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The title of this talk is “Looking back and looking forward – implications of the global financial crisis”.   Forecasting is difficult – especially, as they say, forecasting the future.   But that has not prevented the spilling of gallons of ink and the making of many speeches on the general theme of “Where did it all go wrong and where – and when – will it all end?”     To be sure, many important lessons come out of the experience of the past couple of years and in half an hour this morning I can only pick out one or two.   But it will be a great pity, and I think a great failure, if we – in the UK and internationally – allow the lessons to be diluted or lost, and if in response we don’t make changes in the financial system and in the way financial policy is conducted.
5
I have split up my comments this morning under three headings: macroeconomic background; financial market issues; and regulation and crisis management.  I will say a bit about the past and the future on each.
Macroeconomic background
6
First, macroeconomic issues.
7
You will all I am sure be familiar with Mervyn King’s NICE decade – Non-Inflationary, Consistent Expansion.   In fact it was more than a decade.   GDP increased every quarter from mid-1992 until early 2008, at an average annual rate of almost 3%, compared with 2% over the previous couple of decades.   And inflation, which over the twenty years to 1992 had averaged 8% a year, remained until the second quarter of 2008 close to 2%.  
8
An obvious question is “How much of this was attributable to the wisdom and far-sightedness of policy makers and how much to other factors, or simply luck?”   I do not have a carefully researched answer.   It is pretty clear, however, even without research, that a number of external factors contributed to the success.
9
One is that, during the period, there was a notable international convergence of economic policy.   With the death of the long-run Phillips Curve, achieving and sustaining a low rate of inflation became a politically uncontroversial goal.   The campaign against inflation became a shared and mutually-reinforcing enterprise, enshrined, often explicitly, as the objective of monetary policy. 
10
But I think it is now widely accepted that another critical factor was the emergence of some “new” countries – notably China and India – as major suppliers to international markets.   In broad terms, this meant that the global supply curve shifted outward and became flatter.   And that in turn meant that developed countries, including notably the US and the UK, were able to run their economies with higher levels of demand, without generating inflation, than would otherwise have been the case.   
11
Put another way, it meant that supporting demand through lower interest rates and easier credit did not jeopardise targets for monetary policy set in terms of keeping inflation low.   But what perhaps received inadequate attention was the impact which low interest rates were having on other “target variables” – in a general way, the stability of the financial system, and specifically, increases in debt and leverage.   There was, perhaps, an undeclared coalition of interests between consumers, who liked being able to borrow and spend, politicians, who liked claiming the credit for sustained economic growth and low inflation, and banks, hedge funds and so on, who liked expanding their business and their balance sheets.
12
 I accept that this is a rather one-sided version of what happened.  So-called global imbalances were also a product of structural factors, notably saving behaviour, and policy mix in the “new suppliers”; it takes two to generate an imbalance   Moreover, if the US, the UK and others had not supported domestic demand, global economic growth would almost certainly have been slower.  All this has led now to renewed demands for better coordination of national economic policies and the strengthening of international institutions, particularly the IMF.   But the external environment was what it was; and to my mind, therefore, none of this diminishes the argument that policy in the developed economies needed to respond to the wider consequences of low interest rates, including the emergence of bubbles in asset prices and accumulations of debt.    
13
A brief time-out here on bubbles.

14
One line, usually associated with Alan Greenspan, is that you cannot spot bubbles in advance; the best you can do – I paraphrase slightly – is to pick up the pieces after they burst.   It has never been clear to me, however, why the identification of bubbles is uniquely difficult amongst the many uncertainties in economic policy making.   Here as elsewhere the Greenspan view does not have quite the status it once enjoyed.
15
Another is to argue that recognition of asset bubbles can be subsumed into an inflation targeting framework by adopting a sufficiently long time horizon.   On this view, the impact eventually shows up through the effect on personal wealth and spending, on both the up and the down side, and it is to this that monetary policy should respond.   There is no doubt something in this thesis; but it does not capture the potential along the way for bubbles and over-leveraging to bring about sudden dislocations in financial markets and over-shooting, ie financial instability, contributing in turn to a very un-smooth adjustment of spending, output and employment.  You do not have to look very far to find supporting evidence in what has happened over the past two years.

16
So what conclusion should we draw?    Not, I think, that inflation targets are a bad idea and that an alternative should be found.   Survey and other evidence suggests strongly that clear, intelligible inflation targets help to anchor inflation expectations, with the many benefits that brings.   Neither is it to give short-term interest rates a parallel financial stability objective.   We all know – Economics 101 - that a single policy instrument can deliver at most one target.   And a financial stability target, defined say in terms of credit growth or gearing, is not the same as an inflation target.    But a single instrument may affect more than one target; and if those other effects cause concern, we need to find other policy instruments to deal with them.   That is where I think the debate should now be focussed.
Financial market issues
17
On to financial markets.   Many of their features have come in for questioning or criticism.   Let me start however with a bit of background.

