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Introduction

It is clearly an understatement to state that global banking markets have

gone through a lot in the past six years. That said, we may be overlooking the

fact that there will still be even more substantive changes that need to be

confronted at least for the rest of the decade.

These changes have been programmed by the international reform agenda,

for which a staggered implementation has been suggested by the reform-setting

bodies. This phased-in approach is an indication both of the depth of the changes

required of the global standards as well as the extent to which the different

reform threads are intrinsically intertwined. The very fact that we are not talking

of a single reform but rather of threads of the agenda running concurrently is

itself unprecedented. The problems in many of the advanced economies are

quite deep so much so that they will likely face extensive difficulty should they

implement these reforms earlier rather than later.

All of these changes are undoubtedly either directly caused or indirectly

expedited by the difficulties that the global market finds itself in since 2007.

Given the extent of the socio-economic repercussions, the case for a global re-

assessment of the global best practice standards was an easy case to make.

Yet, the dislocations were decidedly targeted to certain jurisdictions even if the

contagion effect was much more worldwide. Thus, there is a view that the

needed reforms should not be mandatory for all jurisdictions but specifically

targeted to those jurisdictions which have been severely affected by the global

_________________

1. The author is Assistant Governor, Bangko Sentral ng Pilipinas (BSP, the Philippine central

bank). The material was presented initially at “SEACEN-CeMCoA/BOJ High-Level Seminar

on Finding Asia’s New Sustainable Growth Model Post GFC: The Role of the Central

Banks” held at Sasana Kijang in Kuala Lumpur, Malaysia on 7  November 2012.
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crisis. For a region that was as far geographically as structurally from the root

of the global crisis, it is no surprise that such thinking is quite popular in Asia.2

For all the debate about for whom the reforms should apply, one can make

the parallel argument that the concern is more towards where the prudential bar

is set for the proposed minimum standards rather than the rationale for adjusting

the bar in the first place. The latter argues that the previous standards do not

effectively address significant risks in the market and thus require strategic (if

not, wholesale) adjustments. The former, on the other hand, pertains to the absolute

threshold below which jurisdictions are not expected to operate. Since national

regulators have the discretion – as they have always had – to set local guidelines

above the international norms, the issue then boils down to whether the new

minimum standards are set too high to the disadvantage of others.

This last point is a key distinction. The reform agenda as it is phrased is

no longer delimited to identifying and mitigating specific risks to financial

institutions or those arising from particular transactions. Instead, the revisions to

the prudential standards are now categorically geared towards the achievement

of financial stability. The term “financial stability” is itself not new but the context

within which we presently use it certainly has new facets for prudential

oversight.3

This higher-order objective does not replace the longstanding banking

supervision issues. Instead, it is an add-on that recognises that the risks that we

have already identified can comingle and co-integrate to create system-wide

dislocations, if not properly managed.

This “broader view” then explains why it is critical to make the distinction

we have argued above. If there is at least unanimity that standards must be

strengthened to address current market dynamics of correlated consequences,

then much of the debate reverts to resolvable operational issues instead of

underlying strategic principles.

________________

2. The reforms on trade finance, Over-The-Counter (OTC) derivatives and Financial Market

Infrastructure, for example, have often been cited as examples where Asia is put at a

disadvantage by the proposed “cures” when she may not have exhibited any of the symptoms

of the ills.

3. See BIS (2011) for a discussion of “financial stability”.
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To date, in fact, we have seen some adjustments introduced to the threshold

earlier outlined by the Basel Committee. Changes in the handling of trade finance

and amendments to the approach for the Liquidity Coverage Ratio (LCR) are

indications that differences in operations can be addressed without foregoing

the underlying strategic objective.

Moving forward, further adjustments in the overall reform agenda may very

well still be possible. What is already evident at this point, however, is that

change is definitely inevitable. While it is true that it is the banks which must

ultimately execute these changes, one should not discount the impact of all of

these reforms on banking authorities. Since the concern for financial stability

will affect the business model of banking, it should be equally evident that the

central banking framework will likewise have to be revised accordingly.

1. The Traditional Structure of Central Banking

To better understand how the oversight framework changes under the

evolving financial stability policy regime, it is important that we take a quick look

at the traditional structure of central banking.

