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I would like to welcome you all to our inau-
guration of the Camdessus Central Banking 
Lecture Series, which will become an annual 
event. It is a tremendous privilege to open this 
lecture in the presence of the person to whom 
this series is dedicated—former Managing 
Director Michel Camdessus.

It is also a momentous occasion to welcome 
here at the IMF the Chair of the U.S. Federal 
Reserve, the distinguished Janet Yellen.

And we have with us today many distinguished 
guests, to whom I also extend a warm welcome.

This lecture is at the heart of what we do. The 
Fund has a core mandate in overseeing the 
global financial system. Over the years, that 
mandate has evolved with changing global 
conditions—and it continues to evolve.

That is why we initiated this Lecture Series: 
first, to reflect on the recent crisis period—
what we have learned—and second, to build 
stronger bridges among those preoccupied 
with central banking.

n Reflecting on the  
recent crisis period
Let me start with why we need to reflect on 
the recent crisis period—and take stock of 
lessons learned.

The crisis was like an earthquake. It shook 
the financial system and swayed many of our 
assumptions and traditional policy prescrip-
tions. It opened crevices, raised mountains, 
and diverted streams in the central banking 
and monetary policy landscape—formerly flat 
and bland, usually with relatively small blips of 
25 basis point changes in interest rates up or 
down, spaced out at regular intervals!

On this new terrain, central bankers are 
quickly learning to be mountaineers, and have 
been busily developing new ideas and new 
tools for this more challenging terrain.

Central banking has suddenly become an 
exciting sport! So much so as to attract an avid 
global audience—although perhaps not as 
many as in Brazil at the moment.

Nonetheless, Janet, you may not be sur-
prised to know that when you give your press 
conferences a group of passionate staff here 
at the IMF get together to watch you live on 
screen. I am told they even bring popcorn to 
the meetings! Such is the keen level of interest 
today—and certainly not just at the IMF.

Opening Remarks
CHRISTINE LAGARDE
MANAGING DIREC TOR OF THE INTERNATIONAL MONETARY FUND
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2    I N T E R N A T I O N A L  M O N E T A R Y  F U N D

“  ”Monetary policy and central banking have 
come to the forefront of the policy landscape 
because of the role they have played in fighting 
this crisis and returning us to stability. And 
because of the role they will continue to play. 
Let’s face it: we will not return to the precrisis 
world. The new normal will be different.

The Fund’s global membership of 188 
countries recognizes this. Their questions on 
monetary policy and central banking are more 
frequent and increasingly complex. We need 
to provide answers—and offer directions on 
paths yet untrodden.

n Building stronger 
bridges
This brings me to the second objective of this 
lecture series—the need to build stronger 
bridges between all those with a stake in the 
important issues of central banking.

We need to reexamine, refine, and modernize 
our policy advice on monetary policy and cen-
tral banking. Yet this is a task that is too large 
for any single institution to undertake. We at 
the IMF recognize that much of the expertise 
and knowledge on these issues resides outside 
these walls—in the field, on the ground, in the 
board rooms of central banks.

Certainly, we can bring our cross-country 
perspective to bear, our experience in collabo-
rative international efforts, and our expertise in 
looking at the big picture of economic policy.

At the same time, our goal is to join hands 
with central banks, academics, and policy-
makers—to think together, explore together, 
compare notes, and move forward together. To 
build stronger bridges with each other.

This Camdessus Lecture Series is intended to 
be a pillar on which these bridges will rest—by 
creating space for these avid “fans” of monetary 
policy, where they can engage and exchange 
views. A meeting that would bring us closer 
together year after year.

Monetary policy and central banking 
have come to the forefront of the 

policy landscape because of the role 
they have played in fighting this crisis 

and returning us to stability.
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n Thinking about the 
future of monetary policy
Before I leave you to the wisdom of our speak-
ers, allow me to highlight three of the main 
questions that we hope to address along with 
you in the period ahead.

First, the crisis was a stark reminder that price 
stability is not always sufficient for greater eco-
nomic stability. So, should central banks have a 
financial stability objective?

Second, with increasingly complex financial 
interconnections, many small open and emerg-
ing market economies have found it challenging 
to deal with large swings in capital flows, asset 
prices, and exchange rates. How can these econo-
mies retain monetary policy independence in such 
a policy setting? And what tools should they use?

Finally, the crisis has galvanized a broad effort 
to reform the global regulatory framework. 
There has been progress on various aspects 
of this financial reform agenda—but much 
still remains to be done. How will financial 
regulation and the new structure of the financial 
system affect the functioning of monetary policy, 
domestically and abroad?

Again, working with all our partners, the 
Fund’s goal is to develop clearer and more 
concrete policy views on these questions in the 
months ahead. We can start today.

n Introducing  
Michel Camdessus
Now, before giving the floor to Chair Yellen, it 
is my profound pleasure to introduce the per-
son to whom this Lecture Series is dedicated, 
and who has kindly agreed to be with us today 
at this inaugural event: Michel Camdessus. 

His legacy is well known to all of us. 
Michel: you presided over the Fund for thir-
teen years—nearly a fifth of this institution’s 
history and as its longest serving Managing 
Director. Your stewardship was transforma-
tional for the institution—and not without its 
share of trials and tribulations. 

Soon after you took the helm in 1987, the 
world as we knew it then was undone radically 
and unexpectedly. You managed the Fund 
through the fall of the Berlin Wall, the unrav-
eling of the Soviet Union, the Mexican crisis, 
the Asian crisis, and the Russian crisis. 

Yet, when you announced your intention to 
retire, a reporter asked you to name the most 
important qualities that your successor should 
have. You shot back without hesitation and 
from the heart: “a solid sense of humor!” You 
were indeed blessed with the “curse of living in 
interesting times.”

“  ”
The crisis has galvanized  

a broad effort to reform the global 
regulatory framework. 
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4    I N T E R N A T I O N A L  M O N E T A R Y  F U N D

Throughout these difficult and dynamic 
times, you steered the Fund with a remarkable 
sense of vision, with vigor and tenacity. Your 
interactions with country authorities were 
characterized by your unique skill in galvaniz-
ing different forces toward favorable outcomes. 
You were so invested in helping members of 
the Soviet bloc through their transition, for 
example, that you became a household name 
from Moscow, to Warsaw, to Bishkek—provid-
ing an element of continuity amid a continu-
ous turnover of political and public figures. 

