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Abstract: The paper considers some of the issues for the conduct of
monetary and fiscal policy which arise in the era of financialisation. It
opens with a critical assessment of the dominant approach to monetary
policy, namely inflation targeting underpinned by the ‘new consensus in
macroeconomics' . Within that analytical framework the role of the ‘ natural
rate of interest’ is critically examined. It is argued that that ‘ natural rate of
interest’ is a construct of a specific analytical framework and as such it
lacks validity in reality in so far as that analytical framework does not
provide a good approximation to that reality. This is followed by
consideration of some of the issues of coordination between fiscal and
monetary policies. It is argued that fiscal and monetary policies can not
be separated (as is the case with the new consensus). The nature of a
post-Keynesian monetary policy in the present era of financialisation,
and particularly the developments of securitisation, is discussed.
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INTRODUCTION

The dominant approach to monetary policy in recent decades has been
inflation targeting (IT) operated viathe setting by the ‘independent’ central
bank of the policy interest rate.r Within that framework, the ‘ natural rate
of interest plays akey roleas being aform of anchor for the policy rate of
interest. This approach to monetary policy has not been particularly
successful in its own terms — that is inflation targeting has not been
responsiblefor controlling therate of inflation.2 But the I T framework came
to be viewed as a success story in facilitating the so-called ‘great
moderation’ (Bernanke, 2004), a claim that was rather destroyed by the
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global financial crises and the ‘great recession’ of 2009-10. The IT
framework focused on price inflation and ignored asset price inflation and
financial instability which were closely associated with the creation of the
global financial crisis (GFC). Monetary policy had becomein a number of
respects the dominant component of macroeconomic policies, particularly
in theoretical discussions. Following the GFC there was a revival of fiscal
policy, both in practicewith the post crash stimuli and in theoretical debates.
These debates brought back into focus the questions of the relationship
between monetary policy and fiscal policy.

The GFC came after along period of financialisation fromthe mid-1970s
onwards, and the processes of financialisation continue. Financialisation
involves the general growth of thefinancial sector, and moresignificantly for
changesin theways in which the banking sector operatesincluding thegrowth
of shadow banking and of securitization. There is a need to consider how
these developments have impacted on the transmission mechanisms of
monetary policy and the changes to the objectives of monetary policy with
some shifts to concerns over financial stability.

In section 2 it is shown that the IT approach is located within the
analytical framework of the ‘new consensus in macroeconomics’, which
does not provide a redlistic representation of the financialised economy.
Within that framework, the role of the ‘natural rate of interest’ is critically
examined. It is also argued that that ‘natural rate of interest’ is a construct
of a specific analytical framework, and only has validity for redlity if the
analytical framework provides a good approximation to that reality.

In section 3 some of the issues of coordination between fiscal and
monetary policies are rehearsed. Specifically, we examine whether fiscal
and monetary policies can indeed be separated and the possible gains from
some degree of coordination of policies.

Section 4 brings out post-Keynesian monetary policy inthe present era
of financialisation, and particularly the devel opments of securitisation.

MONETARY POLICY AND THE ‘NEW CONSENSUS IN
MACROECONOMICS

Theanalysisof monetary policy is, aswith any macroeconomic policy (and
indeed any economic policy), embedded in a specific theoretical framework
of the ways in which the economy operates, even though the framework
may often be implicit. The so-called * new consensus in macroeconomics
(NCM) has in many respects been the dominant framework of analysisin
respect of monetary policy.
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Thereare arange of issueswith theNCM framework which handicaps
its usefulness for the operation of monetary policy. Two can be highlighted
here, though it should also be mentioned that the underlying dynamic
stochastic general equilibrium mode invokes an infinite time optimisation
framework, which thereby ignores issues of fundamental uncertainty.*

A major issue of the NCM approach isthat it is set within an analytical
framework which relies on a supply-side equilibrium with short-term
demand effects, specifically in response to the interest rate and its effects
on demand, and the effects of demand on the rate of inflation through a
Phillips' curve effect. The economy is perceived to fluctuate around and be
closeto a supply-side equilibrium. Thisis strongly reflected in the use of
theword ‘natural’ — asin particularly the “ natural rate of unemployment”
(NRU) and the “natural rate of interest” (NRI). The common features of
NRU and NRI are located within a specific type of model, which separates
monetary and real factors, and the levels of NRU ands NRI are not
influenced by hysteresis effects from the movements of demand.