This aspect is certainly well traversed in economic literature. Bordo (2007)

notes that the Swedish central bank – Sveriges Riksbank – was the “first” such

institution since it was established in 1668. Quinn and Roberds (2006), however,

make the case that the Bank of Amsterdam (established in 1609) is the more

appropriate reference point and was the precursor of modern central banking.

Regardless of how one interprets this aspect of history, it is clear that central

banks have traditionally taken the role of managing public money. By acting as

the banker of the national government, it has had the mandate to issue currency

“backed by its own promise” to honour such debt.4 This was the case during

the medieval wars as it is under more contemporaneous times.

For this reason, central banking and monetary policy have always been

intertwined. The capacity to honour its own debt, just like any other obligation,

must be actively managed and by doing so, it is likewise tacit supervision of the

________________

4. Indeed, if the benchmark is the issuance of paper notes and the promise to repay, then

central banking goes back to much earlier times as those of the Knights Templar (see

Nicholson, 2001) or the even further back as the various dynasties in Chinese history.
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supply of funds which the government can deploy into the real economy through

direct expenditure. The pricing of such obligation (i.e., interest rates in current

monetary policy stance) and controlling for the volume of the obligation (i.e., via

open market operations) have always been universal concerns.

Central banking, however, was never delimited to the pure domain of public

interest as it also has had a more commercial component. Safekeepers of assets

recognised that the full value of the asset or its physical content need not be

made available to “depositors” all the time. This opened an opportunity to deploy

otherwise inactive and unused asset value. As the clients of these safekeepers

evolved initially from individuals and then eventually into banks themselves, the

notion of reserve banking became formalised.

The central bank thus became the banks’ bank and managed what can be

made available to the real economy by mandating what must be set aside of

deposit balance (i.e., required reserves). As central banks moved away from

directly handling the assets of individuals, a link is necessarily forged between

the general public, the banks which now act as the repository of the public’s

saving and the central bank in between these two stakeholders. As warranted,

the central bank may extend funding to these banks (i.e., lender of last resort)

to smoothen temporary gaps.

This would not be the venue to describe the history of central banking in

its full glory. It suffices to put forward that central banks may have emanated

from the interest of the state to create and manage funding but this has essentially

evolved into the more comprehensive (and necessarily, more complex) task of

managing liquidity.

Liquidity is directly quantifiable but in practice it is the presence or absence

of overall liquidity which is instead measured. This is phrased within the context

of managing inflation and the operational mantra is that of “price stability.” In

the United States (US), the 1977 amendment to the Federal Reserve Act

categorically states that the two goals of monetary policy are to pursue maximum

sustainable growth and employment as well as to promote stable prices.5 For

the European System of Central Banks, price stability is the primordial concern

________________

5. Section 2A of the Federal Reserve Act states:

The Board of Governors of the Federal Reserve System and the Federal Open Market

Committee shall maintain long run growth of the monetary and credit aggregates

commensurate with the economy’s long run potential to increase production, so as to

promote effectively the goals of maximum employment, stable prices and moderate long-

term interest rates.
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and support for economic policies cannot be to the prejudice of the objective of

price stability.6

This certainly invites the obvious question of whether or not a price stability

framework is enough for purposes of economic policy and management. Many

commentators have raised concerns that it may not, some of whom making their

case well before the protracted global crisis. White (2006) has argued that much

more flexibility is required than the tools offered by the traditional price stability

framework. Blinder (1999) – the former Vice Chairman of the US Federal

Reserve System and long-time Princeton University professor – is much more

direct when he states that:

“… central banks generally control only the overnight interest rate,

an interest rate that is relevant to virtually no economically

interesting transactions. Monetary policy has important

macroeconomic effects only to the extent that it moves financial

market prices that really matter - like long-term interest rates, stock

market values and exchange rates.”

And in a more recent Bank for International Settlements (BIS) paper,

Goodhart (2010) points out that:

“. . . the traditional focus of stabilisation has been the central

bank’s capacity to lend, and thus to create liquidity, either to an

individual bank, as the lender of last resort, or to the market as

a whole, via open market operations . . .