Your untiring efforts also brought a more 
humane face to the Fund. Indeed, it was your 
compassion for the cries of the poor that 
took the Fund in its most important direc-
tion toward poverty reduction—through the 
establishment of concessional lending through 
the “enhanced” Structural Adjustment Facility 
and its successor the Poverty Reduction and 
Growth Facility (now the PRGT). 

And your compassion extended well beyond 
the Fund. Your “7 Pledges on Sustainable 
Development” became part of the 15 principles 
of the UN Millennium Development Goals. 

Michel, you were—and still are—a staunch 
supporter of multilateralism and cooperation, 
of openness and friendship between nations. 
Under your leadership, a decisive effort was 
made to curtail exchange restrictions, in accor-
dance with Article VIII of the Fund’s Articles 
of Agreement. As a result, by the mid-1990s, 
making a public commitment to openness was 
no longer controversial in most countries.

And with openness came the need to better 
integrate. You witnessed the globalization of 
financial markets, and—as a central banker 
yourself—you had the foresight to recognize 
that Fund surveillance needed better integra-
tion of its work on monetary and exchange 
rate policies, and financial stability. You saw 
the Financial Stability Assessment Program 
(FSAP) evolve from a pilot to become a key 
activity and major output of the Fund. In 
fact, thanks to your efforts, the IMF was able to 
transform the moniker of “It’s Mostly Fiscal” into 
“It’s also Monetary and Financial”! 

Finally, Michel, you and Brigitte always har-
bored a deep respect and genuine affection for 
the staff of this institution. You were deeply 
concerned for their welfare, and stood up for 
their cause. 

Fund staff reciprocated with their trust, 
respect, and abiding affection for you, 
which—as is clear from the audience here 
today—remains powerful. The staff admire 
you personally and admire what you achieved 
for the institution and the membership. We 
thank you. 

As a music lover, you referred to Fund staff 
as the Stradivarius of the world orchestra—
and that with such good instruments, it was 
extremely easy to conduct an orchestra.

Well Michel, today you have another opportu-
nity to engage with your Stradivarius orchestra. 
We cannot wait to be part of another one of 
your encores. 
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Well, friends, you can imagine that I am a bit 
overwhelmed by what I have just heard. I had 
the impression that you were talking about 
somebody else, Christine. But let me thank 
you for this kind introduction and, also, for 
the pleasure of being back here at the Fund. 
It’s like coming home, a very warm and wel-
come home.	

It’s true that I spent 13 years at the IMF. And 
it’s my great pleasure to see many familiar faces 
in this huge audience.

Plenty of moments come to mind, all of them 
of very high pressure and you have mentioned 
a few of them, Madam Managing Director. 
Moments of high pressure, but higher excite-
ment, I should say. And all of those moments 
contributing to create the very special atmo-
sphere of this institution—dynamic, profes-
sional, focused, with people never satisfied 
with what they have just done and looking 
forward to finding ways of doing better. This 
is, to my judgment, the essence of the IMF.

So thank you again for this great pleasure 
and for the great honor, totally undeserved—
of giving my name to this lecture. Totally 
undeserved, but this is something between 
you and I that we will have to discuss further 
later on. I am proud of it and the Chair of 
the Federal Reserve adds her prestige to the 
event and to the lecture series with her pres-
ence here today.

It does make great sense to devote further 
intellectual efforts to the issues around central 
banking. Even if many of you here know that 
I have not been a central banker all my life. I 
started in the French Ministry of Finance. At 
the time, the Banque de France was not yet 
independent. And we had a saying—in the 
words of Napoleon Bonaparte, who created 
the Banque de France—that the bank must 
be in the hands of the state, but not too 
much. And you can be sure that I did every-
thing I could to comply with the second part 
of the sentence.

Remarks
MICHEL CAMDESSUS
IMF FORMER MANAGING DIREC TOR

“  ”
Today, perhaps even more than  

in the past, everybody recognizes that 
the economic well-being  

of nations depends on the quality  
of their monetary policies.
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“  ”

The Banque de France finally got her indepen-
dence in 1993. At the time, yes, many other 
institutions made this change, a change that 
is certainly one of the most profound changes 
in central banking of recent decades. Today, 
perhaps even more than in the past, everybody 
recognizes that the economic well-being of 
nations depends on the quality of their mon-
etary policies. So one couldn’t imagine a more 
important topic for a new lecture series here at 
the IMF.

But why is central banking so crucial? Obvi-
ously, because monetary stability is a key 
component of the common good, a global 
common as they say in New York, no? Yes, and 
by “stability” we mean low and stable inflation. 
And we know from bitter experience, and so 
many bitter experiences in the archives of the 
IMF, about the damage that high and volatile 
inflation can inflict. And we know much better 
now, also, the pernicious effects of deflation.

We also understand clearly now that to achieve 
price stability, we need a policy framework 
directed toward the financial sector, something 
that was not at all that familiar when I joined 
the IMF. The financial sector was an area where 

we were not allowed to go. And I remember a 
tremendous conversation with Mrs. Thatcher 
about that when I went to see her, and we 
started discussing suggestions I wanted to make 
to the banking community. She told me never 
to lecture the bankers. Never. We continued lec-
turing [each other] a little bit about the banks; 
nevertheless, we were on difficult ground.

There are additional reasons for the central-
ity of central banking and something that 
is unique: their ability to respond quickly 
to shocks. Fiscal and structural policies are 
fundamentally important, but they are not 
able to change course as quickly as monetary 
policy. And, of course, we have just had a very 
good demonstration of that with the crisis that 
erupted in 2007. Without the timely and deci-
sive actions of the U.S. Federal Reserve and 
other central banks around the world, the crisis 
would have been much, much worse.

Well, suffice to justify the name of the lectures, 
but what about the principle of the lectures. 
If we go back to the history you have already 
helped us to revisit, Christine, we see many 
examples of the changes that have had to be 
introduced in the central banking universe. 

Without the timely and decisive  
actions of the U.S. Federal Reserve and 
other central banks around the world,  

the crisis would have been much, 
much worse.
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We had this huge transformation of Eastern 
Europe and the former Soviet republics. And 
there, of course, the IMF staff had to do the 
extraordinary job of being there and providing 
technical assistance and coordinating efforts 
to create central banking in a universe where 
money and monetary policy did not have the 
same meaning. As a matter of fact, they had 
no meaning at all, and all of that had to be 
created from scratch, creating the central banks 
along with the supporting banking, payments, 
accounting, and other financial infrastructure. 
That was enormous. And here I must take off 
my hat to the exceptional dedication of the 
staff working in this field.

