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It is a great pleasure for me to be here to deliver the keynote
speech at the 20th Anniversary Conference of the Institute for Global
Economics, which is renowned as a leading forum for forecasting
changes in the global economic environment and presenting strategic
responses to them. I would like to offer my gratitude to Chairman Il
Sakong for inviting me on this invaluable occasion and sincerely
congratulate your esteemed organization on its 20th anniversary.
The theme of this session (session 4) is ｢The Future of Global
Finance｣. I believe that our three speakers will cover the topic and
the issues related from various perspectives. In the meantime, wearing
my hat as a policy maker, I would like to talk about the future of
global finance from the perspective of financial regulatory reform.
As vividly exemplified by the 2008 global financial crisis, a
crisis breaking out in one region spreads quickly to the surrounding
areas in this environment of highly interlinked financial markets,
rendering no country immune from the effects of a crisis. The huge
fall in economic growth rates in the aftermath of the global financial
crisis tends to cause permanent costs1), as countries can not return to
their pre-crisis GDP growth paths even over time, which surely
represents huge costs at present values.
The international community has therefore determined that what
is most crucial above all else is to prevent the recurrence of a crisis.
Hence financial regulatory reforms have been undertaken at the
global level. Provided these global financial regulatory reforms are
completed and the supervisory authorities’ capacities for detecting and
1) The average global GDP growth rate which was 5.4% in 2007 declined sharply to 2.8% in
2008 and moved into negative territory (-0.6%) in 2009. Moreover, in the case of the US,
the epicenter of the global financial crisis, $17 trillion worth of household wealth
disappeared over 21 months and its unemployment rate rose to 10.1% in October 2009
(The Financial Crisis Inquiry Report, Jan. 2011).
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curbing financial crises are strengthened further and market discipline
works seamlessly as it should, then we may expect 「The Future of
Global Finance」to become more promising.
I would now like to explain the causes of the global financial
crisis and worldwide efforts to tackle them, and then move on to the
challenges ahead in enhancing global financial stability.
Causes of the Global Financial Crisis and International Efforts in
Response
A consensus seems to have been reached at the global level2)
that the recent global financial crisis was attributable to the
accumulation of global imbalances in the real sector and to the
build-up of systemic risks in the financial sector. I will dedicate this
particular opportunity to analyze the causes of the crisis with a focus
on the financial sector and then explain how efforts in response to
them have been made through global financial regulatory reforms.
After that, I will point out several future challenges facing us.
First of all, I will speak about how the build-up of systemic
risks led to the financial crisis. Analyzed from the financial system
perspective, the financial crisis was attributable mainly to the rise in
systemic risks caused by pro-cyclicality in the time dimension and by
interconnectedness in the cross-sectional dimension. Pro-cyclicality
refers to a tendency for financial institutions to over-supply credit
during upswings when risks are perceived to be low, causing asset
prices to rise and asset bubbles to form, and for them to drastically
reduce credit supply during recessions when risks are higher, thereby
further accelerating the economic recession. Interconnectedness
2) G20 Washington Summit (November 2008), “Declaration, Summit on Financial Markets and
the World Economy”.
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describes a state in which risks are concentrated at a certain point in
time, as financial institutions hold similar assets and liabilities or use
the same counterparties or services. If these risks then increase, stress
created in any one part of the financial system spreads rapidly
through its periphery.
Financial regulations have so far been inadequate for curbing
the pro-cyclicality and interconnectedness of financial institutions or
have rather amplified them. Pro-cyclicality has been heightened due
to the shortcomings of the liquidity and leverage regulations imposed
on financial institutions and to capital regulations that rely heavily on
internal models. Financial regulations in place are assessed as having
failed to prevent the deepening of interconnectedness caused by
systemically important banks or shadow banking.
With the recent global financial crisis serving as the
opportunity, the need has arisen for establishing a global regulatory
framework capable of rooting out the accumulation of systemic risks,
by closely examining the problems of the current financial regulatory
system and reforming the problems identified.
Global financial regulatory reforms have been driven by the
G20, which includes the major emerging market economies (EMEs).
This is because in a world where EMEs’ share in the world
economy has risen and the interconnectedness of financial systems
has strengthened, it would be impossible to maintain the stability of
the global financial system without the concerted efforts by both
advanced and emerging market economies.