Consider first the* natural rate of unemployment’, viewed by Friedman
as “theleve that would be ground out by the Walrasian system of general
equilibrium equations, provided there is imbedded in them the actual
structural characteristics of the labor and commodity markets, including
market imperfections, stochastic variability in demands and supplies, the
cost of gathering information about job vacancies and labour availability,
the costs of mobility, and so on” (Friedman, 1968, p.8). Inthe NCM, thisis
represented by the assumption of an expectati ons-augmented-Phillips curve
of the form w = f(U) + ap®, where w is the rate of wage inflation, p® the
expected rate of inflation, U the unemployment rate, and a the responsiveness
of inflation to expected inflation. The NRU, corresponding to a constant
rate of inflation, is the solution of the equation f(U) = (1 - a)p (treating
productivity growth as zero and using p to signify common value of w and
p9). In the absence of a unit coefficient on expected inflation, then any
estimate of NRU depends on the rate of inflation. Although it is recognized
(as in quote from Friedman) that the NRU can change over time, it is
viewed interms of ‘supply-side shifts and not in response to the evolution
of the rate of unemployment and the time path of demand.® In any event,
arriving at an estimate of NRU requires drawing on past experience, whether
inthe form of an estimation of the Phillips curve (or equivalent) or through
some trend of rate of unemployment (with the implicit assumption that the
actual rate of unemployment fluctuates around the NRU).

In the NCM literature, it has often been the case that a trandation is
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made from the labor to the production side, and that the notion of ‘ potential
output’ is introduced. Although this does not have the epithet of * natural’ it
has very similar connotations. ‘ Potential output’ is the level of output at
which price inflation would be constant, and similar to a Phillips curve p =
g(output gap) + bpe. The estimation of potential output faces the issue that
the Phillips curve may not be an accurate representation of inflationary
processes. Reviewing the estimates of potential output has also revealed
that they (and thereby the output gap) are subject to change (for the same
period of time) and to follow actual outpuit.

The NRI is based on a loanable funds approach and is the rate of
interest whichisconsistent with the equality between savings and investment
intentions with savings a positive and investment a negative dependency on
the rate of interest. The relationship between the rate of investment and
therate of interest faces issues similar to those exposed in the (Cambridge)
capital controversy concerning the negative re ationship between aggregate
measure of the capital stock and the rate of interest.

Further, the NRI is consistent with a constant price leve in Wicksell's
formulation though it is now treated as consistent with a constant rate of
inflation. Wicksdll argued that “ [at] any moment and in any economic situation
there is always a certain rate of interest, at which the exchange value of
money and the general level of commodity prices have no tendency to
change. Thiscan becalled the normal rate of interest; itslevel isdetermined
by the current natural rate of interest, thereal returnon capital in production,
and must rise or fall with this. If the rate of interest on money deviates
downwards, beit ever solittle, fromthisnormal level priceswill, aslong as
the deviation lasts, rise continuously; if it deviates upwards, they will fall
indefinitely in the same way.” (Wicksdll, 1898: pp. 82-3). In Wicksell's
approach, the *natural rate of interest’ is consistent with a constant price
level, and any deviation of the market rate from the natural rate leads to
rising or falling prices. The suggestion is that the degree of change in the
price level will be repeated so long as the differential between the * natural
rate’ and the market rate is maintai ned.

Whilst Keynes (1930) accepted thenotion of the natural rate of interest’
(eg. Keynes, 1930, p. 139), in the General Theory (Keynes, 1936), he
explicitly rejected theidea of a unique ‘natural rate’ of interest. In effect he
argued that thereis an equilibrium rateinterest corresponding to each level
of effectivedemand, whichwould bring savings and investment into balance.
In the context of the ‘new consensus in macroeconomics' models any
equilibriumor ‘natural rateof interest’ would at most be defined for specified
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levesof thefiscal stance, world demand and set of ‘animal spirits’ influencing
investment. As these factors vary so will any ‘natural rate of interest’.

The'natural rateof interest’ isatheoretical construct, and the question
is whether it has a real-world counterpart. Simply put, if the theoretical
framework within which the concept of ‘natural rate of interest’ is located
isnot reevant, thenthe* natural rate€ doesnot haveareal-world counterpart.

