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Focus

The limits to monetary policy

Central banks were seen as saviors during the financial crisis.
Where does their power end?

The interaction of power and markets has always been an issue
for aconomists. A hundred vears age, for example, they argued
that, in the long run, wages should be determinead by demand
and supply and not by industrial refations. They realized that
markat distortions could lead to unemploymant and falling
wages. However, immediately after the financial crisis, more
hopes than ever before were put on manetary policy since ithad
obwiously managed to moderate the effects of tha crigis and
end recassion, But it has become more and more apparent that
myonaey and capital markets react in a simalar way to the labor
markaet; palicy interdention has its limits,

Research an these modeis’ failings scon focused on the capiail
rraricets. In the years up to 2007, cradit volumes had increasad
sharply. The money barrowed was invaated in propearties and
aquities sc that asset prices rose accordingly, Market volatility
was, moneover, raducad duning this credit boom as high liguidity
made investors feel safe. When the financial boom ended

ire 2007, credit defaults triggerad additinnal selling pressurs
resilting in an increased supply of real-estate propartios and
aequitias, which in its turn sent asset prices further down,

The result was an additional increase in loan defauits and a
deespening of the financial crisis.

I 1928, the economest Ludwig von Mises postulated that
exoessive monatary growth led to artificially low intarest ratas

New challenge
and swelling credlt! and that part of the borrowsd money would g

bie mizallocated, leading to defaults, In his view, the world

depression froem 1823 to 1933 had been triggered by monstary-
policy mistakes. This tramn of thought was revived in the wake of

the financial crisie that started in 2007,

Fost countries had enjoyed a high level of employment and
price stability befora the financial crisis. Cantral banks were
tharetore surprised by the Lehman default and the resulting

Analysiz also revealad that the credit markat behaves like a
rubber band: During & credit boom, the volume of credit quickly
axpands while st quickly contracts in times of crigis, [t is therefore
no surprigse that the Bank for International Settlements has
examined potential cradit booms and asset-price hubblios in its
most recent annual report.® And indead, warning signals are
already 1o be found in several countries. The central banks of
thase countries ars now faced with a new challenge: They rust

harmanize the two targets of a balanced sconomy and aveiding
& credd boom, But these targets may be confiicting,

chain reaction in the financial system. And just fike during the
Asian crisis of 1997-1988 and the New Ecanomy crisis of 2000,
central banks in the sdvanced economies respondad to the
financiai crisis with official rate cuts and the prosvasion of liguidity  So governmaents will have 1o take a more proming nt roée,

for their banking syatems, Despite those efforts, their economies  Governments have tendsd to focus on the management of
continued to deteriorats in 2008 and 2003, The balief that aggregate demand. So thay borrowad money to increase
gychical downswings and crises could be overcome with the help  economic demand. Strengthening the supply-side has proved to
of monetary policy alone sufferad a blow, be a more challenging task for governments in many countries.
Meanwhiie, many polticians have realized that only structural
reforms will help to further deregulate product and labor markets
and to promaote entreprenaurship and innovation. This should
foster additionsat growth which would, in tomn, allow a more
Some central banks had to fall back on uncorventional measures  restrictive monetary policy so that unhealthy credit growth could
such as asset-purchasing programs in order to stabifize the be rained in sooner.

situation. The unexpestedness and depth of the orisss triggered

imtense resaarch from 2008 onwards as to whather tha central

banks' economic managamant madels were sufficiant. Based on

these models, central bankers had tried to align the demand and

supply of goods in imes of normal capacity wtilization. Pivotal

targeds wers thersfors full employment and moderate inflation,

Models on trial

"Source: Ludwig von Misas: Monetary Stabilization and
Cyclical Policy; 1928

f Source, Bank for imernational Settlements: 85th Annpual
Reporl; June 2015

Past performancs is not indicative of futume seturns,

No assurance can be given that any forecast, investrment
objectives andfor expected returns will be achieved . Allocstions
are subject to change without notice, F = forecast, Forecasts are
based on assumptions, estimates, opinions and hypotheticsl
modals that may prove to bs ingorract,
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