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ALOK SHEEL lists various ways in which the Great Moderation called out for changes in macroeconomic policy.
But, central banks were too focused on inflation to see the red flags go up

essons and red herrings

The ‘Great Moderation’ preceding
the current crisis turned out to be sim-
ply the proverbial calm before the
storm. It seems odd, even appalling,
that economists, policy makers and
multilateral surveillance bodies like
the IMF should not have seen the
storm coming, especially since the
calm was associated with several
macro-economic anomalies.

The dotcom boom and burst had shown,
even prior to the housing boom, that asset
prices were widely out of sync with consumer
prices that remained remarkably stable. The
latter were not responding as expected to rising
liquidity, and even to rising input prices. The
link between growth and employment was
weakening. Mounting trade and budget
deficits were not translating into inflation,
higher interest rates and currency depreciation
as expected. The need for bailout of hedge
funds such as Long Term Capital Management
was a pointer to the build up of systemically
critical risk and leverage outside the regulated
financial system.

The Great Moderation was therefore an in-
dication that rapid, multi-layered global
integration was redefining acknowledged
relationships and challenging established
economic paradigms. Since macroeconomic
policy did not adjust to changing winds, is it
surprising that it found itself trapped in the
approaching ‘perfect storm’ that is now widely
believed to be the greatest threat to the inter-
national economy since the Great Depression of
the 1930s?

The US sub-prime housing crisis was by con-
sensus the proximate trigger of this perfect
storm, whose ultimate genesis is attributed to a
complex interplay of several factors such as
global imbalances, monetary policy, regulatory
failure, financial innovation and globalisation.
Itis perhaps time to separate grain from chaff, or
causes from distractive red herrings, if we are to
put in place new structures to prevent similar
crises in future.

The ‘new mercantilism’, where hard currency
acquisition through exports is targeted as the
conscious objective of national policy just as
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gold was a few centuries ago, no doubt has
harmful consequences, including to other
emerging market economies for which they
create enormous competitive disadvantages.
However, there have been global imbalances
in the past, as the marginal propensity of coun-
tries to save and consume varies according to
cultural preferences and their phase of devel-
opment. The proximate problem was conse-
quently the failure to manage the fallout of the
imbalances. The failure was both monetary
and regulatory.

Global imbalances led to excessive liquidity
that drove down long-term interest rates, par-
ticularly in the US. This encouraged excessive
risk taking to increase returns. This should have
raised regulatory red flags but did not. Why?

Most central banks have over the years moved
away from targeting monetary aggregates to
targeting inflation. The red flag did go up, in
the form of asset price inflation, but central
banks were not looking in that direction.

This was because the conventional measure
of inflation is consumer prices, which were re-
markably stable on account of rapid globalisa-
tion. Excess liquidity was re-directed towards
non-tradable assets, particularly the housing
sector, which witnessed an unprecedented
boom. Alan Greenspan, once the doyen
amongst central bankers, was of the view that
central banks could not detect asset price bub-
bles and therefore were ill advised to prick
them. They could only clean up the mess after-
wards. It so turned out that the mess was too big

for the Fed to clean up. There was, conse-
quently, a failure of inflation targeting on the
part of central banks.

As Adam Smith observed long ago, a house
generates no income of its own, and has to be
ultimately paid out of current income earned
in the real economy. When a huge gap opens
up between income growth in the real econ-
omy and the financial sector, central banks
need to take note. The problem is not that
inflation targeting is ineffectual but that the
measurement of inflation needs to change. The
Taylor equation needs to be tweaked to
accommodate asset price inflation.

Practically every financial crisis has been pre-
ceded by runaway credit creation. Recognising
this, circuit breakers and liquidity buffers have

evolved over the years, but these proved both
too pro-cyclical (as risks typically decline during
booms) and too micro-regulatory (addressing
only risks relating to individual lending insti-
tutions). We need to get back to basics by treat-
ing the financial system as a handmaiden of
the real economy and should not allow it to run
amuck through excessive leveraging.

Subprime lending was risky, but lenders
were able to take the associated risks off their
balance sheets through the securitisation route.
The moral hazard inherent in this ‘originate
and distribute’ model is that lending standards
can become lax since associated risks could be
passed on. Securitisation, however, has long
been an article of belief in the financial sector,
with a trade-off between return and risk. And
the solution does not lie in banning complex
innovative products, but in ensuring that risky
investments are conservatively leveraged with
adequate equity buffers to cover losses, and in
optimising trading mechanisms to make such
products liquid through standardisation and
centralised, mandatory market clearing
mechanisms.

Since globalisation amplified the crisis
through monetary and regulatory arbitrage
and through cross border trade and investment
linkages, it too has come in for blame and flak.
Butitis globalisation that lies behind surges in
productivity and unparalleled igrowth.

One of the lessons of the current crisis is that
growing trade and investment linkages are fast
blunting time-tested macro-economic policy
tools as fiscal, monetary and financial policies
now need to be co-ordinated across countries to
be effective. Yet the institutional framework for
such global governance lags far behind eco-
nomic reality. It would however be impossible to
design such institutions without an inclusive
global financial architecture of all systemically
important economies through a radical reform
of the Bretton Woods institutions. Only then
can the subject of a global regulator, necessary
to prevent monetary and regulatory arbitrage,
and a mechanism for dealing with failed cross-
border institutions, be conceivable, as this
involves ceding sovereign space. Until this hap-
pens, we can at best think in terms of national
monitoring and implementation of globally
agreed regulatory principles that is currently
engaging the attention of the G 20.

The author is joint secretary,department of
economic affairs, ministry of finance. These
views are personal
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