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Introduction

“Those who fail to learn from history are condemned to repeatit” is a famous say-
ing by Sir Winston Churchillin aspeech made tothe House of Commonsin 1948.
Learning from history and previous mistakes is of course importantin every walk
of life, but perhaps even more important to us who work with financial stability
and macroprudential policy. With my background as a central bankerand many
years of experience in handling banking and financial crises, | believe that Church-
ill’ssayingisastrue today as everbefore. The only way we can address, and per-
haps even prevent, economic crises is by understanding their causes.

What history has shown, again and again, is that financial crises follow predictable
patterns. We are all familiar with the origin of the last financial crisis, and we all
know what prominentrole the residential real estate market and mortgage mar-
ket playedinthe severity and the persistency of the crisis, notonly inthe US but
all around the world. Increasing empirical literature has also shown that leverage,
excessiverisk-taking, and misaligned incentivesinresidential and commercial real
estate often lead to externalities with implications for both financial stability and
the real economy. Because of the systemicimportance of the residential real es-
tate sector, | strongly believethat macroprudential policy has a key role toplayin
orderto preserve macroeconomicand financial stability. This policy area offers
many tools targeted specifically at addressing risks in the residential real estate
sector.

The interaction between macroprudential policy and housing pricesis by no
means a new subjectto me, neitherin myrole as Governor of the Riksbank, in
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which | have tried to deal with these issuesfor many years now, norin my role as
Chair of the ESRB’s Advisory Technical Committee, where this topic has gained in-
creased attentioninthe lastfew years. There are many aspects and challenges to
bearin mind whendiscussingthistopic. | therefore welcomethe discussion at this
conference and thank you for the invitation to speak. The topicfor my speech, to
alarge degree, covers the theme for the first session of today, namely whether
macroprudential policy should have explicit goals for house price growth. Hope-
fully, my remarks will illustrate some of the challenges —analytical and pedagogi-
cal — that policy makers face when deciding on the appropriate way of bringing
house price developments into macroprudential policy decision making.

Butinorder forme to adequately address thistheme, | thinkitisimportantto
take a step backand rememberwhy macroprudential policy exists and recall the
main purpose of this still rather new policy area.

What is the purpose of macroprudential policy and
how do we measure its effectiveness?

Put simply, macroprudential policy has two main tasks. First, it should strengthen
theresilience of the financial system as awhole. Second, it should counteract the
build-up of financial imbalances that could laterlead to costly adjustments.! In the
context of risks and vulnerabilities related to the residential real estate sector,
macroprudential policy measures not only can reinforce the resilience of banks
and households, butalso counteract the build-up of financial imbalances by influ-
encingthe supply of or demand for credit. Itis, however, rather tricky to measure
the effectiveness of macroprudential policy. Thisis because itis difficult, if notim-
possible, to measure the scale of reduction in systemicrisk. One consequence of
thisisthat the empirical evidence on the effectiveness of macroprudential policies
isstill fairly limited, although itisincreasing atarapid pace. Nevertheless, some
studies existand they seemto suggestthat borrower-based (demand-side) poli-
ciessuch as limits onloan-to-value and debt-to-incomeratios, are more effective
in managing creditflow and housing prices, than lender-based (supply-side) poli-
ciessuch as capital and liquidity buffers. Borrower-based policies seem more ef-
fective when growth rates of housing prices and credit are very high.?

Hence, ideally, macroprudential policy should serve to mitigate pro-cyclicality in
the behavior of households and financial institutions. In other words, it should be
countercyclical, i.e. macroprudential policy should be tighter when there is a high
risk of imbalances building up. This may imply a need to quantify the macropru-
dential policy objective and to seta quantitative target, i.e. introduce macropru-
dential policyrules. Yet, there are many challenges associated with this. Let me
discuss some of the aspects that | think need to be considered beforeintroducing
such rules.

1See Nordh Berntsson, C. and Molin, J. (2012), Creating a Swedish toolkit for macroprudential policy, Riksbank
Studies, November 2012, Sveriges Riksbank.

2 See Guibourg, G., Jonsson, M., Lagerwall, B. and Nilsson, C.(2015), Macroprudential policy —effects on the
economy and the interaction with monetary policy, article in Economic Review 2015:2, Sveriges Riksbank.
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There are certain benefits to be derived from setting
specific macroprudential policy rules

Overall, Ithink there is a broad agreement that there are many advantages in set-
ting specifictargets and rules for macroprudential policy. As a central banker, |
thinkthereisa certain degree of analogy to be made here with monetary policy.
For example, having aninflation target will help stabilize inflation expectations
and therefore make it easierto influence actual inflation. Having an explicit nu-
merical inflation target will also constitute the benchmark against which the effec-
tiveness of monetary policy is measured. Setting a specifictarget will conse-
guently helpincrease transparency and accountability, which are essential.

All these benefits are of course also applicable when setting rule s for macropru-
dential policy. There might even be acase to be made thatrules are even more
appropriate inthis policy area. Forinstance, setting specificrules might be partic-
ularly useful when models and instruments are not fully developed, much like
macroprudential policy is today.