And then we had the Asian crisis. It was a very 
different kind of episode. We had central banks 
there, and they were severely tested in the 
affected countries. We had a few false starts in 
some cases, but others took decisive stabiliza-
tion measures. But more importantly, prob-
ably, are the lessons that were learned from 
them, by them, and by the IMF.

One lesson was that financial vulnerabilities 
can build even when microeconomic funda-
mentals appear sound. This was one of the 
surprises of that moment.

Another was that the risks from large and 
volatile capital flows equaled large, or larger 
foreign exchange buffers. And, of course, 
we had some difficulties in convincing our 
membership that you had to add a zero to the 
numbers of our loans in several countries. We 
had some problems with that, but we did it.

And then we had the changes in central 
banking policy frameworks introduced here, 
also, with an enormous effort from the staff, 
and they have paid off. And we had a demon-
stration of this payoff in the fact that all these 

countries have been extremely quick in weath-
ering the recent global crisis. 

Of course, one could regret that the advanced 
economies had not realized completely 
enough after the Asian crisis that their own 
financial systems, too, might be vulnerable 
and other kinds of surprises might emerge in 
this world. And we paid a certain price for 
that, a very certain price.

But after expressing these thoughts, I must say 
that on the positive side—in Europe, which 
launched the extraordinary experience of creat-
ing a new currency—we have seen the central 
banks and, more broadly, the governments 
draw two important lessons from this crisis.

One lesson is the importance of adhering to 
fiscal rules. They adhere intellectually to this 
concept, but adhering to changing the land-
scape is another thing. But this lesson has been 
well received.

And another lesson is the importance of com-
mon arrangements for banking and financial 
supervision and crisis resolution, an issue for 
which my predecessor, our predecessor here, 
Jacques de Larosière, has made a very superb 
job of over the last few years.

Another change was inflation targeting, a 
Canadian invention at the end of the 1990s, 
which went around during my last stay here 
and was an enormous transition that continues 
running its course.

All of this is to say that one of the features of 
the central banking, which was for so long an 
archetype of immobility, of superb immobility, 
is that it is always changing.
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Now, the definition of central banking is 
change. Changes are at times small; at others 
they are deep and widespread. Changes are 
often induced by outside pressures, but can 
also happen by design. We know all of that. In 
any case, it is important that the implications 
of such changes be carefully considered.

One anecdote. When I was appointed central 
bank governor in Paris, I went immediately 
to see my predecessor, Renaud de La Genière, 
to have his instructions. And he gave me 
only one. “Remember, my friend, in central 
banking nothing is urgent. Nothing is urgent. 
Always take all the time needed to carefully 
think about [an issue] and then finally either 
the crisis will be over or you will make the 
right decision.” 

Well, I was not 100 percent sure that he was 
right, but, nevertheless, I kept that in my 
mind. And the conclusion I drew is that you 
are to think well and do two things: one, 
invest in capacity, talent, applied research, 
and analysis to try to stay on the cutting edge, 
and second to remain open to new ideas and 
perspectives.

Now, in a new period of questioning, due to 
the global financial crisis, I couldn’t agree more 
with what the managing director just said, 
the crisis has taught us that monetary policy, 
rules, principles, practices, were in the past 
years a bit too simple; monetary policy can 
creatively—the word “creatively” was not very 
popular in central banking several years ago—
can creatively deploy temporarily nonstandard 
or unconventional measures when necessary, 
that financial stability equals new tools, such as 
macroprudential policies. And, of course, the 
eternal lesson that preventing crises is substan-
tially less costly than managing and containing 
them.

But this crisis has left us also with major unan-
swered questions in the immense, uncharted 
field that central banks have in common: the 
international monetary system. 

Here, I couldn’t do better than to echo the 
words of my elder brother in central bank-
ing, Paul Volcker, who, in his remarks at the 
Annual Meetings one month ago here, among 
plenty of interesting points, alluded to the 
so-called exorbitant privilege. Paul has been a 
kind of missionary around the world since the 
beginning of the 1970s. History should keep 
that on record.

Well, but what I wanted to say is that I would 
like really wholeheartedly to repeat your plea 
for attention to the need for developing a 
rule-based, cooperatively managed monetary 
system worthy of our time. I look forward 
with high expectations to the measures the 
central banking community will adopt to face 
this challenge in their continuing quest for 
frameworks and policies that would lead us to 
greater global stability and prosperity.

I have no doubt that the IMF, faithful to its 
purpose to promote international monetary 
cooperation and to provide the machinery 
for consultation and collaboration on inter-
national monetary problems, will contribute, 
and—these are Paul’s words—provide the nec-
essary analysis and well-conceived approaches 
that could command attention and support in 
this long journey toward a better system. May 
our new lectures contribute to it. Thank you.

Thank you all very much. 
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It is an honor to deliver the inaugural Michel 
Camdessus Central Banking Lecture. Michel 
Camdessus served with distinction as gover-
nor of the Banque de France and was one of 
the longest-serving managing directors of the 
IMF. In these roles, he was well aware of the 
challenges central banks face in their pursuit 
of price stability and full employment, and 
of the interconnections between macroeco-
nomic stability and financial stability. Those 
interconnections were apparent in the Latin 
American debt crisis, the Mexican peso crisis, 
and the East Asian financial crisis, to which the 
IMF responded under Camdessus’s leadership. 
These episodes took place in emerging market 
economies, but since then, the global financial 
crisis and, more recently, the euro crisis have 
reminded us that no economy is immune from 
financial instability and the adverse effects 
on employment, economic activity, and price 
stability that financial crises cause.

The recent crises have appropriately increased 
the focus on financial stability at central banks 
around the world. At the Federal Reserve, we 
have devoted substantially increased resources 
to monitoring financial stability and have 
refocused our regulatory and supervisory 
efforts to limit the buildup of systemic risk. 
There have also been calls, from some quarters, 
for a fundamental reconsideration of the goals 
and strategy of monetary policy. Today I will 
focus on a key question spurred by this debate: 
How should monetary and other policymakers 
balance macroprudential approaches and mon-
etary policy in the pursuit of financial stability?

