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The Fed and other major central banks in the developed economies are continuing to press ahead with aggressively easy 

monetary policies. In fact, there is a strong case for arguing that global monetary conditions have never before been as 

accommodative as they are today. Asset prices, after pausing for breath earlier this year, have resumed their upward path. It is 

hard to stand against the power of the central banks when they are in their current mood. 

But are they doing the right thing? The Bank for International Settlements (BIS) thinks not. In its 2014 Annual Report, the BIS 

warns that the central banks are fixing interest rates below their natural or “Wicksellian” level. If this persists for too long, it can 

encourage excessive risk seeking behaviour among investors, and artificially high asset prices. The end result can be severe 

financial instability, of the type seen during and after the Great Financial Crash. The BIS was right to warn about these dangers 

during the 2005-07 credit bubble, and they deserve to be taken seriously again now. Increasingly, the major central banks 

appear complacent about these risks. 

The BIS and Financial Instability 

The BIS caused a major controversy this month when 

its 2014 Annual Report1 spelled out in detail why it 

disagrees with central elements of the strategy 

currently being adopted by its members, the major 

national central banks. Fed Chair Janet Yellen was 

unmoved, mounting a strident defence of that strategy 

in her speech2 on “Monetary Policy and Financial 

Stability” on 9 July. She could have been speaking for 

any of the major four central banks, all of which are 

adopting basically the same approach3. 

Rarely will followers of macro-economics have a better 

opportunity to compare and contrast the two distinct 

intellectual strands in the subject, as explained in real 

time by active policy makers. Faced with exactly the 

same set of evidence, the difference in interpretation is 

stark, as is the chasm between them on monetary and 

fiscal policy. 

To a large extent, the dispute can be viewed as old wine 

in new bottles: the “Wicksellian” BIS versus the 

“Keynesian” Yellen4. But the Great Financial Crash 

(GFC) has provided the two schools with plenty of new 

evidence to deploy. 

Let us start with a few similarities between them. 

There is agreement that financial crashes that trigger 

“balance sheet recessions” lead to deeper and longer 

recessions than occur in a normal business cycle. There 

is also agreement that inflation is not likely to re-

appear any time soon, and that the current recovery 

should be used to strengthen the balance sheets of the 

financial sector through regulatory and macro-

prudential policy. That, however, is where the 

agreement ends. 

The roots of disagreement can be traced back to the 

causes of the GFC. The BIS views the crash as the 

culmination of successive economic cycles during 

which the central banks adopted an asymmetric policy 

stance, easing monetary policy substantially during 

downturns, while tightening only modestly during 

recoveries (ie the Greenspan and Bernanke “puts”). 

On this view, monetary policy has been too easy on 

average, leading to a long term upward trend in debt 

and risky financial investments. The financial cycle, 

which extends over much longer periods than the usual 

business cycle in output and inflation, eventually 

peaked in 2008. But, even now, the BIS says that the 
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central banks are attempting to validate the long term 

rise in debt and leverage, instead of allowing it to 

correct itself. Excessive debt, it contends, is preventing 

the rise in capital investment needed for a healthy 

recovery. Financial and household balance sheets need 

to be repaired (ie debt needs to be reduced) before this 

can take place. 

In contrast, the mainstream central bank view denies 

that monetary policy has been biased towards 

accommodation over the long term. Ms Yellen’s speech 

claims that higher interest rates in the mid 2000s 

would have done little to prevent the housing and 

financial bubble from developing. She certainly admits 

that mistakes were made, but they were in the 

regulatory sphere, where there was insufficient 

understanding of the new financial instruments that 

would eventually exacerbate the effects of the housing 

crash. Higher interest rates, she says, would have led to 

much worse unemployment, without doing much to 

reduce leverage and dangerous financial innovation. 

This difference in interpretation of the past leads to a 

major difference in view about today’s monetary 

policy. The BIS argues that zero interest rates and 

quantitative easing are becoming increasingly 

ineffective in boosting GDP growth. Instead, they are 

artificially inflating asset prices, and blocking a 

necessary correction in excessive debt. Macro-

prudential and regulatory policy might be helpful here, 

but will not be sufficient. The main risk is that the exit 

from these accommodative monetary policies may 

come too late. 

The Yellen view is in sharp contrast to this. There is no 

admission that quantitative easing is becoming 

ineffective, or that excessive debt should be reversed5. 

There is an outright rejection of the view that interest 

rates have been too low throughout previous cycles. If 

anything, Ms Yellen adopts the “secular stagnation” 

argument, suggesting that real interest rates have been 

and remain too high, because the zero lower bound 

prevents them from falling as far as would be required 

to reach the equilibrium real rate. On this view, the 

danger is that the exit from accommodative monetary 

policies will come too early, not too late. 