18
The counterpart of cheap credit was a low rate of return – at least a low nominal return – to savers.   This came as rather a shock after years in which inflation and nominal interest rates had been relatively high and encouraged the so-called “search for yield”.   In one sense, “search for yield” is an empty label: investors are always searching for yield.   But it came to be applied to a process in which, in the face of low “risk free” rates, financial intermediaries sought to keep up returns by taking on more risk.   They found all sorts of fancy ways to do this, under the general heading of “financial engineering”.   Underlying many of them was the good old-fashioned technique of increasing gearing.   Another was the “slicing and dicing” of risk, often through the use of derivatives, so that apparently attractive returns could be offered on some assets – at the cost, however, of increased, and in some cases poorly understood, risk.   In what has now become a bit of a cliché, techniques for transferring risk to those best able to bear it often in practice transferred it to those least able to understand it.

19
What made this process the more dangerous was that many of the instruments involved in financial engineering, while in theory tradeable, were in fact traded in markets which might so-to-speak be here today and gone tomorrow.   There is a real tension here: technical innovation allowed products to become ever more bespoke; but the more bespoke, ie the less standardised, the less liquid a product is likely to be – and, even more, the less liquid it is likely to remain if the system is under stress.
20
Let me mention just one other factor contributing to the general fragility of financial markets, with perhaps a particular relevance to the corporate sector – credit risk transfer.

21
Credit risk transfer is of course not new.   Guarantees, one way of transferring credit risk, have existed for centuries, maybe millennia; and credit risk protection has long been provided for particular kinds of business such as exports.  What has concentrated attention on the issue recently is the phenomenal growth of credit derivatives.   From virtually nothing a decade ago, the outstanding face value of credit default swaps had grown to something north of $60 trillion before the music stopped.   In itself, this was not necessarily good or bad; as with other derivatives, there is the potential for both.   But one question this particular brand of derivative raises is whether it has undermined the overall quality of credit assessment in the financial system.

22
In the traditional model of banking, banks knew, and typically had a continuing relationship with, those to whom they lent money.   Sometimes they may  have made bad decisions but, if they chose to, they were in a good position to monitor the credit-worthiness of their customers.   In many areas that model is long gone and in its place we have “originate and distribute”.   Again it could be argued that credit derivatives and structured products have not introduced anything fundamentally new; don’t loan syndications lead to a similar result?   In both case those who wind up carrying credit risk may have only a distant, often perhaps a non-existent, connection with the original borrower.   But I think there is an important difference.  The fact that CDSs, CDOs etc have a veneer of liquidity, which on the whole loan syndications do not, may encourage the idea that you can simply trade out of a position if the credit turns sour.   Why therefore spend a lot of time and effort on the tedious business of making a thorough credit assessment?   The rather obvious flaw in this argument is that everyone can’t trade out of their positions simultaneously, especially if no-one has made a thorough credit assessment in the first place.   I hope that those who believe, or believed, they could now have “sub-prime” engraved on their hearts!   
23
Many more market-related issues deserve attention but there is sadly no time to pursue them today.   For example, weren’t rating agencies supposed to provide a reliable substitute for banks’ own credit assessments?  In principle I believe there is a perfectly sensible role for rating agencies, give or take a few conflicts of interest, but their performance recently has obviously fallen spectacularly short in a number of areas.   Again, how come banks’ risk management, which two or three years ago they liked to present as fire-proof, came so badly unstuck?   Part of the reason, I suggest, is that risk managers and senior executives became over-enamoured with mathematical models which, apart from their other weaknesses, necessarily rely on backward-looking data and sometimes not much even of that.   And how come so many apparently ignored the risk that markets might become illiquid, especially when they had become hugely more dependent on wholesale, interbank funding?   Maybe there was a hope or expectation that “the authorities” would ride to the rescue if the system was under threat – an expectation which, for good or ill and at the cost of a further tweak to moral hazard, has been largely borne out.
24
Let me end this section with one further comment.   Many of these developments in financial markets, and the risks which went with them, were perfectly well known to and understood by market practitioners.   So why did so many still rush headlong over the cliff?   I offer two suggestions.   One, at the level of the firm, is that managements were not prepared to stand back from apparently profitable business for fear of undermining their competitive position.   Chuck Prince expressed it well – perhaps too well!   And why was that?   Well, apart from machismo, it no doubt reflected a concern that investors would punish firms whose relative performance, even in the short term, was poor.   A second factor, at the level of individuals, was the existence of seriously skewed incentives, encouraging the expansion of turnover and/or balance sheets without proper regard for risk.   Such comments tend to provoke dark mutterings about incomes policy or the like.   But that is to miss the point.   In this context the issue is not the level of reward – although there are obviously issues there too – but about what kinds of behaviour are encouraged or discouraged.   It may indeed be hard for any one firm to stand against established market practice in this area; but to my mind that simply reinforces the case for regulators to address the issue and, at a minimum, to take account of reward structures in setting firms’ prudential requirements.   Well designed structures can assist, and badly designed ones undermine, a firm’s overall risk management.   It is encouraging that the FSA at least seems to be thinking in this direction.
Regulation and crisis management 
25
So, finally, regulation and the authorities’ handling of the crisis, where again many issues remain to be resolved.   Did the regulators, and “the authorities” generally, fall down on the job?   And if so was there something wrong with the rules, or with the way they were applied or with something else?
26
On the rules, the conventional wisdom now, perhaps reasonably enough, is that banks’ capital and even more liquidity was in many cases inadequate.   I say “perhaps” because you can only really judge adequacy against the business a bank is conducting.   That they were inadequate against the business banks were conducting is almost self-evident, but in the longer term the remedy may lie as much in changing and scaling back the business as in increasing the capital.  I would say in passing, however, that I think the regulatory community became excessively focussed on the niceties of Basel II – which is of course concerned mainly with capital – to the detriment of other aspects of prudential regulation, notably liquidity.
27
On application of the rules, the issue of which markets and institutions need to be regulated, how and by whom, has been hotly debated for a long time, well pre-dating the current crisis.   Without entering seriously into this territory, just to observe that with the growth of hedge funds and private equity funds, and of SPVs, SIVs and the like, the proportion of overall financial intermediation subject to prudential regulation has probably declined quite a lot over the past 30 years.   How much of a worry should this be?   I don’t know but, wherever we end up, it should surely be the outcome of a deliberate policy choice rather than emerging by default.
28
I am not going to engage either on another favourite topic – the institutional responsibility for regulation.   Was the Tripartite structure in the UK a mistake?   Should the Bank of England again take on front-line responsibility for supervising banks, and possibly other financial firms?   Would a Twin Peaks model be preferable?   Personally, I think it would make sense for the Bank to have a bigger say in setting prudential standards for capital, liquidity and some elements of operational risk.   I think that would reinforce the system-level perspective which is critical in these areas.   But that does not necessarily translate into having day-to-day responsibility for the supervision of individual firms.   Moreover, although institutional roles and organograms are important, I am not sure they really lie at the heart of the problem   

