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Motivation (1/2): Monetary policy as a cause of financial stress

“Swings in market sentiment, financial innovation, and regulatory failure are acknowledged sources
of instability, but what about monetary policy? Can monetary policy create or amplify risks to
the financial system? ...These questions are among the most difficult that central bankers face.”

— Ben Bernanke (2022), 21st Century Monetary Policy: The Federal Reserve from the Great
Inflation to COVID-19, page 367
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Motivation (2/2): “U–shaped” monetary tightening and financial stability
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• ”U–shaped” monetary policy rate dynamics
– Jimenez et al (2023)

• Financial crises tend to be preceded by a
rapid monetary tightening after
low–for–long

• Risk to financial stability could constrain
central banks’ fight against inflation
(“financial dominance”)

• Since the early 70s, 25% of monetary
tightening episodes have ended with a crisis
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Channels at work — An example 
 

 

20 BIS Quarterly Review, March 2023
 

conditions, not least since even borrowers with fixed-rate and long-term debt 
eventually become directly affected. All this heightens the risk of financial distress. 

Prudential policy, monetary tightening and financial stress  

One way to increase the resilience of the financial system is to have tight prudential 
policy in tranquil times. The idea is to have buffers in place, by strengthening lenders’ 
capitalisation and liquidity position or by improving borrowers’ ability to withstand a 
deterioration in their cashflows, income or balance sheets (eg through maximum 
loan-to-value or debt-to-income ratios). To varying degrees, these measures improve 

Monetary tightening and financial stress: shedding light on the channels at work 
Average, in percentage points Graph 4

A. Inflation  B. Policy rate  C. Real policy rate 

 

  

 

D. Debt service ratio  E. House price  F. GDP growth 

 

  

 

The shaded areas indicate when the difference between the two averages is statistically significant at the 10% level. 
1  Depending on whether or not there is a banking crisis three to five years after the first rate hike. See technical annex for details. 
Sources: World Bank; BIS; authors’ calculations. 
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• Stronger and more persistent inflation (A) calls
for more forceful and prolonged policy rate hikes
(B-C)

• The debt service ratio rises (D), putting
pressures on borrowers and depressing property
prices (E)

→ The larger the initial stock of debt, the stronger
the tightening of financial conditions

• These forces weigh on economic activity (F),
which further increases risk of financial distress
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Can (macro–)prudential policy increase central banks’ room for manoeuvre?

• Yes:
• Tighter (macro–)prudential requirements (e.g. CCyB) help to increase the resilience of the

financial system in the face of rate hikes
• They may allow central banks to hike rates more aggressively if needed to tame inflation

• No:
• Tighter (macro–)prudential requirements could magnify the effects of the rate hikes and

interfere with monetary policy stance
• Their effects could kick with lags (i.e. too late) and amplify the downturn
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Some elements of answer — Roadmap

1. Past experience suggests that tightening (macro–)prudential policy increases monetary
policy headroom

• Higher capital requirements reduce the probability of a crisis down the road

2. Current experience seems to support such “pro–active” approach
• Address specific risks early on to limit interference with monetary policy

• Mix of targeted tools
• Considering the fast pace of the ongoing and global monetary tightening, borrowers and the

financial sector have overall been quite resilient so far (bar specific banks in US and CH)
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Lessons from past monetary policy tightening episodes

• Boissay, Borio, Leonte, Shim: “Prudential policy and financial dominance: exploring the
link”, BIS Quarterly Review, March 2023

• Analyse around 92 monetary policy tightening (MPT) episodes and (macro–)prudential
policies in 21 AEs and 16 EMEs since 1990

• Test empirically whether (macro–)prudential tightening helps mitigate stress during MPT
episodes
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(Macro–)prudential tightening policy helps to mitigate financial stress

24 BIS Quarterly Review, March 2023

Last, we study whether the impact of prudential policy on the frequency of 
financial stress depends on the initial level of debt or change in inflation. Accordingly, 
we modify equation (1) as follows: 𝐶𝑅𝐼𝑆𝐼𝑆 = 𝛼 + 𝛽 𝑃𝑃𝑇 ∗ 𝐼𝑁𝐼𝑇 + 𝛽 𝑃𝑃𝑇 ∗ (1 − 𝐼𝑁𝐼𝑇 ) + 𝜃𝑍 + 𝜖    (2) 
where 𝐼𝑁𝐼𝑇 is a dummy variable equal to one if the country’s private credit-to-GDP 
ratio or change in inflation at the time of the first rate hike is above its median and 
to zero otherwise.17 In regression (2), the coefficients of interest are 𝛽  and 𝛽 , when
the level of credit or change in inflation is initially high or low. 

We find that prudential tightening is relatively more effective in reducing the
likelihood of financial stress if the monetary tightening takes place in the context of 
high levels of debt and strong inflationary pressures (Graph 7.B, dots versus 
diamonds). 

