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instruments, various types of options, futures, collateralized debt securities 
etc.; new players and institutions, such as shadow banks, entered the fi nancial 
markets), deep and interdependent. IMF experts, based on the experience 
from the so called Five post war fi nancial crises: Finland (1990-1993), Japan 
(1993), Norway (1998), Spain (1978-1979) and Sweden (1990-1993), 
argue that recessions accompanied by fi nancial crises, as well as synchronized, 
i.e. global recessions (the latter are defi ned as a situation where out of 21 
advanced countries, 10 or more are in a recession at the same time), are 
long-lasting i.e. manifest a slow recovery. (IMF, April 2009, p.114-117) 
Th e recent recession has both characteristics. In such conditions, due to 
the slow recovery and the danger from the cycle reversing to the declining 
phase, there is always a risk that governments would reach for an expansive 
fi scal policy. 

 Th e situation in the EU is especially complex, considering the fact that the 
debt crisis is not just a threat to the Union’s growth perspectives, but also 
to the existence of the euro and the EMU. Indeed, European countries’ 
leaders, in the summits for “rescue of the euro” achieved certain progress 
in establishing foundations for a common fi scal policy (setting clear limits 
for budget defi cits and creation of public debt, automatic sanctions for 
countries which exceed the ceilings; a possibility for the European rescue 
fund for the euro to inject money directly to banks which face problems; 
establishing a European body for supervision of banks which would involve 
the ECB etc.) But, the implementation of the off ered solutions remains 
uncertain – England, not a member of the EMU, but a part of the big 
Troika of the EU, did not accept the solutions in the December 2011 
Summit; Germany, despite making a compromise about the mutilization 
of liabilities (leverage) of countries, still advocates fi scal austerity and has 
remarks about the common bank supervision; the countries have not 
reached an agreement about a mutual European bank deposits insurance 
fund etc. On the other hand, Finland presents a new threat to the Euro 
zone. Recently, senior Finnish functionaries (the minister of fi nance and 
the minister of exterior) clearly pointed out that Finland is not prepared 
to share the liabilities of the problematic countries in the Euro zone and 
that the country has already prepared a plan for an eventual abandonment 
of the common currency. (Th e Economist, August 25th, 2012, pp.10-11) 
Obviously, despite the economic logic which requires the Euro zone to 
become “more federalized”, the political logic opposes these requirements 
– fi scal policies remain national, and some EU countries that are more 
disciplined in implementing fi scal policy (Germany, Finland and others) 
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show a resignation and unwillingness to support Eurozone’s problematic 
countries. Th e danger of a domino – eff ect (signifying a spillover of the 
“contagion” from problematic to other countries) is still present – the case 
of Cyprus unambiguously proved that, and lately, even Slovenia becomes 
problematic, with its banking sector crisis. 

 Demographic changes, specifi cally population ageing in developed countries 
will, in the long run, increase pension and health care insurance costs and 
will present a serious risk to the process of fi scal consolidation. Out of 15 
countries which submitted a report on demographic movements in 2012, 
11 registered a decrease in fertility rates (number of children that a woman 
is expected to have during her life) in 2011. An interesting fact is that in 
a number of European countries (Spain, Latvia, Norway, Denmark and 
others), the fertility rates have decreased substantially during the period 
2008-2011, implying a coincidence with the process of economic cycle. 
(Th e Economist, June 30th 2012c, p.28) In many developed countries, 
the fertility rates have fallen below 1.5. Even in developed countries with 
relatively high fertility rates (like France for example), the process of 
population ageing is evident. Namely, an analysis of France shows that the 
share of people older than 65 in the working age population is going to 
rise from 27% in 2007 to 42% in 2025 and to 58% in 2050. Th is, along 
with persistent defi cits in the public pension system and the fast growth 
of fi scal costs of local governments (after the fi scal decentralization in the 
1980s), causes signifi cant turbulences in France’s fi scal area. Hence, the 
government is forced to implement rigorous fi scal reforms. (Cheng, De 
Vrijer and Yakadina, 2010, p. 36-37; Camdessus and Guidee, 2010, p.38-
39) Considering the fact that similar tendencies appear in other developed 
countries, demographic changes (population ageing) are going to put a 
signifi cant pressure on budget expenditures (costs of social funds) and are 
going to present an important risk factor to successful implementation of 
fi scal consolidation and to the long-term fi scal sustainability.  

Instead of a conclusion – lessons for the Republic of Macedonia 

At fi rst glance, budget defi cits of 2.5% to 2.8% of GDP, that the Republic of 
Macedonia achieved in recent years, are small and are perceived as a normal 
countercyclical measure during a recession. Likewise, the data on the level of central 
government debt (internal and external) of around 2,4 mld Euros (this amount 
does not include the obligations of the monetary authority from repo contracts, 
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although, according to the GFS classifi cation they are also included in the public 
debt of a country), which amounts to slightly above 30% of Macedonia’s GDP, 
are not alarming. However, a thorough analysis of the public debt situation in 
the Republic of Macedonia suggests a need of a big precaution in future creation 
of public debt and especially in the way the money from Government borrowing 
on the domestic market and international fi nancial markets are being spent. In 
this context, the following theoretical and practical aspects of the problem should 
be taken into account:

First, in a market economy, the business sector is the creator of economic growth, 
while the state (government) creates a general favorable framework for 
development and expansion of businesses through productive investments and 
employment growth. Since the Government of the Republic of Macedonia 
has abandoned the fi scal austerity policy, it became the biggest investor and 
employer in the Macedonian economy. However, governments (the economists 
would say by defi nition) are less rational and effi  cient in resource allocation. 
Hence, this model of economic growth should be abandoned in time (after 
the exit from the crisis). 

Second, the budget expansion can contribute to production and employment 
growth only in the short term (year or two). In the medium term already, the 
increased money demand raises the interest rate and limits further investment, 
GDP and export growth. (Parkin, 2012, p.338)

Th ird, in medium income countries, often qualifi ed as emerging market economies 
(such as the Republic of Macedonia), the default risk strongly increases when 
the public debt to GDP ratio reaches over 30-35% (Reinhart and Rogoff , 
2009).

Fourth, viewing things from a more pragmatic angle, the arguments for caution in 
the creation of budget defi cits and public debt in the case of the Republic of 
Macedonia are even more convincing. In this context, we would emphasize 
that the share of gross external debt in the country’s GDP, around the middle 
of 2012, reached 4,96 mld Euros i.e. 67% of GDP, exceeding even the critical 
point of 60%, typical (in the pre-crisis period) for developed countries. Th us, 
the gross external debt (even though the fi gure incorporates also the private 
sector debt - debt that needs to be returned in foreign currencies) becomes 
a serious problem for the Macedonian economy. Namely, the capacity of 
the Macedonian economy to fi nance its public debt is limited, primarily 
because of the weak export performance and the large import dependence 
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of the economy. Th e weak export performance of the Macedonian economy 
is determined by the unfavorable structure of the economy (exports are 
dominated by sectors with low value added and sectors with stock prices), 
and the situation is further complicated by the European debt crisis and by 
the fact that a part of the public debt is being unproductively used.

Fifth, when a budget defi cit is nevertheless created, even in bearable amounts, 
the spending priorities must be clearly defi ned. Macedonia has a bad public 
expenditures structure – an enormous part of the budget revenues are spent 
on salaries and contributions for the hypertrophied and ineffi  cient public 
administration and for social transfers. Both these budget items are negatively 
correlated with economic growth. Th is structure of public spending requires 
a share of the funds received from government borrowing, among other 
things, to be used also for fi nancing current budget expenditures - salaries, 
pensions etc. Although the current government managed to increase the 
share of capital investments in the total structure of budget costs in the last 
few years, the priorities are poorly set - the position capital costs incorporates 
items such as cars, furniture, administrative buildings, monuments and 
other unproductive costs, i.e. transfers that “swallow” signifi cant amounts of 
money which end up abroad and hence, do not have a multiplier eff ect on 
the domestic economy. Th e theory also suggests that the fi scal multiplier is 
smaller in countries with low income and in small and open economies, such 
as the Republic of Macedonia. Th us, it is necessary for public investments 
to be directed primarily to roads, modernizing the railway, gasifi cation and 
at the energy sector in general. Namely, the public spending aimed at large 
infrastructure projects (the infrastructure is one of the key segments of the 
business climate) signifi cantly decreases the costs of running a business.

