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“If the American people ever allow private 
banks to control the issue of their currency, 
first by Inflation, then by Deflation, the banks 
and corporations that will grow up around 
the banks will deprive the people of all 
property until their children wake-up 
homeless on thecontinent their fathers 
conquered. ”

Thomas Jefferson, in an 1802 letter to then 
Secretary of the Treasury, Albert Gallatin

Thomas Jefferson

ñI sincerely believe that the banking 
establishments are more dangerous than 
standing armies, and that the principle of 
spending money to be paid by posterity, 
under the name of funding, is but swindling 
futurity on a large scale.ò

Thomas Jefferson



Topics Covered

• Current economic outlook

• Characteristics of a balance sheet recession and asset bubble

• The costs and lessons from the perfect financial storm

• What did we learn from Japan?

• The economic cost of surging budget deficits

• The focus on US financial and regulatory reform

• What has not been addressed in US reforms, costs and potential 
implications

• International reform proposals

• Where do we go from here?



IMF Global Economic Outlook

• A strengthening of the global economy battered by financial shocks

• Global recovery will continue despite financial market turbulence

• Inflation to remain mostly subdued

• Downside risks to global growth are much greater

• Daunting policy challenges as medium fiscal consolidation is required

• Monetary and exchange rate policy should support global demand 
rebalancing

• Financial system reform needs to be accelerated

• Global demand rebalancing and key structural reforms are essential for 
future growth

IMF WEU Report July 2010



IMF Growth and Inflation Outlook



Financial Stress and Fiscal Consolidation



Challenges for the US

• IMF report suggests US experiences a large permanent hit to output 
expressed through structurally higher unemployment rate and a loss of 
worker skills

• Three questions for the US in a new growth paradigm

• Firstly, can the economy grow by investing and exporting as it did by 
consuming and building houses?

• Secondly, is the economy flexible enough to switch without any loss of 
output?

• Thirdly, how much pain will their be during this transition?

IMF US Policy Review July 2010 



Types of Financial Crises

Banking
• Systemic (severe) ςBank runs that lead to closure, merger, or takeover 

by the public sector of one or more Institutions.

• Non-Systemic (distress) ςno bank run;  closure, merger, or takeover by 

the public sector of one or more Institutions still occurs.

Debt
• External ςthe failure of a government to meet a payment of principal or 

interest on the due date, or within a specified time period.

• Internal ςthe conditions above (external), with the freezing and/or 
conversion of bank deposits from dollars into local currency or default.

Rienhart  & Rogoff 2009



Jeff Frankel, Web Blog





Minsky on Keynes and The Financial Instability 
Hypothesis (FIH)

“According to Minsky, Keynes’s general theory of the economy 
was really a financial theory of uncertainty and expectations. 
According to this thesis, the capitalist economy is primarily 
ruled by Wall Street, which is fundamentally fragile and 
destabilizing owing to excessive debt, lax government rules, 
and businessmen’s “animal spirits”and “waves of irrational 
psychology”

“A fundamental characteristic of our economy is that is that the 
financial system swings between robustness and fragility and 
these swings are an integral part of the process that generates 
business cycles”(1974)



Features of a Balance Sheet Recession

• Often results from bursting of an asset price bubble, and leaves private-
sector balance sheets with more liabilities than assets.

• Private sector shifts from a profit maximization mode to debt 
minimization.

• Private sector starts to de-leverage, and any savings/debt repayment 
remains with banks due to lack of loan demand.

• This can create a deflationary scenario.

• Policymakers face two steps: the stabilization of financial markets and take 
steps that provide stimulus to the economy (fiscal over monetary policy).

• The economy will show signs of recovery once private-sector balance 
sheets show signs of improvement.



.
Sornette 2009
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IMF Cost Estimates of the Global Banking Crisis
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Cumulative Global Financial Loss Rates (2007-10)

Source: IMF  GFSR 2009 - staff estimates  ςby 
Percentage



Japanôs Crisis 

• Japan’s financial crisis lasted 14 years from 1991 until 2004 with four phases

• Phase 1 (1991-94) ςReal-estate bubble collapses, triggering economic 
shock.  BOJ continues with tight monetary policy. 

• Phase 2 (1995-96) - Authorities are slow to respond to increased instability 
in financial system, with banks on verge of failure.

