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Monetary Policy and Financial Regulation:
Can we draw lessons from the past to aid us in the future?
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Lessons from the past?

With the inestimable benefit of hindsight, the following are 
some of the lessons that I would draw:-

1) Financial regulation is inherently pro-cyclical, ‘This must 
not be allowed to happen again!’.

2) Monetary policy measures have much stronger effects 
on financial markets and asset prices than on 
expenditures on goods and services.
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3) Non-financial corporate fixed investment was particularly 
disappointing, in view of the financial context.

4) This latter was (partly) due to the incentive structure of 
corporates (including banks).  Limited liability is, by far, 
the most severe example of moral hazard.

5) Given the pervasive disinflationary trends, the inflation 
target would have been better set at a lower level (0 or 
1%).
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Three current problems

1) Dealing with moral hazard (limited liability causing 
excessive leverage) by regulation has inherent 
drawbacks.  It runs counter to unchanged incentives, also 
for regulators/accountants, etc., and leads business to 
shift into unregulated areas.
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2) Debt ratios are so high (public sector and non-financial 
corporates, and housing in some countries), and duration 
of that debt so short  (QE is to blame in the public sector), 
that raising nominal interest rates, other than glacially, 
will have severe adverse effects on debt service ratios, 
and hence on fiscal costs, corporate solvency and 
(financial) asset markets.

3) Policy measures, especially in USA, likely to unanchor 
inflation (expectations), and may well not reverse quickly.
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So, what should we do?

1) Changing incentive structures more fundamental than 
regulation.  Remove limited liability for corporate insiders?  
Penalize regulators/accountants for failures on their watch?  
Require mandatory inspection for firms whose PD rises 
above some level?  But how much risk-taking does society 
want/need?

2) Reversal of favourable demographic and globalization 
trends will slow aggregate growth and put much more 
pressure on fiscal policy, (Covid was just a blip along the 
way).
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How best to respond?

• Higher tax rates?  Which taxes?

• Later retirement; less state support for aged?

• Higher inflation target?  g > r, as the rise in inflation 
exceeds the rise in nominal interest rate.  But can you hold 
inflation to target at 4%?
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