Sixth, Macedonia signifi cantly reduced the tax burden on businesses with the 
introduction of a fl at tax rate (the previous three progressive marginal personal 
income tax rates were reduced to a single tax rate of 10% and a corporative 
income tax (profi t tax) of 10% as well). Th is is convenient for a country 
with an extremely high unemployment rate, and is positive for attracting 
foreign investments. Th is benefi t, however, could be impaired, if the further 
public debt growth produces problems in its regular servicing. Even more 
so since the latest analysis of possible fi scal consolidation approaches shows 
that fi scal adjustments through a reduction of budget spending tend to be 
accompanied with mild and short-lived recessions or even with a lack of 
recessions. Conversely, tax based fi scal adjustments can be accompanied by 
prolonged and deep recessions. (Alesina, Favero and Giavazzi, 2012).
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THE GLOBAL ECONOMIC CRISIS 
AND EMERGING EUROPE:

A perspective from the IMF1

Alexander TIEMAN

In this article, I discuss the global economic crisis from the perspective of the International 
Monetary Fund (IMF). Th e article focuses on the start of the crisis, and the mechanisms 
through which the crisis spread to Central, Eastern, and Southeastern Europe (CESEE), 
and the Republic of Macedonia [MIC ed.] in particular. It also highlights policy 
maker’s reactions to the crisis, both in advanced markets and in emerging Europe. I 
end the article by sketching some of the main challenges going forward – worldwide, 
in advanced Europe, and in Macedonia specifi cally. 

Th e Onset of the Crisis

Th e crisis spread fast from its US origin…

In the year following the outbreak of the U.S. subprime crisis in August 2007, the 
global economy bent but did not buckle. Activity slowed in the face of tightening 
credit conditions, with advanced economies falling into mild recessions by the middle 
quarters of 2008, but with emerging and developing economies continuing to grow 
at fairly robust rates by past standards. However, fi nancial wounds continued to 
fester, despite policymakers’ eff orts to sustain market liquidity and capitalization, 
as concerns about losses from bad assets increasingly raised questions about the 
solvency and funding of core fi nancial institutions. 

Th e situation deteriorated rapidly after the dramatic blowout of the fi nancial 
crisis in September 2008, following the Lehman brothers default, and the intervention 

1 Th is piece is in large part based on previously published materials. In particular, pieces of the 2009 
World Economic Outlook, and the book How Emerging Europe Came Th rough the 2008/09 Crisis, by 
Bas Bakker and Christoph Klingen (eds.), IMF, Washington, DC, have been used verbatim here.
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at American International Group, and a range of other systemic institutions in the 
United States and Europe. Th ese events prompted a huge increase in perceived 
counterparty risk as banks faced large write-downs, the solvency of many of the 
most established fi nancial names came into question, the demand for liquidity 
jumped to new heights, and market volatility surged. Th e result was a general 
rise in risk aversion that resulted in a fl ight to quality, which in turn depressed 
yields on the most liquid government securities and an evaporation of wholesale 
funding that prompted a disorderly deleveraging that cascaded across the rest of 
the global fi nancial system.  Adding to the strains, the turbulence exposed internal 
vulnerabilities within many emerging economies, bringing attention to currency 
mismatches on borrower balance sheets, weak risk management (for example, 
substantial corporate losses on currency derivatives markets in some countries), 
and excessively rapid bank credit growth.

…and hit emerging Europe hard in late 2008

As the global economic crisis rocked the world economy, the economies of Central, 
Eastern, and Southeastern European countries at fi rst seemed little aff ected. For 
the fi rst year after the start of the global crisis in August 2007—until the default of 
Lehman Brothers in September 2008— expectations were for continued economic 
expansion in emerging Europe. 

Th ese continued expectations of growth were the result of the continuation 
of large capital infl ows, in particular from banks. Despite the market turmoil 
in the United States and uncertainty in the global economy, capital continued 
to fl ow into emerging Europe. While the impact of the global crisis was most 
visible in fi nancial markets, this initially was apparently without repercussions 
for real activity. Credit default swap (CDS) and bond spreads in the region rose 
(Figure 1 – 2007 period), albeit only moderately in most countries and with more 
diff erentiation across countries, with spreads widening more in those with more 
pronounced vulnerabilities and imbalances. Most stock markets in the region 
lost steam (Figure 2 - 2007 period), but this did not seem to aff ect the economy 
more broadly. Indeed, as infl ation was rising rapidly as a result of global fuel and 
food price increase and in some countries overheating labor markets, controlling 
infl ation became the main challenge for policymakers in the region. 

Th e Baltic countries and Hungary were the only countries that felt the 
impact of the global crisis well before the default of Lehman Brothers. Th e Baltic 
countries were the fi rst to experience a slowdown. Swedish banks, which had 
become concerned about their exposure to the Baltic countries, started to rein 
in credit growth in the summer of 2007 in an eff ort to engineer a soft landing.  
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As Swedish banks tightened credit conditions, credit growth slowed, the housing 
bubble burst, housing prices began to come down, and domestic demand started 
to decline. Th e slowdown was most pronounced in Estonia and Latvia, the two 
countries with the largest imbalances. Th e problem in Hungary was that stock 
vulnerabilities in public debt were unsettlingly high. Public debt at end-2007 
amounted to 66 percent of GDP—the highest level in emerging Europe. Since 
about one-third of that debt was held by foreign investors and the Hungarian debt 
market was very liquid, Hungary was very vulnerable to swings in international 
risk aversion. Th ere were also signifi cant vulnerabilities in private sector balance 
sheets. With domestic interest rates well above the interest rates for euro- and 
Swiss franc-denominated loans, the share of foreign currency loans in private 
sector credit had increased sharply.

Th e global crisis spilled over to emerging Europe with full force in mid-
September 2008, after the Lehman Brothers bankruptcy, through fi nancial and 
trade channels. In a matter of weeks, global fi nancial markets froze and international 
trade collapsed, hitting the whole region particularly hard and on a scale beyond 
the most pessimistic expectations. Risk aversion rose sharply, and equity markets 
plunged. Sovereign CDS spreads jumped several hundred basis points in a matter 
of days in the Baltic countries and in Hungary, Romania, Russia, Turkey, and 
Ukraine. CDS and Emerging Markets Bond Index spreads remained very high 
through the end of the fi rst quarter of 2009 and then started a slow, gradual 
decline (Figure 1 – 2008-09 period). Equity markets, which had corrected since 
the second half of 2007, suddenly plunged as both domestic and international 
investors retreated and only bottomed out in February or March 2009 after falling 
by more than 60 percent in many countries, and up to 85 percent in Bulgaria 
(Figure 2 – 2008-09 period).

Analysis by the IMF (2009) shows that while sovereign spreads in the region 
were infl uenced to a large extent by global factors, country-specifi c factors played an 
important role as well. Countries with large domestic imbalances (high infl ation) 
and high external vulnerability indicators (high current account defi cits and large 
bank-related capital infl ows) saw larger increases in spreads. Th us, the size of the 
increase in spreads was not indiscriminate but, rather, amplifi ed pre-Lehman 
cross-country diff erences.

Output in most countries declined very sharply (Figure 3). Th e collapse in 
global trade soon led to a very sharp drop in exports. At the same time domestic 
demand was aff ected by a sudden slowdown in credit growth and the bursting of 
the real estate bubbles. 

As with sovereign spreads, the eff ects on the real economy diff ered substantially 
from country to country. Th e size of domestic imbalances before the crisis 
played the most important role in accounting for this diversity in growth paths. 
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Countries that had the largest increases in the credit-to-GDP ratio before the 
crisis experienced the largest contractions in GDP in 2009 (Figure 4). Indeed, 
the decline in GDP in 2009 was mainly due to the bust in domestic demand. 
Countries that had the largest increase in domestic demand in the pre-crisis years 
saw the sharpest decline in GDP in 2009 (Figure 5).

As the global fi nancial crisis spread to emerging market countries, the 
resulting pressure on banks posed a major risk to emerging Europe. Th e fear was 
that sharply lower credit growth and sizeable currency adjustments would combine 
in a vicious circle of rising nonperforming loans, eroding capital adequacy ratios, 
and deteriorating liquidity in both banks and the nonbank private sector. 

It was not clear at the time whether all of the region’s supervisors and central 
banks had the resources to deal with the large-scale withdrawals or capital fl ight 
that could result from parent bank failures and/or liquidations of local operations. 
It turned out that foreign parent banks were able to respond in the fourth quarter 
of 2008 by providing liquidity support when and where needed, but deposit rates 
started to creep up from that moment on.

Policy response were rapid

In advanced markets…

Policy responses to these developments were rapid, wide-ranging, and frequently 
unorthodox, but were too often piecemeal and failed to arrest the downward spiral. 
Following the heavy fallout from the collapse of Lehman Brothers, authorities 
in major mature markets made clear that no other potentially systemic fi nancial 
institution would be allowed to fail. A number of major banks in the United 
States and Europe were provided with public support in the form of new capital 
and guarantees against losses from holdings of problem assets. More broadly, 
authorities have followed multifaceted strategies involving continued provision of 
liquidity and extended guarantees of bank liabilities to alleviate funding pressures, 
making available public funds for bank recapitalization, and announcing programs 
to deal with distressed assets. However, policy announcements initially were 
often short on detail and failed to convince fi nancial markets. And cross-border 
coordination of initiatives was initially lacking, resulting in undesirable spillovers. 
Overall, therefore, progress in alleviating uncertainty at fi rst remained elusive.