The ‘natural rate of interest’, perceived as the rate of interest at which
rate of inflation would be constant, features in Taylor’s rule in which the
nominal policy rateof interest set by the central bank depends on the natural
rate of interest, output gap, and deviation of inflation from target rate and
the rate of inflation.

The NCM suffers from the lack of explicit mention of banks, which
arethecreators of commercial bank money through the provision of loans.”
This then neglects the roles of banks in credit creation, booms and busts,
and the general issue of economic and financial stability. The targeting of
price inflation overlooks asset price inflation, and thereby eements of
financial instability. The enhanced roles of commercial banks and a range
of financial institutions including ‘shadow banks’ have been a strong
component of financialisation, and these omissions have made the NCM
‘not fit for purpose in respect of approaching monetary policy.

FISCAL AND MONETARY POLICY

The NCM devates monetary policy and downplays fiscal palicy, closeto
invisibility. Thereare, in effect, appealsto Ricardian equivalenceetc. which
yidds the theoretical result of an impotent fiscal policy, and a consistency
of balanced budget and full employment (or at least the ‘natural rate of
unemployment’). In contrast, it is argued here that there are always close
linkages between fiscal policy and monetary policy (broadly viewed).

In order for a government to spend, money has to be available at its
central bank to enableit to do so. By the government spending central bank
money, notes and coins and commercial bank reserves are moved into the
private sector. The counterpart of the commercial bank reserves will be
the bank deposits held by the non-bank public. The creation of central bank
money isvirtually costless (in resourceterms), and the availability of central
bank money to finance government expenditure need never be a binding
constraint. The constraints on government expenditure arise from the
availability of the rdevant resources and from the funding of government
expenditure (through tax revenue and government borrowing). Anincrease
in government expenditureinvolves animmediaterisein central bank money
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held in the private sector, which is then followed by return of some, and
perhaps all, to the central bank through the payment of taxes and by
government sale of bonds. An increase in government expenditure would
stimulate private income and expenditure, and the financing of private
expenditure would be facilitated by bank loans and thereby creation of
commercial bank money.

The post Keynesian monetary circuit theory explains how the state
and creation of money play acrucial role. In amonetary production economy,
a money creation-destruction process is a prerequisite (Graziani, 2003).
Both the state and firms need initial finance to enable their expenditure
plans to proceed. However, their future receipts, which are the outcome of
the initial injection, account for the ‘destruction’ or ‘final finance of the
monetary circuit (Parguez, 2002). It is important to emphasise the central
role of money in the financing of expenditure and to make a distinction
between commercial bank money and a central bank or state money. The
central bank has the power to create money which enables the state to
(initially) finance its expenditure. In modern economies, when the state
decides its planned expenditure, the state money is created through the
central bank (‘the ultimate provider of money’) inan ‘initial finance phase.
Ontheother hand, when taxes arecollected thedestruction, or ‘ final finance
phase occurs. This is illustrated in Figure 1. The central bank creates a
claim onthe treasury on its asset side of the balance sheet; the counterpart
would be the deposit by the state on its liability side. This deposit will be
then transferred to private agents, which causes an equal increase in the

reserves of commercial banks.
Figure1:  Simplified treasury-central bank interrelation
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Anincreaseincommercial banks' reservesthrough state spending would
make them seek to eliminate their excess reserves by holding treasury bills
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inorder to maximizetheir profits (Parguez, 2002). Inthis case, thetreasury
will make new issues of bondsto absorb banks' excessreserves and prevent
the automatic fall in the long-term rate of interest. Thus, the state does not
issuebondsfor ‘initial finance' of its expenditure but for targeting the short-
term rate of interest to offset the impact of the deficit on interest rates
(Parguez, 2002; Seccarecia, 2012). The central bank’s open market operation
of buying/sdling securities from/to the banks cannot be a final financing
operation in the sameway as private firms would need to do so in financial
markets.