There are many other differences on top of this. The 

BIS argues that there has been a permanent loss of 

capacity in the developed economies following the 

GFC, illustrated in Figure 1 below. This is due to 

forbearance on bad loans by the banking sector, which 

allows moribund companies and technologies to 

survive, while failing to finance the next wave of 

productive innovation. The mainstream view, by 

contrast, is that there has been a temporary loss of 

capacity, but that this can eventually be restored, if 

demand recovers sufficiently. Ms Yellen’s belief that 

labour participation rates can rebound is a case in 

point.

Figure 1. Measuring the costs of crises: a schematic overview 

Keynesian/Fed Interpretation       Wicksellian/BIS Interpretation 

 

Point A: pre-crisis peak; point B: post-crisis trough; point C: GDP growth equals trend GDP growth for the first time after the crisis; point D: the 

level of GDP returns to the pre-crisis level. Source: BIS Annual Report, 2014 
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This divergence of views on economic capacity leads in 

turn to a major difference on appropriate fiscal policy. 

The BIS implies that cyclically-adjusted fiscal policy is 

looser than it seems, because GDP can never return to 

its earlier trends. The Keynesian/Yellen view is that 

fiscal policy should not be tightened too soon, and 

perhaps not at all until output has fully recovered. 

Finally, the two views are far apart on the need for 

international co-operation in the setting of monetary 

policy. The BIS says that this is essential, because the 

effects of easy monetary policy are felt far beyond 

national borders, leading to a risk of currency wars and 

protectionism. It sharply criticises the “own-house-in-

order doctrine” followed by all of the major central 

banks. 

It is clear from all this that the current central bank 

orthodoxy is very different from another, internally 

coherent, interpretation of the past. Claudio Borio and 

his colleagues at the BIS have done macro-economics a 

service by spelling out the policy implications of their 

framework so clearly. 

It is true that the BIS has been wrong in the past when 

it has warned, incorrectly, about the threat of inflation. 

Furthermore, its supply-led analysis of the real 

economy probably underestimates the pervasive 

importance of demand shocks during most economic 

cycles. But the risk of financial instability is another 

matter entirely. It is optimistic to believe that macro-

prudential policy alone will be able to handle this 

threat. The contrasting needs of the real economy and 

the financial sector present a very real dilemma for 

monetary policy. 

The BIS was right about the dangers of risky financial 

behaviour prior to the crash. That caused the greatest 

demand shock for a century. Keynesians, including the 

Chair of the Federal Reserve, should be more ready to 

recognise that the same could happen again. 

 

 

“Artificially high” asset prices 

Apart from the possible implications for financial 

instability, the BIS report is highly relevant to another 

crucial topic for investors: what constitutes 

“artificially” high asset prices?  

The crux of the matter is Knut Wicksell’s definition of 

the (unobservable) natural rate of interest, and its 

difference from the actual interest rate, as set by the 

central banks6. Paul Krugman7,8 says that the 

Wicksellian or natural interest rate is that which would 

produce equilibrium between savings and capital 

investment in the real economy (“full employment”), 

and therefore leads to stable inflation. If the central 

banks set the actual rate below the natural rate, 

inflation will rise, and vice versa. 

Since US inflation has generally been stable or falling 

for years, Krugman infers that the Federal Reserve 

must have been setting the actual interest rate at about 

the right level, or even too high (because of the zero 

lower bound). The further implication is that if current 

low interest rates are justified, so too are the high asset 

prices that they have triggered. In that sense, they are 

not “artificial”9. 

Normally, it would be easy to agree with all of this. 

New Keynesians, such as Michael Woodford, have 

written about it many times, and the conclusion is 

obvious if we think only about the short-term 

equilibrium in the real economy of the US (or other 

developed economies). In fact, it is one of the 

implications of the “secular stagnation” thesis. 

But is it possible that the natural rate that seems 

appropriate for the real sector of the US economy 

might sometimes be lower than a wider definition of 

the natural rate, which applies to the entire global 

economy, including the financial sector in the longer 

term? 

In a full macroeconomic equilibrium, this is clearly 

impossible, since all markets must clear 

simultaneously, now and in the future. But New 



 
G. Davies, Dangers of Financial Instability and “Artificially High” Asset Prices 

 

 

 
Fulcrum Research Notes – July 2014 4 

 

Keynesian models might not allow for excessive risk 

taking in the financial markets, because they usually do 

not contain a fully developed financial sector10. 