At the same time, with infl ation concerns dwindling and risks to the outlook 
deepening, central banks used a range of conventional and unconventional policy 
tools to support the economy and ease credit market conditions. Policy rates were 
cut sharply, and, in the wake of the zero bound on interest rates and potential for a 
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liquidity trap, many central banks introduced unorthodox monetary policies, such 
as extensive purchases of long-term government securities (quantitative easing). 
As a result, central bank balance sheets have expanded rapidly and central banks 
have become major intermediaries in the credit process. Nevertheless, overall 
credit growth to the private sector dropped sharply, refl ecting a combination of 
tighter bank lending standards, securities market disruptions, and lower credit 
demand as economic prospects have darkened.

Governments have also turned to fi scal policy to support demand. Beyond 
letting automatic stabilizers work, large discretionary stimulus packages were 
introduced in most advanced economies. As a result, fi scal defi cits increased 
substantially. Government debt in the major advanced economies rose rapidly 
on the back of this stimulus and bank bailouts.

…but also in Emerging Europe

In Central, Eastern, and Southeastern Europe, governments and central banks 
also rapidly took a wide range of policy measures. Emergency measures were taken 
to support confi dence in the banking sector, and rapid adjustments in monetary 
and fi scal policies were implemented. In several cases, external funding was 
secured through programs supported by the IMF and often also the EU, and/or 
swaps and repo arrangements with western European central banks. Th e policy 
mix depended on country-specifi c pressure points and constraints on policies.

As in the United States and Western Europe, stabilizing the fi nancial 
sectors was a priority. Th e fi nancial sectors in emerging Europe benefi ted from 
measures taken by home country authorities there and from both conventional 
and unconventional policy measures taken by the European Central Bank (ECB) 
and the Riksbank. Home-host policy coordination improved under the Vienna 
initiative—which was put in place in January 2009 to prevent disorderly bank 
deleveraging in emerging Europe. It aimed to limit the reduction of exposure 
by Western home banks to the region, through policy coordination and moral 
suasion. While limited deleveraging still occurred, the initiative was largely 
successful in its aim. As signs of accelerated deleveraging in emerging Europe 
re-emerged in 2011, a follow-up initiative labeled “Vienna 2” was launched. It 
aims to monitor and report on the deleveraging process, and to set up structures 
where private and public sector decision makers – from both home and host 
countries - meet to exchange experience and discuss appropriate actions, and 
remains operational to date.  In addition to multilateral initiatives, domestic 
policy measures also helped maintain the confi dence of depositors and debt 
holders. Countries’ immediate fi scal policy response varied, depending on their 
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pre-crisis fi scal buff ers, their exchange rate regimes, and their positions in the 
political cycle. 

Several countries secured IMF-supported programs. Large, front-loaded 
fi nancial assistance packages from the IMF, EU, and other multilateral institutions 
provided external funding and smoothed the required policy adjustments in several 
countries. In each country, the design of the underlying economic programs 
refl ected its circumstances—the amount of fi scal space available and the nature 
of the exchange rate regime—as well as the preferences of its authorities. 

Compared with previous crisis programs supported by the IMF, these programs 
diff ered in a number of key features. First, fi nancing was generally larger and more 
front-loaded, allowing countries to maintain supportive macroeconomic policies 
whenever possible. Second, program conditionality was considerably streamlined, 
focusing more on measures to address the vulnerabilities that had magnifi ed the 
impact of the shock. Finally, top priority was given to fi nancial sector stabilization, 
including guarantee schemes backed by IMF resources, initiatives to enhance bank 
supervision, and emergency liquidity support. 

Macedonia weathered the start of the crisis rather well

When the crisis reached its apex in September 2008, the Republic of Macedonia  
[MIC ed.] was well on track to rack up another year of good economic growth, 
but global developments quickly intruded. Exporters, especially in the metals 
industries, were among the fi rst to be confronted. Exports would contract by some 
20 percent year-on-year in late 2008. Meanwhile, imports continued to increase 
throughout 2008, helping to swell the current account defi cit to 13 percent of 
GDP. A fall-off  in foreign direct investment (FDI) and a sharp drop in private 
transfer infl ows took hold in late 2008, adding to balance of payments pressures. 
At the same time, economic sentiment soured and investment took a tumble.

Th e authorities’ response was multi-pronged. Th e National Bank (NBRM) 
raised its policy interest rate to 9 percent (even as infl ation turned negative), 
increased reserve requirements on foreign exchange deposits, and provided regulatory 
incentives for banks to hold their foreign assets at the central bank rather than 
abroad. It intervened in the foreign-exchange market to defend the peg, selling 32 
percent of its reserves in the process.2 Th e government switched from issuing local 
currency denominated to foreign exchange-linked T-bills, which helped satisfy 
banks’ demand for foreign assets and reduced outfl ows. In the summer of 2009 it 

2  I refer to the exchange rate regime as a peg, as this is the commonly used description. Th e offi  cial (de 
jure) exchange rate policy as classifi ed by the country authorities is “fl oating” and the de facto exchange 
rate regime for Macedonia is a “stabilized” arrangement.
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managed to issue a Eurobond, boosting reserves by €175 million. Meanwhile, the 
government rebalanced the budget twice during the year, curbing expenditures 
when revenues fell short of projections, in order to meet its fi scal defi cit target of 
2.8 percent of GDP.

Th ese measures, together with a slowing economy and the onset of adjustment 
in imports, helped reverse the decline in central bank reserves and restore confi dence. 
As confi dence improved, private transfers rebounded. By late 2009 reserves had 
recouped their earlier losses, allowing the central bank to embark on a cycle of 
interest rate cuts. Despite the successful defense of macroeconomic stability, the 
economy took a hit, contracting 0.9 percent in 2009. While this was a good 
performance relative to its regional peers, the recession still hit hard in a country 
with an offi  cial unemployment rate of over 30 percent, and widespread poverty. As 
Macedonia’s trading partners recovered, and supported by lower interest rates and 
ample liquidity in the banking system, growth recovered to a (still below potential) 
rate of 2.9 percent in both 2010 and 2011. In late 2011 and into 2012, however, 
growth underwent another pronounced slowdown, as a result of unfavorable trade 
developments and weak domestic demand. Th is resulted in another mild recession, 
and real GDP decreased by 0.3 percent in 2012.

With recovery well underway by 2010, downside risks came from the 
potential for the euro area crisis to spill over to Macedonia. To mitigate this risk, 
Macedonia requested from the IMF a two-year Precautionary Credit Line (PCL) 
in the amount of SDR 413 million (some €475 million), which was approved in 
January 2011. Th e PCL is designed for IMF members that have sound policies 
and fundamentals but face remaining vulnerabilities, thereby providing insurance 
against the possibility of an unexpected change in fi nancing circumstances.3 In 
the event, Macedonia drew upon the PCL in March 2011 when unexpected early 
elections clouded the prospects for a planned Eurobond issue. Th e fi rst program 
review was completed in September 2011.

Th is way, Macedonia avoided a fi nancial crisis and preserved its exchange 
rate peg. Th e banking system held up well, benefi ting from its limited reliance on 
foreign fi nancing and large capital buff ers. While non-performing loans rose from 
6.8 percent to over 10 percent in 2010 and almost 11 percent of total loans in late 
2012, banks were able to provision against these potential losses from operating 
income, preserving capital ratios at over 16 percent on average. Meanwhile, the 
current account defi cit fell to 2.1 percent of GDP in 2010 and only moderately 
increased to 3.0 and 3.9 percent in 2011 and 2012 respectively. In 2010-11 
it was predominantly fi nanced by FDI, while in 2012 trade credits and other 

3  Th e IMF replaced the PCL instrument with the instrument of the Precautionary and Liquidity Line 
(PLL) in November 2011.
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foreign borrowing fi nanced a substantial part of the defi cit. Th e real exchange 
rate, meanwhile, remained fairly valued, with no indications of any strain on the 
exchange rate peg. 

Overall, therefore, Macedonia came through the initial years of the global 
economic crisis better than most countries in the region. Importantly, pre-crisis 
excesses were largely avoided, refl ecting limited international fi nancial integration, 
prudent fi scal policy, and monetary policy that kept infl ation low. Banks fi nanced 
brisk lending growth predominantly from domestic deposits and were comfortably 
capitalized. Still, coming out of the 2012 recession, the country continues to 
face a diffi  cult external environment, but policy space has decreased signifi cantly 
compared to 2008.

Th e way forward

For the World Economy…

After the initial stages of the crisis, the second phase of the crisis involved sovereign 
fi nances, particularly in Europe. As a consequence of the low growth and large 
fi scal defi cits the crisis brought, many countries saw their debt explode. Th is clearly 
laid out weaknesses in the economic models of the countries involved. In several 
countries, these weaknesses were of such a magnitude that they had to seek outside 
assistance. Th ese included several countries in the Euro Area, as well as a number 
of countries in emerging Europe.

At the onset of 2013, there are some signs of respite and stabilization in 
fi nancial conditions. Still, the recovery remains weak and uncertainty remains high. 
So, while the short-term pressures might have alleviated, the longer-term pressures 
are certainly still there. Th erefore, it remains important to keep up the momentum 
on the policy actions needed to reduce uncertainty and restore economic growth.