The impossibility of separation between the treasury and the central
bank in a monetary production economy means that monetary and fiscal
policies are very interrelated by nature, both in theory and practice. The
interrelation of monetary and fiscal policy is essential to achieve overall
economic stability. Fontana et al. (2017) argued that coordinated monetary
andfiscal policies can achievefinancial stability. That isto say, both policies
can affect the Minsky’s notion of ‘lender risk’ and ‘borrower risk’, and
may reduce the perceptions of risk and restoring confidencein the economy,
by changing firms' and banks' expectations, which restores economic
activity. However, Minsky’s Financial Instability Hypothesis (e.g. Minsky
1994) suggests that confidence and perceptions of low risks reinforces
lending and the credit cycle, which brings its own instabilities.*

The monetary policy transmission mechanism uses its policy rate
affecting the lending and borrowing behavior of banks and firms, by
impacting lenders and borrowers' risk ala Minsky (Nikolaidi, 2017). This
is so given that banks set their interest rate on loans based on mark-up over
the central bank policy rate and ontheir credit risk which comprisesliquidity
and insolvency risks. Liquidity risk is the composition of their portfolio and
by taking into account theratio of illiquid and liquid assets. Theliquidity risk
increases when the ratio of illiquid/liquid assets of banks increases. Since
loansto firms and households are normally identified asilliquid assets, banks
will belesswilling to accommodatethe demand for credit if their portfoliois
highly illiquid. However, the central bank can reduce the liquidity risk of
banks by exchanging government bondsfor private debts. Moreover, banks
assess the insolvency risk according to the ability of firms and households
to reimbursetheir debt. Theability of firmsto repay debts, in turn, depends
on their leverageratio and Tohin's g (Le Heron and Mouakil, 2009).

The operation of monetary policy in the past decade has incorporated a
series of policies which were previously thought to be ‘unconventional’.
Forms of ‘ quantitative easing’ (QE) have been widdy practiced, and many
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have advocated the active use of ‘ quantitative easing’ under headings such
as ‘people's quantitative easing’'. The practices of QE have involved
purchase of financial assets (generally government bonds but extended to
arangeof privately issues assets) by central bank to a pre-specified amount.
In that way it differed from open market operations designed to maintain
interest rate and/or to meet the public and banks portfolio demands on the
holding of money and bonds. Some argued that QE would lead to rapid
growth of the money supply and thereby inflation, though neither materialised.
The expansion of the money supply in the form of bank deposits would
requireloan creation on acomparable scale, and would not occur in situations
where bankswerereuctant to lend and firms and others rel uctant to borrow.
The (simple) balance sheet effects of QE are

(i) central bank acquiresfinancial assets and its liabilitiesrise,

(i) commercial banks: its assets in the form of reserves at central
bank riseanditsliabilitiesin theform of deposits held by the public
rise,

(iii) non-bank public: its holding of bonds and financial assetsfalls and
its holdings of bank depositsrise.

However, bank deposits can bein theform of current (cheque) account
deposits and savings account deposits, and it is only the former which are
regarded as money (immediately available means of payment) though savings
accounts may be treated as near money (their valueis set in terms of the
unit of account but are not immediatdy transferable). In the face of QE it
has largely been savings account deposits which rose rather than current
account deposits, and the money supply did not rise sharply. It should also
be noted that central banks often pays interest on reserves hdd by banks.
Hence so far as banks are concerned they receive interest on the assets
(reserves) and pay interest on their liabilities (deposits). The payment of
interest on reserves also has implications for the cost of consolidated
government debt asinterest is paid on bonds and on reserves. Hencewhether
government deficit isfunded by bonds or central bank money money, interest
charges are incurred by government or central bank.

Thehistorically low interest rates since the GFC have often been viewed
as placing limits on any further use of interest rates to stimulate economic
activity. This can be re-inforced by the ‘secular stagnation’ view, to the
effect that there could well be periods of growth lower than recently
experienced before the Global Financial Crisis, and low or negative real
interest rateswill persist®. This has often been expressed interms of central
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banks facing a zero-nominal-interest-rate lower bound (ZIRB) though that
nominal policy interest rate set by the ECB for the eurozone has dipped
beow zero to the extent of -0.5 per cent. Real interest rates have often
become negative with continuing inflation. In such a state, expansionary
fiscal policy is the only available tool to pull economies out of a
macroeconomi c-austerity trap to return the economic activity to its wheels.
Portes and Wren Lewis (2015) argue that fiscal policy comesinto its own
when monetary policy is at or tending towards the ‘ zero lower bound’.