Meanwhile, as part of financial regulatory reforms, efforts have
also been made to establish a macroprudential policy framework.
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This resulted from the insight that as a consequence of the sole
focus of central banks on price stability and of supervisory
authorities on microprudential issues up to the global financial crisis,
the presence of systemic risks was overlooked. For example, the
Squam Lake Group on Financial Regulation consisting of renowned
scholars including Mishkin, Hyun Song Shin and Rajan stressed3) that it
was critical to set up a “macroprudential regulator specialized in
identifying and curbing systemic risks”, apart from the existing
supervisory function for the microprudential supervision of individual
financial institutions.
Progress and Assessment of Global Regulatory Reforms
In response to the pro-cyclicality and interconnectedness that
were the key contributors to systemic risks, efforts at global
regulatory reforms have been made worldwide. I would now like to
discuss what they are and their progress to date, followed by an
assessment.
First, to reduce pro-cyclicality, the introduction of new
regulations on liquidity, leverage and counter-cyclical capital buffers
has been pursued.
The liquidity regulations require banks to hold sufficient high
quality liquid assets to respond to possible cash outflows during
stress periods, and encourage them to finance their long-term assets
through stable funding, including capital and long-term debt. The
regulations are meant to prevent a situation in which banks invest in
high-yield, non-liquid and long-term assets with short-term marketable
3) Squam Lake Group on Financial Regulation (May 2009), “A systemic regulator for
financial markets".
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funds during upswings, but then conduct a firesale of their holdings
when crisis strikes and it becomes difficult to roll over their funding,
thus triggering a collapse in asset prices.
Leverage regulations require banks to accumulate capital
equivalent to a certain percentage of their on- and off-balance sheet
exposures. These regulations were designed to complement the
drawback of capital regulations. This is because under capital
regulations the risk weights are affected by business cycles, causing
banks to supply excessive credit during an upswing when their
regulatory capital burden reduces, and to suddenly de-leverage assets
during a downtown when their regulatory capital burden increases.
Counter-cyclical capital buffers seek to reduce the amplitude of
the financial cycle, by encouraging banks to accumulate extra capital
during good times and draw it down when things turn sour.
In order to curb interconnectedness, efforts are being made to
introduce new regulations on SIFIs (systemically important financial
institutions) and shadow banking, which have together been pointed
to as origins of the global financial crisis due to the complexity of
their inter-linkages. Along with such efforts, capital regulations have
been tightened and reforms were carried out in the over-the-counter
(OTC) derivatives markets.
The regulation of SIFIs is designed to address the
“too-big-to-fail” problem. It imposes a surcharge on SIFIs in
proportion to the negative externalities that their failure would cause,
while putting in place resolution procedures in advance, so that they
could be resolved orderly without causing financial system strains, if
they become insolvent.
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Tighter shadow banking regulation targets financial institutions
that carry out credit intermediation similar to banks, such as repos,
MMFs, securities lending and hedge funds. Shadow banking
institutions expand interconnectedness within the financial system
through maturity and liquidity transformations and leverage increase,
but have been more loosely regulated than banks, causing regulatory
arbitrage.
Capital requirements focus on improving the quality of regulatory
capital by recomposing it around the more loss-absorbent common
equity capital, and on expanding its quantity at the same time by
increasing the proportion of required capital vis-à-vis risk-weighted
assets. It aims to reduce the possibility of one bank’s crisis spreading
to other banks, by strengthening the resilience of individual institutions
in the face of external shocks.
Reforms of the OTC derivatives market are intended to
encourage transactions through trading platforms by standardizing OTC
derivatives products and to clear them through a central counter-party
(CCP), and to centrally collect transaction information in a trade
repository. This is because OTC derivatives have been cited as a
factor in driving up interconnectedness and causing chain bankruptcies
at times of crisis, due to their high counter-party risk and low
settlement stability. Tracking their transaction status has also been
difficult because of a lack of information.
A look into the progress of global regulatory reforms shows
that the areas for which reform plans have already been completed
are capital, Liquidity Coverage Ratio (LCR), SIFI surcharge and
Basel 2.5. The FSB and the BCBS, which are leading the reforms,
are also assessing whether individual countries have incorporated
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these reform plans in their own regulations so that they can be
implemented according to a globally agreed schedule, and whether
their implementation plans adequately reflect the international
standards.