Th ere is certainly more work ahead for the advanced economies. For the Euro 
Area, the outstanding policy agenda includes means making fi rewalls operational; 
pushing ahead with the banking union; continuing with the diffi  cult but necessary 
fi scal adjustment at the country level; and supporting demand, with monetary 
easing, and in the countries with fi scal space by moderating the pace of adjustment. 
For the United States, the priority should be to avoid or correct avoidable policy 
mistakes, such as the sequestration or failing to agree on increasing the debt ceiling 
or the budget. For the United States and Japan, an agreement on medium-term 
debt reduction is another important ingredient that would work towards restoring 
confi dence.

For emerging Europe, and emerging markets in general, the policy imperative 
should be on rebuilding the macroeconomic policy space that has been used up 
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over the last few years in alleviating the crisis. Th e appropriate pace of rebuilding 
must balance external downside risks against risks of rising domestic imbalances. 
Fiscal defi cits need to be rolled back, while monetary policy will likely tighten 
gradually going forward. Capital infl ows may increase again substantially. In such 
circumstances, faster macroeconomic adjustment and macroprudential measures 
can help stem emerging fi nancial excesses.

…and in Macedonia

In Macedonia, the challenge is similar to the general challenges in many countries 
in Central, Eastern, and Southeastern Europe. At the same time, the exchange 
rate peg and the high degree of euroization of the banking system call for an extra 
degree of caution in macroeconomic and fi nancial policies. Th is includes creating 
room for policy maneuver in the event of future shocks, and to minimize the risk 
of fi nancing pressures.

Against this background, it is important to clearly anchor fi scal policy for 
the years ahead. As the economy recovers, the fi scal buff ers that have served the 
country well during the crisis need rebuilding. At the same time, the country 
faces a substantial public investment agenda, and promises to increase current 
expenditure (mainly public sector wages and pensions) have been made and partly 
implemented. A clear vision on how to deal with these pressures going forward 
is therefore needed.

Introducing a multi-annual budgeting framework would help clarify the 
policy choices. Such a framework is built on estimates of the future costs of 
current policies. In practice it means that, for each budget user, one estimates 
how much money they would need in the next couple of annual budgets under 
an assumption of unchanged policies. Th is baseline estimate can subsequently be 
reduced or increased by changing policies. Each policy change thus gets a clear 
“price tag” associated with it. Of course this kind of technical upgrade of the 
budgeting framework is not a substitute for the policy choices that need to be 
made. Rather, it clarifi es what the implications of diff erent choices are over the 
medium-term, aiding policy-making and adding to transparency. 

Th e challenge going forward is to come up with policies that, taken together, 
result in a gradual reduction in debt. As in other countries, that would mean that 
the fi scal margin that was used to lend policy support during the crisis is being 
rebuilt. In order to achieve this goal, we believe the government should gradually 
reduce fi scal defi cits as growth resumes. A gradual reduction of the defi cit would 
also avoid excessive reliance on external sovereign debt markets for fi scal fi nancing. 
So would the gradual developing of further domestic fi nancing alternatives as 
the domestic bond market develops further and fi nancial deepening takes hold. 
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Th roughout this process, maintaining strong buff ers, in the form of international 
reserves and ample banking system capital and liquidity, will remain crucially 
important. Over the longer term, the envisaged EU accession and eventual euro 
adoption would off er an opportunity to reduce macroeconomic and fi nancial risks. 

In the area of structural reform, the key challenge will be to reduce unemployment, 
raise labor force participation, and increase growth rates. Th is will take time and 
require sustained investment in education and infrastructure, as well as continued 
improvements in the business climate to boost private investment. Looking further 
ahead, with its relatively low GDP per capita, low wage rates, and track record 
of macroeconomic stability, Macedonia has the potential for rapid growth and 
improved living standards in the years ahead.
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Figure 1 – Emerging Europe: CDS Spreads 
(Basis points)
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Figure 2 – Emerging Europe: Stock Market Indices 
(Index Aug. 2007 = 100)

Sources: Bloomberg
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Figure 3 – Emerging Europe: Real GDP, 2008:Q3–2010:Q4 
(Seasonally adjusted, Index 2008:Q3 = 100)

Sources: Eurostat, Haver Analytics and IMF staff  calculations.
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THE ROLE OF MONETARY POLICY 
in Addressing the Crisis in the Euro Area

Mario DRAGHI

Introduction

Th ere was a time, not too long ago, when central banking was considered to be a 
rather boring and unexciting occupation. In the era of the “Great Moderation”, 
mostly seen as the period between the mid-1980s and the beginning of the global 
fi nancial crisis, infl ation was tamed and macroeconomic volatility was contained. 
Some thought that monetary policy could eff ectively be placed on auto-pilot. I 
can confi dently say that this time has passed.

Th e ECB’s monetary policy in the crisis

Th e global fi nancial crisis has put an end to that period in a way that has been 
very abrupt and certainly lasting for quite some time to come. In this country, the 
outbreak of a fi nancial crisis brings back memories that go quite far into history. In 
1763, exactly 250 years ago, Amsterdam was the centre of a deep fi nancial crisis. 
Highly leveraged investors were faced with a situation of falling asset prices. Th e 
rolling over of existing obligations became very diffi  cult and the liquidity crisis 
became severe. Investors could not refi nance themselves other than through fi re 
sales of distressed assets. Amsterdam bank houses went bankrupt and merchants 
suff ered signifi cant losses. [1] 

Th e 1763 crisis has some important resemblances with today’s crisis. In the 
fi rst stage of today’s crisis, liquidity was at the epicentre. Money markets seized 
up and several market participants found themselves unable to roll-over funding 
positions. Concerns regarding bank solvency rapidly surfaced and the crisis then 
morphed into a banking crisis. Finally, at the beginning of 2010 the latest turn: 

Speech by Mario Draghi, President of the ECB, at the “Room for discussion” of the Study 
Association SEFA and the Faculty of Economics and Business, Amsterdam, 15 April 2013. 
http://www.ecb.europa.eu/press/key/date/2013/html/sp130415.en.html.
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several euro area countries’ debt and defi cit levels were found to be unsustainable. 
It was a sovereign debt crisis.

But diff erently from the crisis in 1763, the determined actions of central 
banks prevented the destructive downward spiral of abrupt deleveraging, fi re sales 
and ultimately defl ation. Th e ECB, and indeed all major central banks, reduced its 
policy rates to unprecedented lows. In addition, the ECB has implemented various 
non-standard measures to restore monetary policy transmission, also with a view 
to supporting credit fl ows to the real economy. Th is is a necessary pre-condition 
for fulfi lling our ultimate objective of lasting price stability.

Our liquidity support gives banks unlimited access to central bank money 
at a fi xed price against adequate collateral. To make it fully fl exible and facilitate 
banks in their attempt to liquefy their assets at times of stress, we expanded the 
set of eligible assets that can be used as collateral. 

Furthermore, in order to give banks suffi  cient reassurance that access to li-
quidity will not be a problem over a relevant planning horizon we have extended 
the maturity of our lending. Th e longest maturity of our long-term refi nancing 
operations (LTROs) has been raised from the standard 3 months before the crisis 
to 6 months after the post-Lehman cataclysm, to one year by mid-2009, and to 
three years at the end of 2011.

More recently, we have announced the Outright Monetary Transactions 
(OMTs), in order to eliminate the pricing of un-warranted tail risks in the bond 
markets. OMTs entail interventions in government bonds with a remaining 
maturity of up to three years. OMTs have a number of characteristics: they 
require the government concerned to accept a programme involving support by 
the European Stability Mechanism that entails strong and eff ective conditional-
ity. Such conditionality is important in particular to preserve monetary policy 
independence. Interventions would be ex ante unlimited, which is essential to 
ensure their eff ectiveness. All interventions would be sterilised so as to ensure that 
there is no impact from these measures on the overall monetary policy stance. 
Th ere would be transparency as the stock of securities acquired under the OMT 
programme would be published regularly, together with the average duration. 

Like previous non-standard liquidity operations, OMT cope with extraordinary 
risk premia that markets require when self-fulfi lling expectations of catastrophic 
events prevail. In 2008, the dominant fear had originated from the collapse of 
the payment system following the Lehman bankruptcy. In the fi rst half of 2012, 
the prevailing fear had been caused by unfounded doubts about the continued 
existence of the euro. 

Th ere is another parallel between our early liquidity operations with banks 
and OMTs. In providing liquidity to our banking counterparties, we cannot and 
do not want to subsidise banks that are failing. Our liquidity support is not and 



- 125 -

Th e Role of Monetary Policy in Addressing the Crisis in the Euro Area

should not be equity support. Likewise, in pricing out break-up risk in sovereign 
debt securities, we cannot and do not want to subsidise governments.

Placing the ECB’s monetary policy in the broader 
context of central bank non-standard measures

Let me briefl y digress to put our monetary policy and its impact on borrowing 
conditions in the context of unconventional monetary policies deployed by central 
banks more generally. 