In the aftermath of the 2008 financial crisis, some New Keynesian
(NK) economists working within the NCM framework have prioritized
fiscal policy over monetary policy, at least in abnormal timesand temporarily,
to maintain economic stability. Those NK economists have devel oped what
is called ‘thefiscal theory of thepriceleve’ (FTPL) (Woodford, 1994; and
Sims, 1994). According to FTPL, fiscal policies are effective in the short
and long runs. They put more emphasis on the crucial role of state
intervention, mainly automatic stabilizers as afiscal tool and expansionary
fiscal policy in exceptional times (time of crisis). They argue that policy
interaction and greater cooperation between fiscal and monetary authorities
have been inevitable aspects of effective policy initiatives to meet
macroeconomic objectives in the current financial and economic crisis
(Cochrane, 2014).

Monetary policy and fiscal policy are necessarily interrelated. Fiscal
policy becomes more potent (in the sense of higher multipliers) in times of
downturn and intimes of low interest rates. The major requirement becomes
that fiscal policy takes thelead in the setting of demand conditions for high
levels of economic activity, and that monetary policy playsasubsidiary role
insupporting fiscal palicy.

POST KEYNESIAN MONETARY POLICY IN A SECURITIZED
WORLD

A general perspective on financialization has been provided by Epstein
(2005, p.3) when he wrote that “financialization means theincreasing role
of financial motives, financial markets, financial actors and financial
institutions in the operation of the domestic and international economies”.
Within that broad definition given by Epstein, the recent period is often
viewed in terms of expansion of the banking sector and of equity markets
and the growth of what is now often termed ‘ shadow banking’, growth of
a range of financial instruments with securitization and derivatives, the
engagement of non-financial corporationsinfinancial dealings, and thegrowth
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of consumer borrowing and household debts. Van der Zwan (2014) identifies
threethemes within financialisation studies, the emergence of a new regime
of accumulation, the* pursuit of shareholder value' and the ' financialization
of the everyday'.

The themes of particular relevance for this paper are the increasing
scale of the financial sector in terms of bank deposits and stock markets,
and the developments in the financial sector in respect of securitization
etc.. Financialisation has involved and been stimulated by financial
liberalization and de-regulation which impacts on the behaviour of financial
institutions and credit expansion. The present era of financialisation has
involved rapid growth of household debt, which has implications for the
financial instability and cycles. Inthe context of the endogenous money, the
emphasis shifts from the creation of bank deposits through loans being
linked with the financing of production and investment towards creation
linked with household debt.

Financial systems have often been viewed through the lens of being
bank-based or market-based, though financial systems more lie along a
spectrumwith different relative significance of financial marketsand financial
institutions. Financialisation hasinvolved in the present eraablurring of the
boundary between capital market and banking activities. Hardieet al (2013)
challengethewidely used dichotomous framework of bank-based vs capital
market. The line of Hardie et al (2013) is the emergence of ‘ market-based
banking’ with banks becoming much more involved in financial markets.
They arguethat * the rise of market-based banking highlights a crucial source
of change that undermines patient capital” (p. 696) which had often been
seen as a virtue of bank lending. “Market-based banking undermines the
central position of relational banking by increasing the position of market
considerations relative to long-term bank business decisions, where a bank
sacrifices short-term profitability in the expectation of subsequent
recompense.”

There are many changesin thefinancial and banking system associated
with the processes of financialisation. The focus here is on securitization
and shadow banking for the money form and the operations of the
commercial banks is considered. Securitisation has changed the banking
maodel from ‘originate and hold’ to ‘originate and distribute . This mode
involves bankstransformingilliquid assetsto liquid, creating moreliquidity
by expanding their balance sheets (off-balance sheet activities), lowering
lending standards, increasing risk-taking, increasing their ability to create
liquidity, and more importantly being less dependent on central banks
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liquidity”. This securitisation mechanism hd ped banksto expand their balance
sheets and have more power in liquidity creation. It delinked interest rate
policy’simpact onthevolume of credit. Indeed, thisdramatic change hel ped
banks to be less dependent on central banks' policiesand their transmission
mechanism, in particular liquidity creation and the bank lending channd
(BLC) through the balance sheet channe (off-balance sheet activities).