In my remarks, I will argue that monetary 
policy faces significant limitations as a tool 
to promote financial stability: Its effects on 
financial vulnerabilities, such as excessive 
leverage and maturity transformation, are 
not well understood and are less direct 
than a regulatory or supervisory approach; 

Monetary Policy  
and Financial Stability
JANET L. YELLEN

“  
”

At the Federal Reserve, we have 
devoted substantially increased 

resources to monitoring financial 
stability and have refocused  

our regulatory and supervisory efforts 
to limit the buildup of systemic risk.
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10    I N T E R N A T I O N A L  M O N E T A R Y  F U N D

in addition, efforts to promote financial 
stability through adjustments in interest 
rates would increase the volatility of inflation 
and employment. As a result, I believe a 
macroprudential approach to supervision 
and regulation needs to play the primary 
role. Such an approach should focus on 
“through the cycle” standards that increase 
the resilience of the financial system to 
adverse shocks and on efforts to ensure that 
the regulatory umbrella will cover previously 
uncovered systemically important institutions 
and activities. These efforts should be 
complemented by the use of countercyclical 
macroprudential tools, a few of which I will 
describe. But experience with such tools 
remains limited, and we have much to learn to 
use these measures effectively.

I am also mindful of the potential for low 
interest rates to heighten the incentives of 
financial market participants to reach for 
yield and take on risk, and of the limits of 
macroprudential measures to address these 
and other financial stability concerns. Accord-
ingly, there may be times when an adjustment 
in monetary policy may be appropriate to 
ameliorate emerging risks to financial stabil-
ity. Because of this possibility, and because 
transparency enhances the effectiveness of 
monetary policy, it is crucial that policymak-
ers communicate their views clearly on the 
risks to financial stability and how such risks 
influence the appropriate monetary policy 
stance. I will conclude by briefly laying out 
how financial stability concerns affect my 
current assessment of the appropriate stance 
of monetary policy.

n Balancing Financial 
Stability with Price 
Stability: Lessons from  
the Recent Past
When considering the connections among 
financial stability, price stability, and full 
employment, the discussion often focuses on 
the potential for conflicts among these objec-
tives. Such situations are important, since it 
is only when conflicts arise that policymakers 
need to weigh the trade-offs among multiple 
objectives. But it is important to note that, in 
many ways, the pursuit of financial stability is 
complementary to the goals of price stability 
and full employment. A smoothly operating 
financial system promotes the efficient allo-
cation of saving and investment, facilitating 
economic growth and employment. A strong 
labor market contributes to healthy household 
and business balance sheets, thereby contrib-
uting to financial stability. And price stability 
contributes not only to the efficient allocation 
of resources in the real economy, but also to 
reduced uncertainty and efficient pricing in 
financial markets, which in turn supports 
financial stability.

Despite these complementarities, monetary 
policy has powerful effects on risk taking. 
Indeed, the accommodative policy stance of 
recent years has supported the recovery, in 
part, by providing increased incentives for 
households and businesses to take on the risk 
of potentially productive investments. But such 
risk-taking can go too far, thereby contributing 
to fragility in the financial system.1 This possi-
bility does not obviate the need for monetary 
policy to focus primarily on price stability 
and full employment—the costs to society in 
terms of deviations from price stability and 
full employment that would arise would likely 
be significant. I will highlight these potential 
costs and the clear need for a macroprudential 
policy approach by looking back at the vulner-
abilities in the U.S. economy before the crisis. 
I will also discuss how these vulnerabilities 
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 I N T E R N A T I O N A L  M O N E T A R Y  F U N D    11

might have been affected had the Federal 
Reserve tightened monetary policy in the mid-
2000s to promote financial stability.

n Looking Back  
at the Mid-2000s
Although it was not recognized at the time, 
risks to financial stability within the United 
States escalated to a dangerous level in the mid-
2000s. During that period, policymakers— 
myself included—were aware that homes 
seemed overvalued by a number of sensible 
metrics and that home prices might decline, 
although there was disagreement about how 
likely such a decline was and how large it 
might be. What was not appreciated was how 
serious the fallout from such a decline would 
be for the financial sector and the macroeco-
nomy. Policymakers failed to anticipate that 
the reversal of the house price bubble would 
trigger the most significant financial crisis in 
the United States since the Great Depression 
because that reversal interacted with critical 
vulnerabilities in the financial system and in 
government regulation.

In the private sector, key vulnerabilities 
included high levels of leverage, excessive 
dependence on unstable short-term funding, 
weak underwriting of loans, deficiencies in risk 
measurement and risk management, and the 
use of exotic financial instruments that redis-
tributed risk in nontransparent ways.

In the public sector, vulnerabilities included 
gaps in the regulatory structure that allowed 
some systemically important financial insti-
tutions (SIFIs) and markets to escape com-
prehensive supervision, failures of supervisors 
to effectively use their existing powers, and 
insufficient attention to threats to the stability 
of the system as a whole.

It is not uncommon to hear it suggested that 
the crisis could have been prevented or signifi-
cantly mitigated by substantially tighter mone-
tary policy in the mid-2000s. At the very least, 
however, such an approach would have been 
insufficient to address the full range of critical 
vulnerabilities I have just described. A tighter 
monetary policy would not have closed the 
gaps in the regulatory structure that allowed 
some SIFIs and markets to escape compre-
hensive supervision; a tighter monetary policy 
would not have shifted supervisory attention 
to a macroprudential perspective; and a tighter 
monetary policy would not have increased the 
transparency of exotic financial instruments or 
ameliorated deficiencies in risk measurement 
and risk management within the private sector.

Some advocates of the view that a substantially 
tighter monetary policy may have helped pre-
vent the crisis might acknowledge these points, 
but they might also argue that a tighter mone-
tary policy could have limited the rise in house 
prices, the use of leverage within the private 
sector, and the excessive reliance on short-term 
funding, and that each of these channels would 
have contained—or perhaps even prevented—
the worst effects of the crisis.