• Phase 3 (1997-99) - A number of banks enter bankruptcy and are merged, 
along with merged and other banks receiving an infusion of government 
funds.

• Phase 4 (2000-04) - Corporations pay down debt, incur loan disposals/write-
downs; recovery of exports stabilizes economy. 

• Question ςhas Japan recovered?



The Anatomy of Balance Sheet Recession and 
Its Cure, the Need for Stabilization 

Nomura Research Institute ςOctober 2008

Stability

•Liquidity
•Leverage
•Accounting



Capital Injections Ended Japanôs Credit Crunch

Nomura Research Institute ςOctober 2008



Balance Sheet Problems 
Japanese Business Sector - Forced to Pay Down Debt

US Business & Consumer - May see Credit Contraction of $3.5-5 Trillion

Nomura Research Institute ςOctober 2008



¢ƘŜ ƭŜǎǎƻƴ ŦǊƻƳ WŀǇŀƴΩǎ ŜȄǇŜǊƛŜƴŎŜ

1992-94 1995-96 1997-99 2002-04

Growth Strategy supply strategy (regulation, tax, competition) ● ● ●●

improvement of governing company ● ● ●●

effectively inspection to the company ● ●●

Safety Net expand deposit insurance ● ● ●

expand the security for short-term market ● ●●

guaranteed the liquidity for the market ● ●

support to rent funds for small and medium-sized enterprise ● ● ●

easing of monetary conditions ● ●

public expenditure (fiscal spending) ● ● ●

Capital Injection financing for credit ● ●

criterion of capital injection ●

considering all influence ●

Support by the nation taxpayer’s profit by injection capital ● ●

fair reward / explanation’s responsibility ● ●

prosecution of criminal ●

political leadership ●

Appraisal of assets staff acquisition for examination and supervision ● ●

close connection between government (cabinet, ministry of Finance, 

Financial services agency…)
●

criterion of inspection ●

evaluation of assets ●●

evaluate effect of exceeding boundary each crosser border effect ●

aƻǊƎŀƴ {ǘŀƴƭŜȅΣ {ƻǳǊŎŜΥ wƻōŜǊǘ !ƭŀƴ CŜƭŘƳŀƴ άWŀǇŀƴ 9ŎƻƴƻƳƛŎǎΥ Iƻǿ WŀǇŀƴ Dƻǘ CƛƴŀƴŎƛŀƭ wŜŦƻǊƳ wƛƎƘǘέ

Five elements: Growth Strategy, Safety net, Capital Injection, Support by the nation, Appraisal of assets, 
leads to make success in Japan.  



Lessons from the 2007-09 Financial Crisis
•A well-organized, centralized regulatory framework is needed to act against 

financial shocks.

• The need for aggressive and persistent response by authorities to financial 
shocks and asset bubbles, especially after a surge in credit growth.

• The use of macro-prudential policies (counter-cyclical policies) that may 
limit leverage, provide minimum liquidity levels and capital requirements.  
The focus is to control risk as it rises, not when it emerges (down cycle).

•Greater coordination between monetary and financial authorities to limit 
systemic risk.

• The failure to deal with global imbalances, that may persist in the current  
macroeconomic and regulatory environment, can increase the severity.

•Greater linkages between various financial segments than anticipated by 
governments and policymakers.  Financial shocks move more quickly 
between various market segments leading to potential market instability 
(Minsky Instability Hypothesis).

•Authorities need to respond quickly (as lender of last resort) to market 
dislocations, preventing a more severe crisis and stabilizing markets for 
further intervention to have a positive impact. 















Government Debt and Deficits



2009

Reinhart & Rogoff 2009

Government Debt, Growth & Inflation



IMF WP/2010/184



Debt to GDP ςA Sea of Red Ink (IMF)

Country Debt - 2009 Debt - 2014 Budget Deficit      
2010

Surplus

United States 88.8 112.0 12.3

Japan 217.4 299.2 9.0

Germany 79.8 91.4 2.3

France 77.4 95.5 6.3

Britain 68.6 98.7 10.0

G20 100.6 119.7 8.6 4.5

IMF GFSR October 2009



Further Fiscal Policy Issues

Outstanding Issues

• A 1% increase in the budget deficit and/or debt/GDP will push the long 
bond higher (5-30 bps for budget & 3-7bps for debt ςIMF studies)