17 Consistent with Graph 3, the median refers to the country’s historical distribution in the case of the 
credit-to-GDP ratio, and to the 92 monetary tightening episodes in the case of the change in inflation. 

e frequency of financial stress1 

In per cent A. All prudential measures – before B. All prudential measures – after

C. Bank capital measures – before D. Bank capital measures – after

Shaded areas indicate that the difference between tightening and no tightening is statistically significant at the 10% level. 
1 Financial stress measured as the incidence of a banking crisis. Prudential standards tightened during the two years before (after) the first
policy rate hike. See technical annex for details.
Sources: Baron et al (2021); Laeven and Valencia (2020); IMF iMaPP database (released in January 2021); BIS; authors’ calculations. 
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• Crisis frequency is 15pp lower after a net
prudential tightening (iMaPP dummy 0/1)

• Bank capital measures seem effective

• The timing of prudential tightening does not
seem to matter (two years before/after the first
hike)
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(Macro–)prudential tightening policy helps to mitigate financial stress

CRISISi = α + βPRUD TIGHTi + θZi + ϵi

• CRISISi : dummy equal to one if episode i is associated with a banking crisis

• PRUD TIGHTi : net number of prudential tightening measures in the two years before or
after the first rate hike

• Zi : control variables before the first rate hike: credit–to–GDP, level and change in inflation

• Interactions with initial condition (private credit/GDP, change in inflation)
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(Macro–)prudential tightening policy helps to mitigate financial stress

BIS Quarterly Review, March 2023 25
 

Prudential tightening reduces the likelihood of stress during monetary tightening 
In percentage points Graph 7 

A. Unconditional effect B. Effect conditional on initial debt and inflationary pressures

Sources: Baron et al (2021); Laeven and Valencia (2020); IMF iMaPP database (released in January 2021); BIS; authors’ calculation. 

Conclusion 

Our findings indicate that tightening prudential policy increases monetary policy’s 
room for manoeuvre. There is evidence that monetary policy tightening raises the 
likelihood of financial stress down the road if the hikes take place when the initial 
level of private sector debt is high and inflationary pressures call for a strong policy 
reaction. This pattern has been present even since the 1990s, when the variation in 
inflation has been much smaller than in the past. We also provide evidence that 
prudential measures implemented around monetary tightening episodes, whether 
before or after the initial interest rate hike, help to reduce the likelihood of financial 
stress. In sum, prudential policy can allow monetary policy to focus more freely on its 
fight against inflation, by mitigating the risk of financial dominance.  

These findings shed some light on current challenges. All else equal, today’s 
historically high levels of private debt and the surge in inflation would raise the odds 
that the current monetary tightening might usher in financial stress down the road. 
But the findings also indicate that a tightening of prudential measures should help to 
reduce that risk. A number of countries have been tightening prudential policy to 
tackle financial expansions seen during the post-pandemic recovery. And this comes 
on top of the post-GFC cumulative strengthening of prudential standards that has 
substantially increased banks’ capital defences.  

The findings also shed light on the highly complementary role that monetary and 
prudential policies can play in a more holistic macro-financial stability framework 
(Borio et al (2022)). Such a framework is designed to better reconcile price, financial 
and hence macroeconomic stability, through a more holistic deployment of 
monetary, prudential and fiscal policies. Developing that framework is still a work in 
progress.  
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(Macro–)prudential policy in the current monetary tightening episode

• Survey 18 central banks about (macro–)prudential policies in their jurisdictions between Jan.
2020 and Jul. 2023

• AR, AU, BE, CA, CH, DE, FR, GB, HK, IN, IT, KR, MX, NL, SE, SG, TH, US

• We asked details on the policy interventions: tool, motivation, magnitude, implementation
strategy

• Overall tightening of the (macro–)prudential stance

• A few principles seem to have guided (the design of) recent interventions
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Four main motives for (macro–)prudential tightening
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Some countries started to tighten macroprudential policy already during the 
Covid-19 crisis. Loosening measures taken during the crisis were unwound as financial 
conditions improved. Before the start of global monetary tightening, many countries
had rolled back pandemic-related macroprudential measure (Graph 1.A).

From 2021 onwards, the persistence of pre-Covid financial imbalances added 
impetus to macroprudential tightening. Particularly where housing markets showed 
signs of overheating, macroprudential authorities tightened measures back to or even 
above their pre-pandemic levels. 

The number of new tightening measures peaked soon after the start of policy 
rate hikes. The build-up of default risks in the wake of the rapid rise in interest rates 
motivated the tightening of borrower-based measures in particular (Graph 1.B). 

Evolution and heterogeneity of macroprudential actions since 2020 Graph 1 

Number of countries that announced macroprudential 
actions

B. Number and type of macroprudential policy 
announcements 

Number of countries Number of announcements 

1 Europe: BE, CH, DE, FR, IT, NL, SE and UK. Rest of the world: AR, AU, CA, HK, IN, KR, MX, SG, TH and US.    2 Number of tightening and 
loosening actions that took place in the same country during the period considered. 