. . . The standard regime was one in which the central bank was

delegated operational independence to vary the official short-term

interest rate in order to achieve an inflation target, which in turn

was mandated either in general or in specific numerical terms by

the democratically elected government. We now recognise that the

achievement of price stability by this procedure does not guarantee

financial stability.”

The last sentence from the quote above is particularly revealing in several

respects.

________________

6. See “The Monetary Policy at the ECB,” 2nd Edition, January 2004 and the 3rd edition,

June 2011.
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First, it makes evident that the new norm for prudential regulation is that

of financial stability. The global financial crisis has shown that risks can quickly

become systemic and materialize cross-border. Given the obvious costs of

instability, we would have to be cognizant of the build-up of systemic risks in

addition to the oversight of stand-alone risks. This fundamentally changes the

way regulators approach financial markets.

Second, central banks have a critical, if not leading, role to play in the

financial stability framework. Although there is no singular definition for financial

stability and there are various arrangements across jurisdictions for central banks,

the BIS (2011) notes that central banks are necessary players because of their

ability to provide liquidity. While controlling system-wide liquidity has long been

a central bank tenet, the link between liquidity and systemic risk is a new paradigm

that is being managed under a financial stability objective.7

Third, the above policy objectives are being pursued irrespective of whether

the financial stability agenda officially rests with the central bank or not. In the

US and the eurozone, financial stability is in fact a mandate bestowed on

institutions separate from the Federal Reserve and the European Central Bank.

They reside, respectively with the Financial Stability Oversight Council (FSOC)

in the US and with the European Systemic Risk Board (ESRB) in the eurozone.

In contrast to the FSOC and the ESRB, however, the financial stability agenda

is undertaken, whether formally and informally, within the respective central

banks of the ASEAN-5. Clearly then, no single working structure is warranted

but ensuring that working relationships are coordinated is more critical.

2. Moving Forward on the Financial Stability Agenda

The way forward for prudential oversight appears to be a decided issue

with respect to financial stability. The difficulty, nonetheless, is that the financial

stability agenda is phrased in abstract terms without the benefit of specific policy

objectives, concrete policy tools, particular measures or best practice guidelines.

We have always understood that risks are inherent to financial markets and

raising the bar to address so-called macro-prudential concerns begs the question

of what has really changed in financial markets to warrant the “new” focus. Is

it a question of history tragically conspiring so that well-understood risks have

________________

7. Even the revised Basel Accord now puts heavy emphasis on liquidity risks. Apart from

capital adequacy, the best practice standards now call for both the LCR (short-term liquidity)

and the Net Stable Funding Ratio (longer-term liquidity).
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converged into a bigger risk or are we now looking at “newer” risks that have

not really been well considered in the past?

The objective analysts will argue that there is evidence for both conditions.

What is not in dispute, however, is that there are costs from financial instability.

Unfortunately, knowing the extent and consequences of instability does not tell

us more about how we are going to move forward with stability. Among others,

we are not clear how we are going to measure system risk, how known risks

comingle into yet-unknown systemic risks, what behaviours mitigate or magnify

system risks, and how different jurisdictions should coordinate for possible cross-

border risks.

2.1 The Evolving Organisational Structure of Central Banking

All of these questions are critical because the answers affect the way we

organise and structure central banking moving forward. The traditional three

pillar approach – monetary policy, banking supervision, and payments and

settlements system – has been descriptive of the related operating threads but

it has also institutionalised some degree of specialisation for each of the pillars.

Rather than a natural chain of connected activities, interactions between the

pillars often transpire as issues relevant to the banking public arise.8

Under a financial stability agenda, the higher-order policy objective is the

control and monitoring of systemic risks.9 This is not to suggest that the respective

pillars have lost their policy relevance. However, the policy issues of each pillar

can be left to the existing realm of micro-prudential regulation while the risks

that arise from the interconnectedness of the three pillars should be the focus

of macro-prudential policy. This approach reiterates the importance of each pillar

but it also makes the point that will be central to our view of central banking

under a financial stability agenda: micro-prudential issues may very well cause

systemic dislocations but these are not the focus of the financial stability agenda.

_______________

8. Specifically, the public is serviced by banks (banking supervision pillar) and directly get

affected by the real economy as may be stimulated by the monetary policy pillar. In the

meantime, this public relies on the payments and settlements pillar for fundamental

infrastructure services.