• The combination of a falling dollar and rising deficits could limit flexibility 
for US policy-makers

• The increased issuance, to finance the deficit, is expected to come from 
longer-dated maturities and TIPS

• The lack of a coherent deficit reduction plan (outside expiring tax cuts) 
leaves the economy vulnerable to foreign investor sentiment and can 
prolong periods of imbalances

• The surge in budget deficits, in many advanced countries. raises the 
prospect of future debt crisis and anemic growth (see earlier slides) 



Monetary Policy Issues

Monetary Policy

• Removal of excess reserves

• Reduce Fed’s balance sheet

• Raise fed funds rate target

Inherent Risks 

• Concerns over another asset bubble

• A rise in long-term inflation expectations

• A gradual collapse of the dollar

• Uncertainty and fragility of the economic recovery

• Dependence of housing and other sectors on low rates 



Monetary Policy Exit Strategies

Excess Reserves ςReverse Repos

• Raise rates on reserves at fed setting a minimum floor

• Executed with banks & money market funds

• Concern about size of market, competition with other money instruments 
& potential reduced demand for riskier term assets

Reduce Fed Balance Sheet

• Fed could reduce balance sheet gradually, once sentiment improves and a 
period of steady job creation, then allowing a run-off of $200 billion a year

• Selling risky term assets could add more toxic assets, but could be partially 
offset by fed treasury purchases

Raise Fed Funds and/or Discount Rate

• The market is pricing in first fed funds move in 2011 (late) as 
unemployment remains around 9.5%

• Fed made a discrete move on the discount rate expected to be followed by 
a long pause & then gradual tightening



Criteria for Effective Financial Regulation

• Independence of regulators from political influence

• A Macro-prudential approach to regulation with counter-cyclical 
policy orientation

• A centralized coordination of regulation with dialogue between 
monetary authorities, financial officials and international agencies 

• Comprehensive regulation that includes all financial institutions 
and any non-financial intermediaries (hedge funds, SIVs etc)

• Disclosure and transparency of regulation and with adequate 
disclosure of information between market participants/regulators

• Designated provider of liquidity, lender of last resort and criteria 
for solvency

• Minimal opportunity for regulatory arbitrage & minimizes systemic 
risk

D'Arista & Griffith-Jones 2008 & GAO 
Report 2009



US Financial & Regulatory Reform of 2010
• Federal Reserve 

-lack of transparency and closeness to banks

-Congress can audit and limit loans/activities

• Too Big to Fail

-large banks fail and cause taxpayer bailout

-regulators can seize banks, FDIC liquidates & banks fund liquidations

• Hedge Funds and Derivatives 

-SEC did not regulate shadow banking or other institutions

-regulate derivatives, hedge funds & PE register, sellers stake in securities

• Banks  

-vulnerable to credit market turmoil

-Fed controls large banks & limits trading activity

FT, WSJ and other sources



US Financial & Regulatory Reform of 2010 (2)
• Consumer Finance 

-consumer vulnerable to easy credit conditions

-agency for consumer finance & changes bank controls/requirements

• Credit Rating Agencies 

-unable to rate complex mortgages & other products

-establishes Office of Credit Rating & increases ability for investors to sue

• SEC Focus 

-alignment of shareholder and management on compensation

-shareholder voice in executive compensation & vote on directors

• Economic Bubbles/Dislocations

-regulatory system is fragmented & vulnerable to rising systemic risk

-Financial Stability Oversight Council & Fed oversight of systemic risk

FT, WSJ and other sources



Shin 2009





Regulatory Agencies  Old 

Financial

• Federal Reserve

• Federal Housing Finance Agency

• Federal Deposit Insurance Corp.

• Federal Home Loan Bank

• National Credit Union Administration

• Farm Credit Administration

• State Liaison Committee (for Banks, 
Credit Unions & Thrifts)

• Office of the Comptroller of the 
Currency

• Office of Thrift Supervision

• Federal Financial Institution 
Examination Council

Securities

• State Attorney General

• Securities Exchange Comm.