A review of the empirical evidence suggests 
that the level of interest rates does influence 
house prices, leverage, and maturity trans-
formation, but it is also clear that a tighter 
monetary policy would have been a very blunt 
tool: Substantially mitigating the emerging 
financial vulnerabilities through higher interest 
rates would have had sizable adverse effects in 
terms of higher unemployment. In particular, a 
range of studies conclude that tighter mone-
tary policy during the mid-2000s might have 
contributed to a slower rate of house price 
appreciation. But the magnitude of this effect 
would likely have been modest relative to the 
substantial momentum in these prices over 
the period; hence, a very significant tighten-
ing, with large increases in unemployment, 
would have been necessary to halt the housing 
bubble.2 Such a slowing in the housing market 
might have constrained the rise in household 
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leverage, as mortgage debt growth would have 
been slower. But the job losses and higher 
interest payments associated with higher 
interest rates would have directly weakened 
households’ ability to repay previous debts, 
suggesting that a sizable tightening may have 
mitigated vulnerabilities in household balance 
sheets only modestly.3 

Similar mixed results would have been likely 
with regard to the effects of tighter monetary 
policy on leverage and reliance on short-term 
financing within the financial sector. In partic-
ular, the evidence that low interest rates con-
tribute to increased leverage and reliance on 
short-term funding points toward some ability 
of higher interest rates to lessen these vulnera-
bilities, but that evidence is typically consistent 
with a sizable range of quantitative effects or 
alternative views regarding the causal channels 
at work.4 Furthermore, vulnerabilities from 
excessive leverage and reliance on short-term 
funding in the financial sector grew rapidly 
through the middle of 2007, well after mone-
tary policy had already tightened significantly 
relative to the accommodative policy stance of 
2003 and early 2004. In my assessment, mac-
roprudential policies, such as regulatory limits 
on leverage and short-term funding, as well as 
stronger underwriting standards, represent far 
more direct and likely more effective methods 
to address these vulnerabilities.5 

n Recent International 
Experience
Turning to recent experience outside the 
United States, a number of foreign economies 
have seen rapidly rising real estate prices, 
which has raised financial stability concerns 
despite, in some cases, high unemployment 
and shortfalls in inflation relative to the central 
bank’s inflation target.6 These developments 
have prompted debate on how to best balance 
the use of monetary policy and macropruden-
tial tools in promoting financial stability.

For example, Canada, Switzerland, and the 
United Kingdom have expressed a willingness 
to use monetary policy to address financial 
stability concerns in unusual circumstances, 
but they have similarly concluded that macro-
prudential policies should serve as the primary 
tool to pursue financial stability. In Canada, 
with inflation below target and output growth 
quite subdued, the Bank of Canada has kept 
the policy rate at or below 1 percent, but limits 
on mortgage lending were tightened in each of 
the years from 2009 through 2012, including 
changes in loan-to-value and debt-to-income 
caps, among other measures.7 In contrast, 
in Norway and Sweden, monetary policy 
decisions have been influenced somewhat by 
financial stability concerns, but the steps taken 
have been limited. In Norway, policymakers 
increased the policy interest rate in mid-2010 
when they were facing escalating household 
debt despite inflation below target and output 
below capacity, in part as a way of “guarding 
against the risk of future imbalances.”8 Sim-
ilarly, Sweden’s Riksbank held its policy rate 
“slightly higher than we would have done 
otherwise” because of financial stability con-
cerns.9 In both cases, macroprudential actions 
were also either taken or under consideration.

In reviewing these experiences, it seems clear 
that monetary policymakers have perceived 
significant hurdles to using sizable adjust-
ments in monetary policy to contain financial 
stability risks. Some proponents of a larger 
monetary policy response to financial stability 
concerns might argue that these perceived 
hurdles have been overblown and that financial 
stability concerns should be elevated signifi-
cantly in monetary policy discussions. A more 
balanced assessment, in my view, would be 
that increased focus on financial stability risks 
is appropriate in monetary policy discussions, 
but the potential cost, in terms of diminished 
macroeconomic performance, is likely to be 
too great to give financial stability risks a cen-
tral role in monetary policy decisions, at least 
most of the time.
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“  ”
It seems clear that monetary 
policymakers have perceived 

significant hurdles to using sizable 
adjustments in monetary policy  
to contain financial stability risks.

If monetary policy is not to play a central role 
in addressing financial stability issues, this task 
must rely on macroprudential policies. In this 
regard, I would note that here, too, policy-
makers abroad have made important strides, 
and not just those in the advanced economies. 
Emerging market economies have in many 
ways been leaders in applying macroprudential 
policy tools, employing in recent years a variety 
of restrictions on real estate lending or other 
activities that were perceived to create vulner-
abilities.10 Although it is probably too soon 
to draw clear conclusions, these experiences 
will help inform our understanding of these 
policies and their efficacy.

n Promoting Financial 
Stability through a 
Macroprudential Approach
If macroprudential tools are to play the pri-
mary role in the pursuit of financial stability, 
questions remain on which macroprudential 
tools are likely to be most effective, what the 
limits of such tools may be, and when, because 
of such limits, it may be appropriate to adjust 
monetary policy to “get in the cracks” that 
persist in the macroprudential framework.11 

In weighing these questions, I find it helpful to 
distinguish between tools that primarily build 
through-the-cycle resilience against adverse 
financial developments and those primarily 
intended to lean against financial excesses.12 

n Building Resilience
Tools that build resilience aim to make the 
financial system better able to withstand unex-
pected adverse developments. For example, 
requirements to hold sufficient loss-absorb-
ing capital make financial institutions more 
resilient in the face of unexpected losses. 
Such requirements take on a macroprudential 
dimension when they are most stringent for 
the largest, most systemically important firms, 
thereby minimizing the risk that losses at such 
firms will reverberate through the financial sys-
tem. Resilience against runs can be enhanced 
both by stronger capital positions and require-
ments for sufficient liquidity buffers among 
the most interconnected firms. An effective 
resolution regime for SIFIs can also enhance 
resilience by better protecting the financial 
system from contagion in the event of a SIFI 
collapse. Further, the stability of the financial 
system can be enhanced through measures that 
address interconnectedness between financial 
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firms, such as margin and central clearing 
requirements for derivatives transactions. 
Finally, a regulatory umbrella wide enough 
to cover previous gaps in the regulation and 
supervision of systemically important firms 
and markets can help prevent risks from 
migrating to areas where they are difficult to 
detect or address.

