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Thank you for that kind introduction, and good evening Ladies and Gentlemen.  Today I would like to take the opportunity to discuss with you the direction that I think global financial regulation is heading, and some of the questions and challenges that confront us as academics, practitioners, and policy makers.  

Obviously we are all hoping to achieve a delicate balance and get the reforms to the financial structure “just right”, so that the financial system is strengthened and the sort of crisis that we have lived through in the past two years is not repeated. But we have to avoid two risks in this process: 

· the risk that our reforms overburden the financial system with excessive regulation and unintended consequences; and

· at the other extreme, the risk that the reform agenda is too timid or is stalled, as the financial sector and the real economy begin to normalize and the momentum for reform loses steam.

Let me discuss the future regulatory landscape in two main dimensions. 
· First, I will describe what I think are necessary improvements to micro-prudential regulation. These result from the failures in the oversight of individual financial institutions that have been brought to light by the crisis. 
· Then, I will turn to the area now termed macro-prudential regulation, which attempts to address systemic, as opposed to individual institution, risks. This focus results from the realization that the goal of maintaining “safe and sound” institutions individually does not guarantee overall financial stability. 
I’m afraid that I don’t have all of the answers to the questions I will raise, but hopefully I can suggest some of the right questions for us all to consider in the course of this conference.

Microprudential Regulatory Reforms

Let me begin with micro-prudential regulation. We have seen from the crisis that our existing rules and their implementation proved inadequate to the task of keeping the financial system safe and sound. 
It is clear that we need better rules to govern the financial sector. I would suggest the following priorities:

· First and foremost is more higher quality capital and less leverage. Overall, financial institutions, not just banks, will need to have stronger capital buffers and capital that has more “loss absorbing ability.”  What this means will be different for different institutions, but for banks this means larger capital buffers and higher quality of capital (capital with more equity-like characteristics). It also means a financial system that is less leveraged.           To preclude the buildup in leverage that was present even with risk-weighted capital requirements, an overall leverage ratio—one that is simple and difficult to circumvent—will be helpful. 

· The second priority under better rules is better liquidity. Probably the defining characteristic of this crisis is the extent to which institutions with funding liquidity mismatches had grown dependent on continuous access to capital markets. This exacerbated the crisis.

The recent announcement from Basel by the Central Bank Governors and Heads of Supervision outlining their comprehensive response to the crisis shows the broad agreement in the international official community for this reform agenda. The financial industry (and particularly banks) are faced with a future that is less leveraged and less profitable, but hopefully less risky. 

This leads me to my first question: How soon should these new and more conservative rules apply, and how high should new capital requirements be? Clearly financial institutions want sufficient lead time to adjust their business models and balance sheets to meet these new requirements. At the same time, regulators and their political masters want to show concrete actions are being taken. But time is needed to do proper impact studies and calibrate the detailed supervisory requirements to minimize unintended consequences. We also need to avoid exacerbating the ongoing deleveraging process. Thus, the timing and size of the adjustment to capital levels is a difficult tradeoff with no easy answers. 
I would hope that the discussions that you have been having today, and will continue with tomorrow can shed some light on how to get the levels and the timing right under the present circumstances.
In addition to better rules, we need better application of rules. Even the most well-designed rules and supervisory policies will have no effect unless they are consistently enforced, across institutions and countries. The crisis has shown that supervisors and regulators often did not have the necessary resources, tools, or incentives to adequately monitor and assess the rapid innovations occurring in the institutions under their watch. For example, off-balance sheet vehicles were at the periphery of the radar screen of many regulators, and consolidated supervision was not enforced vigorously enough. The oversight of underwriting standards by some bank managers and their supervisors also became lax as the good times continued and the complexity of transactions grew.  Lessons learned in previous crises concerning the risks of 100 percent loan-to-value ratios and low-documentation loans were clearly forgotten. 
This prompts my second question: How do we design better regulatory and supervisory structures to avoid capture and complacency? This is a key question that we as policymakers and academics can usefully turn our minds to in coming months and years.
The final topic I would like to mention in the micro-prudential dimension of reforms is better risk management by financial institutions. While it is true that inadequate regulation allowed imprudent behavior on the part of financial institutions, it was the decisions taken by the private sector that led to the crisis.  Time and time again, management of banks were caught off-guard by the size of their exposure to subprime mortgages and other risky products. True, many firms are now altering their risk management models to avoid the use of short time periods and to rely on underlying data that are “through the cycle.” But beyond just tinkering with the models is a more fundamental need to improve the governance structures in individual institutions, to enhance accountability and oversight of risks taken. And here compensation schemes play an important role. The FSB’s Principles for Sound Compensation Practices provide a good start at codifying how to approach this topic. 
This raises a third question that we will need to consider: How do we align compensation and incentive schemes with complex risks management challenges, in a way that is conducive for financial stability? 

