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The crisis taught many lessons … I pick three
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I. Finance is central to macroeconomic outcomes

II. Multiple equilibria can be all-important under stressful 
conditions

III. The political economy of policy matters – a lot – and 
economists must step up 
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I. The Centrality of Finance



Money and finance in macroeconomics

• Macroeconomic theories used to abstract from credit and default
• Standard textbook accounts of the gold standard

oFocus on price-output dynamics, Hume adjustment mechanism
oBut: Bank panics, lender of last resort (Thornton, Bagehot)

• Theories of the Great Depression
oFriedman-Schwartz (1963): Fed’s mistake was to let the money supply 

shrink
oBernanke (AER, 1983): Bank failures had a direct effect through lending

• New Keynesian models
oFocus entirely on risk-free policy interest rate – intertemporal price of money
oExternal finance premium can be added, but yields only quantitative 

changes
• Goodhart’s paradox: without credit risk  money would not be needed



Evident macro effects of recent financial crises



International aspects (1)

• The classic trilemma – a word also coined by Friedman – posits the 
compatibility of at most 2 out of 3:
oFree capital flow across borders
oExchange rate target
oAutonomous domestic monetary policy

• But global financial forces also propagate across borders via capital 
flows, and floating exchange rates do not provide full insulation

• Rey’s dilemma versus trilemma (Jackson Hole, 2013): Regardless of 
the currency regime, monetary autonomy cannot insulate

• Requires macroprudential policies, or failing that, capital controls



International aspects (2)

• Some argue that there is strong evidence of a global financial cycle, 
originating in US markets,  but that depends on where you look, 
prices or quantities (Cerutti et al., IMFER, forthcoming)

• Strong evidence that floating rates do provide a degree of insulation 
even from foreign financial shocks (Ostry et al., AER P&P, 2018)

• However, a narrow focus on capital flows now appears insufficient; 
financial risks reside in positions or stocks, which also affect cross-
border monetary policy transmission

• Macro-prudential is harder in open economies (Schoenmaker
trilemma) – openness, financial stability, autonomous policy? But it is 
still increasingly being used



Macro-prudential policies more common

Source: Cerutti, Claessens, and Laeven (2018)
Note: 1/ The Macroprudential Policy Index is constructed based on the usage of 12 macroprudential polices in a sample of 160 countries.

The Macroprudential Policy Index by income group 1/



International aspects (3)

• More work on international financial policy coordination (Basel III, 
FSB)

• More questioning of the benefits from international capital movements
• More openness to thinking about capital flow measures (IMF’s 

Institutional View of 2012; revised OECD Code; forthcoming report of 
Eminent Person’s Group to G-20) 

• Financial factors also are driving the recent breakdown of some 
hallowed relationships in international macro, such as Covered 
Interest Parity, which rely on there being no counterparty risk, no limits 
to arbitrage



Breakdown of Covered Interest Parity

3-month Libor cross-currency basis

Source: Cerutti, Obstfeld, and Zhou (forthcoming IMF WP)



II. Multiple Equilibria



They are everywhere

• Classic literatures focused on bank runs, currency crises

• The Asian crisis of 20 years ago highlighted the “twin” (banking plus 
currency) crises

• But multiple equilibria are not just an emerging market pathology

• The GFC showed the importance, not only of bank runs, but of the 
flight of short-term wholesale funding from non-banks (run on repo, 
etc.) – Bernanke (BPEA, 2018) shows importance of run dynamics

• The euro area crisis showed how sovereign debt could be subject to 
multiple equilibria, as previewed by Calvo (1988), Obstfeld (1994) 



Bank-sovereign doom loop: mutually reinforcing weaknesses

• Financial stability requires a fiscally strong sovereign – sovereign 
weakness can undermine faith in financial safety net

• Banking/financial system weakness may lead to government support, 
leading to sovereign debt worries

• The possible shift between equilibria is a highly nonlinear effect

• Efforts in EU to weaken this doom loop – so far quite incomplete



Fiscal costs of banking crises

Source: Laeven and Valencia (2018)



Problem 1: Fiscal weakness worsens slumps

Source: Romer and Romer (2018)



Problem 2: Fiscal space has been depleted



Problem 3: Recessions have hysteresis effects

Source: Aslam, Blagrave, Cerutti, Jung, and Osorio-Buitron (forthcoming IMF WP)
Note: The horizontal axes show deviations of log real GDP from extrapolated pre-recession log real GDP trends.



III. Political Economy Matters



In AEs, voter discontent has many sources

• Median real incomes have grown slowly or stagnated, pre-dating the 
crisis

• Inequality of income and wealth has increased in many countries
• Anger at continued political power of financial interests
• Dislocation; de-industrialization; split between high and low skill; 

urban/rural; mobile/immobile
• Discussion over whether these developments reflect primarily 
oGlobalization
oTechnology
oPolicies

• But they have fueled resentments – of traditional elites and “experts” –
that find expression in various nationalistic movements



This is prominently worrisome now in the EU

• Tony Judt in “Europe: The Grand Illusion” (1996):

If “Europe” stands for the winners, who shall speak for the 
losers – the “south,” the poor, the linguistically, educationally, 
or culturally disadvantaged, underprivileged, or despised 
Europeans who don’t live in golden triangles along vanished 
frontiers? The risk is that what remains to these Europeans is 
“the nation,” or more precisely, nationalism ….



At the global level, AE fortunes have changed

• New millennium shows a persistent surge of EMDE growth over AE 
growth, which IMF predicts to decline from current levels

• Global cooperation is harder in a more multi-polar world

Source: IMF blog with Vitor Gaspar and Sean Hagan (September 6, 2018)



Prospects for globalization

• Rodrik trilemma: at most two out of three are compatible
oDemocracy
oNational policy autonomy
oExtensive globalization

• The “sweet spot” where all 3 can coexist requires an inclusive 
policy framework such that most gain from globalization, even 
if inequality persists (as has been the case in many EMDEs)

• Problem: such a framework itself is endogenous to voter 
choices – would they choose it?



The challenge of being an economist

• EMDE success has come with dislocation in AEs (even more due to 
technology) – raising the question of globalization’s sustainability, 
and the future of multilateral cooperation

• Challenge for economists: to find the best policies in the face of past 
and future structural transformation and – this is critical – to sell 
these to the public and politicians

• Scientific rigor remains necessary, but it is no longer sufficient

• In another turbulent period, Keynes (1924) put it this way: The 
economist must be “as aloof and incorruptible as an artist, yet 
sometimes as near to earth as a politician.”
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