9. Formally, there should be a realization of the difference between systematic risks (in the

context of capital asset pricing modelling, for example) and systemic risks (upon which the

entire concept of financial stability rests). The former has an established literature and is

therefore well understood and well modelled. Yet it is the uncertainty of the latter, defined

by Hansen (2012) as “breakdowns of financial markets,” which will define the changes to

central banking moving forward.
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The interconnectedness that is central to financial stability is not just another

way to re-package existing arrangements. In lieu of interacting as needed, we

envision a continuous concern for liquidity (for savers and investors), both in

amount and in having the needed access points, and for which operating parallel

is the cost of leverage (for those raising cash or capital). This proposed

framework is very much bank-centric because it is through banks that funding

liquidity is made available throughout the system and leverage made possible.

We can represent this change schematically. We can delineate a functional

difference between the top-down focus afforded by each pillar in Figure 1 against

the more integrated structure represented under Figure 2.

Figure 1 Figure 2
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However, it should be evident that the exercise goes well beyond schematics

and functional distinctions. Underlying this is a change in operating parameters.

From related-but-nonetheless-specialised operations, we are shifting towards a

holistic-and-functionally-non-separable view of the prudential issues. This requires

a substantive modification of what is practiced today. In particular, a harmonised

prudential framework is necessary to be able to generate collective thinking.10

It also means that a holistic toolkit is warranted, not only to provide for a focused

intervention as desired but also to minimise any unintended consequences across

the traditional pillars.11 Each of this is a significant challenge.

2.2 Changing the Way We Manage Information and Risk

This changing structure has direct impact on the way central banks handle

information as a means of identifying, measuring, monitoring, and mitigating

financial risks.

Regardless of the structure of a central bank – whether it is mandated to

limit itself to monetary aggregates or is also vested with the supervision of banks

– the primary unit generating the data will be banks.12 Given the speed at which

financial market turnover transactions and the greater speed through which change

is coursed through bank financial positions, it is fair to ask whether central banks

have enough information at their disposal to make timely analysis and respond

accordingly.

At issue is what information is made available by bank balance sheets and

the periodicity of such information. As a fundamental accounting structure, a

balance sheet is a static view as of a cut-off date. It provides the magnitude

________________

10. There may be natural conflicts across the pillars simply because of the nature of financial

markets. For example, monetary policy needs may require a lowering of benchmark rates

to stimulate the real economy. This may benefit borrowers but will be a major disincentive

for savers. In the absence of sourced funds, there will not be new unencumbered funds

available for lending which will itself stifle the real economy. Similarly, efficiencies in the

payments system may be possible by shifting to electronic clearing and settlement. However,

depending on the socio-economic profile of an economy, electronic platforms may cover

less of the market. This exposes the retail market to operational risks which can affect the

way the banks decide on their market reach and conduct their business.

11. As pointed out by the BIS Central Bank Governance Forum (CBGF) Report (2011), tools

specifically designed for financial stability purposes (instead of existing micro-prudential

tools whose use are extended to cover financial stability) have not been identified.

12. In the former, this is done through the reserve requirement/money multiplier route. In the

case of the latter, it is more directly through the safety and soundness dictum.



188

of different accounts but the information is still largely historical in nature. This

creates two distinct problems.

First, risks are about what may unexpectedly transpire in the future. History

may provide some clues but financial markets are not prone to regular well-

defined cycles that mirror the past into the future. This is certainly problematic

because financial institutions with strong balance sheets are therefore not immune

to future balance sheet weaknesses that can lead to liquidation. Regulators need

balance sheets to monitor a bank’s situation but they cannot be readily used to

foretell the future i.e., balance sheets are necessary but insufficient monitoring

tools as far as risk build up is concerned.

Second, the holistic requirements of financial stability only highlights the

fact that the traditional problem of information asymmetry between regulator

and regulated is actually much more acute. It is not that balance sheets are

submitted to regulators with a lag. Rather, it is the fact that balance sheets

report outstanding balances of accounts but neither the transactions

underlying the accounts nor the relationships between the transactions.

The implication of this distinction is quite far-ranging.