Explicitrules can contribute to increased transparency and better communication
of macroprudential policy decisions. It may reduce the risk of inaction bias and re-
lieve the pressure on policy makers to abstain from policy adjustments during
economicexpansions, when any discretionary tightening might be challenged by
publicmyopia. Undoubtedly, there are also some obvious problems relating to
setting specificrules for complex policy issues. Let me discuss some of theminre-
lationtoresidential real estate, and try to give you my view of the question of to-
day’sfirstsession,i.e.if macroprudential policy should have explicit goals for
house price growth.

Setting a numerical target for house price growth

would be very challenging...

There are important challenges regarding setting a specificnumerical target for
house price growth, like forinflationin monetary policy. Forthe macroprudential
authority, orany other policy makerforthat matter, it is hard to know what con-
stitutes the correct price growth rate at a giventime. We have to acknowledge
that housing prices are determined by arange of differentfactors thatare both
cyclical and structural in nature. For example,alow interest rate environmentand
expansionary monetary policy may entail a higher price growth rate than whatis
expectedinsteady-state. The same can be said about expansionary fiscal policy,
which could lead to risingincomes and wealthin the household sector. There are
alsosupply-side factors, like low residential housing construction and rent con-
trols, which may influence the prevailing price growth rate. These are supply-side
and demand-side factors that macroprudential policy might find hard to counter-
act.

There would also be some practical problemsif we were to start targeting a single
house price index. Forinstance, aggregate house price data could mask trends
that existatthe regional level. Correspondingly, prices mightincrease differently
dependingon housingtenure, i.e. for single-family houses and apartments. Let me
take housing pricesin Sweden asan example toillustrate my points. Since 1987,
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the average annual house price increase in Swedenin real terms has been more
than 4 per cent. In Stockholm, the corresponding figureis almost 6 per cent. In
certain periods, house pricesin Stockholm have been increasing by more than 25
percent. Andlookingonly at apartments, the price increase has been even larger.
In contrast, in many cities inthe north of Sweden, prices have increased only
moderately.

...but we need indicators for when to take action, and
house prices are very important in this context

Since the range of price increasesis sowide, setting an explicit goal for house
price growthis incredibly hard and it would be extremely difficult to create a satis-
factory index that captures the dynamics of all regional markets. That said, aggre-
gate price indices might still guide the policy makerand signal the build-up of
risks. For instance, the work on identifying early warningindicators and setting
different thresholds for these indicators will certainly help the policy maker de-
cide whentoact and avoidriskslinked toinaction bias.?

The Basel Committee’s reference guideforthe countercyclical capital buffer, re-
lating the bufferto the credit-to-GDP gap, can be seenin this context. Of course,
one can always discuss the pros and cons of individual indicators, as has certainly
beenthe case with the credit-to-GDP gap. One virtue of guidelines like thisis that
they put some limit on the amount of discretion given to the macroprudential pol-
icy maker. Butrelyingon a purely mechanical relationship between indicators and
macroprudential policy might be too crude. | thinkan element of judgmentis still
goingto be required. Charles Goodhart has referred to presumptive indicators:
When, forinstance, house price growthis deemed to be excessively high, the
macroprucential policy maker has to take a stand and comply orexplainthe lack
of measures taken.

The “policy stance” of macroprudential policy is hard to

assess, but important progress is being made

One conceptrelatedtothistopic, and that has been discussed forexample within
the ESRB, is the “policy stance” of macroprudential policy. How do we know if
macroprudential policy is expansionary or contractionary, and in which dimen-
sions dowe measure this? This was one main topicon the firstannual ESRB con-
ference heldlastyear.

For me, it’s obvious to compare this with monetary policy. The task of assessing
the monetary policy stance is easier, but developments after the global financial
crisis,andthe downward trend inthe long-runreal interest rate, have made it
hard to know exactly how expansionary monetary policyis. AsI mentioned in the
beginning, the goals of macroprudential policy are diverseand complex: both
providing aresilient financial system and mitigating financialimbalances. Needless

3 See, for example, Giordani, P.,Spector, E. and Zhang, X. (2017), Anew early warning indicator of financial fragil-
ity in Sweden, Economic Commentaries No. 12017. Sveriges Riksbank.
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to say, taking a stand on the stance of macroprudential policyis challenging, to
say the least.

Hence, the work on intermediate policy objectives and indicators, going on at the
ESRB and elsewhere, is very important. Hopefully, we will be able to be more spe-
cificon the assessment of the macroprudential policy stance inthe not-so-distant
future.

Anotherinteresting comparison with monetary policy is that, regarding the policy
interestrate, decisions are normally being made with fixed timeintervals. Once
againreferringto the countercyclical capital buffer, regardless of whatindicators
the designated authority chooses tolook at, the legislation prescribes reviewing
the appropriate buffer with fixed timeintervals, i.e. every quarter. Thisis another
way in whichinaction bias can be reduced, since it forces the policy makerto reg-
ularly take a stand on the appropriate action.