There can be coordinated monetary-fiscal policy with an increase of
government expenditure that increases aggregate demand, expected
aggregate demand and income, and a decrease of central bank palicy rate.
Allisaccompanied by central bank financing of government spending, which
will lead to change market expectations, which in turnsimprove the state of
confidence of households, firms and banks by reducing the solvency and
the liquidity risk in the economy, which helps, first in achieving financial
stability, second increasing economic activity and ensuring stability. In
addition, through changing the behaviour of firms and banks affecting demand
and supply loans by reducing solvency and liquidity risk which impacts
borrower’s and lender’s risk behaviour. An expansionary fiscal policy with
an accommodating monetary policy and policy ratetargeting banks’ solvency
and liquidity risk, will ensure achieving financial stability that improves the
economic activity.

Securitisation, first, helps banks to be at the centre of liquidity creation
in the wholesale market (Viedma et al, 2019; Dymski and Kaltenbrunner,
2017). Second, it gives them relief from Basd capital requirements, which
allows them to increase credit volume with less constraint (Chick, 2013).
Finally, it allows them to compete in the financial market, increasing their
short-term profitability, thus banks' profits become based on fees rather
thantheinterest rate spread (Vidmaet al, 2019; Dymski and Kaltenbrunner,
2017).

Themotivationsfor securitisation can be grouped into three categories.
First, when banks sdll their loans to what is called special purpose vehicle
(SPV) and obtain a lump sum value by using off-balance-sheet techniques,
it increases liquidity and profitability. By doing so, the banking system can
secure additional funding, and it can satisfy the credit demand (Gorton and
Pennacchi, 1995). M oreover, when banks service the securitized loan, they
also obtain revenue from this process, increasing profitability. Second, by
sdling loans and getting involved in off-balance sheet activities, banks can
transfer credit risk to SPV’sand other financial ingtitutionsinthe securitisation
process chain. Indeed, Minton, Sanders, and Strahan (2004) and Bannier
and Hansd (2008) found that the primary purpose of securitisation is credit
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risk transfer, as well asto serve as a new funding tool, which helps banks to
be moreéefficient, sharerisk, and increase liquidity. Furthermore, according
to Pennacchi (1988), this process provides alower cost method of financing
for banks facing a competitive deposit market. Third, banks obtain regulatory
capital rdief by the removal of loans from their balance sheets, which
allowsfor increased liquidity.

An important aspect of securitisation is its impact on monetary policy
and its transmission mechanisms, where changes in liquidity and credit-
channel transmission mechanisms have reduced policy effectiveness
(Estrella, 2002) dueto the connections between banks' funding and financial
markets. Through securitisation, banksare not subject to reservecongraints,
and thus, monetary policy will not be effective through banking lending
channd (Romer and Romer 1990). Banks' lending becomes more dependent
on financial markets' conditions than on banks' deposits from the public.
Indeed, securitisation could have aremarkable effect on the banking sector’s
ability to lend. This is mainly due to the relief of the illiquid assets from
banks' balance sheet. Inthis manner, by securitising theilliquid assets banks
do not need to wait for the loans to be repaid. Thesefindings are supported
by Altunbas, Gambacorta, and Marques-1banez (2009b), who used European
banks' data to demonstrate that securitizing banks are less responsive to
monetary policy because of the loosening of the link between central bank
policy rate and banks' loans and deposit interest rates. Furthermore, they
found that securitisation weakened banks' lending channedl. Similarly,
Altunbas, Gambacorta and Marques-1banez, Berger and Bouwman (2010)
studied theinfluence of monetary policy on banks' liquidity creation (onand
off-balance sheet) in the US, and found that medium and large banks
liquidity creationisnot significantly affected by monetary policy. Furthermore,
they have found that during economic crisis, banks' liquidity creation is
even less responsive to monetary policy. The significance of these findings
is evident when considering that medium and large banks in the US are
responsiblefor the creation of approximately 90% of USA banks’ liquidity.
Moreover, the increasing influence of financial market forces towards
determining credit expansion has limited the ability of the Fed to affect the
economy through its monetary policy (D’ Arista, 2009).