In the United States, considerable progress has 
been made on each of these fronts. Changes 
in bank capital regulations, which will 
include a surcharge for systemically important 
institutions, have significantly increased 
requirements for loss-absorbing capital 
at the largest banking firms. The Federal 
Reserve’s stress tests and Comprehensive 
Capital Analysis and Review process require 
that large financial institutions maintain 
sufficient capital to weather severe shocks, 
and that they demonstrate that their internal 
capital planning processes are effective, while 
providing perspective on the loss-absorbing 
capacity across a large swath of the financial 
system. The Basel III framework also includes 
liquidity requirements designed to mitigate 
excessive reliance by global banks on short-
term wholesale funding.

Oversight of the U.S. shadow banking system 
also has been strengthened. The new Financial 
Stability Oversight Council has designated 
some nonbank financial firms as systemically 
important institutions that are subject to con-
solidated supervision by the Federal Reserve. 
In addition, measures are being undertaken to 
address some of the potential sources of insta-
bility in short-term wholesale funding markets, 
including reforms to the triparty repo market 
and money market mutual funds—although 
progress in these areas has, at times, been 
frustratingly slow.

Additional measures should be taken to 
address residual risks in the short-term 
wholesale funding markets. Some of these 
measures—such as requiring firms to hold 
larger amounts of capital, stable funding, or 
highly liquid assets based on use of short-term 
wholesale funding—would likely apply only to 
the largest, most complex organizations. Other 
measures—such as minimum margin require-
ments for repurchase agreements and other 
securities financing transactions—could, at 
least in principle, apply on a marketwide basis. 
To the extent that minimum margin require-
ments lead to more conservative margin levels 
during normal and exuberant times, they could 
help avoid potentially destabilizing procyclical 
margin increases in short-term wholesale fund-
ing markets during times of stress.

n Leaning Against  
the Wind
At this point, it should be clear that I think 
efforts to build resilience in the financial 
system are critical to minimizing the chance of 
financial instability and the potential damage 
from it. This focus on resilience differs from 
much of the public discussion, which often 
concerns whether some particular asset class is 
experiencing a “bubble” and whether poli-
cymakers should attempt to pop the bubble. 
Because a resilient financial system can with-
stand unexpected developments, identification 
of bubbles is less critical.

Nonetheless, some macroprudential tools 
can be adjusted in a manner that may further 
enhance resilience as risks emerge. In addition, 
macroprudential tools can, in some cases, be 
targeted at areas of concern. For example, the 
new Basel III regulatory capital framework 
includes a countercyclical capital buffer, which 
may help build additional loss-absorbing 
capacity within the financial sector during 
periods of rapid credit creation while also 
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“  ”
It should be clear that I think efforts  

to build resilience in the financial 
system are critical to minimizing  

the chance of financial instability and 
the potential damage from it.

leaning against emerging excesses. The stress 
tests include a scenario design process in which 
the macroeconomic stresses in the scenario 
become more severe during buoyant economic 
expansions and incorporate the possibility 
of highlighting salient risk scenarios, both of 
which may contribute to increasing resilience 
during periods in which risks are rising.13 Sim-
ilarly, minimum margin requirements for secu-
rities financing transactions could potentially 
vary on a countercyclical basis so that they are 
higher in normal times than in times of stress.

n Implications for 
Monetary Policy, Now and 
in the Future
In light of the considerable efforts under way 
to implement a macroprudential approach to 
enhance financial stability and the increased 
focus of policymakers on monitoring emerg-
ing financial stability risks, I see three key 
principles that should guide the interaction of 
monetary policy and macroprudential policy 
in the United States.

First, it is critical for regulators to complete 
their efforts at implementing a macropruden-
tial approach to enhance resilience within the 
financial system, which will minimize the like-
lihood that monetary policy will need to focus 
on financial stability issues rather than on price 
stability and full employment. Key steps along 
this path include completion of the transition 
to full implementation of Basel III, including 
new liquidity requirements; enhanced pru-
dential standards for systemically important 
firms, including risk-based capital require-
ments, a leverage ratio, and tighter prudential 
buffers for firms heavily reliant on short-term 
wholesale funding; expansion of the regula-
tory umbrella to incorporate all systemically 
important firms; the institution of an effective, 
cross-border resolution regime for SIFIs; and 
consideration of regulations, such as minimum 
margin requirements for securities financing 
transactions, to limit leverage in sectors beyond 
the banking sector and SIFIs.
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Second, policymakers must carefully monitor 
evolving risks to the financial system and be 
realistic about the ability of macroprudential 
tools to influence these developments. The 
limitations of macroprudential policies reflect 
the potential for risks to emerge outside 
sectors subject to regulation, the potential for 
supervision and regulation to miss emerging 
risks, the uncertain efficacy of new macropru-
dential tools such as a countercyclical capital 
buffer, and the potential for such policy 
steps to be delayed or to lack public sup-
port.14 Given such limitations, adjustments in 
monetary policy may, at times, be needed to 
curb risks to financial stability.15 

These first two principles will be more effec-
tive in helping to address financial stability 
risks when the public understands how mon-
etary policymakers are weighing such risks 
in the setting of monetary policy. Because 
these issues are both new and complex, there 
is no simple rule that can prescribe, even in 
a general sense, how monetary policy should 
adjust in response to shifts in the outlook for 
financial stability. As a result, policymakers 
should clearly and consistently communicate 
their views on the stability of the financial 

system and how those views are influencing 
the stance of monetary policy.

To that end, I will briefly lay out my current 
assessment of financial stability risks and 
their relevance, at this time, to the stance 
of monetary policy in the United States. In 
recent years, accommodative monetary policy 
has contributed to low interest rates, a flat 
yield curve, improved financial conditions 
more broadly, and a stronger labor market. 
These effects have contributed to balance 
sheet repair among households, improved 
financial conditions among businesses, and 
hence a strengthening in the health of the 
financial sector. Moreover, the improvements 
in household and business balance sheets have 
been accompanied by the increased safety of 
the financial sector associated with the mac-
roprudential efforts I have outlined. Overall, 
nonfinancial credit growth remains moderate, 
while leverage in the financial system, on bal-
ance, is much reduced. Reliance on short-term 
wholesale funding is also significantly lower 
than immediately before the crisis, although 
important structural vulnerabilities remain in 
short-term funding markets.