To begin with, the remuneration that investors demand on a long-dated 
security should be at least as large as the expected return from a strategy of rolling 
over short-term instruments and the risk premia that investors demand over and 
above the return from the rolling over strategy. Premia, in turn, are a composite 
object. Th ey compensate investors for diff erent risks attached to term investments: 

1. Th e term risk premium for holding on to an asset for a specifi c period of 
time; 

2. Th e liquidity risk premium as the compensation for the possibility of in-
curring losses when selling the asset back to the market before maturity 
and at short notice; and 

3. Credit risk premia of various types as compensation for the possibility 
of not receiving at maturity repayment for the principal because, for 
instance, borrowers may renege on their contractual obligations.

At the risk of oversimplifying, one can distinguish the main types of uncon-
ventional measures depending on which component in this decomposition they 
are aiming to address.

Forward guidance about the intended path of the central bank’s monetary policy 
rate in the future mainly aims to manage expectations regarding the future 
evolution of the short-term interest rates. It thus addresses the expectations 
component I was referring to before. Changes in the level of the current 
policy rate always have an intrinsic signalling content with respect to pos-
sible changes for short-term rates in the future. But during crisis times, when 
short-term nominal rates are at zero or close to zero, they cannot be adjusted 
further down. Th e central bank may then engage in active communication 
reassuring markets that the future path of policy rates would not deviate 
from the current low level for a certain period or until certain observable 
conditions are verifi ed. 
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Large-scale asset purchases, or quantitative easing, instead, mainly aim to compress 
the term premium. [2] Th is type of policy intervention works through reduc-
ing the supply of securities with long duration and increasing the supply of 
reserves or liquidity. With less term risk to hold in the aggregate, the market 
should require a lower premium to hold that risk. 

Th e ECB’s non-standard measures I mentioned earlier are geared towards ad-
dressing primarily two types of premia: the liquidity risk and the redenomination 
risk. Th e ECB’s liquidity operations, such as the 3-year Long-Term Refi nancing 
Operations (LTROs), are intended to relieve banks of liquidity and funding stress. 
Th ey, therefore mainly aim to reduce liquidity risk in the money market. 

Central banks have adopted diff erent approaches as regards their non-standard 
measures. For instance, the Fed, the Bank of England and the Bank of Japan all 
engage in Large-Scale Asset Purchases. Th e Fed also uses forward guidance.

When viewed, however, from the perspective of the framework I just 
described, most non-standard measures employed by the major central banks 
around the globe seem remarkably similar. Th ey aim to implement the desired 
monetary policy stance, in conditions in which the stance may not be smoothly 
and homogeneously transmitted to the economy, or where a further easing of the 
stance through standard policy rate adjustments is hindered by the lower bound 
constraint. Th e unifying overall goal is to improve the eff ectiveness of monetary 
policy, in ways that can support the attainment of the monetary policy objectives.

Yet, the varying emphasis on instruments and the approaches used by cen-
tral banks around the globe are tailor-made to the particular challenges of their 
economies. Th e particular challenge of the ECB is to operate in a multi-country 
environment: one monetary policy for 17 countries that constitute our currency 
union. 

Unlike economies with a single fi scal authority or with a fully-fl edged federal 
structure, the euro area comprises multiple sovereign states. Th e debt of each of 
these states has diff erent liquidity and risk characteristics. In such a set-up there 
is no uncontroversial way to defi ne the term structure of the risk-free rate. As a 
matter of fact, this means that there is no univocal measure of the term premium 
for the euro area as a whole.

At the same time, during the crisis, normal heterogeneity has turned into 
detrimental fragmentation: a landscape with natural diverse scenery has turned 
into a dangerous surface with jagged cliff s and stumbling blocks. Liquidity risk, 
which was a widespread concern for banks throughout the euro area at the start 
of the crisis, has become more concentrated as the crisis has progressed. Fault lines 
between banking sectors with structural funding surpluses and banking sectors still 
suff ering from a precarious access to credit run across national borders. 
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Th e banking sector and the fi nancial market of the euro area have become 
fragmented. Th is is harmful as the euro area is a bank-based economy. Around 
three quarters of fi rms’ fi nancing comes from banks. So if banks in some coun-
tries will not lend at reasonable interest rates, the consequences for the euro area 
economy are severe.

Although we see a decrease in fragmentation on the funding side, our very 
accommodative monetary policy stance is only partly passed on to the fi nancing 
conditions faced by fi rms and households in some euro area countries. Compa-
nies headquartered in stressed countries face worse borrowing conditions than 
equally risky competitors in non-stressed countries. And, within the same stressed 
economy, Small and Medium-sized Enterprises (SMEs) suff er relatively more than 
large companies that have easier access to capital markets and are less dependent 
on the banking system. Th is is especially disconcerting given that SMEs account 
for about three quarters of euro area employment. 

Our non-standard monetary policy measures have, therefore, the task of 
removing these stumbling blocks to ensure that our single monetary policy in 
fact reaches all parts of the euro area. Th is is crucial for fulfi lling our mandate.

Beneath the Surface: 
Th e Root Causes of the Crisis in the Euro Area

Within the limits of our mandate we have acted with determination. Our balance 
sheet has expanded substantially, to almost three times its pre-crisis size. While 
it has shrunk since its peak, the expansion is comparable to the increase in the 
balance sheet of the Fed during the crisis. [3] 

Tail risks have been largely removed from the pricing of euro area assets. 
Financial fragmentation has been receding: banks in stressed countries have seen 
the deposits placed with them by euro area residents increasing by about 130 bil-
lion euro since August 2012, TARGET2 balances of the National Central Banks 
in these countries have declined by more than 200 billion euro or about 20% 
since their peak and also banks’ dependence on ECB liquidity intermediation is 
waning to some extent. 

Nevertheless, problems in the euro area economic landscape still loom large. 
Th is understandably triggers calls for more action to be taken by the authorities that 
shoulder the responsibility to navigate the economy through these troubled waters.

To address these calls, one needs to take a sober look at the root causes of 
this crisis. 

Most of the stressed euro area economies –and certainly the ones that are 
fi nding it most diffi  cult and painful to adjust– have suff ered from a chronic loss 
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of competitiveness while being members of the monetary union. Th e erosion 
of their competitiveness has meant that these economies started running large 
current account defi cits and some of them have accumulated large external debt 
positions.

In some cases the expanding external debt was driven by increasing public 
sector indebtedness. Imprudent fi scal policies were masking the private sector’s 
lack of competitiveness in an eff ort to shield and even improve living standards.

In other countries it was the banking sector’s leverage that increased fast. Th is 
in turn refl ected a strong increase in lending to domestic fi rms and households. 
In these cases the lack of competitiveness was triggering a shift of the economies 
towards domestic consumption and activities shielded from international competi-
tion, such as the housing sector. 

On top of that, banking supervision and regulation did not always mitigate 
the destabilising tendencies. Th ere were cases when banks were not induced to 
develop suffi  cient capital and loss buff ers in good times.

Th e way out is to restore competitiveness. And the way to do this in the con-
text of a monetary union is to pursue with determination an ambitious structural 
reform agenda. Such an agenda comprises a number of national measures to make 
sure that the functioning of product and labour markets is fully compatible with 
participation in monetary union. One specifi c aspect is to fi ght vested interests 
that hamper competition, structural weaknesses of productivity and to allow, 
where needed, the nominal adjustments to play out. 

And such an agenda also comprises a number of European measures to fully 
complete the Single Market especially in the area of services and to allow for higher 
labour mobility within the euro area. 

Since the crisis started considerable progress has been made in making structural 
reforms in euro area countries, particularly those under an EU/IMF programme. 
And the painful measures taken are starting to bear fruit. 

In Greece, Ireland and Portugal current account balances have improved 
by more than 7 percentage points (relative to GDP) between 2008 and 2012. In 
Spain the current account has improved even more substantially. 

Also, we have seen reductions in unit labour costs. Ireland has seen an 18 
percentage point improvement relative to the euro area average. In Greece, Por-
tugal and Spain the improvement has been about 10 percentage points. As I have 
recently stressed to the Euro Area Heads of State and Governments, narrowing the 
gap between wage and productivity growth is absolutely essential for improving 
competitiveness in euro area countries. [4]

To conclusively address the root causes of the crisis these eff orts need to be 
maintained and, in some countries, stepped up. In the meantime, however, what 
I referred to earlier as the symptoms of the crisis also need to be tackled. Fiscal 
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positions need to be maintained on a sustainable path and balance sheet weak-
nesses in the banking sector need to be repaired.

And let me be clear: undertaking structural reforms, budget consolidation and 
restoring bank balance sheet health is neither the responsibility nor the mandate 
of monetary policy. Monetary policy can only avert an abrupt deleveraging that 
would have been conducted in an environment of panic and fi re sales. And this 
is what we have done in order to avoid defl ationary downward spirals that would 
have prevented us from delivering on our mandate of preserving price stability 
in the euro area.

Monetary policy can support the reform progress by safeguarding price stabil-
ity and anchoring infl ation expectations. But it cannot substitute for actions that 
other actors, including the private sector itself, must take.

Completing the Euro Area’s Institutional Architecture

In addition to the role of misguided or imprudent national policies, the narrative 
of the crisis that I have just spelled out clearly points to some serious shortcomings 
in the institutional architecture of the euro area.