Securitisation has also affected thelending standards of banks. Diamond
(1984) and Gorton and Pennacchi (1995) have pointed out that the profitability
of transferring assets from banks' balance sheets to markets has discouraged
the screening of borrowers, changing the monitoring function of banks. That
is consistent with the lowering of lending standards observed in economies
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with high securitisation rates, such as USA (Dél’ Ariccia et al., 2008), and
withthefact that securitizing banks makemoreloans (Altunbaset a ., 20093a).
Furthermore, the lowering of lending standards will increase banks' default
rate. Lower lending standards have another cause as wel: Maddaloni and
Peydr6 (2009), who studied the determinants of banks' lending standards in
the Eurozone. They have found that low interest rates for extended periods
of time (‘ cheap money’) lower lending standards, regardless of borrowers
creditworthiness, whileincreasing banks' risk-taking.

Banks' risk-taking is accentuated by the use of securitisation under
short-termlow interest rate, a ong with weak lending-standards supervision.
In addition, the more risk banks take with the ownership of mortgage-
backed securities, the higher housing risk will be (Dong 2011). Furthermore,
asthe ECB admits “ [securitisation] worked well for morethan thirty years,
but, in practice, instead of dispersing therisks associated with bank lending,
securitisation had the perverse effect of concentrating them in the banking
system” (ECB 2010, p. 77).

Banks' liquidity risk, akey sourceof vulnerability in an under-regulated
banking system, isapparently lessin a system with securitisation, but banks'
exposure to risk remains because of recourse risk (Dymski 2010). And
while securitisation improved banks' balance sheets and improved their
profitability in the shorter run, it led to systemic risk and hid vulnerabilities
that were brutally exposed by the subprime crisis. In effect, the expansion
of securitisation permitted deeper linkages between the major banks
originating credit and non-bank financial firmsinneed of higher-return assets
to purchase. The linkages led to systemic risk.

The increased importance of shadow banking and non-transparent
financial transactions has madethe credit process as a whole more opaque:
loans that are securitized disappear from bank balance sheets, and the
process is made more reliant on short-term non-deposit funding (Kroszner
and Strahan, 2011).

Deregulation combined with the increase in securitisation and cross-
border trade and finance has fed innovations in the practices and
organizational logic of these firms that have far-reaching consequences.
The interconnectedness between major banks and the shadow banking has
added a huge growth in the complexity and size of these institutions, and
these devel opments, in turn, havetransformed both the character of financial
instability and therole of banking firmsin economic dynamics.

All the efforts that have been made since the global financial crisis —
such as the Dodd-Frank Act and the EU’s Banking Union — to avoid future
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criseson thebasis of capital requirementsthat properly structured incentives
(enough skin inthe gamefor banks' owners) arethought to be sufficient by
policymakers to avoid any repest of this crisis. However, a new and more
comprehensive account of major big banks behaviour throws doubt on
such a conclusion. Even worse, Botta et al. (2018) showed that the
securitisation process makes legislations on capital requirement not only
ineffective but also potentially counterproductive. If banks have to adhere
to strict capital-ratio requirements, while having access to securitisation,
they will have a strong incentive to take part in the creation of structured
finance products to lighten their balance sheets, hence harming the stability
of the economy as a whole (Botta et al., 2018).

There are many studies that claim that the regulations are working
well, and that it isa good practice to encourage the securitisation activity to
increase liquidity in the market. For instance, Adrian (2017) of the IMF,
argued that in advanced economies, many of the risky activities that led to
theglabal financial crisisno longer exist or poseathreat to financial stability.
He states: ‘To cite just a few areas, securitisation practices have been
strengthened, repo market activities have been overhauled, money market
funds have been made more robust, and interconnectedness between banks
and shadow banks has declined. Reform efforts have aimed at transforming
the structural characteristics of riskier aspects of shadow banking, as well
as the economic incentives. The business models of intermediaries have
fundamentally changed as aresult’. A similar work from Bank of England
and ECB (2014) argued for the potential benefits and importance of
securitisation on increasing liquidity and lowering risk.

But the new, challenging banking behaviour under financial markets
with complexity and opaqueness could not be simply controlled through
new capital requirementsfor banks, ‘skininthegame’ capital standards for
shadow-banking subsidiaries or affiliates, greater transparency, and more
diligent reporting. M ost of thesereforms are being implemented. But beyond
these dements is the very business modd itself that too-big-to-fail banks
have embedded at the heart of contemporary global finance. The lack of
any base-line function within the broader economic system and the blind
insistence on above-average rates of return are, quite simply, an explosive
combination, given that the megabanks have become too big to fail and
have largely resisted effortsto reinin their behaviour to date. Thisthe main
reason why shadow banking occurs partly inside the boundary of
megabanks, and partly outside it.