Macroprudential policy is not the only game in town

While I have my doubts forsetting explicit numerical goals for house price growth,
we must notlet data limitations getin the way of addressing the larger question
at hand. Or to use a famousidiom; we still have to be able to see the forest for
the trees. We must not forget that large upswingsin housing prices and debtlev-
els have often beenfollowed by periods of financial instability and recessions. This
isone of the reasons why | am a firm believerthat macroprudential policy has a
keyroleinreducing systemicrisk stemming from the residential real estate sec-
tor. Thisisalso why we at the Riksbank have fora longtime now been urgingthe
Swedish FSA, whichis the responsible authority for macroprudential policy, toim-
plement measures such as limits toloan-to-value ratios and debt-to-incomeratios
as well as requirements on amortization, in orderto curb the developments on
the Swedish housingand mortgage market.

But, regardingthe situationin Sweden, other policies need to play theirpart as
well, notleast housingand tax policy. We cannot rely on macroprudential policy
to handle the more structural problems on the housing market. At the Riksbank,
we have therefore also been advocating policiesinfluencing the structural charac-
teristics of the housing market. Such policies could address the tax treatment of
interest tax deductibility, the regulation of rental markets orregulatory con-
straints on developing new housing. There are certainly limits to the amount of
“fine-tuning” that can be done with macroprudential policy alone. For me,
measures such as LTV-and DTI-limits are alittle bit like setting speed-limits for
banks and households, and saying “up to here butno further”.

Moreover, we cannot, of course, discard the role of monetary policy intackling
theseissues. If monetary policyis very expansionary overalong period of time,
this could contribute to distorted expectations of how high interest rates will be in
the future and how the housing market will develop, and lead toincreasedrisk
takingin the economy. Personally, | think that macroeconomic stability, financial
stability, and price stability are closely interlinked. One of the key challenges going
forwardisto try to find a propercombination of monetary policy onthe one
hand, and macroprudential policy on the other.
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Also, we must not forgetthatit is essentially each individual household’s and each
individualbank's responsibility to ensure sound lending. Thisis a central principle
ina market-based system, and something which we should not forgetin the de-
bate about macroprudential policy. Thisisalso why I thinkitis importantfor
banks and policy makerstoincrease publicawareness about the risks stemming
from high debtand house price levels. Here, communicationis goingto be key
and | think we can all do betterin educatingthe publicaboutthese issues.

For us policy makers, this also means that measures takenin one area must take
intoaccount whatis beingdone in otherareas. The left hand needs to know what
theright handisdoing, eveniftheyare not completely coordinated. In addition,
policy makers need to be forward looking, since it often takes time for measures
to have an impact. Thisis especially true for measures that affect the supply of
housing, butalso true for flow measures with adeclared macroprudentialintent.
We have to acknowledge that many of these issues are like changing the direction
of alarge oceanliner. It will take time before we will seeany results, and different
policy areas must work together.

Someone needs to take away the punch bowl before
things get out of hand

Allinall, we, as policy makers and central bankers, cando a lot of things to miti-
gate risks stemming fromthe mortgage and housing market. Certainly, we cannot
complainthatthere are no available tools at our disposal. So why are we in many
countries still lagging behind in taking policy action despite our betterjudgment?
In Sweden, forinstance, it has proven exceedingly difficult to deal with issues sur-
roundingthe mortgage and housing market and there is a strong political reluc-
tance to take action. Politicians and various authorities seem to agree about the
diagnosis, butitappearstobe extremely hard to agree on the right prescription.

I am fairly certain that the reasonis inaction bias. When housing prices are high
and going up, people are making money and do not want policy makers to take
away the proverbial punch bowl. And the combination of certain short-term costs
and uncertain long-term benefits creates incentives for politicians and macropru-
dential authorities to postpone policy actions.

For me, practical policy making entails making decisions under uncertainty. We
will notalways know what the counterfactual is going to be. It istherefore una-
voidable that practical policy makingin the comingyears will consist, to a great
extent, of "learning by doing" — with the emphasis on both ‘learning” and ‘doing’.
And althoughitis one of the first concepts you learnin an introductory economics
class, and goesto the core of economicthinking, policy makers must understand
that thereisno suchthingas a “free lunch”. There is no way around the fact that
measures will have shortterm costs if they are going to be effective. Thereisno
magic bullet.

At the end of the day, authorities are responsiblefortaking action if develop-
ments on the residential real estate market threaten macroeconomicand finan-
cial stability. There hasto be somebody who takes away the punch bowl before
the party gets out of hand.

6[7]



SVERIGES

RIKSBANK

Concluding remarks

Let me conclude where | began by echoing the sentiment of Churchill’s warnings
about not learning from past mistakes. | have already highlighted the factthat un-
derstandingthe causes of previous economicand financial crisesis goingto be es-
sential in preventing future crisis. However, knowledgeitself is no guarantee that
we will be able to safeguard macroeconomicand financial stability. Hence, in or-
derto avoid the risk of collective amnesia, itis crucial to create an institutional
framework that stimulates macroprudential action. Setting specific macropruden-
tial policy rules might be one way of doing thisand itis certainly aquestion worth
asking. | anticipate productive discussion to thisissue and othersin the next few
hours. Thank you.
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