A smaller bank, for example, with a relatively limited deposit base can still

pose a systemic risk if it is active in the swap and interbank funding markets

as a way to finance potentially aggressive position-taking in the fixed income

market. Alternatively, near zero end-of-period balances, for example, in a

derivative does not preclude the possibility that such a bank was actively

arbitraging buy and sell positions throughout the period.

The point of these two examples is that regulators have a vested financial

stability interest to understand either how banks fund a position (instead of just

knowing the position balance) or how these banks operate in the market. This

is not meant to micro-manage banks. However, an appreciation of these details

will provide additional critical insights as to the risks taken by banks and the

potential channels through which these risks may be passed on to other

stakeholders.

Since financial markets are inherently risky, then the objective cannot be to

avoid risks altogether. There are financial risks worth taking and an appreciation

of the above additional information takes us closer to understanding how to

achieve stability. In the process, the market needs to fully price in all of these

risks since this is at the heart of the risk-return trade-off.
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2.3 Managing the Gamut of Change

Notwithstanding the above challenges with financial stability, the pressure

on central banks is exacerbated by the fact that the international landscape is

changing as a result of the reforms.

In a way, not only are central banks chasing the shadow of future stability,

they are also running from the ghosts of past instability. The ghosts that have

come to haunt are in the form of reforms on several fronts. One hears of major

facets such as governance and accounting standards in the same breath as the

Basel Accord, consumer protection, shadow banking, financial market

infrastructure, OTC derivatives, and conglomerates oversight. Even the term

“Basel Accord” is actually a euphemism for significant structural change since

the new guidelines cover far-ranging initiatives on bank capital, liquidity, trading

books, leverage, systemically important institutions, and counterparty risk.

These are not small patches to existing guidelines. To the contrary, there

is considerable depth in each of these reforms. As such, these collectively

represent a fundamental rewrite of the global standards.

It is evident that each of these reforms will affect the way banks operate.

Unfortunately for central banks, not all of these initiatives are under either their

direct or sole jurisdiction. Since some of the envisioned changes extend beyond

traditional banking concerns, a fair amount of coordination across regulatory

and/or government agencies may be required. This is another facet of the financial

stability challenge since the sphere of central banking is inherently driven and

delimited by “mandates” defined by law.

In the end, these changes need to be managed. Banks function within an

atmosphere of relative regularity in operations and one cannot simply assume

that banks will execute the reforms as a matter of due course. There will be

resistance to these reforms since the aura of regularity will be disturbed by

changes that could very well adversely affect the banks’ bottom line. For this

reason, the task of managing the necessary changes will have to fall upon the

central bank. There is urgency to the identified changes but it cannot be

institutionalised at a pace that is inconsistent with the ability of banks to effectively

manage change: set too slow, the system is vulnerable to further instability; set

too fast, the system still remains vulnerable since the desired changes may not

have taken hold at all.
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2.4 What is Systemic Risk?

Coordination between the banks and the central bank will be critical but it

will ultimately be a question of what is deemed “prudent” within a domestic

context. International standards set the baseline but it is upon local authorities

to recognise idiosyncratic features in their jurisdiction. This brings us back to the

issue of risk.

What risks can be identified, measured, monitored, and mitigated will certainly

play a key role in handling the financial stability agenda. But all of this begs the

two most obvious questions:

a) What exactly is systemic risk?

b) How do we measure, monitor and mitigate systemic risk?

This is not a trivial matter because it defines the object of the pursuit under

a mandate of financial stability. As pointed out in the BIS CBGF Report (2011),

however, there is no universally-accepted definition of financial stability.13

Operationally, it would not be sufficient to define stability as the absence of

instability since the latter itself can take very different forms over time and

across locations.14

For central banks that take on the stability mandate, this state of affairs

invariably tilts the responsibility of execution from global standards to domestic

requirements. The academic literature is not exactly silent but the fact that Bisias

et al. (2012) are able to identify 31 existing measures of systemic risk under six

major policy categories only highlights that instability can mean differently to

different stakeholders with different objectives.

To move their own financial stability agenda forward, each central bank will

therefore need to put in place their own measure of systemic risk that

subsequently defines their own view of stability. This sounds more ad hoc than

universal; quite frankly, it is and this is why the burden of execution is indeed

more with domestic authorities than with global bodies that set the international

standards.