Areas for which reform plans are still in progress include the
Net Stable Funding Ratio (NSFR), shadow banking regulation, OTC
derivatives market reform and cross-border resolution for SIFIs. Our
concern is that plans for OTC derivatives market reform and
cross-border resolution for SIFIs are somewhat late off the mark. In
order to prevent regulatory arbitrage and enhance the effectiveness of
the regulations, the drawing up of concrete plans must be completed
as soon as possible.
Since each set of regulations has been designed in response to
particular needs to mitigate systemic risks in terms of pro-cyclicality
and interconnectedness, setting priorities among them is not easy.
However, there are two things that I would like to emphasize here.
First of all, given that the argument that simple regulations
work better amid high uncertainties (Haldane, 2012) is becoming
increasingly persuasive, we should strive for greater simplicity and
comparability.
Secondly, as the stages of development and characteristics differ
between the financial market systems of advanced and emerging
economies, it is important to design the details of regulations with
extra care, so that they do not pose obstacles to the development of
the financial industry in EMEs.
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It is true that accurately analyzing the impact of regulatory
reforms on the global economy is hard, given that a variety of
regulations are being introduced simultaneously and there are some
regulations that are still under discussion. However, considering the
overall costs and benefits, it is estimated that the positive impact will
be much greater in the medium and long term, even though there are
short-term costs incurred.
According to an assessment4) of the macroeconomic impact of
the capital and G-SIBs regulations conducted by the BCBS, the
increase in lending costs and reduction in credit supply with the
implementation of regulations would lead to, at most, only a 0.34%
decline in the global GDP. However, it was estimated that the
benefit from the enhanced soundness of financial institutions and the
prevention of financial crises recurrence would reach 2.5% of global
GDP every year.
Challenges Ahead
Despite the efforts made so far, we still have many challenges
that lie ahead of us. Recently concerns have been looming over the
weakening of momentum in regulatory reform, as the global financial
markets have somewhat emerged from the financial crisis, and the
profitability and soundness of global financial companies have
improved. Therefore, it is all the more important to maintain the
resolution that we had at the initial stage of designing the regulatory
reforms and to complete these important tasks successfully.

4) MAG (Macroeconomic Assessment Group) (October 2011), “Assessment of the macroeconomic
impact of higher loss absorbency for global systemically important banks”. Established
jointly by the FSB and the BCBS, MAG assessed the macroeconomic impacts of the capital
and global systemically important banks (G-SIBs) regulations.
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I would like to mention some challenges that we should pay
particular attention to for the successful completion of our mission
that is “enhancing the stability of the global financial system and
preventing the recurrence of financial crises through regulatory
reforms”.
First, the global financial regulatory reforms that are currently
being pushed forward were designed based on the lessons learned
from the global financial crisis. However, it is highly likely that the
next crisis could be triggered by the accumulation of systemic risks
in sectors we did not think of. Therefore, we need to make constant
efforts to identify early the vulnerabilities in the financial system that
could evolve into systemic risks, and to analyze in depth whether
these vulnerabilities can be adequately contained through the current
financial regulations.
In particular, close attention needs to be paid to excessive
risk-taking in some sectors stemming from prolonged unconventional
monetary policies in advanced economies, and to the potential for
financial market unrest in some EMEs in the course of unconventional
monetary policy normalization.
Moreover, to maintain stable financial markets, the
communication channels among the policy authorities of various
countries, and between the policy authorities and financial institutions
within their own country need to be strengthened.
In this regard, the IMF has recently emphasized5) that in the
event of exit from unconventional monetary policies, global financial
markets could experience substantial impacts, especially in those
5) IMF Policy Paper (October, 2013), “Global Impact and Challenges of Unconventional
Monetary Policies”.
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countries that underwent massive capital inflows after the Lehman’s
collapse, and to mitigate them, efforts to closely communicate on the
part of the central banks in advanced economies are vital.
Second, in order to manage systemic risks effectively, it is
highly necessary to come up with an appropriate macroprudential
policy framework at an individual country level. In conducting
macroprudential policies, the aim of which is to detect systemic risks
early and contain them through appropriate regulatory tools, multiple
policy authorities are commonly involved. Therefore, it is essential
for the policy authorities to ensure close communication, a clear
division of responsibility and authority, and consistency in policy, by
establishing a formalized institutional framework.