“  ”
In recent years, accommodative 
monetary policy has contributed  

to low interest rates, a flat yield curve, 
improved financial conditions more 
broadly, and a stronger labor market.
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Taking all of these factors into consideration, 
I do not presently see a need for monetary pol-
icy to deviate from a primary focus on attain-
ing price stability and maximum employment, 
in order to address financial stability concerns. 
That said, I do see pockets of increased risk 
taking across the financial system, and an 
acceleration or broadening of these concerns 
could necessitate a more robust macropru-
dential approach. For example, corporate 
bond spreads, as well as indicators of expected 
volatility in some asset markets, have fallen to 
low levels, suggesting that some investors may 
underappreciate the potential for losses and 
volatility going forward. In addition, terms and 
conditions in the leveraged-loan market, which 
provides credit to lower-rated companies, have 
eased significantly, reportedly as a result of a 
“reach for yield” in the face of persistently low 
interest rates. 

The Federal Reserve, the Office of the 
Comptroller of the Currency, and the Fed-
eral Deposit Insurance Corporation issued 
guidance regarding leveraged lending practices 
in early 2013 and followed up on this guidance 
late last year. To date, we do not see a systemic 
threat from leveraged lending, since broad 
measures of credit outstanding do not suggest 
that nonfinancial borrowers, in the aggregate, 
are taking on excessive debt and the improved 
capital and liquidity positions at lending 
institutions should ensure resilience against 
potential losses due to their exposures. But we 
are mindful of the possibility that credit pro-
vision could accelerate, borrower losses could 
rise unexpectedly sharply, and leverage and 
liquidity in the financial system could deterio-
rate. It is therefore important that we monitor 
the degree to which the macroprudential steps 
we have taken have built sufficient resilience, 
and that we consider the deployment of other 
tools, including adjustments to the stance 
of monetary policy, as conditions change in 
potentially unexpected ways.

n Conclusion
In closing, the policy approach to promoting 
financial stability has changed dramatically in 
the wake of the global financial crisis. We have 
made considerable progress in implementing 
a macroprudential approach in the United 
States, and these changes have also had a sig-
nificant effect on our monetary policy discus-
sions. An important contributor to the prog-
ress made in the United States has been the 
lessons we learned from the experience gained 
by central banks and regulatory authorities all 
around the world. The IMF plays an import-
ant role in this evolving process as a forum for 
representatives from the world’s economies 
and as an institution charged with promoting 
financial and economic stability globally. I 
expect to both contribute to and learn from 
ongoing discussions on these issues.
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Notes
1. The possibility that periods of relative economic 
stability may contribute to risk taking and the 
buildup of imbalances that may unwind in a painful 
manner is often linked to the ideas of Hyman 
Minsky, see Hyman P. Minsky (1992), “The 
Financial Instability Hypothesis (PDF),”  Working 
Paper 74 (Annandale-on-Hudson, New York: 
Jerome Levy Economics Institute of Bard College, 
May). For a recent example of an economic model 
that tries to explore these ideas, see, for example, 
Markus K. Brunnermeier and Yuliy Sannikov 
(2014), “A Macroeconomic Model with a Financial 
Sector,”  American Economic Review, Vol. 104 
(February), pp. 379–421. 

2. For a discussion of this issue encompassing 
experience across a broad range of advanced 
economies in the 2000s, including the United 
States, see Jane Dokko, Brian M. Doyle, Michael 
T. Kiley, Jinill Kim, Shane Sherlund, Jae Sim, 
and Skander Van Den Heuvel (2011), “Monetary 
Policy and the Global Housing Bubble,”  Economic 
Policy, Vol. 26 (April), pp. 233–83. Igan and 
Loungani (2012) highlight how interest rates are 
an important, but far from the most important, 
determinant of housing cycles across countries, 
see Deniz Igan and Prakash Loungani (2012), 
“Global Housing Cycles,” IMF Working Paper 
12/217 (Washington: International Monetary Fund, 
August). Bean and others (2010), examining the 
trade-offs between unemployment, inflation, and 
stabilization of the housing market in the United 
Kingdom, imply that reliance on monetary policy 
to contain a housing boom may be too costly in 
terms of other monetary policy goals (see Charles 
Bean, Matthias Paustian, Adrian Penalver, and 
Tim Taylor (2010), “Monetary Policy after the 
Fall (PDF),”  paper presented at “Macroeconomic 
Challenges: The Decade Ahead,” a symposium 
sponsored by the Federal Reserve Bank of Kansas 
City, held in Jackson Hole, Wyoming, August 
26–28). Saiz (2014) suggests that about 50 percent 
of the variation in house prices during the 2000s 
boom can be explained by low interest rates, and 
finds that it was the remaining, “non-fundamental” 
component that subsequently collapsed—that is, the 
interest rate component was not a primary factor in 
what Saiz terms “the bust,” see Albert Saiz (2014), 
“Interest Rates and Fundamental Fluctuations in 
Home Values (PDF),”  paper presented at the Public 

Policy and Economics Spring 2014 Workshops, 
hosted by the Harris School of Public Policy, 
University of Chicago, April 8. 

3.  The notion that tighter monetary policy may 
have ambiguous effects on leverage or repayment 
capacity is illustrated in, for example, Anton 
Korinek and Alp Simsek (2014), “Liquidity Trap 
and Excessive Leverage (PDF),”  NBER Working 
Paper Series 19970 (Cambridge, Massachusetts: 
National Bureau of Economic Research, March). 

4.  See, for example, Tobias Adrian and Hyun Song 
Shin (2010), “Liquidity and Leverage,”  Journal 
of Financial Intermediation, Vol. 19 (July), pp. 
418–37; and Tobias Adrian and Hyun Song 
Shin (2011), “Financial Intermediaries and 
Monetary Economics,” in Benjamin Friedman 
and Michael Woodford, eds., Handbook of 
Monetary Economics, Vol. 3A (San Diego, 
California: Elsevier), pp. 601–50. For a study 
emphasizing how changes in the response of 
monetary policy to financial vulnerabilities would 
likely change the relationship between monetary 
policy and financial vulnerabilities, see Oliver de 
Groot (2014), “The Risk Channel of Monetary 
Policy (PDF),”  International Journal of Central 
Banking, Vol. 10 (June), pp. 115–60. 