To begin with, the only policy sphere where some form of supra-national 
surveillance was in place was fi scal policy. And even in this domain, the mechanisms 
that were envisaged to prevent and correct unsustainable fi scal performance by 
Member States proved to be lacking. No framework was foreseen for monitoring 
competitiveness and heterogeneity within the euro area and for enforcing corrective 
action when needed. What’s more, in interconnected fi nancial systems an entirely 
national perspective on bank regulation and supervision turned out to be insuf-
fi cient. Finally, no crisis management framework had been set up to complement 
the national shock absorption capacity of euro area countries.

Th e creation of the EFSF and more recently the ESM has addressed this last 
shortcoming. And in our joint work with the Presidents of the European Council, 
the European Commission and the Eurogroup, we have set out a vision and a 
process for building a genuine Economic and Monetary Union. Th is is designed to 
cover the other gaps in the institutional architecture that I previously referred to. 

Th e genuine Economic and Monetary Union comprises four pillars: a bank-
ing union with a single supervisor; a fi scal union that can eff ectively prevent and 
correct unsustainable budgets; an economic union that can guarantee suffi  cient 
competitiveness to sustain high employment; and a political union that can deeply 
engage euro area citizens.

Progress is underway in all these directions. As regards the banking union 
in particular, a fi rst and important step has been made with the decision to create 
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the Single Supervisory Mechanism (SSM), the responsibility for which has been 
assigned to the ECB in the last Ecofi n. I am confi dent that the SSM’s euro area 
perspective will make a signifi cant contribution to safeguarding fi nancial stability 
in the monetary union. In this sense, it will also support the conduct of monetary 
policy, as a stable fi nancial system is a prerequisite for the proper transmission of 
our policy signals.

But I would like to stress the importance of quickly complementing the SSM 
with a Single Resolution Mechanism. Th is is necessary to guarantee timely and 
impartial decision-making, particularly in the cases where cross-border resolution 
is required. What’s more, a Single Resolution Mechanism is essential to ensure that 
the SSM’s supervisory decisions for resolution can be followed up with action, 
without reinforcing the vicious link between banks and sovereigns. Finally, a Single 
Resolution Mechanism will credibly pursue the least-cost resolution strategy from 
a euro area perspective, also taking into account cross-border spill-overs. 

Conclusion

When considering the challenges that euro area economies are still facing, it is 
important to remember the economic hardship that many of our fellow citizens 
in parts of the euro area are experiencing, and in particular the massive unemploy-
ment, especially among the youth. 

But there are also reasons for confi dence. Most of the elements needed to ad-
dress the root causes of the crisis and to build a genuine Economic and Monetary 
Union have been set in motion. Th e ECB’s monetary policy will continue to make 
its contribution to this endeavour, in line with its mandate.

Th e heavy task of implementing the important decisions already taken lies 
ahead. All parties involved in this comprehensive reform agenda must persevere. 
And we must all work with conviction and determination towards our shared vi-
sion. If we do so, I am confi dent that restoring stability and ensuring prosperity 
in the euro area are within our reach.



- 131 -

Th e Role of Monetary Policy in Addressing the Crisis in the Euro Area

Notes

[1] See I. Schnabel and H.S. Shin (2004), “Liquidity and Contagion: Th e Crisis 
of 1763”, Journal of the European Economic Association, vol. 2(6), pages 
929-968, December.

[2] Th is is a stylised account of the intended aim of the various policies. In the 
empirical literature there is evidence, for instance, that a sizeable part of 
the eff ect of LSAPs on long-term rates comes from aff ecting expectations 
regarding future short-term rates (see M. Bauer and G. Rudebusch (2012), 
Th e Signalling Channel for Federal Reserve Bond Purchases, Federal Reserve 
Bank of San Francisco, Working Paper 2011-21).

[3] Based on a comparison of central banks’ simplifi ed balance sheets as defi ned 
in the article entitled ‘’Recent developments in the balance sheets of the Eu-
rosystem, the Federal Reserve System and the Bank of Japan’’, ECB Monthly 
Bulletin October 2009, pp. 81-94.

[4] See M. Draghi, “Euro area economic situation and the foundations for 
growth”, slides from the presentation made at the Euro Summit, Brussels, 14 
March 2013 (available at  http://www.ecb.europa.eu/press/key/date/2013/
html/sp130315.en.html). 
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FINANCIAL STABILITY POLICIES 
in Central Banks

Yves MERSCH

Financial Cycles and the Real Economy

Th e global fi nancial crisis has resulted in enormous losses for the real economy 
and taxpayers in many countries. For policy-makers it has triggered a re-discovery 
of the analysis of fi nancial cycles and their impact on macroeconomic dynamics.

Although important steps have been taken to improve the prevailing analytical 
framework, e.g. by incorporating fi nancial frictions in general equilibrium models, 
these models are in most cases not yet capable of properly taking into account the 
relationship between the real economy and the fi nancial markets.

I fully agree in this regard with Claudio Borio, who has published (together 
with his colleagues at the BIS) a range of analytical papers on this topic in the last 
few years and stated that a proper understanding of fi nancial and leverage cycles 
is essential for eff ective policy-making. 

Indeed, we are aware of the shortcomings of our analytical capacity and attach 
high priority to enhancing our knowledge of the interactions between fi nancial 
and real economic cycles. Th is will be key to helping decision-makers fi nd the 
appropriate policy responses to the build-up of excessive systemic risks and thus to 
prevent the real economy, and ultimately the taxpayers, from the potential adverse 
impacts of unsustainable fi nancial imbalances.

Th e Institutional Framework and Instruments 
of Macro-Prudential Policy

Systemic risks require a comprehensive, systemic policy response. A number of 
concrete measures have already been taken around the world to set up an appro-

Speech by Yves Mersch, Member of the Executive Board of the ECB, at the seminar: 
“Financial Stability Policies in a Post-Crisis World”, Czech National Bank, 4 March 2013, 
http://www.ecb.europa.eu/press/key/date/2013/html/sp130304.en.html.
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priate institutional framework for systemic risk analysis and macro-prudential 
policy-making. Given, however, that we are currently in the “infancy” of macro-
prudential policy-making, the evolving institutional framework still varies quite 
substantially across jurisdictions.

We have models of single institutions (typically central banks), or, alternatively, 
fi nancial stability boards or committees that are designated to carry out macro-
prudential policies. From a fi nancial stability perspective, it is important that the 
authorities responsible for macro-prudential policies should have (i) a well-defi ned 
mandate, (ii) clearly established long-term and intermediate objectives, and (iii) 
suffi  cient control over macro-prudential instruments that can be activated (or de-
activated) in periods when risks to fi nancial stability have been identifi ed.

Macro-prudential Policy Framework in Europe

In Europe, the institutional response to these policy challenges was the establish-
ment of the European Systemic Risk Board (ESRB), which has a clearly defi ned 
mandate and responsibility in macro-prudential policy-making and coordina-
tion at EU level. Having issued its recommendation on the mandate of national 
macro-prudential authorities, the ESRB also plays a key role in facilitating the 
establishment of a macro-prudential policy framework at the level of individual 
Member States. 

However, the ESRB does not have direct control over the instruments that 
are to be used to address systemic risks. While the ESRB can issue recommen-
dations on the application of policy tools, the macro-prudential instruments 
are ultimately in the hands of national authorities. Th erefore, close cooperation 
between Member States is unavoidable both as regards the assessment of systemic 
risk and the implementation of macro-prudential policy. Th is framework will in 
the future be complemented by the macro-prudential tasks and responsibilities 
conferred upon the ECB as envisaged in the upcoming Regulation on the Single 
Supervisory Mechanism (SSM). 

Relationship with Monetary Policy

Given the key role that central banks play in fi nancial stability analysis and macro-
prudential policy-making, the question on the relationship with monetary policy 
naturally arises. Th e ECB has a clear mandate to preserve price stability over the 
medium term. However, it may be desirable to incorporate in the decision-making 
process of monetary policy certain fi nancial variables, which, over the medium 
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to longer term, may infl uence infl ationary developments (e.g. excessive credit 
growth, asset bubbles etc.). 

At the same time, it has to be acknowledged that monetary policy may have 
its limits in periods when the banking system and the non-bank private sector 
are busy repairing their balance sheets, i.e. correcting the excessive leverage that 
they built up in good times. Properly designed and calibrated macro-prudential 
policies may help to avoid these situations and may thus support the repair of the 
monetary transmission mechanism.

Furthermore, there is growing evidence that monetary policy itself may con-
tribute to the fl uctuation of risk aversion and risk taking in the banking system 
over time. Concretely, banks can react to the actual stance of monetary policy 
by changing the composition and the risk profi le of their portfolio (“risk-taking 
channel” of monetary policy). Th is is another example of how macro-prudential 
policies can contribute to the eff ective conduct of monetary policy by addressing 
cyclical swings in risk taking in a timely manner.