Macro-Prudential Regulatory Reforms

Turning now to macro-prudential regulation, what has become clear from the crisis is that the total risk of the system is greater than the sum of its parts, and that this requires a paradigm shift in our approach to supervision and regulation. We must take a macro-prudential approach to financial policy. But what exactly does this entail?

Certainly a first step is to observe that institutions were connected in ways that were unanticipated.  The failure of Lehman revealed that greater attention needs to be paid to “interconnectedness” rather than just “size” as an element of what makes an institution systemically important. We also better understand that market infrastructures have an implication for system risks.  The over-the-counter credit default swap market, where counterparty uncertainty was allowed to breed, is a case in point. We need to be able to identify systemically important institutions, markets, and instruments. The Fund, alongside the BIS and FSB, is developing a framework to help to identify systemically-important institutions and markets using a broad set of criteria.  This notion of identifying systemically-important financial institutions, regardless of their legal set-up or their role in the financial sector, will take some time and experimentation to perfect. It also raises a set of thorny questions for us to consider: 

· How should we define the regulatory perimeter around systemically important institutions, so that regulators have adequate information and tools at their disposal to oversee the most important players in the financial system, and to prevent regulatory arbitrage? 

· How do we avoid designating a class of institutions as too important to fail, and creating a host of moral hazard problems? 

· And finally, how do we discourage unfettered increases in the size of institutions, including funeral and automatic deleveraging plans?

Systemic liquidity management is another dimension of the macroprudential approach that we need to consider. This area is less well developed, but the notion is that central bank policies need to change, perhaps permanently, to accommodate the externalities caused by private under-provision of liquidity during times of stress. Again, we need to do so in a fashion that does not relieve institutions from the need to manage their own liquidity risk effectively.

The macroprudential dimension to policy making should also adopt policies to help mitigate procylicality—the element that makes the amplitude of cycles larger. While most of the discussion revolves around countercyclical capital requirements and provisioning rules, we should not forget accounting rules and regulations, and as I mentioned earlier, private sector risk management and compensation schemes. 

We also need to bear in mind the combined impact of all these proposed changes to regulations, by adopting a general equilibrium approach to the necessary impact studies. This will help to ensure that the overall impact on the financial system is properly taken into account as we design and implement new regulations.

Another point that has been driven home in this crisis is the need to improve cooperation and coordination across national borders by supervisors, regulators, and central banks. This is relevant both for the regulation, supervision, and resolution of cross-border financial institutions. As a starting point, having a separate insolvency code for financial institutions that facilitates orderly resolutions would help. The latest upgrade of supervisory colleges involving the supervisors of the key countries in which a global institution operates will also improve coordination. 
But the crisis has demonstrated the need to adopt a global cooperative view on how to act in periods of stress, crisis management arrangements, and how to deal with cross-border entities’ insolvency. The impediments to cross-border resolutions remain large, but discussions are ongoing about contingency planning that may include a template for firms to “de-risk” or wind down in an orderly manner if they were faced with failure. 

Getting Things Just Right

So having considered both the micro- and macro-prudential approaches to regulatory reform, I would like to turn to my final question: What will be the growth impact of all the regulatory changes we are proposing, when properly considered in a general equilibrium context? What are the risks that our reformist zeal will stifle activity in the financial sector? In moving to a new, and hopefully safer environment, the benefits to a less risky system are clear—fewer crises and financial institution failures, more stable financial markets, and, most likely, more sustainable, less volatile economic growth. But there may be a cost: the long-term growth path of the economy could be lower. But this is not a necessary outcome.  The financial sector may have gotten too big, with some of its activity providing little value to the real economy. 
If so, reallocating the valuable human resources and capital to other sectors of the economy may ultimately promote higher growth in other sectors that offsets lower growth from the financial sector. 
At the other extreme, there is the risk that our reform efforts are stalled, as the financial sector and the real economy begin to normalize and the support for reform is lost until the next crisis. At the moment, this is my greatest fear, that improvements in the health of institutions, lower volatility, declining spreads, and the increased euphoria we are seeing will sap our energy for the difficult financial reforms required. So, we must not fall into complacency once the financial sector appears to be stronger. Regulators and supervisors will need to be strong in their convictions and their actions in getting reforms passed and implemented. For this they will need the support of their politicians and, ultimately, the public at large. 
In closing, let me say that we face many difficult and challenging questions as a result of the crisis. It is certainly an exciting time to be an economist and a policy maker as we grapple with these complex issues. As one colleague of mine has noted, it took Milton Friedman and Anna Schwartz
 30 years to provide a definitive analysis of the Great Depression, but for this crisis we are being asked for solutions in real time. Hopefully we can get some of the answers right, and remember the lessons from history, as we confront this once in a lifetime challenge.

Thank you.
� Milton Friedman and Anna Jacobson Schwartz, A Monetary History of the United States, 1867-1960. Princeton: Princeton University Press (for the National Bureau of Economic Research), 1963.
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