29
A more fundamental point is, I think, this: “When and how far is it legitimate for the authorities to override the judgment of a firm’s board and management, not in response to breaches of regulatory rules, but because they believe in a subjective way that a firm’s activities are unacceptably risky?”   One of the troubling aspects of the current crisis is that many of the factors which contributed to it were identified well in advance, but nothing, or not much, happened as a result.
30
The difficulty here is that if pre-emptive action has to satisfy a “beyond all reasonable doubt” criterion it is very likely to come too late; if, on the other hand, the test is “balance of probabilities”, there will no doubt be intervention in cases where, even without intervention, things would have worked out perfectly well.   “Ah yes”, the statisticians amongst you will say, “Type I and Type II errors”.   Yes indeed, and as with Type I and Type II errors, there is no universally optimal answer.   I guess at present, having in mind recent experience, the view would be that we have been too close to the “beyond all reasonable doubt” end of the spectrum.   But muscular early intervention carries its own costs and risks – and if that is the direction in which we wish to go, investors, the public generally and, perhaps most of all politicians, need to be ready to accept and defend the consequences.

31
One final point on regulation.   Why does the issue of official intervention arise at all?   For a long time, indeed, “the authorities” were at pains to point out that intervention was not a foregone conclusion, even in relation to major financial firms.   The notion of “too big to fail” was strongly resisted.   But recent experience has surely undermined the credibility of this position – the consequences, financial, economic and political, are just too horrible to contemplate.    That in turn raises the associated question of whether some financial firms are too big to be rescued; and beyond that of whether some are just too big.   Full stop.   Are there really efficiency benefits in colossal financial groups?   And even if there are, do they outweigh the greater systemic threat which such groups can represent?   These seem very clearly matters for further debate.

Closing remarks
32
Let me finish where I started – with the economic prospect.   I am not an economic forecaster, and even if I were I would be uncertain – even more than usually, to borrow the forecaster’s favourite phrase – about what lies in store.   Fundamentally, we have seen an unsustainable accumulation of debt, or at least an accumulation which many believe to be unsustainable.   Recent months have seen an enormous transfer of indebtedness from the private sector, including the financial sector, into the public sector, as illustrated by the budget numbers on Wednesday.   But whoever holds the debt, there is no painless way out: neither through default, nor inflation nor a slow return to sustainability through changes in saving patterns.      Moreover, while I have concentrated on debt in the context of recent imbalances, you will recall very well that, before the present crisis blew up, we were preoccupied with another kind of debt problem – that of pension provision and the implications for the future distribution of resources within the UK.  For that reason too, it is hard to believe that a return to NICE conditions is just around the corner.   But then central bankers are notorious for seeing the black cloud in every silver lining!

24.04.09

    
          
           