The FSOC (Financial Stability Oversight Council) in the US
and the ESRB (European Systemic Risk Board) in Europe, which
were set up for carrying out macroprudential policy after the crisis
are good examples of these institutional frameworks.
I believe that central banks need to play an active role within
these institutional frameworks, since they have the upper hand in
identifying systemic risks in advance through rigorous analysis of
macro and financial data, and their independence allows them to
conduct policies, regardless of their popularity, in a stable manner
over a long-term horizon.
Third, efforts are needed to resolve without delay the
cross-border issues that are important for ensuring a level playing
field. It is critical to first establish a strong and consistent resolution
regime through agreements between the home and host authorities on
G-SIBs with business networks across many countries.
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We need to create an environment in which a host country’s
policy authorities are granted easy access to the Crisis Management
Group (CMG) of any global systemically important financial
institutions (G-SIFIs) that are systemically important for them even
though the home country may deem the share of its G-SIFI’s
operation in the relevant host jurisdiction negligible compared to its
operations worldwide.
In addition, we need to resolve the issues related to the
cross-border clearing of OTC derivatives transactions as soon as
possible. Financial institutions in emerging economies whose OTC
derivatives markets are not developed enough and therefore have to
use advanced countries’ CCPs without establishing their own, should
not be subject to excessive regulatory burdens imposed by the CCPs.
Fourth, we should be careful not to let the Basel III
regulations generate unintended consequences that may hinder the
financial sector’s support of the real economy.
For example, the NSFR, which is a regulatory ratio that
requires banks’ long-term assets to be funded through capital and
long-term liabilities, has the potential to erode the intrinsic function
of banks termed maturity transformation. In particular, it is highly
likely that the NSFR will have a negative impact on EMEs, whose
banks' business model is retail banking.6)
In emerging markets, shadow banking functions as a provider
of diverse financial services to economic agents with difficulties in
accessing the traditional banking system, such as small- and
6) Whereas in a wholesale banking model banks borrow from the money market and invest
in securities, in a retail banking model banks receive retail deposits and extend mediumand long-term loans, thereby transforming maturities.
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medium-sized enterprises and low-income households. Thus careful
attention needs to be paid so that applying the international
regulations without taking such characteristics into account does not
undermine these positive functions.
Concluding Remarks
So far, I went over the causes of the global financial crisis,
regulatory reform efforts in response made by the international
community and our future tasks. I would like to conclude my
presentation by emphasizing a couple of points that I think are
important for constructing a bright and promising future for global
finance.
First, given that international coordination has become difficult
as countries become increasingly diverse, the need for policy
coordination at the global level is higher than ever before. Further
on, we need to mull over the establishment of a global jurisdiction.
With the progression of global financial integration, it has become
impossible to prevent the possibility of financial crisis occurrence and
systemic risk accumulation, simply by an individual country’s efforts.
In particular, policy coordination at the global level is all the
more essential for ensuring international consistency in implementing
regulation and preventing regulatory arbitrage by securing a level
playing field.
Second, to prevent the recurrence of the global financial crisis,
along with the work of global financial regulatory reforms, efforts
should be made to contain vulnerabilities in the real sector including
global imbalances.
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The general consensus is that beneath the global financial crisis
lie global macroeconomic imbalances including the continuance of
current account surplus in emerging markets and deficits in advanced
economies, and the consequent flows of capital from the emerging
markets to the advanced economies.
In particular, in the new global economic environment where
real-financial linkages have been strengthened, it is necessary to make
efforts to introduce appropriate macroeconomic policies so that
systemic risks do not build up and send a negative ripple effect
through the real sector.
Lastly, I would like to emphasize that financial and economic
crises big and small, such as the Great Depression in the 1930s,
have been recurrent in spite of the best efforts in drawing up
regulations for their prevention. Therefore, the authorities and market
participants need to guard against falling into the complacency that
“this time is different” and keep in mind the advice of Albert
Einstein who said that the significant problems we have cannot be
solved at the same level of thinking with which we created them.
Thank you for your attention, and I look forward to lively
exchanges of well thought-out opinions at this meeting so that we
may seamlessly arrive at the solution of the tasks that lie ahead.
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