________________

13. One can also readily validate that different jurisdictions define financial stability differently,

not to mention the different institutional arrangements that are in place to execute such a

policy objective.

14. Schinasi (2004) argues that financial stability in fact is not a static concept.
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Nonetheless, we can step back from specific models and raise more generic

issues regarding systemic risk. We are well aware of the nomenclature of financial

risks that emanate from specific transactions and/or exposures and such

knowledge was not enough to prevent the build-up and eventual blow up of

systemic risks. If we are to move ahead on the agenda of financial stability, one

needs to ask how transaction-level risks relate to system-wide risks. Specifically,

some specific questions that may be asked include:

a) Are there risks that are acceptable at the level of transactions, products

and agents but would not be acceptable once aggregated at the systemic

level?

b) Is risk always developed from the bottom up (i.e., from micro-prudential to

macro-prudential)?

c) How do we know about the nature and extent of interconnectedness across

transactions, products and agents that often define the “systemic-ness” of

risks?

d) Are risk relationships stable over time?

e) How do we determine the “channels of risk”?

f) Is there the need to distinguish between systematic risk and systemic risk?15

The answers to these questions help us understand what we are trying to

measure (financial stability) and how we will do so (systemic/systematic risk).

Based on what is currently available, only two options are possible:

1) Use existing microprudential and macroeconomic measures and re-interpret

them from a system-wide standpoint;

2) Find new exclusive measures for system-wide risk in the context of financial

stability.

The second item is not presently possible and thus by default we are restricted

to the first. It should be noted categorically that although the global norms are

being rewritten and recast, one should also not expect a wholesale repudiation
________________

15. The former arises out of the portfolio theory literature. It is the risk that arises from the

structure of the market, faced by all agents and cannot be eliminated through portfolio

diversification.
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of longstanding standards for banking supervision, payment systems or even

monetary policy. The point is that the chosen technical specification for systemic

risk is important but we also cannot get ahead of ourselves by forgetting the

needed working arrangements that take us to the next step.

For this reason, it is important to distinguish the boundaries between the

new macro-prudential oversight and the old standards. This cannot be a matter

of semantics or left to broad statements of commitments across stakeholders.

There needs to be some specificity because understanding these boundaries

allow us to execute the coordination that is now required under the more holistic

framework.
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Conversely, one can also use the first point to think of how working

arrangements may be structured. Specifically, micro risks remain with the micro-

prudential supervisor while the comingled risks become the area of macro-

prudential supervision. The working focus of the latter can be on the nature of

interconnectedness or the channels through which risks are spilled over into the

system, both of which are subsumed under the parameter ρij. Unless there is

some other alternative specification, ρij  is a pairwise relationship and the effort

on interconnectedness and channels of risk must be done for all asset pairs i

and j.

The second and third points highlight the extent of what we know and do

not know. If what we know is neither absolute nor stable, then continuous

monitoring and empiricism would be required to keep track of evolving patterns

between assets. This has a direct bearing on the resources that will be called

upon under a stability mandate. As suggested above, measuring and monitoring

ρij for all asset pairs i and j will not be a trivial exercise. For a central bank to

undertake this responsibility, there is an extra layer of challenge since monitoring

asset patterns and behaviour is presently not one of its core competencies.

The fourth point raises an issue that has only been peripherally discussed

in most forums. Since financial markets are always about risk and regulators

consistently talk of prudential choices in risk exposures, then we need to be

conscious of:

a) The pricing of risk and mitigating genuinely unexpected outcomes; and

b) Not rewarding stakeholders for taking on “imprudent” risks.

For these two issues, one needs to invoke the distinction between systematic

and systemic risk, discuss asset pricing principles and modelling while correlating

idiosyncratic risks, bank governance and risk pricing. These are clearly

fundamental concerns which deserve a separate discussion. Suffice it to say at

this point that, if pursued to their logical conclusion, this is altogether a new area

for any central bank to undertake.

3. Final Thoughts

There is no doubt that financial stability has become the primordial prudential

concern of authorities. It is not necessarily that financial markets are riskier

today since the same products and the same transactions appear to be undertaken

in the market. There is, however, a clear shift in prudential outlook which is
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more concerned with system-wide dislocations, takes on a top-down view of

risks while being more prescriptive of the prudential stance on risk-mitigation.