Overall, being responsible for monetary policy means that central banks have 
an intrinsic and deep interest in a stable fi nancial system. It is therefore desirable 
that central banks also play a role in fi nancial stability policies, both at the micro 
and macro levels. Th e reasons for this are manifold. Let me mention three. First, 
there are substantial information-related synergies between monetary policy, the 
supervision of banks and the oversight of payment systems. Second, central banks 
have already built up expertise on the fi nancial sector as part of the fi nancial stabil-
ity analysis which could serve as a solid basis for policy actions as well. Th ird, the 
operational and institutional independence of central banks, with clearly defi ned 
rules of accountability, are important assets that can also contribute to the eff ective 
conduct of fi nancial stability policies.

Establishment of the Single Supervisory Mechanism

Monetary policy has clear limitations in addressing macroeconomic imbalances in 
individual countries within a monetary union. To overcome these limitations and 
to achieve systemic stability in an integrated fi nancial market, national fi nancial 
policies should be complemented by a mechanism that enhances coordination and 
centralises decision-making as well as policy action in certain key areas of micro- 
and macro-prudential policy. Th is is the underlying reason for the establishment 
of the Single Supervisory Mechanism (SSM), with the ECB at its core. Th ere are 
strong arguments in favour of a central authority that can have a comprehensive, 
well-informed and unbiased view of the entire euro area banking sector and that 
is not held hostage by national interests and potential inaction bias.
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Th e establishment of the SSM also helps to break the negative feedback 
loops between sovereigns and banks. Th e importance of preventing sovereign 
problems from spreading to banks (e.g. Greece) or preventing problems from 
banks spreading to sovereigns (e.g. Ireland) are key lessons drawn from the 
current crisis.

Furthermore, once the SSM is established, the European Stability Mecha-
nism (ESM) may directly recapitalise banks, thus de-linking banks from their 
sovereigns. Th is is key particularly in view of the much observed correlation 
between the cost of funding of euro area banks and that of their respective 
sovereigns and the subsequent fragmentation of the European banking system. 

Macro-Prudential Aspects of the SSM

Th e SSM Regulation will charge the ECB with specifi c tasks concerning fi nancial 
stability policies. Th e Regulation explicitly states that the tasks will be conferred 
on the ECB “with a view to contributing to the safety and soundness of credit 
institutions and the stability of the fi nancial system within the EU and each 
Member State”. Th e emphasis on the systemic perspective is further strengthened 
by a reference to “the unity and integrity of the internal market”.

Th e micro-prudential tasks of the ECB will also have a systemic dimension. 
Namely, the ECB will take decisions regarding all “signifi cant” banking groups 
(around 150 banks in the euro area countries). Since these institutions have 
systemic relevance, prudential measures applied will also have consequences on 
the stability of the fi nancial system as a whole.

Regarding the macro-prudential tasks conferred on the ECB, the power to 
initiate and implement macro-prudential measures will primarily remain with 
the national authorities, subject to a notifi cation mechanism vis-à-vis the ECB. 
Th e ECB may object to these measures and the national authorities should duly 
consider the ECB’s reasons prior to proceeding with any decision. Moreover, any 
national competent or designated authority may propose to the ECB to act in 
order to address the specifi c situation of the fi nancial system and the economy 
in its Member State.

An important feature of the SSM Regulation is that the ECB may, if deemed 
necessary, also apply macro-prudential measures. Th ese measures include higher 
requirements for capital buff ers as well as more stringent measures to address 
systemic or macro-prudential risks at the level of credit institutions. Th e ap-
plication of these measures is however subject to the conditions and procedures 
specifi cally set out in the Capital Requirements Directive (CRD IV) and the 
Capital Requirements Regulation (CRR).
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Th e toolbox that is envisaged to be at the disposal of macro-prudential 
authorities, including the ECB, is rather broad. Th e set of available instruments 
defi ned by the CRD IV includes (i) counter-cyclical capital buff ers, (ii) a systemic 
risk buff er, (iii) a capital surcharge for systemically important fi nancial institutions 
as well as (iv) Pillar 2 measures applied to groups of institutions. Th e prudential 
measures that are falling under the remit of the CRR and that can be used for 
macro-prudential purposes include (i) capital requirements, (ii) sectoral risk 
weights, (iii) large exposure limits, (iv) leverage ratio and liquidity requirements, 
once implemented, and (v) public disclosure requirements.

Additional features of the SSM 

When carrying out the tasks conferred upon it, the ECB should act independently 
and should be accountable to the European Parliament and to the Council. Th e 
ECB should submit each year to the European Parliament, the Council, the 
Commission and the Eurogroup a report on the execution of the tasks conferred 
upon it.

Furthermore, the ECB will also be accountable to national parliaments. 
As concerns the separation from the monetary policy function, the ECB 

will carry out the supervisory tasks without prejudice to, and separately from, 
its tasks relating to monetary policy and from any other tasks. Th e staff  involved 
in carrying out the tasks conferred on the ECB by the Regulation should be 
organisationally separated and subject to separate reporting lines.

Finally, let me underline that the eff ective conduct of fi nancial stability 
policy requires a well-defi ned decision-making process as well. In this regard, the 
planning and execution of the tasks will be fully undertaken by the Supervisory 
Board which will be an internal body composed of a Chair and Vice Chair, four 
representatives appointed by the ECB, and one representative of the national 
competent authority in each participating Member State. It is important to 
highlight from a macro-prudential policy perspective that in cases where the 
competent authority is not a central bank, the member of the Supervisory Board 
may decide to bring a representative from the Member State’s central bank. Th us, 
central banks may also have a word in the decision-making process. Note that, 
for the purposes of the voting procedure, the representatives of the authorities of 
any one Member State should together be considered as one member.

Th e Supervisory Board will carry out preparatory work regarding the su-
pervisory tasks conferred upon the ECB and propose to the Governing Council 
of the ECB complete draft decisions to be adopted by the latter, pursuant to a 
procedure to be established by the ECB.
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TRANSITION OF 
THE FINANCIAL SYSTEM 

in the Wake of the Financial Crisis

Peter PRAET

Introduction

It is a pleasure for me to give this keynote address on the occasion of AFME’s 8th 
Annual European Market Liquidity Conference. Th e ECB has a vested interest 
in the effi  cient functioning of fi nancial markets and, in particular, in their liquid-
ity. In this context, I will also address the important topic of trade transparency, 
including AFME’s work regarding the post-trade transparency calibration under 
the Markets in Financial Instruments Directive II (MiFID II).

Restructuring Funding and Markets: 
Central Bank and Market Initiatives

Th e ongoing transition of the fi nancial system in the wake of the fi nancial crisis 
is driven by market initiatives, regulators and central banks. Before addressing 
fi nancial regulation, let me start with some thoughts regarding the contributions 
of the central bank and respective market participants.

As we know, bank funding channels have changed signifi cantly during the 
crisis. Several of the measures implemented by the ECB, notably the three-year 
longer-term refi nancing operations (LTROs) and the adjustments in our collateral 
policy, have been eff ective in alleviating bank funding constraints and contain-
ing the risks of a disorderly bank deleveraging process. Further, non-standard 
measures – most recently, the Outright Monetary Transactions (OMTs) – have 
signifi cantly contributed to an improved euro area fi nancing environment, mainly 
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stemming from an improvement in fi nancial market sentiment and an alleviation 
of vulnerabilities aff ecting the supply of bank credit to fi rms and households. In 
addition, the OMTs announcement has helped to narrow sovereign spreads and 
to restore investor confi dence. 

However, the ECB’s (non-standard) measures can only be temporary solutions. 
Most importantly, market participants have to continue their eff orts to facilitate 
the transition to a less central-bank reliant, more market-based fi nancial system, 
for which the ECB’s measures, as well as the recent progress concerning the Single 
Supervisory Mechanism, have hopefully laid the foundations. 

One market segment that suff ered considerably during the fi nancial crisis 
was the market for asset-backed securities (ABSs), the revival of which I consider 
essential for the provision of fi nance to the corporate sector. Given the restricted 
funding sources and elevated bank funding needs, a trend towards more disin-
termediation from larger corporate issuers has been observed in recent years, and 
this trend will most likely continue. 

By contrast, small and medium-sized enterprises (SMEs) are more depen-
dent on their respective domestic banking sectors and are subject to tighter credit 
conditions than larger fi rms that have greater access to global fi nancial markets. 
Th e question arises as to how these restrictions could be overcome. A reopening 
of the ABS market may be one way of enhancing funding conditions for SMEs. 

It will therefore be essential to better understand the factors that still constrain 
the recovery in this market and why investors are shying away, despite proven good 
performance and very few defaults on European ABSs. Th e regulatory treatment of 
ABSs, in particular the proposed regulatory capital charges for banks and insurers, 
could be a factor, as could a lack of secondary market liquidity and the relative 
opacity of the loans packaged in an ABS.

In this respect, let me also mention the Eurosystem’s ABS loan-level initia-
tive. In November 2012 the ECB informed the public about the implementation 
of loan-level data reporting requirements for asset-backed securities as part of the 
Eurosystem’s collateral framework. [1] Th e ABS loan-level initiative makes use of 
the European DataWarehouse, the single loan-level data repository for the han-
dling of loan-level data reporting, which became operational on 3 January 2013. 
As a consequence, for residential mortgage-backed securities and for asset-backed 
securities whose cash-fl ow-generating assets comprise loans to SMEs, the reporting 
requirements became mandatory as of 3 January 2013. Commercial mortgage-
backed securities must comply as of 1 March 2013, and other asset classes (auto 
loans, consumer fi nance loans, leasing receivables) as of 1 January 2014.