Furthermore, the interest rate that is appropriate for 

the US might not be appropriate for the world as a 

whole. Extensions of Wicksell’s theory, outlined by 

Claudio Borio, the head of economics at the BIS, are 

based on this assumption11. 

Borio is essentially arguing that the Fed is 

underestimating the true natural interest rate in the 

global economy. He says that credit bubbles can 

develop, along with excessively high asset prices, if 

interest rates remain at present levels. On this view, 

the banking and shadow banking sectors can take on a 

life of their own, in the context of a long-term financial 

cycle driven by rising risk appetites among borrowers 

and lenders. 

The resulting increase in credit and debt may not give 

any inflationary signals to the central bank. It could 

instead be felt in the demand for financial assets, in 

which case the price of assets may rise, without any 

immediate effect on the real economy or inflation. Or it 

might cause capital outflows which are then translated 

into credit bubbles in other countries such as China. In 

the past, central banks have typically ignored these 

broader and longer-term financial effects when 

thinking about the appropriate level of interest rates at 

home. 

In such circumstances, monetary policy faces a 

conflict. The real economy in the US might require 

lower interest rates to reach equilibrium, but this can 

cause excessive financial risk-taking domestically, or 

credit bubbles abroad. This is certainly what happened 

from 2003-07, for example. The BIS clearly thinks it 

may be happening again. 

What is the relevance of all this for the “artificiality” of 

asset prices? 

As Krugman argues, asset prices are not “artificially 

high” for as long as the Fed is able to set interest rates 

at the low levels that appear to be needed by the real 

sector of the US economy. The Fed’s low rates are in 

line with Paul’s version of the Wicksellian or natural 

interest rate, which (I think) he derives mainly from 

the near-term behaviour of the real sector of the US 

economy. 

However, asset prices could turn out to be artificially 

high, if the Fed’s low rates are judged against the 

higher Wicksellian or natural interest rate that could 

be applied to the entire global economy, including the 

financial sectors in the long run. That might only 

become clear when the Fed is eventually forced to 

adjust rates upwards towards this broadly-defined 

natural rate. 

That is our interpretation of the BIS concern that the 

present high levels of risk appetite and asset valuation 

in the global financial system may not be sustainable. 

It is a concern that investors need to take increasingly 

seriously in the period ahead, especially since the 

central bankers themselves appear quite complacent 

about the risks involved in their policy stance. 

One caveat: it is, of course, possible that the excessive 

risk taking in the financial sector could be controlled 

by regulatory or macroprudential policy. The BIS is 

increasingly sceptical about the effectiveness of such 

controls, unless they are backed by higher interest 

rates. But, even if regulatory controls worked, they 

would presumably also bring down asset prices from 

their present levels. 
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Disclaimer 

Source: This note  is based partly on material which appeared in two articles by Gavyn Davies published in the Financial Times on 

July 6th and July 10th.  

This material is for your information only and is not intended to be used by anyone other than you. It is directed at professional 

clients and eligible counterparties only and is not intended for retail clients.  The information contained herein should not be 

regarded as an offer to sell or as a solicitation of an offer to buy any financial products, including an interest in a fund, or an official 

confirmation of any transaction. Any such offer or solicitation will be made to qualified investors only by means of an offering 

memorandum and related subscription agreement. The material is intended only to facilitate your discussions with Fulcrum Asset 

Management as to the opportunities available to our clients. The given material is subject to change and, although based upon 

information which we consider reliable, it is not guaranteed as to accuracy or completeness and it should not be relied upon as such. 

The material is not intended to be used as a general guide to investing, or as a source of any specific investment recommendations, 

and makes no implied or express recommendations concerning the manner in which any client’s account should or would be 

handled, as appropriate investment strategies depend upon client’s investment objectives.  

Funds managed by Fulcrum Asset Management LLP are in general managed using quantitative models though, where this is the 

case, Fulcrum Asset Management LLP can and do make discretionary decisions on a frequent basis and reserves the right to do so 

at any point. Past performance is not a guide to future performance. Future returns are not guaranteed and a loss of principal may 

occur. Fulcrum Asset Management LLP is authorised and regulated by the Financial Conduct Authority of the United Kingdom (No: 

230683) and incorporated as a Limited Liability Partnership in England and Wales (No: OC306401) with its registered office at 

Marble Arch House, 66 Seymour Street, London, W1H 5BT. Fulcrum Asset Management LP is a wholly owned subsidiary of 

Fulcrum Asset Management LLP incorporated in the State of Delaware, operating from 767 Third Avenue, 39th Floor, New York, 

NY 10017. 

© 2014 Fulcrum Asset Management LLP. All rights reserved.  

 

 

 

 

 

 

 

 