• State Security Regulators

• Financial Ind. Regulatory Authority

Commodity/Futures

• Commodity Futures Trading 
Commission

Insurance

• National Association of Insurance 
Commissioners

International

• International Monetary Fund

• Bank of International Settlements



Regulatory Agencies New  

Financial

• Federal Reserve

• Federal Housing Finance Agency

• Federal Deposit Insurance Corp.

• Federal Home Loan Bank

• National Credit Union Administration

• Farm Credit Administration

• State Liaison Committee (for Banks, 
Credit Unions & Thrifts)

• Office of the Comptroller of the 
Currency

• Federal Financial Institution 
Examination Council

• Consumer Finance

• Financial Stability Oversight Council

Securities

• State Attorney General

• Securities Exchange Comm.

• State Security Regulators

• Financial Ind. Regulatory Authority

• Office of Credit Ratings

Commodity/Futures

• Commodity Futures Trading 
Commission

Insurance

• National Association of Insurance 
Commissioners

International

• International Monetary Fund

• Bank of International Settlements



Risk Analysis ςGeeks with formulas!



• No one sees any pressing need to ask hard questions about the sources of 
profits when things are doing well.                 (D. Sornette, 2009)

• Management, particularly Corporate Risk Management, failed in a big 
way  in this crisis, and that failure is more worrisome than the failure of 
Regulators, for we should not expect regulators, with their limited 
ǊŜǎƻǳǊŎŜǎ ΧƛƴŦƻǊƳŀǘƛƻƴΧ  ²Ƙŀǘ ƛǎ Ƴƻǎǘ ƭŀŎƪƛƴƎ ΧΦΣ ǎƻƳŜƻƴŜ ǿƛǘƘ ǘƘŜ 
capacity to ask tough questions about the possibility of radical changes in 
the market environment ςand then getting management to do
something about it (system-wide view). (S. Fisher, 2009)

• The problem that we have created cannot be solved at the same level                           
of thinking that created them. (Albert Einstein)

General Problems for Risk Management





Cumulative Effects Results In Summary
difference between regulatory change and base scenario

Difference in average rates: 2011-15 2011-20

Real lending rate (bps)

United States

Euro Area

Japan

G3 (asset-weighted)

169

134

76

132

136

97

60

99

Real GDP growth difference

United States

Euro Area

Japan

G3 (GDP-weighted)

-0.5

-0.9

-0.4

-0.6

-0.3

-0.5

-0.1

-0.3

Difference in end-period 

values:

Through 2015 Through 2020

Core Tier 1 capital ($bn)

United States

Euro Area

Japan

G3

247

273

156

676

260

738

169

1167

Nominal GDP ($bn)

United States

Euro Area

Japan

G3

-951

-920

-130

-2001

-1297

-1109

-105

-2510

Real GDP (% difference)

United States

Euro Area

Japan

G3 (GDP-weighted)

-2.6

-4.3

-1.9

-3.1

-2.7

-4.4

-1.5

-3.1

Employment (million)

United States

Euro Area

Japan

G3

-4.58

-4.68

-0.46

-9.73

-4.87

-4.83

-0.43

-10.12







International Regulation ςBasel Committee & 
International Monetary Fund

• Move to strengthen bank capital ςhigher requirements, better quality, 
risk-adjusted capital & capital conservation

• Greater coordination of national financial regulations

• Establish liquidity standards for large-complex financial institutions ς
maintain a level of high-quality liquid assets & limit maturity 
transformation on illiquid assets

• Establishment of accounting standards for the valuation of complex, 
illiquid assets

• Central banks & IMF to make liquidity available during periods of crisis

• Consultation among central bankers, policymakers and international 
agencies on systemic risk

Various Fed and IMF speeches



Future Direction of Financial Regulation

• Banks are expected to return to their more traditional function as stricter 
regulation will limit bank risk and activities

• The non-banking sector will likely have a greater competitive advantage ς
in supplying credit and banking services

• The perimeter of regulation will continue to expand to take into account 
risks from the shadow banking system

• Market infrastructure will be reinforced to protect investors and as a 
consequence will need to provide needed simplicity and transparency to 
make risks clearer and the financial system safer

• The global financial system is likely to be smaller, and less levered, than in 
the recent past, and could be less innovative and dynamic, near-term

IMF Policy Paper Perimeter of Regulation