With the changing behaviour of financial markets and of banks, the
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central banks should focus on financial matters, taking into consideration
thefragility of the financial market and system, rather than focus oninterest
ratepolicy to achieveinflation targeting (as prescribed by NCM). Therefore,
given the central bank’s importance as the centre of monetary and financial
systams, it should play animportant in directing banks and financial ingtitutions
aswdl. Put differently, central banks should maintaintheir ability to regulate
and control financial institutions, portfolio strategies, and loans' conditions.
In other words, it should be the oneto write the rules of the game (Minsky,
1978).

Theincreasinginstability and complexity of thefinancial sector, particularly
in megabanks and shadow banking, has changed the fundamental role of
central banks. Acting not only as a ‘lender of last resort’, where it rescues
the on-balance-sheet credit commitments of banks, it also acts as ‘ dealer of
last resort’ to rescue the money market positions by which the banks fund
themselves. It does so to pratect the interwoven circuits of borrowing and
lending that support derivative and repurchase-agreement positions (Mehrling
2012). Moreimportantly, thecredit-creation processthat drives money creation
is now funndled through securitisation processes that prioritize asset price
increases over productive credit. As Michell (2017) argued, it is clear that
mega-banking decentersthe money-creation process, involving shadow banks
in holding and circulating money — and even, arguably, in creating it — such
that money remains endogenous in a megabank-dominated system. Given
the causes of theinstability, central banks should urgently apply credit controls
to govern thelink between theissuer of the credit and the securitizing system.

CONCLUDING REMARKS

In many respects, debates over monetary policy during the 1990s and 2000s
weredominated by the NCM framework and inflation targeting by independent
central banks. The NCM framework provided a relatively simple
macroeconomic modd in which monetary policy could be explored. The NCM
framework camewith several weaknesses. It rdied on thenotion of the' natural
rate of interest’ as the anchor paint, to which there may be no real world
counterpart. It largely abstracted fromfiscal policy, and indeed (at least implicitly)
assumed that a balanced government budget was required. There was no
thoughts of the co-ordination of fiscal policy with monetary policy, and fiscal
policy itsdf was thoroughly downgraded. However, the linkage between
government expenditure and the need for that expenditure to be financed (by
central bank money) means that fiscal policy and budget deficits cannot be
understood without regard to the impact on monetary conditions.
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The ways in which banks operate have implications for the monetary
transmission mechanism. A rdatively simple one was (at least implicit) in
the NCM, namely that the policy interest rate of the central would be
reflected in the deposit and loan rates of the commercial banks. These
rateswould inturn affect savings and investment decisions, and have effects
of thelevd of demand. Inan era of financialisation, securitisation and major
changes in the banking system and non-bank financial intermediaries have
had an impact on monetary policy and its transmission mechanisms. In the
final section we have sought to explore some of these implications of
securitisation for the operation of monetary policy and central banks.
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NOTES

1 Asisusual, we use the term inflation targeting to refer to the policy of use by
independent central bank of its policy interest rate to seek to achieve a target
rate of inflation which has been set by government.

2 See, for example. Angeriz and Arestis (2006), Arestis and Sawyer (2008a).

3 See Meyer (2001) for an introduction, Woodford (2003) for very detailed
elaboration albeit using the term neo-Wicksellian and the Bank of England
(2005) for amodel along NCM linesin the context of building a macro-economic
model; Arestis and Sawyer (2008b) for a critique.

4 See, for example, Arestis and Gonzdlez-Martinez (2015).

5 For general discussions of path dependency and hysteresis in
macroeconomics see papers in Arestis and Sawyer (2009); and for recent
discussion in the context of macroeconomic policy see, for example, Fatas
and Summers (2018)

6  See, for example, Harcourt (1972), Rogers (1997).

7  This was ,though, not the case in the analysis of Wicksdll (1907).

8 However, see Lavoie (1996) and Lavoie and Seccareccia (2001) for further
explorations of the links.

9  See, for example, £ukasz and Summers (2019).
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