Sources: Summaries prepared by workshop participants, national data, BIS. 

Not all countries tightened macroprudential policies. To maintain their overall 
stance, some authorities tightened one measure and at the same time loosened 
another that had become more binding as interest rates rose (Graph 1.B). A number
of countries have not taken any macroprudential actions in the period since the 
Covid-19 crisis because they judged the build-up of financial stability risks during the 
monetary tightening phase to be limited or they required more time to assess the 
risks. 

Workshop participants suggested that macroprudential policy decisions took 
account of the monetary stance but were not explicitly coordinated with monetary 
policy decisions. Macroprudential authorities’ main objective was to increase financial
resilience, but they crafted their actions to limit procyclicality that could magnify the 

1. Roll back pandemic–related measures

2. Address imbalances that had built up further
during the pandemic (housing markets)

3. Build up capital buffers that can be released in
the event of an unexpected shock (e.g. positive
cycle–neutral CCyB)

4. Forestall the emergence of new risks arising
from the rapid tightening of monetary policy

• Some (macro–)prudential loosening nonetheless
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Mix of targeted tightening and loosening measures
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Not all countries tightened macroprudential policies. To maintain their overall 
stance, some authorities tightened one measure and at the same time loosened 
another that had become more binding as interest rates rose (Graph 1.B). A number
of countries have not taken any macroprudential actions in the period since the 
Covid-19 crisis because they judged the build-up of financial stability risks during the 
monetary tightening phase to be limited or they required more time to assess the 
risks. 

Workshop participants suggested that macroprudential policy decisions took 
account of the monetary stance but were not explicitly coordinated with monetary 
policy decisions. Macroprudential authorities’ main objective was to increase financial
resilience, but they crafted their actions to limit procyclicality that could magnify the 

• Two main concerns:
• Financial stress induced by monetary tightening
• Binding (macro–)prudential requirements could

themselves be a source of unintended stress

• Targeted measures can help address specific
vulnerabilities without interfering with monetary
policy

• Sometime requires to replace one requirement
(loosening) by another (tightening)
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Prudent prudential policy
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effects of rate hikes on the economy. In that sense, macroprudential tightening was
conditioned by the monetary policy stance. 

In at least one country, macroprudential policy was explicitly used to support 
aggregate demand and so could be seen as being implicitly coordinated with the 
country’s accommodative monetary policy. In Thailand, a slow and uneven recovery 
led the authorities to prolong macroprudential loosening well beyond the Covid-19 
crisis, albeit in a more targeted manner. In particular, in late 2021 they relaxed loan-
to-value (LTV) requirements on residential mortgages to support employment in the 
housing sector.2

Differences across countries in the timing of macroprudential tightening were 
largely explained by two factors. First, the persistence of pre-Covid financial 
imbalances. Countries with pre-existing imbalances tended to tighten earlier, 
especially countries where the countercyclical capital buffer (CCyB) had been positive 
prior to the Covid-19 crisis. For example, Norway and Sweden announced an increase 
in the CcyB back towards pre-Covid levels in June and September 2021, respectively, 
before their first policy rate hike. Several increased the CcyB above pre-Covid levels 
(Graph 2.A). While the general aim was to increase the resilience of the banking 
system, CcyB tightening was often motivated specifically by concerns about persistent 
housing market vulnerabilities. 

CcyB raised above pre-Covid levels, with a longer implementation period Graph 2 

A. CcyB is now above pre-Covid levels
CcyB phase-in period has lengthened

Number of countries Number of months2 

1 At 31 December 2019.    2 Number of months between the announcement and effective application dates of changes to the CcyB. 

Sources: BCBS, BIS. 

A second factor that influenced the timing of tightening was uncertainty about 
the strength of the recovery. Where macroprudential policy had been tightened
before the first policy rate hike, participants indicated that authorities had judged the 

2 Thailand’s macroprudential authorities rolled back these measures and normalised their 
macroprudential policy stance relatively late compared to other countries, toward the end of 2022, 
on the back of improved macroeconomic conditions. 

• Lengthen the phase–in period

• Lock in current levels of resilience (e.g. raise
regulatory buffers knowing they will not
immediately bind)

• Provide some flexibility on case-by-case basis

• Use supervisory guidance rather that “hard”
requirements
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(Macro–)prudential policy during monetary tightening

• Objective is not to manage aggregate demand

• No (explicit) coordination with monetary policy

• Take the potential effects of monetary tightening on financial stability into consideration

• Avoid pro–cyclical effects and interference with monetary policy

• Complement monetary policy (i.e. provide headroom for more rate hikes) rather than
substitute for it (i.e. dispense central banks from hiking)

• Prudent policy: take targeted measures, do not affect overall stance, avoid potential
cliff–effects, allow for long phase–in
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