Central banks are argued to be natural stakeholders under the new financial

stability mandate because of the management of liquidity. For jurisdictions which

are more bank-oriented, there is a stronger basis for central banks taking on the

financial stability mandate because the channels of contagion innately go through

banks.

Financial stability, however, is a game changer in many respects. Regardless

of the working arrangement in the jurisdiction, the central bank does not simply

wear “an added hat” to undertake financial stability. If a central bank operates

under the traditional three pillars approach, can a separate agency be delegated

with the spill-over/contagion risks (figure 3)?

Figure 3

Or will the central bank at least play a major role in the pursuit of financial

stability regulator since those spill-overs can come through any of the three

pillars (Figure 4).
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The challenge does not end here. In pursuing financial stability, we previously

argued that the three pillars approach will have to be adjusted as well. Following

our earlier schematic, the net effect would then be along the lines in Figure 5:

Figure 4

Figure 5
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As noted in the paper, the implications of such a shift in operating structure

are intensive. From an information standpoint, the most immediate effect is that

central banks with financial stability mandates cannot afford to rely on traditional

sources. There will have to be greater granularity in bank balance sheets and

highlighting the relationships between accounts. It will likewise require information

from non-bank entities to account for the potential channels of risk. This last

point is going to be contentious.

Finally, central banks cannot overlook the manpower requirements of a

stability mandate. It is not a simple issue of adding more people to do more.

Instead, it is a change in the core competencies. We certainly will require the

expertise of a macro-financial economist, the preciseness of a financial engineer,

the orderliness of an accountant, the eloquence of a commentator, the imagination

of a physicist, the structure of the legal mind and the perspective of a market

practitioner.

Many of these competencies are available in most central banks so that the

real challenge is integrating them into a holistic mindset and finding ways to

acquire the skill sets of those not yet available. Just as financial stability will

impact banks significantly, the consequences on central banks are equally non-

trivial. It bears repeating what has been stated above: not only are central banks

chasing the shadow of future stability, they are also running from the ghosts of

past instability. In the meantime that the uncertainties of financial stability are

being clarified, there is the certainty of ongoing reforms. Lest we forget, this

too needs to be carefully managed so that the short-term costs of reform cannot

outweigh the long-term gains from the changes.



197

References

Bank of International Settlements, (2011), Central Bank Governance and Financial

Stability, Central Bank Governance Group, 2nd Edition, May.

Bisias, Dimitrios, et al., (2012), “A Survey of Systemic Risk Analytics,”  Office

of Financial Research Working Paper, #0001,  January, U.S. Department

of the Treasury.

Blinder, Alan S., (1999),  Central Banking in Theory and Practice, 2nd Edition

MIT Press: Massachusetts.

Bordo, Michael D., (2007), “A Brief History of Central Banks,” Economic

Commentary, Federal Reserve Bank of Cleveland.

European Central Bank, (2011), Monetary Policy at the ECB, 3rd Edition (2011)

and 2nd Edition (2004), Frankfurt Main, Germany.

Goodhart, Charles,  (2010), “The Changing Roles of Central Banks,”  BIS

Working Paper, No. 326, December, Bank of International Settlements.

Hansen, Lans Peter, (2012), “Challenges in Identifying and Measuring Systemic

Risk,”   Risk Topography: Systemic Risk and Macro Modeling, National

Bureau of Economic Research and University of Chicago Press,

(Forthcoming).

Nicholson, Helen, (2001),  The Knights Templar: A New History, Stroud: Sutton.

Schinasi, Garry, (2004), “Defining Financial Stability,” IMF Working Paper, WP/

04/187, International Capital Markets Department, International Monetary

Fund (IMF).

Quinn, Stephen and William Roberds, (2006), “An Economic Explanation of the

Early Bank of Amsterdam, Debasement, Bills of Exchange and the

Emergence of the First Central Bank,”  Working Paper, 2006–13,Federal

Reserve Bank of Atlanta.

White, William R., (2006), “Is Price Stability Enough?”  BIS Working Paper,

No. 205, April, Bank of International Settlements.



198