While the ECB launched this initiative in the context of its collateral framework, 
a positive externality is that the initiative should also support the revival of this 
market segment by increasing its transparency and therefore investor confi dence. 
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Th e ECB also helps to accompany the fundamental change in the fi nancial 
sector by changing the market structure and infrastructure, e.g. by actively sup-
porting the Legal Entity Identifi er (LEI) initiative as well as enforcing fi nancial 
integration via the Eurosystem’s TARGET2-Securities (T2S) project, which will 
make cross-border settlement identical to domestic settlement and hence the 
whole European securities market will become more attractive and cost eff ective.

Financial Regulation and Transparency 

I will now expand on this morning’s discussion on “Making markets work: liquid-
ity and regulation”. Apart from central bank and market initiatives, a number of 
measures in the fi eld of fi nancial regulation, which are intended to prevent another 
crisis on the scale of the one we have just witnessed, have been decided upon or 
initiated by various authorities. Such measures contribute to structural changes 
in the institutional set-up of fi nancial markets and are expected to restore market 
confi dence and, ultimately, to support growth.

Yet the intended positive eff ects of regulatory measures have to be carefully 
weighed against their costs and unintended side eff ects. Market participants point 
out that the regulatory measures must be consistent with one another. Th e speed 
of regulatory innovation should not mean that too little consideration is given to 
the impact one measure will have when taken in conjunction with others. Also, 
consistency on the international level has to be ensured.

Very importantly, fi nancial regulations should be designed and implemented 
carefully in order to avoid potentially adverse eff ects on market liquidity and 
price formation. For the ECB, effi  cient, resilient and liquid fi nancial markets are 
a key prerequisite for the smooth implementation and transmission of monetary 
policy. Th e ECB therefore strives to ensure that regulatory reform initiatives do 
not impose restrictions which may hinder the effi  cient functioning of markets or 
impair their liquidity.

Formally, the Treaty on the Functioning of the European Union assigns to the 
ECB an advisory role as regards proposed EU acts [2], i.e. the ECB is consulted on 
proposed EU directives (general framework legislation). Furthermore, delegated 
and implementing acts qualify as proposed EU acts, and therefore the scope of the 
ECB’s consultation also extends to such acts as well as to draft technical standards. [3] 

In addition, we continually exchange views with market participants, for 
example via our ECB market contact groups. [4] Th e regulatory debate has become 
a standard agenda item in those meetings.

A number of regulatory measures target fi nancial markets. Let me focus in 
the rest of my speech on a very important regulatory initiative and on a con-
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crete example: the review of the MiFID II and, specifi cally, the proposed price 
transparency requirements. Th e ECB also provided an opinion on the MiFID 
II proposal. [5] 

As you know, the MiFID II proposal extends pre- and post-trade transparency 
requirements from equity instruments (MiFID I) to additional asset classes such 
as bonds, structured fi nance products, derivatives admitted to trading or traded 
on a regulated market, a multilateral trading facility or an organised trading facil-
ity and derivatives considered eligible for central clearing. Th e aim is to enhance 
price formation and to support the evaluation process of such instruments.

Th e requirements cover pre-trade transparency – i.e. the provision of quotes 
and market depth to market participants ahead of a trade – and post-trade 
transparency – i.e. the timely publication of the prices and volumes upon trade 
execution. Th ese mandatory transparency requirements represent a major change, 
especially for the fi xed income market. For brevity, I will only address the issue 
of post-trade transparency.

As we have known since the publication of the seminal work of the Aus-
trian economist and philosopher Friedrich Hayek, prices reveal information 
that is dispersed among the numerous individual members of an economy. As 
a consequence, market outcomes are directly infl uenced by the time and degree 
to which prices and volumes are disclosed to the public. 

In reality, diff erent markets are subject to diff erent transparency regimes and 
disclosure requirements, which are a consequence of the existing heterogeneity 
among both fi nancial assets and market participants. While this implies that a 
one-size-fi ts-all level of transparency is unlikely to exist, a number of economic 
forces are omnipresent and therefore allow us to draw some conclusions from 
the academic literature on post-trade transparency.

In those market segments that the MiFID II review aims to address, li-
quidity providers play a central role as they intermediate between end investors 
and thereby help to secure a well-functioning marketplace. Yet an effi  cient and 
resilient market requires a suffi  cient level of competition. Several studies [6] show 
that a lack of transparency can be a serious threat to a level playing fi eld because 
intermediaries may use their private knowledge of customer order fl ow as an 
informational advantage that allows them to exert market power. Th erefore, 
opacity enables the extraction of rents and can lead to increased price dispersion 
[7], with negative consequences for market integrity and fairness. Furthermore, 
a low level of post-trade transparency can signifi cantly distort the informational 
role of prices by preventing the diff usion of value-relevant information, which 
may hamper market liquidity because of adverse selection.

In line with this rather positive view of post-trade transparency, a number 
of empirical studies [8] have found that the introduction of mandatory trade 
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reporting has signifi cantly improved formerly opaque market segments, such as 
the market for US corporate bonds.

At the same time, one must be aware of potentially negative side eff ects. For 
example, liquidity providers may be reluctant to take on a large inventory posi-
tion because they will fi nd themselves in an unfavourable bargaining position if 
this information is known to others. Th ey may ask for an additional premium 
in order to take on such a risk, which can raise transaction costs for investors. 
[9] Similarly, very large market participants, such as pension funds, may fi nd it 
more diffi  cult to execute large transactions without being front-run by predatory 
traders. In very transparent markets such as those for equities, this has become a 
substantial concern.

With these issues in mind, it is imperative that the new regulatory environ-
ment carefully considers all possible implications of increased market transpar-
ency. In particular, it is important that the new set of rules is calibrated in a way 
that avoids excessive market liquidity distortions, in particular in those market 
segments whose functionality is still partially impaired as a consequence of the 
market disruptions that we have witnessed over recent years. 

With this in mind, the ECB explicitly welcomes private sector initiatives 
such as the AFME framework for post trade transparency, which I believe is a 
constructive proposal because it aims to fi ne-tune the reporting requirements across 
diff erent liquidity categories, something that is certainly a sensible approach given 
the economic trade-off  I have just outlined.

Concluding remarks 

So, I will now conclude my keynote address, and I look forward to participating 
in what I am sure will be an interesting panel discussion.
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Notes

[1] Press release: ECB announces rescheduling of loan-level data reporting re-
quirements for asset-backed securities, 27 November 2012.

[2] See Articles 127(4) and 282(5) of the Treaty.
[3 ]See opinion of the ECB of 25 January 2012 on a proposal for a Directive on 

the access to the activity of credit institutions and the prudential supervision 
of credit institutions and investment fi rms and a proposal for a Regulation 
on prudential requirements for credit institutions and investment fi rms 
(CON/2012/5).

[4] In particular the Money Market Contact Group, the newly established Bond 
Market Contact Group, the Foreign Exchange Contact Group and the Opera-
tions Managers Contact Group (see the ECB website for more information 
on these groups).

[5] See ECB Opinion of 22 March 2012 on (i) a proposal for a directive on 
markets in fi nancial instruments repealing Directive 2004/39/EC of the 
European Parliament and of the Council, (ii) a proposal for a regulation on 
markets in fi nancial instruments and amending Regulation [EMIR] on OTC 
derivatives, central counterparties and trade repositories, (iii) a proposal for a 
directive on criminal sanctions for insider dealing and market manipulation 
and (iv) a proposal for a regulation on insider dealing and market manipula-
tion (market abuse) (CON/2012/21).

[6] See e.g. Madhavan, A., “Consolidation, fragmentation, and the disclosure 
of trading information”, Th e Review of Financial Studies, Vol. 8, No 3, pp. 
579-603 and Bloomfi eld, R. and O’Hara, M., “Can transparent markets 
survive?”, Journal of Financial Economics, Vol. 55, No 3, pp. 425-459.

[7] De Frutos, M-A. and Manzano, C., “Trade disclosure and price dispersion”, 
Journal of Financial Markets, Vol. 8, No 2. pp. 183-216.

[8] See Goldstein, M., Hotchkiss, E. and Sirri, E., “Transparency and Liquidity: A 
Controlled Experiment on Corporate Bonds”, Th e Review of Financial Studies, 
Vol. 20, No 2, pp. 235-273, and Edwards A., Harris, L. and Piwowar, M., 
“Corporate Bond Market Transaction Costs and Transparency”, Th e Journal 
of Finance, Vol. 62, No 3, pp. 1421-1451.

[9] See Naik, N., Neuberger, A. and Viswanathan, S., “Trade Disclosure Regu-
lation in Markets with Negotiated Trades”, Th e Review of Financial Studies, 
Vol. 12, No 4, pp. 873-900.
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