5.  This evidence and experience suggest that a 
reliance on monetary policy as a primary tool 
to address the broad range of vulnerabilities 
that emerged in the mid-2000s would have had 
uncertain and limited effects on risks to financial 
stability. Such uncertainty does not imply that 
a modestly tighter monetary policy may not 
have been marginally helpful. For example, 
some research suggests that financial imbalances 
that became apparent in the mid-2000s may 
have signaled a tighter labor market and more 
inflationary pressure than would have been 
perceived solely from labor market conditions and 
overall economic activity. Hence, such financial 
imbalances may have called for a modestly tighter 
monetary policy through the traditional policy 
lens focused on inflationary pressure and economic 
slack. See, for example, David M. Arseneau and 
Michael Kiley (2014), “The Role of Financial 
Imbalances in Assessing the State of the Economy,” 
FEDS Notes (Washington: Board of Governors of 
the Federal Reserve System, April 18).
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6.  For a summary of house price developments 
across a range of countries through 2013, see 
International Monetary Fund (2014), “Global 
Housing Watch” (Washington: International 
Monetary Fund).  

7.  For a discussion of macroprudential steps 
taken in Canada, see Ivo Krznar and James 
Morsink (2014), “With Great Power Comes Great 
Responsibility: Macroprudential Tools at Work in 
Canada,”  IMF Working Paper 14/83 (Washington: 
International Monetary Fund, May). 

8.  See Norges Bank (2010), “The Executive 
Board’s Monetary Policy Decision—Background 
and General Assessment,”  press release, May 5, 
paragraph 28. 

9.  See Per Jansson (2013), «How Do We Stop 
the Trend in Household Debt? Work on Several 
Fronts,”  speech delivered at the SvD Bank Summit, 
Berns Salonger, Stockholm, December 3, p. 2. 

10.  For a discussion, see Min Zhu (2014), “Era 
of Benign Neglect of House Price Booms Is 
Over,”  IMF Direct (blog), June 11. 

11.  These questions have been explored in, for 
example, International Monetary Fund (2013), The 
Interaction of Monetary and Macroprudential Policies 
(PDF)  (Washington: International Monetary Fund, 
January 29). 

12.  The IMF recently discussed tools to build 
resilience and lean against excesses (and provided 
a broad overview of macroprudential tools and 
their interaction with other policies, including 
monetary policy); see International Monetary 
Fund (2013), Key Aspects of Macroprudential Policy 
(PDF)  (Washington: International Monetary Fund, 
June 10). 

13.  See the “Policy Statement on the Scenario 
Design Framework for Stress Testing at Regulation 
YY--Enhanced Prudential Standards and Early 
Remediation Requirements for Covered Companies 
(PDF),” 12 C.F.R. pt. 252 (2013), Policy Statement 
on the Scenario Design Framework for Stress 
Testing. (Washington: Board of Governors of the 
Federal Reserve System). 

14.  For a related discussion, see Elliott, 
Feldberg, and Lehnert, “The History of Cyclical 
Macroprudential Policy in the United States.”  
FEDS Working Paper (Washington: Board of 
Governors of the Federal Reserve System).

15.  Adam and Woodford (2013) present a model 
in which macroprudential policies are not present 
and housing prices experience swings for reasons 
not driven by “fundamentals.” In this context, 
adjustments in monetary policy in response to 
house price booms—even if such adjustments lead 
to undesirable inflation or employment outcomes—
are a component of optimal monetary policy. 
See Klaus Adam and Michael Woodford (2013), 
“Housing Prices and Robustly Optimal Monetary 
Policy” (PDF), Working Paper, June 29.
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Janet Yellen took office as Chair of the Board 
of Governors of the Federal Reserve System on 
February 3, 2014, for a four-year term ending 
February 3, 2018. She is the first woman to hold 
this position. Prior to her appointment as Chair, 
Dr. Yellen served as Vice Chair of the Board of 
Governors, taking office in October 2010, when 
she simultaneously began a 14-year term as a 
member of the Board that will expire January 31, 
2024. Previously, she was President and Chief 
Executive Officer of the Federal Reserve Bank of 
San Francisco, Chair of the White House Coun-
cil of Economic Advisers under President Bill 
Clinton, and Professor Emeritus at the University 
of California, Berkeley, Haas School of Business. 
She also chaired the Economic Policy Committee 
of the Organization for Economic Co-operation 
and Development from 1997 to 1999. She also 
served as President and Chief Executive Officer of 
the Federal Reserve Bank of San Francisco from 
2004 to 2010. Dr. Yellen is a member of both the 
Council on Foreign Relations and the American 
Academy of Arts and Sciences. She has served as 
President of the Western Economic Association, 
Vice President of the American Economic Asso-
ciation and a Fellow of the Yale Corporation. Dr. 
Yellen has written on a wide variety of macro-
economic issues, while specializing in the causes, 
mechanisms, and implications of unemployment.

Janet Yellen
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Michel Camdessus assumed office as the seventh Manag-
ing Director and Chairman of the Executive Board of the 
International Monetary Fund (IMF) in January 1987, and 
served until February 2000. To date, Mr. Camdessus is the 
longest serving Managing Director of the IMF. Previously, 
Mr. Camdessus held several senior positions in the French 
government, becoming Director of the Treasury in 1982. 
From 1978 to 1984, he also served as Chairman of the Paris 
Club, and was Chairman of the Monetary Committee of the 
European Economic Community from 1982 to 1984. Mr. 
Camdessus served as Deputy Governor of the Banque de 
France, and Governor of the Banque de France from Novem-
ber 1984 until his appointment as Managing Director of the 
IMF. Mr. Camdessus is currently an Honorary Governor of 
the Banque de France. He is a member of the Africa Progress 
Panel, a group of ten distinguished individuals who advocate 
at the highest levels for equitable and sustainable develop-
ment in Africa.

Michel Camdessus

Christine Lagarde is the eleventh Managing Director of 
the International Monetary Fund. Previously, she served 
as Chairman of the Global Executive Committee of Baker 
& McKenzie in 1999, and subsequently Chairman of the 
Global Strategic Committee in 2004. Christine Lagarde 
joined the French government in June 2005 as Minister for 
Foreign Trade. After a brief stint as Minister for Agriculture 
and Fisheries, in June 2007 she became the first woman to 
hold the post of Finance and Economy Minister of a G-7 
country. From July to December 2008, she also chaired the 
ECOFIN Council, which brings together Economics and 
Finance Ministers of the European Union. As a member of 
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