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 Fiscal policy -  
loosening 

Monetary 
policy - 

loosening 

Exchanges 
rates – highly 

stimulative 

Energy prices 
- supportive 

Asset prices & 
balance sheets 

- 
strengthening 

Credit - 
rebounding 
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Risks  

 Eurozone crisis  

 Eurozone slow puncture 

 Policy accident by central bankers 

 China syndrome 

 UK crisis of confidence 

 Equity market crash 
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John Taylor “The Financial Crisis and the Policy Responses: 

An Empirical Analysis of What Went Wrong”, November 2008 

 

 

The bigger the gap between what 

national interest rates should have 

been and EMU interest rates were, 

the bigger the increase in housing 

investment.  



Risks: Eurozone 

Eurozone Crisis 

 Cause: common interest rates inappropriate to national 

circumstances triggered destabilizing credit booms  

 Symptom: distressed public, bank and private finances 

 Remedy: fix public and bank finances and modify rules 

for future 

 But what about 

 Distressed private finances? 

 A common interests rate that remains destabilising? 
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Policy Accident  

 The sharp decline in 
equity prices since 
June 2015 has been 
mainly driven by a 
monetary tightening 
shock, rather than by a 
negative demand shock 
from China or 
elsewhere.  
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Risks: UK Confidence Crisis 

 

1976 - IMF called in 

????? 

2008 - GFC 

1992 – ERM exit 



Risks: Equity Market Crash 
Dividend-Adjusted Returns from the US Stock Market 

- Michael Alexander, “Stock Cycles” 

  Period Duration (years) Annual Real Return 

1906-1921 15 -1.9% 

1921-1929 8 24.8% 

1929-1949 20 -1.2% 

1949-1966 17 14.1% 

1966-1982 16 -1.5% 

1982-2000 18 14.8% 
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Risks: Equity Market Crash 

Average Percentile Valuations for 15 DM Countries’ Bond (Nominal 

Yields), Equity & Housing vs. History (Aggregate) 
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Conclusions 

 Foreseeable (6-12m) prospects bright 

 But major risks lurking around the corner  
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