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AB EXTRA - MACRO-PRUDENTIAL SUPERVISION

There should be an ongoing debate about who is best placed
to do it. Some have advocated a far greater supervisory role for
central banks — broadly — going forward, arguing that, in order
to perform a critical role in crisis mitigation or resolution, they
need to keep their finger to the pulse of the markets (which
they can do better as micro-prudential regulators). Others then
argue that the experience that central banks have developed in
identifying and assessing risks in the system put them also in the
best position to drive macro-prudential
supervision. There is validity in both
these arguments but it is important to
remember that, to be effective, there
needs to be a good balance between
the two types of supervision —and that
they should complement each other.
This may not work optimally if the one
entity has responsibility for both.

When
central banks, it might also be worth

considering  the role of

remembering that there are some potential conflicts of interest.
They are active players in the markets themselves, for example,
operating alongside the institutions they would be supervising,
They can also be faced with a need, on occasion, for a trade-off
between a price stability objective and financial stability. These
are no insurmountable issues but they probably need watching,

There is no right answer. Whatever system of macro-prudential
supervision is adopted going forward, it should be recognised
that this new art will only develop through trial and error.
Regulatory capture, tunnel vision, and other problems may
harass macro-prudential supervisors in the future, as they have
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troubled micro-prudential supervisors in the past. No body of
people is ever constantly immune from herd mentality.

So one critical element here has to be external, independent
challenge — through such bodies as the International
Monetary Fund and the OECD certainly — and also through
much more extensive, focussed, academic study of this area.

Another critical element is to recognise
that there needs to be a learning
process initially by macro-prudential
supervisors, and mistakes will be made.
Political patience will be necessary.®

Finally, it might be worth flagging
that macro-prudential supervision can
never become a science: at least not if
we want dynamic, innovative financial
markets in the future. These will
always be a moving target that requires
judgement. Macro-prudential supervision could, over time,
become an art: but it will take time to perfect. M
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