macroprudential policy leads 
to welfare gains (2) 



Credit growth shocks: policies as substitutes 

• In benchmark case, macroprudential tightening leads to monetary policy 
loosening, eg as credit growth increases 



Credit growth shocks (2) 



Policies as substitutes or complements 

• Monetary and macroprudential policies are strategic substitutes in the 
benchmark case, though instrument assignment can switch 

• Might be strategic complements if macroprudential policies have large 
supply effects, and the policymaker places a fairly high weight on 
inflation, or if they boost aggregate demand 



Intratemporal condition: 
 

where        < 
 
Intertemporal condition:   

 

 
 

where         is the expected discounted cost of a crisis 
 
 

Optimal policy conditions 



Optimal response to different shocks (1) 



Optimal response to different shocks (2) 



Extensions to the model – summary outcomes 

• Table shows model simulations in response to a credit shock 
 

• Several extensions make outcomes significantly worse 
 

• In all variants, the CCyB remains the key financial-stability tool 



Implications of the effective lower bound (1) 

• If monetary policy is constrained by the effective lower bound, use the CCB less or 
later as greater consideration is needed for its effects on aggregate demand 



Implications of the effective lower bound (2) 



Introducing market-based finance 



Implications of market-based finance 

• As macroprudential policies become less effective, there is a  
stronger role for monetary policy to ‘lean against the wind’ 



Implications of a large risk-taking channel 
of monetary policy 

• Lower interest rates make the CCB less effective at reducing lending growth 
• Potential role for monetary policy in some circumstances 



Conclusion and next steps 

• Developed simple framework for modelling monetary and 
macroprudential policy 
– encapsulates many hypotheses & trade-offs in a parsimonious manner 
– key role for macroprudential policy throughout; monetary policy often 

a strategic substitute but instruments can be complements 
– identify circumstances in which monetary policy may be needed 

• Next steps / extensions 
– incorporating product-based macroprudential tools 
– open economy considerations 



Reserve Slides 



Some Related Literature 

• Monetary-macroprudential policy interaction in DSGE model 
– Bean et al (2010), Angelini et al (2012), Beau et al (2012), De Paoli and 

Paustian (2017), Collard et al (2015) 
 

• Our model 
– Woodford (2012), Ajello et al (2016), Svensson (2016) 

 

• Policy-oriented discussions of monetary-macroprudential 
policy interaction 
– Eichengreen et al (2011), Svensson (2011, 2014), IMF (2013), Yellen 

(2014), Smets (2014) 

 
 



Calibration and estimated crisis probability 
• Interpret time period as 3 years to capture credit building up over a 

longer horizon and policy implementation lags  
• Most of the model is calibrated to broadly match UK empirical evidence 
• Crisis probability equation based on estimation on cross-country dataset 



Implied UK crisis probability 



Calibration 



Impulse responses 


	Targeting Financial Stability: Macroprudential or Monetary Policy
	Pre-crisis: UK monetary policy and financial stability
	Post-crisis views
	A simple, common framework for policymakers
	Benchmark two-period model
	Loss function, expectations and calibration
	Without macroprudential policy, monetary policy must trade off two goals
	Introducing macroprudential policy leads to welfare gains (1)
	Introducing macroprudential policy leads to welfare gains (2)
	Credit growth shocks: policies as substitutes
	Credit growth shocks (2)
	Policies as substitutes or complements
	Optimal policy conditions
	Optimal response to different shocks (1)
	Optimal response to different shocks (2)
	Extensions to the model – summary outcomes
	Implications of the effective lower bound (1)
	Implications of the effective lower bound (2)
	Introducing market-based finance
	Implications of market-based finance
	Implications of a large risk-taking channel of monetary policy
	Conclusion and next steps
	Reserve Slides
	Some Related Literature
	Calibration and estimated crisis probability
	Implied UK crisis probability
	Calibration
	Impulse responses

